
I. Introduction 

    Collateralized debt obligations (CDOs) represent one of the fastest-growing 

credit derivatives of the structured finance world. In January 2007, the law has been 

promoted so that CLOs can be issued in Taiwan, including CDOs and CBOs. Thus, 

we can see that these two kinds of CDOs will be main products in short future. 

Valuing and hedging CDOs will be important issues. In this paper, we discuss the 

implied copula model, which is a brand-new approach to the issues.  

 There are many approaches to valuing CDOs, such as structural models, 

reduced-form models and credit barrier models. Generally speaking, the Gaussian 

copula model has become the market standard for valuing CDOs and other similar 

instruments. Many market participants imply correlations called compound 

correlations and base correlations for actively traded instruments with this model. 

This can be simply explained as taking an example of implied volatilities and the 

Black-Scholes model. 

In this paper, we discuss the “implied copula model”, one approach implied from 

copulas. This is first written by John Hull and Alan White in October, 2006. They 

believe that Gaussian copula does not fit the market price well since we can always 

observe different compound correlations across tranches. This makes Gaussian copula 

difficult to use when valuing non-standard credit derivatives like bespoke CDOs and 

CDO-squareds. Therefore, we implied a copula model called implied copula approach 

from market quotes. The implied copula model, in practice, can be used to find a set 

of probabilities of hazard rates, and it’s the same across tranches or even CDOs. This 

characteristic makes it useful when non-standard credit derivatives or off-the-run 

tranches are considered. 

Here, we discuss how this approach can be extended and how the assumptions 

can be released or changed. First, we release the expected value of tranches from zero 

to some small value. This is because we take market friction into account. Unlike a 

perfect market, there are always transaction cost to pay when we invest in CDOs or 

“sell” CDOs back to the issuer, and this cost is generally considered as bid/ask spread 

for CDO tranches. Thus, a small amount differed from zero won’t make it possible for 
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