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Abstract

In this paper we investigate the valuation and risk measurement of spot- and
forward-starting collateralized debt obligations (CDOs) under the default contagion effect. To
obtain the credit spread and the expected loss (rate), the firm value is described by the factor
model proposed by Gregory and Laurent (2005), and the reference pool loss distribution is
constructed by the probability bucketing method of Hull and White (2004). No matter what
the spot- and forward-starting CDOs, the tranche credit spread and the expected loss (rate) are
consistently increasing when the contagion effect is considered. And the stronger the
contagion effect is, the higher the tranche credit spread and the expected loss (rate) are.
Moreover, the contagion effect degree is affected by the future market expectation of
investors. The contagion effect is more remarkable with lower intertemporal correlation factor

implied the investors’ optimistic future market anticipation.

keywords : Spot-Starting CDO ; Forward-Starting CDO ; Contagion Effect ; Intertemporal
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