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In this thesis, the dependences at the extreme, known as Tail Dependence, between two
random variables with different joint distribution are investigated. This study compares the Tail
Dependences among three copula models: Gaussian copula, the Student’s t copula and the
double t copula. Finally, the effects of the Tail Dependence on pricing CDO are explored.

From the study, the levels of Tail Dependence among the three copulas can be ranked
from the highest to the lowest as follows: the Student’s t copula, the double t copula, and
Gaussian copula.

Tail Dependence for credit risk computation can be interpreted as the state of co-survival
or co-default between two companies. In the case of two companies in the bond portfolio,
assuming identical default intensity, Tail Dependence can fully explain the difference in prices
of a CDO with different copula models. It is found that, in the two-company case, Gaussian
copula offers the highest CDO price, followed by the double t and the Student’s t, respectively.
In other words, Tail Dependence is inversely proportional to the CDO price.

In case of 50 companies, Tail Dependence can partially explain the difference in prices
of a CDO with different copula models. In this case, it is found that Gaussian copula offers the
highest CDO price. However, the prices from the Student’s t copula and the double t copula
have no obvious pattern.
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