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Pricing Credit Default Swaps Under a Stochastic Volatility
Model with Regime Switching

CHEN Wen-ting
(School of Business, Jiangnan University, Wuxi, Jiangsu 214122)

Abstract: Based upon the empirical fact that there exists regime-switching mechanics in real financial
markets, this paper considers the pricing of credit default swaps under a stochastic volatility model with
regime switching. We derive a closed-form analytic solution for the price of credit default swaps after the
default probability is obtained. This solution is practically useful because it can be easily implemented in a
computer and can be widely applied to real financial markets. Based upon the solution, we also discuss
quantitatively, the impact of different parameters, especially the introduction of regime-switching
mechanics, on the price of credit default swaps.

Key words: credit default swap; regime switching; stochastic volatility; closed-form analytic solution

128



