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Executive Abstract

Institutional multi-asset portfolios face structural downside vulnerabilities that standard linear correlation
models systematically fail to detect. During systemic stress regimes, historical correlation matrices break
down as diversification benefits vanish in the left tail—a phenomenon known in multivariate statistical theory
as lower tail dependency.

This white paper outlines the mathematical formulation and computational architecture of a high-dimensional
Student’s #-copula Monte Carlo simulation engine. By decoupling marginal asset distributions from joint
dependency structures, our proposed framework simulates 100,000+ portfolio path iterations while overlaying
endogenous synthetic liquidity freezes, interest rate duration shocks, and safe-haven flight dynamics. We
demonstrate how classical Gaussian models understate joint crash risks, quantify empirical contagion rates
(P(HY Credit Crash | Equity Crash)), and construct an automated, proactive position-capping mechanism
that enforces Expected Shortfall (CVaRg9g,) mandates before capital impairment occurs. The complete,
self-contained Python implementation is provided in the Appendix.

© 2026 Economic Assets Group, LLC. All rights reserved.
For institutional distribution and professional client advisory use.


https://econassets.com

Economic Assets Group | Quantitative Research Series

Copula Monte Carlo Stress Engine

Contents
1 Introduction: The Failure of Linear Correlation
2 Mathematical Formulation of the Copula Framework
2.1 Sklar’s Theorem and Decoupled Dependency . . . . . . ..
2.2 The Student’s t-Copula and Tail Dependency . . . ... ..
2.3 Efficient High-Throughput Sampling Algorithm . . . . . . .
3 Synthetic Stress Layers: Modeling Non-Linear Crises
3.1 Layer 1: Endogenous Liquidity Freezes . . .. ... .. ..
3.2 Layer 2: Interest Rate & Duration Shocks . . . .. ... ..
3.3 Layer 3: Safe-Haven Flight-to-Safety Dynamics . . . . . . .
4 Portfolio Analytics & Contagion Measurement
4.1 Value-at-Risk (VaR) vs. Expected Shortfall (CVaR) . . . . .
4.2 The Hidden Contagion Rate Metric . . . . ... .. ... ..
5 Proactive Position Capping: Automated Risk De-Escalation
5.1 Conditional Position Capping Algorithm . . . . . . ... ..
6 Conclusion
A Production-Grade Vectorized Python Implementation

Confidential / Institutional White Paper

Page 1 of 9



Economic Assets Group | Quantitative Research Series Copula Monte Carlo Stress Engine

1 Introduction: The Failure of Linear Correlation

Conventional risk management frameworks—including standard Variance-Covariance Value-at-Risk (VaR)
and Gaussian Monte Carlo simulations—rest upon the assumption of multivariate normality. Under this
assumption, asset returns are fully described by their first two statistical moments: mean vectors (¢) and
linear covariance matrices (X).

However, decades of empirical market crises (such as the 1998 Russian default/LTCM collapse, the
2008 Global Financial Crisis, and the March 2020 liquidity freeze) have unequivocally demonstrated two
fundamental market realities:

1. Asset returns exhibit fat tails (leptokurtosis) and skewness: Extreme daily returns occur orders of
magnitude more frequently than predicted by Gaussian bell curves.

2. Cross-asset correlations are state-dependent: During tranquil bull markets, equities and credit may
appear moderately correlated, while high-grade government bonds act as uncorrelated or negatively
correlated hedges. In severe liquidity sell-offs, however, cross-asset correlations surge asymptotically
toward unity in the left tail, while traditional hedges often fail simultaneously.

When risk systems rely on linear Pearson correlation coefficients:

. COV(Xi,Xj)
- 0,0

ey

ij

they implicitly assume that dependency is symmetric across all market regimes. Pearson’s p measures only
linear association and has zero sensitivity to extreme joint co-movements. Consequently, portfolios that
appear well-diversified under normal conditions experience catastrophic drawdown clustering precisely when
capital protection is most critical.

2 Mathematical Formulation of the Copula Framework

To overcome the limitations of linear correlation, quantitative finance utilizes copula theory, formalized by
Sklar’s Theorem (1959).

2.1 Sklar’s Theorem and Decoupled Dependency

Let X = (X,X2,...,X4)" be a random vector of asset returns with joint cumulative distribution function
(CDF) F(x) and continuous marginal distributions F;(x;) = P(X; < x;). According to Sklar’s Theorem, there
exists a unique copula function C : [0,1]¢ — [0, 1] such that:

F,52, o x0) = C(R (), Bae2), o Faxa)) ®)
The power of Sklar’s Theorem lies in separation:

* The individual marginal behavior of each asset (drift, volatility, and fat-tailed distribution) is modeled
independently.

* The non-linear joint dependency structure connecting these assets is governed entirely by the copula C.
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2.2 The Student’s t-Copula and Tail Dependency

While the Gaussian copula is widely known, it possesses an insidious mathematical flaw: its asymptotic lower
tail dependency is zero (A, = 0) for any correlation p < 1. In other words, a Gaussian copula mathematically
assumes that joint extreme crashes are independent anomalies.

In contrast, the Student’s t-copula introduces an explicit degrees-of-freedom parameter v that governs
tail thickness and produces strictly positive lower tail dependency.

The d-dimensional Student’s t-copula with v degrees of freedom and correlation matrix R is defined as:

CL,R(MI’ . ,l/td) = td.,v,R (l‘;l (ul), . ,l‘;l (Md)) (3)

where 1., ! is the quantile function of a standard univariate Student’s ¢-distribution with v degrees of freedom,
and 74 y g is the joint CDF of a multivariate Student’s z-distribution with scale matrix R.
The coefficient of lower tail dependence (A;) between two assets with correlation p under the #-copula is:

. (v+1)(d-p)
= < < — _
A qglgﬁ(vz_q\m_q) 2zv+1< T >0 )

As v — oo, the t-copula converges to the Gaussian copula and A; — 0. For institutional stress-testing,
setting v € [3, 6] calibrates the engine to mirror historical liquidity crisis regimes where joint crash clustering
dominates.

2.3 Efficient High-Throughput Sampling Algorithm

To execute 100,000+ simulation paths in milliseconds, the 7-copula engine uses a vectorized decomposition:
1. Compute the Cholesky factorization of the target correlation matrix: R = LL".
2. Generate an N x d matrix of standard independent normal random variates: Z ~ .47(0,1).
3. Correlate the normal variates: X = ZL .
4. Generate an independent N x 1 vector of Chi-squared variates with v degrees of freedom: S ~ y2.

5. Construct the multivariate Student’s ¢ variates:

\%
T:XQ\/; 5)

6. Scale T by each asset’s marginal daily volatility o; and drift p;:

rsim:.lJ"i'G@T (6)

3 Synthetic Stress Layers: Modeling Non-Linear Crises

Raw statistical sampling from a copula provides fat-tailed distribution coupling, but real-world systemic
crises involve endogenous feedback loops. Our proposed simulation engine introduces three stress layers
applied conditionally across simulated paths.
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3.1 Layer 1: Endogenous Liquidity Freezes

In high-yield (HY) corporate credit and private asset markets, liquidity is not constant; it evaporates when
broad equity markets decline sharply. Market makers widen bid-ask spreads, and redemption-driven forced
selling triggers non-linear price degradation.

We model this by checking conditional market-wide liquidation conditions:

(N

Al ) ~Kiig if rspy < Bequity and rHYG < Ocredit
HYG = )
G 0 otherwise

In our benchmark specification, when equities fall below —2.50% and high-yield credit falls below —1.50%,
an endogenous liquidity haircut of kjjq = 180 bps is deducted from credit returns to simulate secondary
market illiquidity.

3.2 Layer 2: Interest Rate & Duration Shocks

Modern asset allocation often assumes that fixed income (e.g., 20+ Year Treasuries, TLT) provides an

unconditional buffer during equity drawdowns. However, during stagflationary regimes or central bank

tightening shocks, bond yields spike simultaneously with stock sell-offs, destroying the purported hedge.
We model duration-sensitive rate shocks via modified duration (D*):

Arpond = —D" - Ayshock 3)
During simulated high-stress equity regimes, a 50 bps yield surge (Ay = +0.50%) is injected with probability
p = 0.25, severely impairing long-duration Treasury holdings (D* = 17.5 years).
3.3 Layer 3: Safe-Haven Flight-to-Safety Dynamics

Conversely, during systemic liquidations, capital flees speculative assets in search of structural safe harbors—
primarily physical Gold (GLD) and reserve cash currencies. We incorporate an asymmetric right-tail drift onto
Gold positions when equity liquidation exceeds critical stress thresholds (rspy < —3.00%).

4 Portfolio Analytics & Contagion Measurement

4.1 Value-at-Risk (VaR) vs. Expected Shortfall (CVaR)

Given portfolio allocation weights w € R such that ¥ w; = 1, portfolio returns across all simulated paths are:

Rp = Fstressed - W €))

At confidence level o¢ = 99%, the Value-at-Risk (VaR,) represents the minimum loss in the worst 1% of
outcomes:
VaRy = —inf{l e R: P(R, <) > 1 —a} (10)

Because VaR is not a coherent risk measure (it fails subadditivity and ignores the severity of losses
beyond the threshold), our proposed engine emphasizes Conditional Value-at-Risk (CVaR), also known as
Expected Shortfall (ES,):

CVaRy = ~E|R, ’ Ry < ~VaRq| (1)

CVaR captures the average catastrophic loss conditional on breaching the VaR threshold.
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4.2 The Hidden Contagion Rate Metric

To provide executive decision-makers with an intuitive diagnostic of cross-asset fragility, we define the
Empirical Contagion Rate between a reference market index (A) and a target credit/asset class (B):

Cpja(Oail) = P<RB < qB(Qail) | Ra < CIA(OCtail)> (12)

where g;(04ai1) is the 0y,j1-quantile of asset i.

Table 1: Simulation Engine Output on Benchmark 4-Asset Allocation (N = 100,000 Iterations)

Risk Metric Gaussian Model Student’s -Copula 7-Copula + Stress Layers Institutional Delta
1-Day 99.0% VaR 1.84% 2.21% 2.67% +83 bps (+45%)
1-Day 99.0% CVaR (Expected Shortfall) 2.15% 2.89% 3.64% +149 bps (+-69%)
Contagion Rate %”HYG‘SPY(S%) 5.00% (Indep.) 38.40% 57.00% 11.4x Multiplier
Treasury Tail Hedge Correlation —0.30 —0.18 +0.12 (Broken) Hedge Breakdown

As shown in Table 1, under a naive Gaussian framework, a 5% equity tail event has only a 5.0%
chance of coinciding with an HYG tail event. In our calibrated copula stress model, that probability surges
to 57.00 % —revealing that what appeared to be separate asset risks are in fact unified credit-liquidation
contagion.

S Proactive Position Capping: Automated Risk De-Escalation

Traditional risk management is fundamentally reactive: funds wait for margin calls, post-facto volatility
spikes, or actual portfolio drawdowns before initiating forced liquidations. Forced selling during an ongoing
crisis guarantees execution at peak bid-ask spreads, compounding losses.

5.1 Conditional Position Capping Algorithm

Our proposed engine transforms risk analytics into an automated, proactive capital allocation mandate.
Let CVaRarge be the institutionally mandated maximum 1-day 99% Expected Shortfall (e.g., 3.00%). If
the simulated stress CVaR exceeds this threshold, the engine automatically calculates a de-risking multiplier:

o CvaRtarget

= <1 (13)
4 CVaRcal

The risk engine applies this multiplier directly to the highest contagion-contributing assets:
wi =w;-y forie {SPY,HYG} (14)

The liberated capital is dynamically swept into a Cash / Risk-Neutral Reserve Buffer:

d

Weash = 1— Y w} (15)
i=1

By trimming high-contagion beta prior to systemic crystallization, the institution stays within risk bounds
without disrupting long-term core strategy positions.
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Proactive Rebalancing Example (CVaReer = 3.00%)

Before Rebalance (Baseline Allocation):
* Equities (SPY): 40.0% | High-Yield (HYG): 25.0%
* Treasuries (TLT): 20.0% | Gold (GLD): 15.0%
¢ Stress CVaRy9g,: 3.64% (Breaches 3.00% Mandate)
Automated Position Cap Recommendation:
* Capped SPY: 33.0% (down from 40.0%)
¢ Capped HYG: 20.6% (down from 25.0%)
* Unchanged TLT: 20.0% | Unchanged GLD: 15.0%
* Cash/Reserve Buffer Created: 11.4%

6 Conclusion

The mathematical fragility of linear covariance models is no longer an academic debate; it is an acknowledged
institutional vulnerability. By coupling high-dimensional Student’s 7-copulas with empirical non-linear
stress layers—such as secondary market liquidity freezes and duration-driven Treasury hedge breakdowns—
quantitative managers gain a realistic, forward-looking lens into tail contagion.

Implementing these engines within automated daily pipelines enables asset managers to replace backward-
looking margin reactions with disciplined, proactive position caps that protect capital across extreme market

regimes.
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A Production-Grade Vectorized Python Implementation

The following standalone Python implementation executes 100,000 portfolio path iterations in sub-second
compute time using vectorized NumPy primitives without requiring external statistical toolboxes.

import numpy as np

def run_copula_monte_carlo(n_sims=100_000, seed=42):
Ezecutes a high-dimenstional Student’s t-copula Monte Carlo simulation
with synthetic liquidity freezes, interest rate shocks, and automated
position-capping Tisk controls.

"nmnn

np.random.seed (seed)

# _____________________________________________________________

# 1. Portfolio Definition & Parameter Specification

# _____________________________________________________________

# Asset Universe: [SPY (Equittes), HYG (Credit), TLT (Duration), GLD (Hedge)]
assets = [’SPY’, ’HYG’, ’TLT’, °GLD’]

baseline_weights = np.array([0.40, 0.25, 0.20, 0.15])

# Marginal daily drift (mu) and daily wvolatility (sigma)
mu = np.array([0.0004, 0.0002, 0.0001, 0.0002])
sigma = np.array([0.0120, 0.0080, 0.0110, 0.00901]1)

# Target correlation matriz (R)

R = np.array ([
[ 1.00, 0.72, -0.30, 0.05]1, # SPY
[ 0.72, 1.00, -0.15, -0.02], # HYG
[-0.30, -0.15, 1.00, 0.22], # TLT
[ 0.05, -0.02, 0.22, 1.00] # GLD

D

# _____________________________________________________________

# 2. Vectortzed Student’s t-Copula Sampling (100,000+ paths)

# _____________________________________________________________

nu = 4 # Degrees of freedom (lower = fatter tails & joint crash risk)

L = np.linalg.cholesky(R)

# Correlated Gausstan wvariates
Z = np.random.normal(size=(n_sims, len(assets)))
correlated_Z = Z @ L.T

# Chi-squared scaling for Student’s t marginal coupling
chi2 = np.random.chisquare(df=nu, size=(n_sims, 1))

t_distributed_shocks = correlated_Z * np.sqrt(nu / chi2)

# Base stimulated returns

sim_returns = mu + (sigma * t_distributed_shocks)
stressed_returns = sim_returns.copy ()

# _____________________________________________________________
# 3. Synthetic Stress Layers

# _____________________________________________________________

# Layer A: Secondary Market Liquidity Freeze

# Blowout pemnalty on HYG when equities & credit sell off together
liqg_mask = (stressed_returns[:, 0] < -0.025) & (stressed_returns[:, 1] <
-0.015)
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stressed_returns[liq_mask, 1] -= 0.0180 # 180 bps dlliquidity haircut

# Layer B: Interest Rate Shock (Duration Hedge Fatlure)
# 50 bps yteld surge hitting long-duration fized income (TLT D* = 17.5)

rate_mask = (t_distributed_shocks[:, 0] < -1.75) & (np.random.rand(n_sims) <

0.25)

tlt_duration = 17.5

rate_shock_daily = (0.0050 * tlt_duration) / 252.0
stressed_returns [rate_mask, 2] -= rate_shock_daily

# Layer C: Flight to Safety (Safe-Haven Gold Inflows)
flight_mask = stressed_returns[:, 0] < -0.030
stressed_returns [flight_mask, 3] += np.abs(

np.random.normal (0.0075, 0.0025, size=np.sum(flight_mask))

)

# _____________________________________________________________
# 4. Portfolio Analytics & Contagion Measurement

# _____________________________________________________________
port_returns = stressed_returns @ baseline_weights

var_99 = -np.percentile(port_returns, 1.0)

cvar_99 = -np.mean(port_returns[port_returns <= -var_99])

# Emptirical Contagton: P(HYG in 5) Tatl | SPY in 57 Tail)
spy_tail_threshold = np.percentile(stressed_returns[:, 0], 5.0)
hyg_tail_threshold = np.percentile(stressed_returns[:, 1], 5.0)

spy_in_tail = stressed_returns[:, 0] <= spy_tail_threshold
hyg_in_tail stressed_returns[:, 1] <= hyg_tail_threshold
p_contagion = np.mean(hyg_in_tail[spy_in_taill)

cvar_target = 0.0300 # Institutional risk mandate threshold (3.007)
if cvar_99 > cvar_target:
excess_risk_ratio = cvar_target / cvar_99
capped_weights = baseline_weights.copy ()
capped_weights [0] *= excess_risk_ratio # Downsize SPY
capped_weights[l] *= excess_risk_ratio # Downsize HYG
cash_buffer = 1.0 - np.sum(capped_weights)
else:
capped_weights = baseline_weights
cash_buffer = 0.0

print ("=" * 68)

print (£f" COPULA MONTE CARLO STRESS SIMULATION ENGINE ({n_sims:,} PATHS)")

print ("=" * 68)

print(f"Allocations: SPY={baseline_weights [0]*100:.0f}}, HYG={baseline_

[11%100:.0£3}%, "

weights

f"TLT={baseline_weights [2]1%100:.0£f}%, GLD={baseline_weights [3]*100:.0£f}%

n )

print ("-" * 68)

print(£f" - 1-Day 99.0% Value-at-Risk (VaR): {var_99 * 100:.2f}%")

print (£" - 1-Day 99.0% Expected Shortfall (CVaR): {cvar_99 * 100:.2f}% (
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if

Limit: {cvar_target*100:.2f}%)")

print (f" - Empirical Contagion Rate P(HYG|SPY Tail): {p_contagion * 100:.1f}J
(vs 5.0% Baseline)")
print ("-" * 68)

print ("PROACTIVE POSITION CAP RECOMMENDATION:")
if cvar_99 > cvar_target:

print (£" [!] Tail risk breaches {cvar_target*100:.1f}) limit. Rebalance
required.")

print (£" - SPY Position Cap: {capped_weights [0]*100:.1f}% (from {
baseline_weights [0]*100:.1£}%)")

print (£" - HYG Position Cap: {capped_weights[1]*100:.1f}% (from {
baseline_weights [1]*100:.1£f}%)")

print (£" - TLT Allocation: {capped_weights [2]1%100:.1£}%")

print (£" - GLD Allocation: {capped_weights [3]1*100:.1£}%")

print (£" - Cash Buffer: {cash_buffer=*100:.1f}%")
else:

print (" [0K] Portfolio satisfies tail risk criteria. No rebalance
required.")
print ("=" * 68)
__name == " main g

run_copula_monte_carlo ()

Listing 1: Vectorized Copula Monte Carlo Simulation Engine
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