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Preface

The purpose of this book isto give a comprehensiveintroduction to the modeling of
financial derivatives, covering the major asset classes and stretching from Black and
Scholes' lognormal modeling to current-day research on skew and smile models.
The intended reader has a solid mathematical background and works, or plans to
work, at afinancial institution such as an investment bank or a hedge fund. Theaim
of the book isto equip the reader with modeling toolsthat can be used in the (future)
work involving derivatives pricing, trading, or risk management.

The field of derivatives modeling is extensive and to keep the book within a
reasonable size, certain sacrifices have been made. For instance, the implementation
of modelsis not discussed as this can be viewed as an art rather than science and is
therefore an ungrateful subject for atext book. Minor asset classes, such asinflation
products, and asset classes that require specific mathematical tools, e.g., credit and
mortgage products, have been left out. Furthermore, the financial basics are covered
at a faster pace than in other introductory books to the area. For example, the
martingale theory is summarized in a compact appendix, and the introduction to
the Black—Scholes model is done by working directly in continuous space-time, in
contrast to the pedagogical approach of initially reviewing the binomia model. This
enables us to quickly go beyond the Black—Scholes framework and thereby focus
on skew and smile models and on derivativesin specific asset classes.

The book is divided into four parts. The first part consists of Chaps. 1-4 and
contains the general framework of derivatives pricing. This part is essential for the
understanding of the rest of the book. An exception is Chap.4 which a novice
reader might find too abstract and is advised to skip and come back to later
when the necessary financial maturity has been reached. The rest of the book
consists of chapters that can be read independently. Chapters 5-8 cover skew and
smile modeling. The pricing of exotic derivatives is the subject of the third part,
Chaps. 9-10. The concluding fourth part comprises Chaps. 11-14 and applies the
pricing methods to specific asset classes.

Stockholm Christian Ekstrand
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Chapter 1
Pricing by Replication

Thischapter providesan introductionto the theory of derivativespricing. We start by
defining the fundamental objects — the underlyings — that the theory depends upon.
We state the conditions that the underlyings are assumed to satisfy and explain how
the theory can be applied. The presentation here has an abstract character while the
remainder of the book contains specific examples of models based on this theory.

1.1 Underlyingsand Derivatives

The theory of derivatives pricing is based on a set {S’} = {S!, 82,83, ...} of
predefined financial assets that can be stocks, bonds, etc. The price of an asset S
is areal number which we also denote by S, or by S, when we want to emphasize
the time dependence. We assume that today’s prices {S/_,} are given and refer to
these assets as the underlyings of the theory.

We areinterested in pricing contracts V' for which the pricesat time 7' are known
as expressions of the price S of an underlying. As the future values can be derived
from the values of the underlyings, these contracts are called derivatives. Examples
include V; = (S7)? or Vy = Sy — K for afixed K, but also more general payoff
types such as Vr depending on the values of several underlyingsat 7" or on the
averagevalue of S, attained inthetimeinterval ¢ € [0, T7].

We show later that the present value (PV) V,—, of a derivative can be computed
using only a couple of natural assumptions. We are not, however, interested in
computing the present values of the underlyings. The reason is that the underlyings
are often too complex to be handled in a universal pricing framework. For instance,
the price of an equity stock depends on multiple hard-to-measure factors including
the employees morale, the interaction between the divisions of the company, the
management’sdecisionsand the state of the world economy. Instead, our philosophy
isthat the underlyingsare correctly priced through the supply and demand by market
participants.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_1, 3
© Springer-Verlag Berlin Heidelberg 2011



4 1 Pricing by Replication
1.2 Assumptions

To set up atheoretical framework for derivatives pricing, it is necessary to impose
certain conditions on the underlyings. We assume that the underlyings are liquidly
traded meaning that they can be bought and sold at any instance in time with equal
bid and offer prices. We allow S, to be equal to any real value (or positive real
value), i.e. we let the tick size be zero. When purchasing an asset, it takes a couple
of daysuntil the asset and the payment change hands. Thistime period is called the
settlement lag and is set to zero for simplicity.

We allow for assets to be shorted, i.e. a negative number of assets can be
held. In practice, assets can be shorted by entering futures or forward contracts.
Alternatively, assets can be borrowed (typically from a broker) and then sold
whereafter they are bought back and returned at a later time. We assume that the
underlyings are non-defaultable and that there are neither any costs associated with
holding the underlyings (e.g. storage costs) nor any cash flows generated by them
(e.g. dividends).

The markets are assumed to be efficient: there are no dominant market par-
ticipants and no market manipulation, the markets are unregulated, the decisions
made by the market participants are based solely on financial arguments, there is
no shortage of cash, etc. Furthermore, all market participants are assumed to have
excellent credit rating, which means that they never default.

In financial modeling, the zero-coupon bond Pyt is a particularly useful instru-
ment. It pays$1 (1 unit of the currency under consideration) at 7" for certain and has
no other cash flows either before or after T'. It can aso be viewed as aloan taken at
t that together with the interest rate yields arepayment of $1 at 7. Py isalso called
the discount factor from T asit measuresthetimer value of $1 at 7. Asderivatives
pricing involves discounting cash flows, we impose the same conditions on zero-
coupon bonds as for the underlyings (indeed, the bond itself acts as an underlying
for interest rate derivatives). This means, in particular, that Pyt are assumed to be
givenforall 7.

The assumptions are not made because we believe that they are satisfied in real
markets but to obtain a theory that is as simple as possible. In practice, it is often
necessary to take into consideration the fact that the assumptions are violated. Some
of the violations can be taken care of with minor adjustments to the theory. For
example, in Sect. 3.11 we describe how a careful discounting accounts for a non-
zero settlement lag. Other violations, such as a non-zero bid-offer spread, require
more general models.

With only afew exceptions, we choose not to consider such generalized models.
One of the reasonsfor this decision is that the question as to which assumption has
the greatest impact on the derivatives price is often hard to answer and depends on
both the type of the underlying and the derivative, and can even change during the
lifetime of the derivative. Furthermore, there exist no well-established models that
take such effects into account.
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Generalized models often involve complex and thereby lower performing com-
puter implementations. As performance is of crucial importance for many market
participants, a generalized model is sometimes not a viable option. The alternative
isto accept the model uncertainty arising from the violations of the assumptions. It
meansthat if we sell aderivative, the customer needsto be charged an extrapremium
for the model risk we undertake. The size of the premium is delicate as it should
be large enough to compensate for the model risk but small enough for the price
to remain competitive. One of the main reasons for employing skilled quantitative
analysts (colloquially known as quants) is to reduce the model risk, which leads to
alower premium. The result is a higher competitiveness and more deals won over
rival firms.

Parts 1-111 of the book cover pricing of derivatives with underlyings that satisfy
the idealized assumptions above. As we move on to the pricing of real-life
derivativesin Part 1V, it is necessary to relax some of the constraints.

1.3 TheNo-Arbitrage Assumption

LetV = >, b; S’ be afinancia portfolio, i.e. a weighted sum of financial assets,
where the b;s are real humbers. We alow the portfolio to be rebalanced at each
instance in time, whereby some assets are sold while others are bought. The
restructuring of the content is called the strategy of the portfolio. A self-financing
strategy has no in- or out-flux of cash, i.e. each purchaseis exactly funded by asale.
Unless stated otherwise, we only consider self-financing strategies and therefore
refer to them simply as strategies.

A dtrategy V issaid to be an arbitrage strategy if it has zero initial value V, = 0,
isaways positive P(Vy > 0) = 1 and strictly positive with a non-zero probability
P(Vr > 0) > 0 for agiven futuretime 7. An arbitrage strategy permits a possible
positive future cash flow without any downside risk. Any arbitrage strategy that
existsin amarket isthereforetaken advantage of by tradersuntil supply and demand
forces have adjusted the prices so much that the arbitrage disappears. As a result,
arbitrage strategies are rare, and when they exist, they only do so for a short time.
For this reason, it is possible to base a theory on the assumption that arbitrage
strategies do not exist. This assumption has far reaching consequences and is the
base of derivatives pricing.

Animmediateimplication of the no-arbitrage assumptionisthat certain financia
strategies must be excluded from the theoretical framework. For instance, consider
an investment into an overnight deposit, i.e. a loan that starts today and ends
tomorrow. When tomorrow comes, we reinvest the proceeds in a new overnight
deposit that ends the day after tomorrow. As interest rates are always non-negative
(with a few peculiar historical exceptions), repeating this procedure results in a
strategy with earnings greater than the holding of the amount in cash. We conclude
that the combined strategy of being long the above strategy and short cash is an
arbitrage strategy.
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To exclude arbitrage strategies of the above type, it is necessary to remove
the substrategy with the smallest payoff, which in this instance is the holding of
cash. From now on, we assume that all suboptimal strategies are excluded from the
theoretical framework. Thisleaves uswith a setting that is completely arbitragefree.

1.4 Replication

L et usnow turn to aparticular implication of the no-arbitrage assumption that serves
as the foundation for derivatives pricing. For this purpose, consider two strategies
V and U for which we know for certain that V7 > Uy at agiven futuretime 7. We
claim that V, > U,. The statement can be proven by showing that Uy = V;, + k,
for k > 0, leadsto a contradiction. The strategy X = V + (kPy;) Per — U of being
long V, short U and long kP,; bonds maturing at 7' satisfies X, = 0 and X1 > 0,
violating the no-arbitrage assumption. The argument can be generalized to arbitrary
timest before T: P(Vy > Ur) = 1 = P(V;, > U,)) = 1. Indeed, if this were
not true, there would exist a scenario for which V; < U, and P(Vy > Ur) = 1,
violating the no-arbitrage assumption when using the time ¢ as a starting point.

The direction of the inequality can be reversed by interchanging the roles of
and U . Together with the original inequality, we arrive at the following conclusion:
if two strategiesfor certain areequa at afuturedate, P(Vy = Ur) = 1, their values
at any earliertimer < T must beequal, P(V, = U,;) = 1. In particular, when ¢ is
today’s date we obtain 1, = Uy (Fig. 1.1).

To determinetoday’s price V;, of acomplex contract V', the no-arbitrage assump-
tion can be applied in the following way: assume that it is possible to construct a
strategy U which is worth as much as V' at a future time 7' (independently of the
scenariosfollowed by the market) and for which the present value Uy is known. The
no-arbitrage principleimpliesthat V;, equals Uy. In fact, as the portfolios have equal
valuesforal r < T, thestrategy U issaid to replicate V.

To reconnect with Sect. 1.1, we aretypically interested in the pricing of acontract
V for which the future value V7 is known as an expression of underlying values
{S%};. We construct areplicating portfolio U consisting of underlyings. The current
value U, can be determined from {S;}, which are assumed to be known. The

Fig. 1.1 Contracts that for certain have the same future values must have the same present values
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t T t

Fig. 1.2 Modeling of aderivative with asingle cash flow

no-arbitrage principlethen alows usto find the present value of V' through 1V, = Uy
(Fig.1.2).

In Chap. 2, we restrict ourselves to static replication for which the content of U
isset upat t+ = 0 and held until 7', without any additional trading between ¢ = 0
and T'. Thisisin contrast to dynamic replication, covered in Chap. 3, for which the
content of U is changed through time in order to replicate V.

It is sometimes not possibleto find a practically applicable strategy that replicates
V. It can then be useful to construct a strategy U that superreplicates V, i.e. Vy <
Ur, which gives an upper bound on today’s price: Vy < Uy. In the same manner, a
strategy that subreplicates V' leads to alower bound.



Chapter 2
Static Replication

A portfolioissaid to be static if it is unmanaged, which meansthat the content is not
changed through time. In this chapter we review some important situations where
static replication can be used for pricing or for finding upper and lower bounds on
prices.

We start with pricing forward contracts and general fixed-time payments. We
then derive constraints on option prices in preparation for the next chapter, where
options are priced with dynamic replication. Finally, the method of static replication
is applied to more exatic contracts such as early exercisables and barrier options.

2.1 Forward Contracts

Under the specifications of a forward contract, the counterparties are obliged to
exchange a certain underlying S for a strike price K at a given maturity 7. The
contract isthereforeworth S — K at T'.

The pricing of aforward contract istrivial as we can immediately conclude that
thetimer valueis S —KP,r. Indeed, if we own thisamount at ¢, by selling K bonds
maturing at 7', enough money is generated for a purchase of the underlying S. The
strategy isworth S — K at maturity, which is the same amount as that of the forward
contract. The no-arbitrage principle impliesthat the forward contract must be worth
S — KP;7.

The cash amount K that is used in the initiation of a forward contract is by
convention such that the contract values to par, i.e. the price equals to zero. This
value of the strike is called the forward. It is usually denoted by F and is equal to
P;'S.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_2, 9
© Springer-Verlag Berlin Heidelberg 2011



10 2 Static Replication
2.2 European Options

A European call option gives the contract owner the right to buy the underlying S
at time T for agiven amount K. In contrast to forward contracts, the owner is not
committed to the purchase but only does so if it is profitable. The option value at
maturity istherefore (St — K)+ = max(S7 — K, 0).

An option is said to bein the money (ITM) if S > K, out of the money (OTM) if
S < K and at the money (ATM) if § = K. Sometimes the forward is used in this
classification, i.e. the conditions F > K, F < K and F = K are used to define
whether an optionisITM, OTM or ATM. It isusually clear from the context which
definitionis used.

A European put option givesthe owner the right to sell the underlying. Thevalue
at maturity is (K — S7)+. A digital European call option pays $1 if S7 > K
and 0 otherwise. Thus, the value at maturity is 8(St — K), where 6 isthe Heaviside
function. Similarly, adigital European put optionisworth (K — Sy) at T'.

Options belong to the type of contracts that cannot be priced with static replica-
tion. We postponethe pricing of these contractsto the next chapter in which dynamic
replication is introduced. For the remainder of this chapter, we assume that option
prices are known and use them for the static replication of more complex contracts.

2.3 Non-Linear Payoffs

We determine the present value of a contract IV that pays #(S) at T for afixed, but
arbitrary, function 2 with awell-defined second derivative. We have already covered
the special case i(S) = S — K, for which the pricing can be done using the present
values of the underlying S and the zero-coupon bond maturing at 7'. In the same
manner, any linear payoff 4(S) = «S — K can be priced. When /(S) is non-linear,
on the other hand, additional information is needed. The present values of European
call optionsmaturing at 7' turn out to provide sufficient information. This statement
is made clear by the following computation:

h(S) = /Ooo h(K)S(S — K)dK
_ /Ooo (_% (h(K)O(S — K)) + h (K)O(S — K)) dK
— h(0) + /Ooo 1(K)6(S — K)dK
K

g
= h(0) + /0 (—— (W (K)(S — K)+) + h"(K)(S — K)+) dK

= h(0) + K (0)S + /OO B (K)(S — K)+dK
0
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/ N

Fig. 2.1 Replication of an arbitrary payoff with zero-coupon bonds, the underlying and call
options

Thus, if weattimer = 0 buy /(0) number of bondsmaturing at 7', 4’ (0) number of
underlyings S and 4" (K) number of optionswith strikesin [K, K + dK], foral K,
then the contract is worth 2(S) at T (Fig. 2.1). The no-arbitrage principle implies
that

V = h(0)Por + ' (0)S + / ” " (K)VE(K)dK
0

where VC(K) isthe present value of a call option with strike K .

Fixed-time payoffs can also be statically replicated with other option types. For
example, according to the third line in the calculation above, digital calls options
can be used. In thisinstance, the underlying S is not needed for the replication.

We move on to discuss which option type is preferable in the replication, call
options or digital call options. From a theoretical point of view, the question is
irrelevant as the two product types can be statically replicated from each other. For
instance, using the third line in the above equation for 2(S) = (S — K)+ gives

(S—K)4 :/OOO Q(K’—K)Q(S—K’)dK’:/KOO 0(S — K')dK'

Conversely, therelation 8(S — K) = —%(S — K) 4+ showsthat adigital call option
can be approximated by a call spread, i.e. the difference between two call options,
having the following payoff at 7'

1
2 (S =K+ 8K+ (S~ K))

We concludethat adigital call option can be approximated by two call optionswhile
alarge number of digitals are needed to approximate a call option. This suggests
that call options should be used in static replication of contracts paying 4(S). The
main reason for using call options, however, is that they are more liquid market
instruments than digital call options.

The replicating formula is aso applicable to payoffs with a discontinuous
(mathematical) derivative. Consider, for example, a put option paying h(S) =
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Fig. 2.2 Put-call parity

(K—S)+aT.Usingh'(S) = —0(K—S)andh”(S) = §(K—S)inthereplication
formulagives:

VP(K) = KPyr — S + VE(K)
This relation is called put-call parity and shows that a call and a put option only

differ by alinear payoff (Fig. 2.2). The parity is obvious as the differencein payoff
at maturity

(S—K)y—(K-=8)+=5-K

is equal to the payoff of aforward contract.

Since aput equalsacall up to alinear payoff, some of the callsin the replication
formula can be replaced with puts. As puts are cheaper than calls when the strike is
low, the cost of the optionsin the replication formula can be reduced by replacing
low strike calls with puts. The details can be understood from the computation

K 00
/ W' (K)(K — S)4dK + / '(K)(S — K);dK
0 K
L K
=W (K)K—S); — / h'(K)0(K — S)dK
0
—n(K)(S — K)4 + /_oo n'(K)8(S — K)dK
K

I3
=Nn'(K)K—-S)y —h(K)O(K —S) + /0 h(K)8(K — S)dK

—W(K)(S — K); —h(K)0(S — K) + /K h(K)8(S — K)dK

=h'(K)(K —S)—h(K)+ h(S)

The no-arbitrage principle implies that
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K 00
/ h"(K)VP(K)dK + / R'(K)VS(K)dK
0 K
= (W (K)K —h(K)) Por — ' (K)S +V

which shows how afixed-time payoff can be replicated with low strike puts and high
strike calls. Denoting the right-hand side with g(K), we obtain

g'(K) = h"(K)(K Por — S)
g"(K) = h"(K)(K Pyr — S) + h"(K) Por

Assume for a moment that the second derivative of / is positive. The only extreme
point of g(K) isthen a minimum located at the forward K = Py;'S = F. We
conclude that

F e’}
V= (h(F)—h'(F)F) Por +h'(F)S + /0 B (K)VP(K)dK+ /F R (K)VE(K)dK

is the replication of V' that has the cheapest option content. The same result is
obtained if 4 has a negative second derivative.

Liquid European options are found in the market only for afinite set of strikes.
It means that the static replication strategy for non-linear payoff is not directly
applicablein practice. Instead, European option prices for arbitrary strikes are typ-
icaly inferred from the liquid market quotes by mathematical interpolation. Once
this has been done, static replication can be used. As the outcome depends on the
interpolation scheme, different market participants arrive at different conclusions
regarding the price. Thisis particularly apparent when the payoff depends on strikes
outside the liquid range, making extrapolation a necessity.

2.4 European Option Price Constraints

Before constructing option pricing models, it isuseful to derivethe asymptotic limits
and the no-arbitrage conditions that a European call option price V' has to satisfy.
These conditions can be used to excludeinappropriate models. Asthe corresponding
congtraints for put options follow from put-call parity, it is sufficient to focus on
European call options.

Consider first the asymptotic behavior of V': for very large values of K the call
option isworthless, V' = 0. In the limit of small values of K, the option certainly
gets exercised at maturity. The option holder then needs the amount KPP, today to
pay the strike price K at 7' in order to receive S. Today’s value of the contract is
therefore S — KPyr.

We proceed to the no-arbitrage conditions and observe that the val ue of a contract
paying 2(S) > 0 at T isobvioudy positive. Ash(S) = f0°° h(K)§(S — K)dK, this
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requirement is equivalent with demanding positivity of a contract paying §(S — K).
Using

d? d?
a0 =0

which is the AK—0 limit of (AK)™2 (V7 (K+AK) —2V7(K)+Vr (K — AK)),
we obtain the constraint dd_Kzz V >0.

Thereis also aconstraint for option combinationswith different maturities: V, —
V1 is positive for V; and V, European call options with strike K and maturities
T, < T,. The statement can be verified by proving that a portfolio of onelong unit
of V, and one short unit of V; isalways positiveat 7;. It is sufficient to consider the
situation when V; isITM at Ty, giving a portfolio value of 1, — S + K. From the
conditions V(K — o0) — 0, V(K — 0) - S — KPyr and V”(K) > 0 it follows
that V(K) > S — KPyr, which |mp||05that VQ(Z‘ = Tl) > S — KPT]TZ >S5 —-K,
proving the statement. Observe that 1, > V7 is equivalent with the infinitesimal
condition 4 > 0.

In summary, the following constraints must be satisfied by the European call
option price (Fig. 2.3):

° V(K—)O)—)S—KPOT

e V(K —>o00)—0

e V(T —-0)—>(S—K)+
2

d V=0
dK? —

« Ly

dT  —
From these fundamental constraints, it is possible to derive other interesting
conditions on the option price. For instance, from conditions 1, 2 and 4, we obtain
upper and lower bounds on the European call option price and its (mathematical)
derivative with respect to the strike (which is the digital option price).

5(S — K) = Vr

(S — KPor)+ Vv.o.<S
dv dv dv

—Por = —— — < — =0
dK |o_y = dK = dK |,

IA

IA

K
______________ 0
_—
increasing
(S_K) . convex

Fig. 2.3 No-arbitrage
conditions and asymptotics
for European call option S-KP,, T

prices
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2.5 American and Bermudan Options

American options can be exercised any time up to the maturity 7. For example, an
American call option exercised at t < T givesapayment S — K at . Thisisin
contrast to European options which can only be exercised at maturity 7. Bermudan
optionsare something in between (just as Bermudalies somewhere between Europe
and America): they can only be exercised at certain prespecified dates. The extra
optionality makes an American option more valuable than a Bermudan option,
which in turn is worth more than a European option. There are, however, many
instances where this extra optionality is worthless and all option types have equal
value.

We saw in the previous section that (S — KPyr)+ is a lower bound for the
European call option price. As this amount is greater than the exercise value
S — K, acall option should never be exercised early. We conclude that American,
Bermudan and European call options have equal prices. Observe that if we permit
the underlying to have cash flows such as dividend payments, there can be situations
for which it is optimal to exercise early in order to obtain these cash flows.

For European put options, the lower bound (KPyr — S)+ is below K — S for
S < K which means that there are instances when an early exercise is preferable.
American and Bermudan put options are therefore worth strictly more that their
European counterpart. To find an upper price bound, observe that, because of the
possibility to exercise early, American and Bermudan put options with a time-
dependent strike KP,7 must be worth more than a European put option with strike
K. However, as (KP,7 — S)+ is alower bound for the European price, an early
exercise is not feasible as it yields KP,7 — S. We conclude that the American,
Bermudan and European put options have equal prices in this instance of a time-
dependent strike. As put option prices increase with the strike, American and
Bermudan put options with strike KPyr are worth less than the corresponding
options with strike P,7, which in turn is worth as much as a European put option
with strike K. Replacing K with KP;;!, we conclude that American and Bermudan
put options with strike K are bounded from below by the European put option with
strike K and from above by the European put option with strike KP;;!.

The argument leading to put-call parity for European options do not carry
through to American and Bermudan options. Instead, the parity relation can be
replaced with an upper and lower bound on the put option price when formulated in
terms of the call option, or vice versa. Indeed, using put-call parity on the European
put optionsin the above boundstogether with the fact that American, Bermudan and
European call options are worth equally much, we obtain

KPy—S+VEe<VP<K-S+V°©
where we have used the common notation V' for both American and Bermudan

options. The right-hand side option has strike K P;;' which because of decaying
call prices with strike values can be replaced with strike K .
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Early exercise decisions for call and put options with zero strike value are
particularly simple to analyze. Consider first the trivial situation of a call option on
an underlying that is restricted to being positive. Asthereisno cost in exercising the
option, we definitely do that at some point in time and it does therefore not matter
when the exerciseis made. When the underlying can be negative aswell as positive,
it is suboptimal to exercise early in the zero strike case. Indeed, exercising early
and holding the underlying to maturity is associated with the risk of the underlying
becoming negative, which can be avoided by postponing the exercise till maturity.
A swaption, i.e. an option on a swap, is an example of a zero strike option on an
underlying that can be negative.

2.6 Barrier Options

We consider barrier options that are of call type, i.e. they pay (S — K)+ a T if
the underlying S breached (or did not breach) a barrier level B sometime between
t = 0 and T'. Options of put type can be treated in a parallel way. A barrier option
is said to be of knock-out type if the payment occurs conditional on that the barrier
was not breached. If the barrier needs to be breached for the payment to occur, the
option is said to be of knock-in type. For instance, the payoff for a knock-out call
option with alower barrier can be written as Inings, 73> (ST — K) +.

Asabarrier iseither breached or not, the sum of a knock-out option and aknock-
inoptionisequal to astandard option. Thisisknown asthe parity relation for barrier
options. Assuming that we know how to price standard options, we can focus on the
pricing of one of the option types. We choose to focus on knock-outs.

Knock-out call options can be classified into four different types depending on
whether the barrier is above or below the strike and on whether the barrier is an
upper or lower barrier. For an upper barrier that is below the strike, the call option
isworthless, which meansthat there are only three non-trivial types of knock-outs.

Let us start with a lower barrier that is below the strike. The barrier lies in
the out-of-the-money region and has relatively little effect on the option. Under
certain modeling assumptions, we compute its price Véf x inthe next section. The
corresponding digital option, obtained from the K derivative of ng x» IS denoted by
V§ k- The corresponding put options are denoted by V. and V} ;. and have an
upper barrier that lies above the strike. For now, we assume that these prices are
given and use them to price the other two types of knock-out options.

When the lower barrier lies above the strike, we see in Fig. 2.4 that the price of
the knock-out option equals

Vlg:,B + (B — K)‘;;B

In the instance of an upper barrier above the strike, we see in Fig. 2.5 that this
contract can be written as a sum of a spread put and a digital put, al with an upper
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Fig. 24 Replication of abarrier option with strike < barrier < spot

. s _ K/

K/iB S

Fig. 2.5 Replication of abarrier option with spot, strike < barrier

knock-out barrier. The priceis equal to

VEk—VEg+ B —K)\Vi,

2.7 Model-Dependent Pricing

The relations derived so far have been independent of the process followed by the
underlying and can be viewed as model independent results. We now show how
static replication can be applied in more complex situations by using modeling
assumptions. We illustrate the technique by showing how barrier options can be
statically replicated by European options.

We priceaknock-inoptionthat maturesat 7 and has strike K and barrier B < K.
The corresponding knock-out option can be priced using the parity relation for
barrier options. An alternative pricing method for barrier options is presented in
Sect. 9.1

We initially assume that the underlying value S equals the barrier value which
meansthat the option hasknocked in. It isclear graphically from Fig. 2.6 that if K is
large enough, there exists a put option with strike K’ < B that is worth as much as
the call option. We temporarily assume that the call and the put are equal at all times
aslongas S = B, i.e. along the dotted line in the figure. Under this assumption the
knock-in call option is worth as much as the put option. Indeed, their prices are
equal if the barrier istouched while they are both worthless otherwise. Observe that
the method is model dependent as amodel must be used to find the strike for the put
option.
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Fig. 2.6 Rélicationof a ¢ ‘
knock-in call by aput option |
and astrip of digital put T :
options |
_\—j

K B K S

It is possible to relax the assumption that the two options should have equal
prices aong the whole barrier. To provethis statement, assume first that their prices
are equal along the barrier when close to maturity. The further away we come from
the maturity, the more the prices start to deviate. When far enough away from the
maturity, the prices will differ more than a specified tolerance level. The reason
is that a different put strike should have been used for the two options to have
equal values at the barrier. The incorrectnessin the payoff profile used at maturity is
therefore equal to the difference between two put option, with similar strikes, which
can be approximated by adigital put option. The price difference at the current time
can therefore approximately be adjusted by adding a digital put option. When going
further back in time along the barrier the price difference will increase again, which
can be periodically reset by adding more digital put options, see Fig. 2.6.

Thereflection in the barrier can be done more efficiently by not using asingle put
options but several put optionswith the same strike K’. Theresult is a payoff profile
with a steeper slope. Thisreflects the payoff of the call for longer time periods away
from T', reducing the number of digital put optionsalong the boundary. An example
of when more than one put option is necessary is within the lognormal model that
will be discussed thoroughly in the book.

The replication becomes particularly simple when the strike equals the barrier
and interest rates are assumed to be zero. The price of a knock-out call option is
then Sy — K. The payoff can be replicated by holding this amount of cash and by
entering at zero cost aforward contract to purchase the underlyingfor Sy at 7'. If the
barrier is not touched, the replicating strategy isworth (S7—So) +So— K = St —K
whichisasmuch asthe barrier option value. On the other hand, the forward position
can be liquidated should the option be knocked out, yielding (B —Sy) + So— K = 0
and showing that the replication is successful.



Chapter 3
Dynamic Replication

When pricing certain derivatives, the content of the replicating portfolio needsto be
rebalanced through time. The derivative is then said to be dynamically replicated.
For the replication to succeed, some knowledge about the propagation of the
underlying is needed. As the future is unknown, the best that can be done is an
educated guess on the futuredistributions. The various market participants basetheir
guesseson their individual beliefsand do therefore not necessarily agree completely
onthefair price. Thus, dynamic replication is model dependent in theory as well as
in practice. Thisisin contrast to static replication that can be model dependent in
practice (see Sect. 2.3) but often not in theory. For this reason, dynamic replication
should only be used to price contracts for which static replication is not viable. An
example of such a contract is the European call option which we discussin detail.

We start by describing a naive dynamic replication strategy and explain why
it cannot be applied in practice. Motivated by the failure of this strategy, we
introduce a more sophisticated framework based on stochastic calculus. We show
how stochastic calculus can be used to price fixed-time payoffs and in particular
European call options. The resulting Black—Scholes formula is analyzed and the
concept of implied volatility is introduced. We then view the pricing on a more
abstract level and introduce the fundamental theorem of asset pricing and consider
the relation between PDEs and SDEs. The chapter ends with discussions of
convexity adjustments and dynamic replication of futures contracts.

3.1 Naive Replication of European Options

A naive attempt to replicate call options involves a portfolio that is empty if S <
KPyr and consists of one underlying S and short K zero-coupon bonds maturing at
T if S > KPr. When the underlying crosses the level S = KP¢ from below, the
underlying S can be bought by selling K bonds. If it crosses the level from above,
the K bonds can be bought back by selling the underlying, resulting in an empty
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portfolio. The strategy isworth (S — K)4 at maturity, so the replication appears to
be successful.

The replicating portfolio is worth (S — KPyr)+ at time ¢ and, in particular, it
isequal to 0 if S < KPyr. Clearly, this cannot be true as there is a chance of S
exceeding K at maturity, implying a non-zero option price. To understand the flaw
in our argument, we analyze the t-dependence of S.

A study of historical time series of prices on financial products as equity stocks
or FX rates shows an erratic behavior of S asafunctionof . In particular, it appears
that S(z) does not have a well-defined (mathematical) derivative: (S(r + At) —
S(t))/ At is At-dependent even for small values of At. Actually, this behavior
makes sense intuitively because if S(z) had awell-defined derivative, the relation

S(t+ At) ~ S@t) + S'(t)At

would enable us to approximately predict the value of S(t + At) given only
information at the earlier time . Compare with the situation where a cash sum
S(t) is invested in zero-coupon bonds. The value S(t)P,;ﬂr A, Would then have
been obtained at 1 + At. Absence of arbitrage thereforeimpliesthat S(r + At) ~
S(t)P,;ﬂr A;- Thus, instruments S not behaving like zero-coupon bonds can only
be included in our theoretical framework if we allow a -dependence such that the
derivative S'(¢) isill-defined.

The fact that S(¢) does not have a well-defined derivative means, for example,
that when S crosses the level S = KPy from below, we do not succeed in buying
exactly at the level, but only at a bit higher value. Similarly, we only succeed in
selling the underlying for alittle bit too low value when it crosses from above.

Assume that the underlying is bought at KPy + § and sold at KPyr — 6. If
the underlying first moves up and then down, or vice versa, aloss of 2§ is made.
These losses accumulate during the lifetime of the option. Letting § — 0 to better
replicate the option does not save us from the | osses because of the stochastic nature
of the underlying. For example, if modeling S with a Brownian motion, only an
infinitesimal amount islost each timethelevel is crossed. However, it iswell known
that if a Brownian motion crosses a level once, it does so an infinite number of
times in any open time interval containing the first crossing. The infinite number of
crossings of the barrier combined with an infinitesimal loss at each crossing sums up
to afiniteloss. It meansthat our replication strategy is not possible either in practice
or in theory.

The price of a call option can be written as (S — KPyr)+ + g(K), where g(K)
is a measure of the cost of buying and selling when the level KPyr is hit. If K is
very large or very small, the average number of hitsissmall and sois g(K). On the
other hand, for K closeto P;'S, we expect many hitsand g(K) must belarge. We
concludethat the option price must be given by abell-shaped positivefunction g(K)
centered somewhere around P 'S and added to (S — KPyr)+. In the following, we
develop more advanced models to quantitatively determine the option price.
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3.2 Dynamic Strategies

Consider a strategy with initial amount V(r = 0) and such that for each time ¢,
A(t, S) number of underlyings S is held and the rest of the amount is invested
in zero-coupon bonds Pyr. To follow the evaluation through time, we first assume
that the portfolio is only restructured at times 0 = Ty < 77 < ... < T,y <
T, = T.We let the portfolio contain A; number of underlyings S in [T;, T;+1)
and use the notation Pj, for the 7; value of the bond maturing at 7,. At Ty, the
portfolio consists of A, underlyings and therefore V(T,) — AySo worth of bonds,
i.e. (V(To) — AoSo) Py,' number of bonds:
V(To) = AoSo + ((V(To) — AoSo) Py,') Pon

= AoSo + ((V(To) Py,' = AoFo)) Pon
The value of the portfolio at times 77, 7T, and Tj is equal to

V(T) = AoS1 + ((V(To) Py, — AoFo)) Pua
= A1S1 + (Ao — AN Fy + (V(To) Py, — AoFy)) Py
V(T2) = A1S> + (Ao — A Fy + (V(To) Py, — AoFy)) Pay
= M5 + (A=A + (Ag— ADFy
+(V(To) Py, — AoFo)) Pan
V(Ti) = (AkFx + (D=1 — D) Fe + (Ag—2 — D) Fr—1 + ...
+(A0 = AN Fi + (V(To) Py, = AoFo)) Pen
= (Ak—1(Fx — Fy—1) + Ap—2(Fi—1 — Fr—2) + ...
+A0(Fi = Fo) + V(To) Py,') Pr
k-1

& V(T0)/Prn = Y Ai(Fi1 — F)) + V(To)/ Pon
i=0

In the continuous-time limit, we obtain
t
V(l)/PtT = / AdF + V(t = 0)/P0T
0
which givesthe following valuefort = T':
T
0

Theaboveequationsindicatethat it ismorenatural to work with the quotient U (z) =
V(t)/ P than with 1V (¢). Thus, instead of quoting portfolio prices in dollar terms,
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we quote them relative to a tradable asset, in this case the bond maturing at 7. The
asset, in terms of which the prices are quoted, is called the numeraire. U is called
the forward value of the contract V just as F;, = S,/ Pyt isthe forward value of S.
In terms of the forward values, the value of U at T' can be obtained from the trading
strategy (A, U(t = 0)) according to

T
U(T) :/0 AdF + U(t = 0)

The portfolio value generally depends on the path followed by F. We now restrict
ourselves to strategies that give path-independent values of the portfolio, i.e. U(¢)
dependsonly on F, and ¢, but not on the values assumed by F beforet. To analyze
such strategies, it is necessary to postulate the propagation of the forward F. We
make the assumption that F satisfies a stochastic differential equation (SDE):

dF[ = //L(Z, E‘)dl + U([, F[)dW[

It means that during a small time step dt, the value of F, changes by u(z, F,)dt
plus a part that is proportional to a change dW, of a Brownian motion. The term
u(t, Fy) is caled the drift while o(z, F;) is called the volatility. This chapter
only considers continuous processes as the SDE above; the generalization to non-
continuous processes is the subject of Chap. 8.

The products of stochastic differentials are special because they are not zero as
for ordinary differentials. For example,

E [([@dW,)’] = E[(Wiar — W)?] = di

holds since W;, — W, isnormally distributed with mean O and variancet, — ¢;. The
products (dt)?> and dW,dt, and the variance of (dW,)? are all of higher orders in
dt. This suggests the use of the following product rule for stochastic differentials:
dW,dW, = dt, and al other differential productsequal to zero. A rigorousderivation
of the product rule can be found in the Appendix.

Combining the product rule for stochastic differentials with Taylor expansion
gives the following change in a path-independent U during an infinitesmal time
step dt:

1
du(r, F,) = U,dt + UpdF, + Eo(z, F))Ugedt
This chain rule of stochastic differentiation is called 1to’s lemma. Observe that the
subindices on U denote partial derivatives while for F they denote a dependence

on ¢. Inserting the previous result dU = AdF in the above equation, we conclude
that a path-independent strategy has to satisfy

A=Us
1
U, + EG(Z‘, F,;)ZUFF =0
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The (parabolic) partial differential equation (PDE) in the second line is of funda-
mental importance for derivatives pricing and will be used repeatedly in the book.

For an example of a strategy with a path-independent portfolio value, assume
that the volatility hastheform o (¢, F,) = o F, and consider U = F/*g(t). g(t) can
be solved by inserting this expression into the PDE:

g + éozk(k —1g(t) =04 g) = g(0)exp (—%02)&(} — l)t)

We then obtain A
_ Ft 1 2
U(t) = U(0) FO)L exp( 20 A(A l)t)
and U) du dF
t
A=Upr=2A F, @7—17

We see that the daily percentageincrease of U is A timestheincreasein F. At each
point in time, the amount A F; = AU(¢) is held in the underlying, i.e. amultiple A
of thetotal portfolio amount. These leveraged strategies are particularly popular for
A equal to-3, -2, -1, 2 and 3.

To illustrate that the leverage strategies imply path-independent portfolio values
for the model with o (¢, F;) = o(t)F;, we simulate the underlying process over a
time period of one year. We use 500 paths, 100 time steps and assume that A = 2,
o(t) = 20%, u(t, F;) = F, - 5% and that interest rates are zero. We assume that
theinitial values of the underlying and the portfoliois 1. Figure 3.1 displaysthe 1Y
value of the portfolio for variousend values of the simulated underlying paths. Apart
from some numerical noise, the portfolio value only depends on the end value of the
simulation and not on the path that was taken. The figure also shows the strategy for

3,5 1 -

3| - long-short strategy
- leverage = 2 ’

2,5

1,51

0,5 1

0

0 02 04 06 08 1 12 14 16 18 2

Fig. 3.1 Comparing strategies with path-independent and path-dependent portfolio values



24 3 Dynamic Replication

which A = 1 if theunderlying valueis greater than 1, and A = —1 if the underlying
valueisless than 1. This strategy does not satisfy the above PDE and we therefore
expect the portfolio value to be path dependent. Indeed, it is clear from the figure
that the portfolio value cannot be written as afunction of only the underlying value.

Observe that the drift part (¢, F;) does not enter the PDE. It means that the
question of whether a strategy leads to a path-independent portfolio value only
depends on the model via the volatility and not on the form of the drift. This
important fact is discussed in more detail in Sect. 3.8.

3.3 Replication of Fixed-Time Payoffs

We saw in the previous section how afuture portfolio value U(T") can be computed
from agiveninitial value U(r = 0) and strategy A. We showed that if the strategy
is chosen so that U satisfies a certain PDE, then U(¢) depends only on ¢ and F;,
and not on the path followed by F. We now attack the reverse problem: how to
construct the trading strategy (A, U(t = 0)) that reproduces a given future payoff
U(T) = h(Fr) = h(St).

AsU(T) = h(Fr), the strategy is path independent and the PDE of the previous
section must be fulfilled. We can thereforeuse U(T') = h(Fr) asthefinal condition
for the PDE. Asthe PDE is of first order in time, this is sufficient information for
computing U(t, F,) foral ¢ € [0, T]. Setting t = 0 gives U(t = 0) and taking the
F, derivative gives A.

Thefindingsin this section can be summarized as:

If F satisfies the SDE

dF[ = //L(Z, E‘)dt + U(t, F[)dW[

then a payoff V(T') = h(Fr) can be attained by solving the PDE

1
U + EU(Z’ F)?Ugr =0
U(t = T. F) = h(F)

and using the strategy V(t = 0) = PorU(t =0)and A = U = g—g

3.4 TheBlack—Scholes Formula

We assumethat any scaling A F', A > 0, satisfies the same SDE as the forward itself:

d(AF,) = pu(t. AF)dt + o(t, AF,)dW,
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Together with d(AF) = AdF, this scale invariance implies that o(t,AF) =
Ao(t,F) oro(t,F) = o(t)F for some F-independent function o(¢), and the
corresponding result for the drift.

Should the forward value change from F to A F', the scale invariance states that
a basket of 1/A underlyings propagates as the original forward value. Thisis not,
however, how financial assets behave. For instance, a substantial fall in the price of
an equity stock is often a sign of a weakness in the issuing company, which makes
investors nervous and leads to a higher trading activity and a higher volatility. This
behavior can be expressed mathematically as

o(t,AF) > Ao(t, F)

for 0 < A < 1. In Chap.5, we analyze SDEs that satisfy this, and related,
inequalities. For now, we restrict ourselves to the corresponding equality as a first
non-trivial attempt of derivatives pricing. We then have

and F isthen said to follow a geometric Brownian motion or a lognormal process.
We have chosen to omit the drift as it does not impact the pricing.

We assume, for simplicity, that the lognormal volatility o isindependent of 7. As
we show in later chapters, the time-dependent generalization is straightforward. We
need to solve the following problem for European call options:

1
U; + EUZFZUFF =0
Ut=TF) =(F-K)s

The PDE is called the Black—Scholes equation and was originally derived in Black
and Scholes (1973). Using the transformation

U, F)= K¥(r,x)
with

1 =0X(T —1)
{x:F/K

|eads to the dimensionless problem
1 2
\I]T — EX \Ijxx =0
Y(r=0,x) =x—-1)4

A transformation to a PDE with constant coefficientsis possible by using Q(z,z) =
Y(r,x),forz=Inx:
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1 1
Q-L- + EQZ - EQZZ = O
Q(t =0,2) = (' — 1),

Through the substitution
Q = eZ/Z—‘E/Sq)

we obtain the heat equation:

1
D, — §®ZZ =0
O =0,2) = (77 —e7¥?),

The above problem can be solved by first focusing on the corresponding
equations for the Green’'s function:

1
Pr— EPZZ =0
p(t=0,2,7) =8(z—-7)

It isthen clear that

o0
®(t,2) = / »(1,2,7) (ez//z —e—z//Z) d7
00 +

satisfies the correct PDE and initial condition. The Green’sfunction problem can be
solved by using the Fourier transform of p:

e .
p(1.2.7) = Z/ A k.2)e ¥ dk
—00

o0
p(t.k,7) =/ p(r.2,7)e'*dz
—00
As 32~k = —k2¢~ k2 the transformed PDE reads
1
pAI = _Ekzﬁ < pA(Tskvz/) = e—sz/zp"(l— = O’k’ Z/)
with initial condition
o0 . o)
Pt =0,k,7) = / 8§z —17)e*dz = ¥
—00
It givesus

1 © . , 1 ,
p(r,2,7) = Z/ e KT 2=k g ) — —zjne_(z_Z )?/2
—0o0 \Y
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wherethelast equality can be verified by using cal culus of residues or through tables
of Fourier transforms, see Gradshteyn and Rhyzik (2007).
Collecting the results, we obtain

1 o0 , , ,
d(z,2) = = / e~ =7/ (eZ /2 o2 /2) dz
\ 0

1 —2%/2t * — (@ —(z+1/2))? /21 ,(z+7/2)? /2T
= e (e e
0

V2ntT

_e—(Z/—(Z—r/Z))Z/Zre(Z—t/2)2/21:) d7

_ 1 o~/ (e(z+r/2)2/2r /OO e—z’2/2d2/
V2r —(@z+1/2)/V7

_e@T/2%/2 /Oo e‘z/z/zdz’)
—(2=7/2)/J7

oo (G 1) (1)

where the cumulative normal function is defined by

N@) = J% /_ Zoo e 2dy
We finally arrive at
Qr.2) = /> D(1,2) = N (i + lﬁ) N (i - lﬁ)
JT 2 JTo2
= U(t, F) = KQo*(T —1).In(F/K))
=FN(dy) —KN(d), di= In(l;—/_K)t:I:lo T —1

which isthe celebrated Black—Scholes formula. With spot values, the formula takes

theform

_ In(S/(PirK))
oNT —t

In the same way, with the terminal conditionU(t = T, F) = (K — F)4, we obtain
the Black—Scholes formulafor put options:

1
V(t,S) = SN(dy) — PirKN(d-), da + 2oVT 1

U(t, F) = KN (=d_) — FN (—d)
V(t.S) = PirKN (—d_) — SN (—d4)
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3.5 Analysisof the Black—Scholes Formula

To analyze the Black—Scholes formula, we first note that, due to put-call parity, itis
possible to only consider call options. We use U (w, x) = U(F, K,t,T,0)/K with

w =0T —t
x =F/K

to obtain adimensionless formula:

) | I
U(w.x) = xN (dy) — N (d_), dys = E:I:Ea)
w

where x,w € (0,00). This expression is easy to analyze as it depends on only
two variables: w and x, instead of the traditional six: S, K, ¢, T, o and P,r. The
dimensional reduction is possible as the option price has a similar dependence on
many of its variables. For instance, an increasing maturity has the same effect as an
increasing volatility.
U hasthe asymptotic limits
U(x —0) >0
U(x — 00) = x — 1
Uw—0) - (x—1)4

U(w — 00) = x

and by using the relations

tciz’_])\c, =n(x) = J%e“z/z
Z—z = —xn(x)

% =1/xw

% = —ds/w

n(d-) = xn(dy)
we obtain the lowest-order partial derivatives:

- dd dd_
U, = N(d) + xn(d+)d—x+ —n(d-)——==N(ds) >0
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U, —xn(d+)dd—+— (d- )——n(d )>0

dd 1
U = n(ds) 5 L —n(dy) > 0

dd d_
m—nwg—i=——mwu

d+d

0(4)(4) = —d_l’l(d_) d n(d-)

From these expressions, we conclude that the Black—Scholes formulahas the correct
asymptotics and satisfies the necessary constraints derived in Sect. 2.4. The only
partial derivatives of order 2 or less that have zeros are

ljm=0<:>a’_=0<:>>x=e’”2/2

ﬁww=0<:>di=0<:>x=ei’”2/2

It follows, in particular, that

~ 1
max U, (w, x) = —— max(x, 1)
w

V2

To visualize the Black—Scholes formula, consider the graphs in Fig. 3.2 where
one of the parametersis fixed while the other is varied. Observe that for increasing
w, the price grows from the intrinsic payoff (x — 1)+ to the value of the forward
x. Thus, an increasing volatility, or an increasing time to maturity, leadsto a higher
option value. An increasing x gives a call option price that grows from zero to the
value of the forward x. This means that the call option price increases with higher
values of the underlying while it decreases with the strike.

A typical volatility of afinancial asset is in the order of magnitude of 20% but
can be as low as a few percent or as high as 100%. The maturity of an option is
typically from a few weeks up to 20 years or so, but is usually around a couple of
years or less. Thus, atypical value of w isin the order of magnitude of 0.2. Aswe

h
<

Fig. 3.2 Dependence of the normalized Black—Scholes formula on its variables
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see examples of later in the book, such a small value opens up for the possibility to
make a perturbative expansion of the option pricein terms of w.

3.6 Implied Volatility

The Black—Scholes formula depends on the contract specific parameters K and
T, today’s date ¢, the current value of the underlying S, the volatility o and the
discount factor to maturity. The numerical values of these variables can be found in
the contract specification and from the market data. The exception is o, which can
be estimated from, for example, historical data together with a certain belief of the
future up to the maturity of the contract. Aso isthe only variablethat is not directly
observable, the Black—Scholes formula can be viewed as a transformation between
the volatility and the price. The transformation is invertible as the price increases
with the volatility. Thus, given a call option price, the volatility can be determined.
Unfortunately, no closed-form formulaexists and an approximate function or aroot-
finding routine is necessary.

Using the one-to-one correspondence between prices and volatilities, options can
be quoted in terms of volatilities. Indeed, thisisthe market convention and the value
oimp Of the volétility that gives the market price is called the implied volatility. The
market convention is to use the actual/365 day-count convention, see Sect. 13.1. In
order to differentiate between the implied volatility and the volatility appearing in
the SDE, the latter is usually referred to asthe local volatility. When it is clear from
the context which of the two types of volatilities is meant, we refer to them simply
asvolatilities.

For a more detailed discussion of implied volatilities, consider two call options
with different strikes, but with the same maturity, for which we back out the implied
volatilities from market prices. These volatilities should be identical according to
the Black—Scholes model, but in reality we find that they are different. Indeed,
the Black—Scholes model is nothing but a model and the real world does not
necessarily behave accordingly. It means that the implied volatility is a function
of the strike. The same statement holds when the maturity is varied, which gives
Oimp = Gimp(T, K)

At firgt, it seems as we have gained nothing from the Black—Scholes model: we
started with prices V(T, K) that depend on the strike and maturity and we ended
up with implied volatilities oimp(7, K) that depend on the same variables. The
usefulness of the Black—Scholes model can be seen by assuming a flat volatility
surface: oimp(7, K) = oimp. We then obtain reasonable option prices with correct
asymptotics and without violating the no-arbitrage conditions. If, on the other hand,
we had assumed that V' (7, K) is independent of the strike and maturity, non-sense
results would have been obtained. Furthermore, the price surface V(T, K) has a
complex shape while the volatility surface oimp(7, K) is much fletter. It is therefore
often simpler to base more advanced option models on the volatility instead of
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directly in terms of the price. The Black—Scholes model is also useful because it
gives us information about how to risk manage options, see Sect. 4.3.

The fact that the implied volatility is not constant means that it contains market
information that isincorrectly modeled or overlooked by the Black—Scholes model.
For instance, equity stocks aretypically observed to becomerelatively more volatile
after a fall in the value. This increase in volatility has the consequence that call
options with low strikes must be priced with a higher volatility than call options
with high strikes, i.e. the implied volatility curve for equity options decreases with
increasing strikes. An implied volatility curve is said to be skewed if it tiltsin a
region containing the ATM point.

A similar scenario occursin the FX market: if an FX rate drops substantially, the
volatility typically increases. If, on the other hand, the FX rate has a sharp upturn,
the inverse FX rate drops, which should again lead to an increase in the volatility.
Observethat thiskind of symmetry argument does not exist for an equity stock aswe
expect the currency buying the equity stock to be much more stable than the stock
itself. We concludethat implied volatility curvesfor FX often haveaminimum close
to ATM. Implied volatility curveswith this shape are said to have asmile.

Please note that we have only given single reasons why implied volatilities have
a skew for equity options and a smile for FX options. The reality is much more
complex and there are several explanations for the non-flatness of the implied
volatility surface, including the fact that hedging is only done discretely in time,
a non-zero correlation between the underlying and the volatility, transaction costs
from bid-offer spreads, supply and demand considerations, fat tail probability
distributions, etc. There even exist situations for which equity options have implied
volatilities smiles and FX options have implied voltilities skews.

Because of put-call parity, adding KP,r — S to the cal option price
V(oimp(T, K)) gives the put option price with the same strike and maturity. As
the Black—Scholes formula fulfills put-call parity when the put volatility equals the
call volatility, oimp(T, K) is the unique volatility in the Black—Scholes formula that
gives the correct price for put options. We therefore conclude that the value of the
implied volatility oimp (T, K) isindependent of the option type.

Since the Black—Scholes formula can be interpreted as a transformation between
the price and the implied volatility, the latter depends on the current time ¢ and the
forward F (or thespot S) aswell ason K and T'. Asthe option priceisvery sensitive
to changesin F, it isimportant to model the implied volatility surface to reflect the
market behavior when F changes.

A particularly simple class of models, the sticky-strike models, assumes that the
implied volatility surface is independent of changesin F. The fact that this model
type is in disagreement with typical market behavior can be understood from the
example of animplied volatility smile with the minimum located at the ATM point.
A changing forward then meansthat the minimum movesaway from the ATM point.

An dternative class of models, the sticky-delta models, assumes that the
implied volatility depends on K and F only through the combination K/ F: oimp
(T,K;t, F) = oimp(T, K/ F,t). To understand the behavior of these models when
the forward changes, assume that today’s volatility curve is given by g(K) for
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the maturity 7. The implied volatility curve that matches these prices is given by
oimp(T,z,t) = g(Fz). After this calibration of the curve, let the time go and revisit
the model at a later date, when the forward value equals F. A sticky delta model
then predictsthe volatility curve

- - F

from which we conclude that the implied volatility curve dlides along with the
change in the forward.

In reality, the dynamics (i.e. the dependenceon F) of the implied volatility curve
are often somewhere between that of sticky strike and sticky delta. The dynamics
can be estimated by analyzing historical data on option prices.

3.7 Relations between PDEs and SDEs

In Sect.3.2, we started with an SDE for the forward and derived a PDE for the
derivativesprice. Thisindicates a close connection between SDEs and PDES, which
we now analyze in more detail.
Let X be aprocessthat satisfies the SDE
dX = u(t, X)dt +o(t, X)dW,
and denote by p(T, x;t, x)d y the probability that X, isinasmall interva [y, y +

dy] conditional on X, = x. p iscalled the Green’s function of the process and was
previously encountered in Sect. 3.4. p satisfies the Chapman-Kolmogorov equation

p(T, y;t,x) = /p(T, L, xp x'st, x)dx'
for any ¢’ between ¢ and T'. For an arbitrary function 2(x), set
8(t.0) = EWCXn)] = [ hen)p(T.xrit s
Ito’slemmagives
a5t X(0) = (&1 + gy + 50°80)d1 + 0gd W,
As g isthe expectation of a function, it cannot have any drift, i.e. the d¢ term must

be zero:

1
8t + 18x + Eo-zgxx =0
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h being arbitrary implies that

1
Pi + Upx + Egszx =0

From this PDE in the backward coordinates (¢, x), the Chapman-Kolmogorov
equation can be used to derive a corresponding PDE in the forward coordinates

(T, 0):

0 a
0= gp(T,)(;t/,x/) = / n (p(T, x;t,x)p(t,x:1',x")) dx

= tox:it', x' 0 1.9 T, y:t,
—/ p(t, x;t',x") THe T 505 p(T. x:1.x)

+p(T)(tx) p(txt x))

8 ad 1 92
/p(T Xt X) —,u———cf p(t,x:t', x"dx
0x 2 0x2

where the derivatives on the right-hand side acts on everything to the right of them.

Let us summarize the results obtained so far:
Let X satisfy the SDE

dX = pu(t, X)dt + o(t, X)d W,

and let p(T, x:t, x)d y denote the probability that X7 is in a small interval [y, y +
dy] conditional on X, = x. Then the following relations must be satisfied:

e Chapman-Kolmogorov Equation:

p(T, x:t,x) = /p(T, ot xNp X t,x)dx', t' e, T)

e Backward Kolmogorov Equation:

1
Dt + MPx + Easzx =0

« Forward Kolmogorov (or Fokker-Planck) Equation:

9 1®

TP — 5550 p=0

pr+ ax 2 0y?
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We conclude that the following two problems have the same solution:

gt =T.x) = h(x)
2.g(t,x) = E[RX(T))|dX = u(', X(t")dt' + o', X(t")d Wy, X(t) = x]

1
1. {gt + /’L(t7x)gx + Eg(ta x)zgxx =0

In the derivation of this statement, g(¢, X(¢)) could have been replaced with
g(t, X(1)) exp(— [Of r(u, X(u))du) and h(x) with h(x)exp(— fOT r(u, X(u))du).
The result is awell-known theorem:

Feynman-Kac Theorem: The two problems below have the same solution.

1 {gt + u(t, x)gx + éo-([vx)zgxx —rt,x)g =0
gt =T,x) = h(x)
2. g(t.x) = E [h(X(T))e I rox@
dX = (', X(¢")dt' + o (', X(¢')dW,, X (1) = x|

3.8 TheFundamental Theorem of Asset Pricing

In Sect. 3.2, the process
dF; = pu(t, F)dt + o (z, F)dW,

lead us to the derivatives-pricing problem

1
U + EU(Z’ F)*Ure =0
U(t = T. F) = h(F)

According to the Feynman-Kac theorem, this problem can alternatively be solved
by
U = E[h(F)]

where the expectation is taken under the SDE
dF, = o(¢, F;)dW,

The original SDE for F has thereby been turned into one that lacks drift.

We now consider measures Q that assign different probabilities to events than
the real-world measure P. It iswell known that the drift, but not the volatility, of an
SDE is affected when changing measure from P to an equivalent measure Q, see
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the Appendix. In fact, for any given SDE, there exists a measure that cancels the
drift.

As derivatives pricing can be done by eliminating the drift of the SDE for the
forward, the above discussion indicates a connection to measure changes. Indeed,
the pricing of derivatives can be interpreted as a transformation from the real-
world measure P to the measure Q in which the drift vanishes. The forward of the
derivatives price can then be computed as the expectation of its value at maturity.
As the underlying forward is driftless, it is also equal to the expectation of its
future value: F, = E,Q[F,/], t" > t. Processes with the property that they are
equal to the expectation of their future values therefore play a fundamental role
in derivatives pricing. This type of processes are called martingales. We conclude
that the tradables of concernto us, i.e. S and V, are martingalesin the Q measure
when quoted relative to the numeraire P, 7.

The above discussion can be generalized to encompass several underlyings
and an arbitrary numeraire: for a given set of tradables {S’} and a tradable N,
the numeraire, there exists a probability measure Q under which {S'/N} are
martingales. It can be proven that the existence of Q is a consequence of the
absence of arbitrage in the market. The converse is also true: if there exists a
measure under which {S’/N} are martingales, then the market must be arbitrage
free. The equivalence between absence of arbitrage and the existence of amartingale
probability measure is called the fundamental theorem of asset pricing. If limiting
ourselves to measures only associated with the stochastic information in {S?} and
N, it can be proventhat Q isunique.

To explain the intuition behind the fundamental theorem of asset pricing, assume
that time is discrete with a single time step from 0 to T and that the market only
consists of two assets, S' and 52, where we let the latter bethe numeraire, N = S2.
Thefact that the market is arbitrage free implies that there exists an event with non-
zero probability in the real-world measure P such that S'/N > 1 at 7. Similarly,
there existsanon-zero probability eventwith S' /N < 1 at 7. By assigning different
probability weights to the events it is clearly possible to construct a probability
measure Q under which S'/N isamartingale.

For the reverse statement, assume that S'/N is a martingale in a measure Q
equivalent to the real-world measure P. Unless S; equals N with probability one,
there must exist an event with non-zero probability in P such that S'/N > 1, or
equivalently such that S; > S,. Similarly, there must exist an event with non-zero
probability such that S; < S,. We conclude that the market must be arbitrage
free. The generalization of the proof of the fundamental theorem of asset pricing
to continuous time and several assets is more mathematically challenging but the
principle remainsthe same.

Thebond P,7 isthe most common choice of numerairewhen pricing aderivative
that has a payment at a single point 7' in time. The reason for this choice is that
the value of the numeraire becomes particularly smpleat t = T: Prr = 1.
The corresponding martingale probability measure is called the forward measure.
Another popular numeraire is the money market account, defined as a continuous
reinvestment into the short rate. It means that $1 invested at 1 = 0 hasthetime T
vaue



36 3 Dynamic Replication

(14 ro80)(1 + r5:81)(1 + rasibt) ... — el rodu

The corresponding martingale measure is caled the risk-neutral measure. This
measure isidentical to the forward measure when interest rates are deterministic.

The fundamental theorem of asset pricing provides us with a bit faster route
to price derivatives compared to what was done in the Sect. 3.2. By working in
the martingale measure Q, F has only a diffusion part and we never have to be
concerned with the drift. We do not have to set up a hedging portfolio to do the
pricing as we know that U is a martingale and the price is equal to the expectation
of the time T value. Furthermore, if the volatility needs to be estimated from, for
instance, a historical time-series analysis, then this is possible as only the drift is
affected by measure changes.

3.9 Expectation of Non-Linear Payoffs

We have seen that derivatives prices can be calculated through expectations. To
prepare for calculations later in the book, we collect some useful approximative
results regarding the computation of expectations.

The expectation of E[h(Fr)] is trivid if h(F) = 1. Asthe forward F is a
martingale, F; = E,[Fr], the computationisalso trivial if 2(F) = F. It remainsto
compute the expectation for non-linear functions /. The fact that the computationis
simple for linear functions suggests that we should make use of Taylor expansion:

E[h(Fr)] ~ E [h(ﬁ) + W (F)(Fr - F) + %h’/(ﬁ)(FT - F)Z}
= h(F)+ W(F)(F, — F) + %h”(ﬁ)E [(Fr — F)?]
With F = F,, the equation becomes
El(ED) ~ h(F) + 3H'(F)E [(Fr — F)’]
Using
Var(Fr) = Var(Fr — F,) = E [(Fr — F,)*| - E [Fr — F,|* = E [(Fr — F,)*]

we arrive at )
E[h(Fr)] ~ h(F,) + Eh”(Ft)Var(FT)

As h is often a convex function, the second term on the right-hand side gives
the lowest-order contribution coming from the convexity. This is caled the
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(lowest-order) convexity adjustment and we observe that it is proportional to the
variance of the underlying. Higher-order contributions to the convexity adjustment
can be added by using more termsin the Taylor expansion.

The situation is sometimes the reverse when E[h(Fr)] is known and E[F7] is
sought. This can be handled by using F = F; with

h(F) = E[h(Fr)]

leading to

_ 1h'(F
E[Fy) ~ F, — 110D
2 W(F;)

E[(Fr — F)?]
Consider then

Var(Fr) = Var(Fr — F) = E [(Fr — F,)*] - E [Fr — ]’
~ E[(Fr — F)’]

where the lowest-order approximation of E[Fr] was used in thelast step. We obtain

o B L)
E[Fr] ~ F, Zh/(I:“,)Var(FT)

It is well known that by using a number ¢ between F; and Fr, the Taylor
expansion can be made exact:

h(Fr) = h(F,) + W' (F))(Fr — Fi) + %h”(é)(FT ~F)

If hisconvex and F; = E,[Fr], Jensen’s inequality follows by taking expectations
of both sides:
E[h(Fr)] = h(E[FT])

3.10 FuturesContracts

We have so far seen how dynamic replication can be used for modeling European
options and other products with fixed-time payoffs. Later in the book, we discuss
many more product types that can be priced with this technique. A particularly
common product type to which dynamic replication can be applied is the futures
contracts, which is the topic of this section. The arguments in this section are not
limited to futures contracts but also apply to any over-the-counter (OTC) contract
(i.e. non-exchangetraded products) for which a clearing house offers themselves to
be a central counterpart.
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To describe the purpose of futures in financial markets, we first recall some of
the main features of the closely related forward contract. Holding this contract gives
as much exposure to the underlying as if the underlying itself would have been
bought. As V(¢r) = 0 at initiation, it is possible to obtain a non-zero exposure for
a zero initial cost. Needless to say, this feature is attractive to speculators. At the
sametimethereisarisk that one of the counterpartiesfailsto satisfy the obligations
at maturity, should the market move unfavorably. One of the advantages of futures
contractsisthat much of this credit exposureis eliminated. Aswe see below, futures
contracts retain many of the attractive features of forward contracts but offer only a
small credit risk.

Just as for aforward contract, a futures contract is an agreement to exchange an
underlying S for acash amount F’ at T'. Thefuturesprice F’ isthefair price, but it
isdeterminedin adifferent way than the forward. If the futures price movesfrom F/
to F;/, s, fromoneday till the next, avariation margin payment F,, , — F/ hasto be
made between the counterparties. This daily settlement reduces the credit exposure
and it leadsto afuturesprice F’ that for short maturitiesis close to the forward price
F . For longer maturities, on the other hand, the price difference can be substantial.

There are severa practical differences between forwards and futures. For
instance, futures contracts are exchange traded and the payments and credit
exposure are through a clearing house. The credit exposure is further reduced
by an initial deposit, the initial margin, from each counterparty to the exchange.
From a modeling and pricing perspective, however, we are mainly concerned with
the effect of the daily settlement. The implication is that a futures contract always
has zero value after the settlement has been made. Thisisin contrast to a forward
contract that isworth S, — Fy P,r at t (disregarding the credit impact on the pricing),
where F; isthe strike price determined at initiaization = 0.

We follow Cox et al. (1981) and determine the fair price F’ when daily
settlements are made. For this purpose, consider a portfolio U with initial value
F; = F/_,. Let this amount be invested in the money market account from today
t = 0 totomorrow ¢ = 4t¢. If the continuously compounded interest rate for this
period is ry, the investment yields the amount ¢"*% Fj at ¢t = §¢. Assume that we
also invest in, at zero cost, ™ futures contracts. If the futures price equals F/
a §t, the daily settlement requires a payment of ¢’°% (F/ — F). The portfolio is
therefore worth U; = "% F at §¢. We proceed in the same way by investing the
amount U; in the money market until 1 = 2§t and enter e’1%¢70% — 70 more
futures contracts, where r| istheinterest rate for the period [62, 26¢). Aswe already
had e™% contracts, the total number of contracts held is et The portfolio
is therefore worth U, = e"0t% ) at t = 28¢. Repeating the procedure up to
maturity givesthe amount Uy = el 7415 asF] = Sr.

The above argumentimpliesthat today’s price of apaymente-/br rdt S at T equals
the futures price Fj at ¢t = 0 as the portfolio U that replicated the payment had
this initial value. Alternatively, the payment can be priced under the risk-neutral
measure: ,

Fl=Uy=E [UT/efo "d’] = E[Sr] = E[F}]
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from which we conclude that the futures price is a martingal e under the risk-neutral
measure.

To compare futures and forward prices, we price a forward contract under the
risk-neutral measure. The forward Fj isthen given by

0= E[(Sr— Fo)/el '] = E [Sye™ 07| = RyE [ Prr/el ]
= E[Sre™h ]~ Fopor
& Fy=PRE [Sre_fOT rdt]

The corresponding computation in the forward measure would, of course, show that
the forward is the expectation of the spot value at maturity, i.e. forward prices are
martingalesin the forward measure. We obtain the relation

F; = E[S7] = Fo + E[S7] — Po_TlE [STe‘-/?)T rdt]
= Fo+ E[Sr] — Py (Cov (Sp.e™ 70 + B[] E [0 ])
= Fy = Py Cov (Sy.e™fo 7")

We see that the difference between the futures price and the forward price is
determined by the covariance between the underlying and the inverse money market
account. In particular, the prices are equal if interest rates are deterministic. For T

not too large, el "t i close to one and its volatility is therefore small. Thus,
the difference between forward and futures prices is most pronounced for long
maturities. As the covariance between two variables is independent of the measure,
see Appendix, the covariance can be measured in the rea-world measure, for
example, by a historical analysis. The correction term needed to price a futures
contract from the linear instrument of a forward contract is called a convexity
adjustment.

There are a couple of practical aspects that often affect the price difference
between forward and futures contracts more than that of the convexity adjustment.
For instance, the forward price needsto include a premium for the counterparty risk.
For the futures contract, on the other hand, there are certain costs associated with
the trading. For example, although interest rate is paid by the clearing house on the
collateral it isnot always the best rate that can be found in the market. There arealso
fees that need to be paid to the clearing house. Companies therefore often prefer to
use forward contractsif they consider their counterparty bank to be safe.

An option on afutures contract pays (F% — K) at thematurity 7 of the option.
Assuming deterministic interest rates, the futurespriceis equal to the forward price,
meaning that the option can be priced with the techniques that were used earlier in
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this chapter. The general case can be solved by working in the risk-neutral measure,
see, for example, Sect. 12.3.

3.11 Settlement Lag

When purchasing a financial asset V', the payment does in general not take place
today ¢ but at a later date +'. The payment date ¢’ is defined in the contract
specification as a certain number of business days after the trade date. The number
of business days between the two dates is called the settlement lag and is typically
equal to 0, 1, 2 or 3 but can also be much longer. The corresponding date ¢/
is referred to as the settlement date. Each financial market has its own standard
convention of the settlement lag that is used unless stated explicitly. The settlement
date is then referred to as the spot date. As we mainly consider standard contracts,
we use the terminology spot date and settlement date interchangeably.

The contract calendar that classifies days into business days and holidays does
not have to coincide with the holiday calendar of a specific country. For instance, an
exchange can define its own calendar that can be different from the calendar of the
country in which it islocated. Another exampleisthe target calendar which relates
to the Euro zone and does not exactly coincide with the calendars of the member
countries.

A payment date for a product can either be given explicitly as adate or indirectly
viaatenor, i.e. atimeperiod, which usually extendsfrom the spot date. For example,
a 1M forward contract traded on April 13 has spot date 15 April (assuming no
holidays between these dates and a 2 day settlement lag) and the payment takes
place May 15. As payments cannot take place on holidays, it might be necessary to
holiday adjust the payment date with the contract-specific calendar to the following
or the previous business day. In the former case the payment could end up the next
month should the spot date be located in the end of the month. This can be avoided
by using the previous convention in this particular instance. The resulting holiday
adjustment is the most commonly used. It is called modified following. Similarly,
modified previous is defined by using the next business day should the previous
business day be located in the preceding month.

If the spot date is one of the last dates in a month, it might be necessary to
compute the payment date from the last date in the forward month. For instance, the
payment date of a 1M forward contract with spot date January 30 is determined by
applying the holiday adjustment to the last day in February, i.e. 28 (non-leap year)
or 29 (leap year).

If the spot date is the last business day of a month, the end-of-month rule is
sometimes used. It means that the payment date is the last business day in the
forward month. For example, assume that the spot date is April 29 and that the next
day is a holiday. The 1M forward date is then the holiday adjusted date obtained
from May 31.
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Forward contracts are often cash settled, which meansthat the amount S — K is
exchanged between the counterpartiesinstead of performing the actual purchase of
S by K. Just asthereis a settlement lag between the trade date ¢ and the spot date
t', there is a lag between the date T when S is read off from the market and the
date T’ when aforward contract pays S — K. The fixing date or reset date T isthe
date that has 7" as its spot date. If there can be more than one date that has 7’ as
its spot date, as for FX markets, it is custom to let 7' be the earlier of these dates.
We conclude that the reset date cannot be obtained directly from the trade date but
needs to be computed via the spot date and the payment date.

The above construction of dates is standard and does not only apply to our
illustrating example of forward contracts. For instance, a 6M European call option
pays (St — K)+ at the holiday adjusted date 77, 6M from the spot date, where T is
the earliest date with spot date 7. For option and forwards, the date 7" isreferred to
asthe expiry or maturity and 7’ asthe delivery date.

When entering a contract at the trade date ¢, the amount V; that needs to be paid
at the spot date ¢’ is called the price of V at ¢. If it were possible for a customer to
make an upfront payment, the fair amount would be D,/ V;, where D isthe discount
factor. We refer to this amount asthe value of V' at ¢. Thus, in our terminology, the
value of a contract is different from the price when the settlement lag is non-zero.
The price P,7+ of azero-coupon bond is therefore equal to D77 := D,y /D, and
does not coincide with the discount factor D, 7/, defined as the ¢-value of a payment
of $1 at T’, which explains the change of notation in this section.

Most often, only the price is of concern. For example, traders are not interested
in having values displayed on the trading screen but only want to see the prices as
thisis what they quote their clients. For a quantitative modeler, on the other hand,
it is important to be aware of the difference between these concepts. For instance,
even though a certain number of settlement days might be the practice in a specific
market, there can be productsthat violate this convention, e.g. overnight depositsin
interest rate markets and cash dealsin FX markets.

To explain the impact of the settlement lag on derivatives pricing, we start by
considering aforward contract that pays S+ — K at the payment date 7’. To replicate
this payment, S must be bought today and sold at 7" at the same time aswe go short
K zero-coupon bonds maturing at 7”. Thisrequiresaninitial cost of S, — KP,7/ to
be paid at the spot date #'. We conclude that the forward price equals F; = P;}S;.

A derivative can have a different settlement lag than the underlying. To illustrate
the consequences of different lags, consider the (unrealistic) example when the
forward market has zero lag. The pricing then involvesapayment of S at 7', which
through inverse discounting is equivalent with apayment D1, S7 at T’. This |latter
payment can be approximately priced by assuming deterministic interest rates (or
that they are uncorrelated with the underlying), meaning that the contribution from
the discount factor can be read off from today’s yield curve. This approach is for
obviousreasons not possible when the underlying is an interest rate product and this
instance is dealt with in Sect. 13.4.

We now consider an option V' that pays (S7 — K)+ at the payment date 7’. We
assume that the option market and the underlying market have equal settlement lag.
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We also assume that interest rates are deterministic, which means that the discount
factor between two future dates is independent of today’s date.

To reconnect with the option pricing techniques discussed earlier in this chapter,
we introduce hypothetical zero-lag contracts S and V that have the same values as
S and V. Thepricesarethenrelated by S, = D,;/S; and V, = D,,/V,. We have

Vi = Drp'Vi = Drp(Sr— K)y = (St — K) ¢
where K = Dy K. According to Sect. 3.4, the priceis

_ IS /DaR) 1

V(t,S)=SN(dy)—DrKN(d-), d T—t
(t.S) =S8N (dy)—DirKN (d-), dx VT 5
which implies that

In(S,/(Dt/T/K)) 1
Vit = dy)— Dy KN (d— dy = ———M—— = 4+ — T —1t
., S)=8N(dy) v KN (d-), di oI 50

Thus, the settlement-lag effect on option pricing is that the discounting needs to be
done from 7" to ¢’ instead of from T to . The volatility, on the other hand, still
needs to be measured from¢ to 7.

To obtain as simple formulae as possible in the book, we have chosen to only
include the effect of the settlement lag in this section. It is, however, important to
account for the settlement lag for liquid vanilla products as the impact can exceed
the bid-offer spread. For exotics, the lag is of less importance, but asit issimple to
account for, we recommend financial modelersto include it in the pricing, not the
least to obtain agreement between exotics and vanillasin limiting cases.
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Chapter 4
Derivatives M odeling in Practice

This chapter covers general derivatives modeling questions such as:

* What do the various market participants expect from a derivatives model?
¢ How can the model variables be determined?

* How should a model be used?

¢ What are the model limitations?

¢ How should a model be tested?

To avoid too abstract a discussion, we frequently narrow down the subject to the
pricing of European call options within the Black—Scholes model. We assume, for
simplicity, that interest rates are zero, implying that ¥ = S.

We start the chapter by considering the incentives of the various participants in
the derivatives market. That provides us with an understanding of the demands on
models and how they should be used. We then review various calibration techniques
followed by a section on hedging. We discuss model limitations and round off the
presentation with an overview of model testing methods.

4.1 Model Applications

To illustrate the various application areas of a derivatives model, we first discuss
the motivation for trading derivatives. One of the main uses of derivatives is for
speculation. Consider, for example, a portfolio consisting of S/V European call
options V. The portfolio is worth as much as the underlying itself, but changes
to lowest order by S/ V VsdS when the underlying changes by d.S. As the leverage
S/ V Vs is greater than 1, the exposure to the underlying has increased by purchasing
call options instead of the underlying itself. In the Black—Scholes model, the
leverage is an increasing function with limits 1 for K — 0 and oo for K — oo.
This spectrum of the leverage makes options ideal for speculative purposes.
Derivatives can also be used to reduce the risk that comes from price fluctuations.
For instance, a copper mining company can protect itself from a fall in the copper
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price by entering futures contracts or by purchasing put options. Because of the
leverage, it is possible to reduce the risk for a limited cost. A strategy that results in
the reduction of the risk to a financial variable is referred to as a hedging strategy.

The hedging with and speculation in derivatives opens up for another type of
market participants: the derivatives sellers. The sellers are mainly banks dealing
with derivatives to supply the demand by the hedgers and speculators. They do not
want to be exposed to any risk themselves and therefore hedge derivatives by going
long the replicating strategy predicted by their models (Fig. 4.1).

There are several reasons why the hedgers and speculators do not go long the
replicating strategy themselves. For example, they might not have the interest as
it takes them off their core business area. Another reason is the various demands
necessary for a successful replication, including the know-how, the access to
market places and a trading platform. It is also important to have the volumes
required for liquid trading and contacts with counterparties that might be interested
in taking the opposite position of the deal. Furthermore, there is a risk of an
unsuccessful replication because of human error, system faults, bad choice of
modeling assumptions, etc.

A derivatives model results in an analytical or numerical expression of the price
in terms of the model variables, for example ¢, S and o. The (mathematical)
derivative of the price with respect to these variables measures the sensitivity of
the model, which can be used to compute the market risk. Market participants can
be interested in only the price, only the risk or both the price and the risk. Let us now
look at what the different market participants expect of a derivatives model under
various circumstances.

Any derivatives model useful to a hedger should obviously take into account the
original market risk, i.e. the exposure that the hedge should reduce. As the nature
of this risk is different from business to business, it is impossible to apply a general
model in this situation.

For the seller of a derivative, the problem is more isolated and a general
derivatives model can often be applied. The model is used in fundamentally different
ways depending on whether the derivative is quoted or not in the market. If it is
quoted, the model needs to be calibrated to the market price and should be used
for hedging purposes, i.e. for the construction of the replicating portfolio. In this
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instance, the risk of the model is the important component as it states how the
derivative should be hedged. If, on the other hand, the price is not quoted, neither for
the derivative under consideration nor for any related derivative, the model variables
cannot always be calibrated but need to estimated, for example, by a time-series
analysis of the underlying. In this situation, both the risk and the price are important.

The situation is often somewhere between the two extreme cases above, i.e. there
is no quote for the specific derivative that is going to be sold, but only for related
derivatives on the same underlying, for example, with different strikes or maturities.
The model can then be calibrated to the quoted derivatives by either matching the
quotes exactly or approximately, e.g. through a least squares fit. In this instance,
the pricing is simply an interpolation (or approximate fit) and is not as important,
i.e. model dependent, as the risk. An approximate calibration of derivatives quotes
can also be used by a speculator to identify cheap and expensive derivatives in the
market, meaning that the price of the model is of major importance.

The model price can be important even for derivatives quoted in the market.
Consider, for example, the situation when 3M options are liquidly traded and we
buy one of those. Viewed from the day of purchase, the model price is not important
as the correct price can be found in the market. Later on, on the other hand, the
option has a maturity below 3M and then it is no longer possible to read off its price
from the market. Even though we might not be interested in selling the option to a
third party, it is still useful to provide a valuation. For instance, it is often necessary
to have a measure of the credit exposure towards the counterparty.

A typical situation is that the bank that sells a derivative knows some other bank
that quotes better prices. The bank can then make a back-to-back deal, which means
that the derivative is simultaneously bought from another bank and sold to the client.
The original bank then acts as a broker. Back-to-back deals are often made between
local banks, with strong relationship to the industry of their country or region, and
investment banks in the major trading centers New York, London and Tokyo, but are
also common between investment banks. The model price of a back-to-back deal
is unimportant at the trade date as it is provided by the counterparty bank. At later
dates the model price becomes important for the measurement of the credit exposure
toward the two counterparties. The market risk is less important as two opposite
positions have been taken. For this reason, local banks are sometimes exclusively
interested in model prices.

4.2 Calibration

A derivatives model depends on three types of variables: contract specific such as
K and T for an option, observables such as S and ¢, and unobservables such as o in
the Black—Scholes model. To be able to use a model, the unobservable variables first
need to be determined. This can be done either by backing them out, i.e. calibrating
them, from market data on derivatives or by estimating them, for example, from
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a historical analysis of the underlying. The latter approach can, of course, only be
pursued if there is a financial interpretation of the model variable.

Care needs to be taken when estimating the variables as the price is then be
heavily dependent on how well the model reflects the reality. For instance, historical
data reveals that the implied volatility of options is closely related, but still different
from the volatility in a time-series analysis of the underlying. The difference
can be much bigger for other types of model variables such as the volatility of
volatility in stochastic volatility models. Furthermore, the estimation of variables
is often backwards looking, i.e. historical data is used, while derivatives are forward
looking. Sampling of historical data also depends on the length of the time series
and the observation frequency, e.g. daily or weekly. It is therefore dangerous to
use the approach of estimation of model variables in isolation. As an attempt of
improvement, consider the pricing of an option in the situation when there exists an
option quote for a closely related underlying. If the implied volatility of the quoted
option is, for example, 1% above the historical volatility, then by assuming the same
to be true for the option to be priced, a better estimate is hopefully obtained for the
implied volatility.

Because of the fundamental difficulties associated with the estimation of model
variables, this approach should only be used when the market is too illiquid to allow
for calibration. The advantage of calibrating to market prices is that some of the
responsibility put on the model gets removed. Indeed, from a pricing perspective
the model then acts as an interpolator between the calibration instruments and the
limiting constrains (such as V. — S — KPyr when K — 0 for European call
options). Furthermore, as we explain in the next section, much of the risk towards
the underlying can be removed by hedging with the calibration instruments.

The calibration of a model amounts to the determination of the unobservable
variables {o;} so that the model prices {C]"°® ({o;})} of the calibration instruments
match, or are a good approximation of, the market prices {C[™**!}. We have used
the notation {o;} for the unobservables to relate with the Black—Scholes model for
which there is a single unobservable variable o; it does not mean that these variables
have to be volatilities.

Derivatives can be classified into two groups: vanillas and exotics. The former
group consists of European call and put options and other simple products such as
their digital counterparts. The group of exotic options comprises everything else and
they are typically path dependent or higher dimensional. The model calibration is
usually done to liquid vanilla derivatives, such as ATM European options. Once the
calibration has been done, the model can be used to price exotic options or non-
liquid vanillas such as call options on non-quoted strikes.

The calibration of a model can be done numerically through an iterative process.
The first step is to make an initial guess of {o;}, which can be based on the last
successful calibration. Once the choice has been made, the model prices can be

computed. Based on information such as the differences {C["™¢t — "%l ({; 1)} and
model

the Jacobian acga. , & better estimate for {o;} can be found. This procedure is

repeated until convergence is reached.
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The calibration instruments {Cy } can usually be priced with models of the Black-
Scholes type meaning that each of them only depends on a single unobservable &
that has the interpretation as a volatility. For instance, the LIBOR market model for
interest rates is formulated in terms of caplet volatilities {o; } but is often calibrated
to swaptions that are quoted in the market in terms of their implied volatilities {y },
see Chap. 13. To put fair weights on OTM and ITM derivatives, the calibration is
typically done by minimizing the elements in the vector {5™™*et — &M%l ({q;})}
instead of the price differences.

As the calibration instruments are priced repeatedly during the calibration
process, not only do they have to be included in the set of products that can be
priced by the model, but the pricing needs to be fast as well. These instruments
are therefore often priced analytically within the model or, alternatively, through an
analytical proxy formula. The calibration instruments should be liquid enough for
reliable and up-to-date market quotes to exist and they should be chosen in such a
way that the unobservable variables can be backed out. The latter statement means
that not only should there be at least as many calibration instruments as there are
unobservable variables, but also that the instruments should depend collectively on
all the variables.

Let us first focus on the instance when there are as many calibration instruments
as there are unobservables. If the calibration instruments are chosen appropriately,
there is a unique solution of the unobservables that price them correctly. Further-
more, there exist efficient numerical algorithms for finding the solution, e.g. the
Newton-Raphson root finder. The result is model prices that are identical with the
market prices for the calibration instruments. At first, this appears to be exactly
what we want to achieve. Indeed, the prices of a model can obviously not be trusted
should the calibration instruments be mispriced. The problem with the approach
originates in the fact that even though the calibration instruments are assumed to be
liquid, their market prices are often not in agreement with what one might expect.
For instance, some of the quotes can be a bit out of date or someone might just
have made a bid that was too high considering the current market conditions. Thus,
the market quotes of the calibration instruments are not part of a smooth curve:
some quotes appear too high and some too low. A model with an exact pricing of
the calibration instruments therefore inherits this type of non-smooth behavior.

An example of the consequences of non-smooth market data can be seen in the
method of bootstrapping, which means that the unobservable variables are backed
out iteratively. The first calibration instrument is chosen to depend on a single
unobservable variable which therefore can be backed out. The second calibration
instrument is chosen to depend on two variables: the one that was just backed
out and one additional unobservable. It is again possible to back out the unknown
variable. If the calibration instruments are chosen appropriately, these steps can be
applied repeatedly until all variables have been backed out. A bootstrapping method
has the advantages of high performance and easy implementation. Indeed, for a
numerical calibration it is only necessary to use 1-dimensional root finders instead
of being confronted with the harder problem of finding a higher-dimensional root.
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To understand the impact of non-smooth market data on bootstrapping, assume
that the first instrument is quoted inaccurately. The resulting error propagates, and
possibly gets magnified, through the bootstrapping equations. The consequence can
be that the bootstrapping equations fail to be solvable. Note that the problem is
generic and bootstrapping was only used to illustrate how unsolvable equations can
arise. The problem often originates from the fact that the root does not exist, which
leads to the failure of any root-finding technique.

The problem of non-smooth market data can partly be circumvented by using
more calibration instruments than unobservables. It is then no longer possible to
match the market prices exactly. Instead, an approximate method needs to be used,
for example, by minimizing the sum of the squared differences between the model
and market prices for the calibration instruments. Less emphasis is then put on single
data points, resulting in a smoother fit. The scheme can be made more sophisticated
by using multiplicative weights on the squared differences in the minimization
procedure. The weights can be chosen proportionally to the importance we assign
to the various quotes, usually determined by the liquidity of the corresponding
products.

The approximate fit to the market data is typically implemented with numerical
methods designed to find a minimum value (for the sum of the squared differences).
Unfortunately, these methods are usually not as successful as methods designed to
find a unique root. The main reason is that the convergence is often towards a local
minimum instead of the global minimum. In fact, it is difficult to determine numer-
ically whether the convergence really is towards the global minimum. A serious
consequence is that, because of the changing market data, the next calibration can
be towards a different minimum, leading to an artificial jump of the model prices.
The same effect can occur when computing the risk by bumping the variables. Apart
from being unstable and not always returning the correct solution, the methods for
finding a global minimum are in general slower than root-finding algorithms.

As an illustrating example of the situation when there are fewer unobservable
variables than calibration instruments, consider the calibration of the Black—Scholes
model to ATM options maturing at 77, T»,...,T,. The model can be calibrated
by choosing the volatility that minimizes the sum of the squared differences of
the model and market implied volatilities for the calibration instruments. As only
a single free parameter is used to match n quotes, the fit is likely to be poor. A
better result can be obtained by allowing the unobservable variables to depend on
the observable variables. For instance, in our example we can allow the volatility to
depend on z. The following parametric form of the volatility is popular:

ot)=a+ B +y)e ™, §>0

which can be interpreted as an interpolation between a linear function « + 8 +
yt — Bét for small ¢ and a constant function « for large z. The four parameters
can be determined, for example, by a least squares minimization method. The
result is a smooth model curve with a relatively close match to the market prices
of the calibration instruments. Even more degrees of freedom can be introduced
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by allowing the volatility to be a continuous and piece-wise linear function with
discontinuous derivatives at Ti, T3, ..., T,. It is then possible to match the market
quotes exactly. Another possibility that leads to a smoother result is to let the
volatility be given by a spline with node points at 7', 7», ..., Ty,.

The technique of allowing the unobservable variables to depend on the observ-
able variables is a powerful tool for calibration. It is easy to implement and can be
calibrated to a flexible set of market quotes. In fact, the method is so successful that
it is sometimes possible to calibrate models that are an inherently bad representation
of the problem. Therefore, it is important to ensure that the functional dependence
of the variables is not abused, but only used for small adjustments of a model that
we already believe to be good. If the unobservables show too big a functional
dependence after the calibration, the model has probably been tweaked too much
and its predictive powers are lost. Models for which the unobservable variables are
allowed to depend on the observable variables are generalizations of so-called local
volatility models, the topic of Chap. 6.

The case of fewer unobservables than calibration instruments can alternatively
be handled by allowing the unobservable variables to have different values for
different market data points. For instance, in the above example it is for each i
possible to correctly price the 7; maturing option through the Black—Scholes model
with volatility equal to the corresponding implied volatility oimp;. The pricing of
a general 7-maturing option can be done with a Black—Scholes volatility obtained
through an interpolation or an approximate fit from the set {oimp,; }. For instance, the
pricing of the T = (T; + T;+1)/2 maturing option can be done with the volatility
(Uimp,i + Uimp,i+l)/2-

The two approaches above are different as we either allow the unobservable
variables to depend on observable variables or on contract specific variables. In our
example, it means that the time interpolation (or approximate fit) is either done
in terms of the local volatility o or in terms of the implied volatility ojmp. By
introducing a volatility weighted time variable according to

i(r) = /0 t o(u)’du

in the computations in Sect. 3.4, we conclude that the implied volatility and the local

volatility are linked by
1 T
oimp(T) = 7/ o(wdu
0

The two calibration schemes are therefore closely related. For instance, a linear
interpolation of the local volatility corresponds to a non-linear interpolation of the
implied volatility and vice versa.



50 4 Derivatives Modeling in Practice

A disadvantage of the local-volatility interpolation is that the local volatilities
need to be backed out from the market quotes, which are given by the implied
volatilities. Fortunately, these computations are often relatively straightforward.

An advantage of local-volatility interpolations is that the local volatility has a
financial meaning: it measures the level of the instantaneous fluctuations of the
underlying. This is in contrast to the implied volatility which does not have any
financial interpretation and is simply a number. For example, consider the situation
when we are given two ATM market quotes at 7; and 7; 4, and would like to price
ATM options with maturities in [T;, T; +1]. Having no additional information, the
simplest possible model seems to be to assume that the local volatility varies linearly
between these two points. A linear interpolation in the implied volatility, on the
other hand, corresponds to a local-volatility interpolation with a less natural model
interpretation.

We have seen that once a model has been constructed, we can choose between (1)
keeping it the way it is, (2) generalizing it by allowing the unobservable variables
to depend on the observable variables, or (3) generalizing it by allowing the unob-
servable variables to depend on the contract specific variables. The fundamental
difference between the approaches lies in the hedge and in the pricing of products
with a different flavor than the calibration instruments. The former is covered in the
next section while we now turn our attention to the latter. For this purpose, we use
the example of European call option pricing and rely on the fundamental theorem
of asset pricing to write the price as

U(F,K,t,T) = /(FT _K)+p(T7FT;t7F)dFT

implying that

d2
—U(F,K,t,T) = p(T,K;t, F)

dK
for some Green’s function p. We conclude that there is a bijective correspondence
between option prices and Green’s functions. As prices and implied volatilities
also are bijectively related, there exists a bijective correspondence between implied
volatilities and Green’s functions for fixed ¢ and 7'. An implied volatility interpo-
lation can therefore be interpreted as an interpolation in the forward coordinates of
the Green’s function, giving us the function p(T, Fr;t, F;) for the maturities T to
which we calibrate, where ¢ is today’s date. This is in contrast to the outcome when
using the constant volatility Black—Scholes model, or the generalization to S- and
t-dependent volatility, when p(T, Fr;t’, Fy/) is obtained for arbitrary ¢" in (¢, T).
As path-dependent derivatives depend on conditional distributions, they cannot be
priced when interpolating the implied volatility.

The problems occurring when the unobservables depend on the contract specific
variables can also be illustrated by, for example, the pricing of a knock-out option
with barrier B and strike K. This product can be priced using a local volatility
equal to oimp(K), i.e. the same volatility that is used for the corresponding call
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option. Unfortunately, it is not clear whether this is the correct volatility to be used.
Indeed, as the barrier option also depends on the volatility when the underlying
is close to the barrier, we could just as well have used o = oimp(B), or perhaps
o= c;imp(%(K + B)). The pricing of barrier options therefore becomes ambiguous
when using the method of implied volatility interpolation.

We have seen that the pricing of products that have a type different from the
calibration instruments can be problematic when the unobservable variables depend
on the contract specific variables. To be fair, there are also some issues with the
pricing of such products for the unmodified model, or when the model is generalized
so that the unobservable variables depend on the observable variables. The reason
for these issues can be understood by considering the pricing of path-dependent
derivatives with a model based on a process (an SDE) that has been calibrated to
European option quotes, i.e. the Green’s function is such that the skews and the
smiles are as observed in the market. It is well known, however, that there are
several influencing factors, e.g. supply and demand effects, for the implied volatility
skew and smile apart from the propagation of the underlying. It means that the
calibration assigns unrealistic probability weights to the paths of the underlying,
with the consequence that path-dependent derivatives are mispriced, for instance,
by using a too high probability that a knock-out level is reached for a barrier option.

We conclude that there are some issues associated with using the same model
for vanilla options and path dependent derivatives, as the former product type
is typically priced with models for which the full skew and smile behavior is
determined by the underlying process. The problems could be solved by using
more sophisticated models explaining the skew and smile via other effects as
well, but there are currently no popular models of this type. We are therefore
sometimes forced to use one model for vanilla options and another for path-
dependent derivatives.

To understand the implication of using different models for vanillas and exotics,
consider again the pricing of a knock-out option. When the barrier is far away from
the spot, the product converges to the corresponding vanilla option. In this instance,
we end up with two models for the same product: one vanilla model and one exotic
model, resulting in different prices and hedges. This type of arbitrage within a
pricing system can be problematic. One way to avoid it is to use the method of
adjusters that is introduced in the next section.

In later chapters, we give examples of how it is possible to calibrate skew
and smile models with constant variables. When calibrating to several maturities,
it is often necessary to use time-dependent variables. One possible approach to
calibrate models with time-dependent variables is to identify the corresponding
model with constant variables that gives the same prices for a certain fixed maturity.

For instance, the Black—Scholes model with constant volatility ,/fOT o(u)?du/ T
gives the same T'-maturity prices as when using the time-dependent volatility. The
same kind of idea can be used to replace time-dependent skew and smile variables
with constant variables. The most popular technique is currently that of Markovian
projection, see, for example, Piterbarg (2006).
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Let us turn our attention to the implementation of a calibration, with a focus on
the performance. Because of the repetitive pricing of the calibration instruments,
the calibration of a model is often much slower than the pricing itself. This is
particularly the case if no analytical proxy formula is used for the calibration instru-
ments, or if there are fewer model variables than there are calibration instruments,
meaning that an approximate fit has to be made. Depending on the implementation,
the majority of the calibration time is spent on computing the Jacobian {"Ck} for
the transformation between the unobservable model variables and the callbratlon
instrument prices. Fortunately, the matrix elements can be computed independently
by bumping the variables one at a time. It means that the computations can be done
in parallel. Another way to increase the performance is to separate the calibration
from the pricing and only calibrate at certain times, typically overnight. Needless
to say, this suffers from the risk of a large intra-day market move. Smaller market
moves can, however, be accounted for by the method of adjusters, see next section.

The number of pricing iterations in a numerical calibration is typically 10-100.
One of the reasons for this high number is that the calibration must be much
more accurate than the bump size used for the greeks to avoid any distortion
to the risk management (see the next section). It might therefore appear that
numerical calibration is unfeasible from a performance perspective and analytical
calibration is the only possibility. With the speeding-up methods of the previous
paragraph, however, we conclude that this is not necessary the case. Furthermore,
development in computing, including multicore technology and the possibility to
perform calculations on the graphics card, are also in favor of numerical calibration.
We now discuss some further advantages and speeding-up possibilities that can
be done with a numerical calibration. We choose to focus on the instance when
the pricing and calibration is done with a Monte Carlo simulation, which means
that a (pseudo) random number generator is used for simulating the paths of the
underlyings.

The numerical calibration with Monte Carlo can be speeded up by pricing all
calibration instruments in the same simulation. It is also useful to have the same
settings (the same random numbers, simulation dates, number of simulation paths,
etc.) for the calibration as for the pricing (and for the risk). Once the calibration
has been done, the calibration instruments are then priced correctly in the pricing
simulation, even if only a single simulation path is used. Viewing pricing as an
interpolation of the calibration instrument prices, there are two sources of errors:
from the calibration instrument prices and from the interpolation. In a numerical
calibration with the same calibration and pricing settings, the first source of error
is removed as the calibration instruments are priced accurately in the pricing
simulation. This is in contrast to analytical calibration for which the errors in the
calibration instrument prices originate both in the Monte Carlo noise of the pricing
simulation and in the approximate value from the closed-form proxy formulae. The
numerical noise means that, for a given pricing accuracy, fewer number of paths are
needed for the numerical calibration than for an analytical calibration. Furthermore,
the numerical calibration does not introduce any systematic error like those coming
from approximative closed-form expressions.
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Although the calibration instruments are relatively simple, typically being call
options, the pricing models can be complex, meaning that suitable closed-form
formulae can only be found for special types of SDEs. When doing a numerical
calibration, on the other hand, there is no such constraint and the SDE can be chosen
according to our needs. With a clever choice of SDE, it can also be possible to
implement a substantially faster pricer, see Sect. 13.16 for a specific application.

There exists various approaches for speeding up the computation of parameter
sensitivities in Monte Carlo simulations, such as the adjoint method by Giles
and Glassermann (2006). With such techniques it is also possible to improve the
performance for computing {45 .

A practical advantage of calilbrating through simulation is that the pricer itself is
used for the calibration, meaning that only little extra implementation work needs
to be done. Furthermore, it is possible to calibrate to any product that can be priced
with the pricer. For instance, it is straightforward to calibrate a yield curve model to
skew and smile, something that is problematic to do analytically and has triggered a
lot of research.

Some of the unobservable variables can be left uncalibrated. The user of the
model can then decide on the purpose of these variables. For instance, the variables
can be used to manually calibrate the model to one or several instruments that are
considered to be of particular importance for the product that is priced. Alternatively,
a variable might have a financial interpretation for which we have a specific view
of the value. For instance, even though the correlation matrix between LIBOR rates
can be calibrated from cap and swaption prices, it is usually left as a free input to
yield curve models. It is popular to assume a functional form of the correlation and
then manually calibrate or estimate the functional parameters, see Sect. 12.4. As an
additional example, consider the situation when a seller of an exotic derivative finds
out that the model price is incorrect. This information can come from, for instance,
a more advanced (but slower) model or from a derivatives buyer claiming that other
clients offer prices in a different range. With a free variable, the model can be made
to match what is believed to be the correct price. Of course, the model parameters
should not vary too much (or should not vary at all) from deal to deal as this might
be a sign of fundamental weaknesses with the model. It is then useful to have a
financial interpretation of the model variables to get an intuition of the size of the
adjustments that are made.

4.3 Risk Management

A bank that sells a derivative is exposed to a market risk. By analyzing how the
value of a derivative changes with the market moves, we now describe how the risk
can be partially removed by hedging appropriately. We consider a fixed derivative,
meaning that the contract specific variables are constant and the price only depends
on the unobservable variables {o; } and on the observables variables, e.g. the current
time ¢ and the underlying S. To simplify notation, we assume that there is only a



54 4 Derivatives Modeling in Practice

single underlying S and a single unobservable o, which means that the model price
can be written as V (S, o, ).

Assume that at a later time ¢ +-dt, the underlying value is S +dSand the calibrated
unobservable variable is 0 4+ do. It means, according to the model, that the seller of
the derivative has made a gain (or loss) of

— V(S +dS o +do.t +dt) — (—V(S.0,1)) ~

2 2
——dS— d_Vd _d_th__d_V(dS)Z d 4

do 2ds? 5 dSdo

We observe that the risk is measured by the (mathematical) derivatives ‘fl—g, ‘fl—g,
‘fj—‘t’, ing‘z/ (‘,’SZT‘;, .... The collective name for these derivatives is greeks as they are
usually denoted by Greek symbols. We now discuss the role of the greeks in the
Black-Scholes model, one at a time.

The derivative’s exposure to the underlying can be partially eliminated by
holding ‘(% number of underlyings. A change in the underlying then implies a
change dS which compensates the lowest order gain of the derivative from the
move of the underlylng Y is called the delta A and the strategy of going long A
number of underlyings is referred to as delta hedging the derivative. The delta is
equal to N(d) in the Black—Scholes model.

The exposure to the unobservable variable ¢ is to the lowest order measured by

<~ called the vega A of the derivative. Observe that the underlying has a delta:
d—s = 1, and can be used to delta hedge the derivative, but not a vega as <= ds =0.An
instrument depending on o, i.e. another derivative, is therefore necessary fora vega
hedge.

Dynamic hedging of derivatives involves frequent buying and selling of the
hedging instruments. Because of the bid-offer spread, this can be a costly affair.
These transaction costs can, however, be limited by choosing appropriate hedging
instruments. For instance, the hedging instruments should be as liquid as possible
since this implies small bid-offer spreads. Also, note that the underlying is usually
more liquid than derivatives, which means that it is cheaper to delta hedge than to
vega hedge. The cost of the vega hedge can be reduced by hedging with derivatives
that have a large vega. To explain how this can be done, consider the Black—-Scholes
model where we have

dv
% =SvT—tn(d+)

Plotting the vega as a function of K shows a bell-shaped form that goes to zero
for both large and small K. Indeed, for large K we know that the call option is
almost worthless and the volatility is therefore irrelevant. For small K, on the other
hand, we are certain to exercise the option and again there is only a weak volatility
dependence. The maximum of the vega is given by

d*v
dodK

=0ed =0 K=SVI"?
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The quantity o+/T — t is in general small, which leads to a maximumat K ~ S. If
the computation had been done with non-zero interest rates, the same result would
have been obtained with S replaced with F, i.e. the vega assumes its maximum close
to the forward. As options are usually most liquid for K = F, ATM instruments
are ideal for the vega hedge as only a small amount is needed at the same time as
bid-offer spreads are small.

Let us now turn our attention to the derivative ‘%, called the theta ®. It is a
measure of the gain (or loss) in a derivative from ¢ to ¢ + dt when the market quotes
are unchanged between these two points in time. The role of ® in risk management
is fundamentally different from that of A and A. For a detailed explanation of
®, assume o to be constant. According to Sect. 3.2, the delta hedge then gives an
exact replication of the derivative, if performed continuously in time. It means, in
particular, that the replicating portfolio and the derivative must have an equally large
theta. The role of the theta can therefore be understood by analyzing the replicating
portfolio.

To explain how the replicating portfolio can gain or lose money from ¢ to ¢ + dt
when the market is unchanged: S(z + dt) = S(¢), consider the discretization 7, =
t,t, = t+dt/2, 1, = t+dt, where we for simplicity have used only one intermediate
time point. We use the notation S; = S(¢;) and A; = A(z;), which means that
S> = So. The replicating portfolio consists of Ay underlyings Sy at 7. At ¢y, this
part of the portfolio is worth

A()Sl = A]Sl + (AO - Al)Sl

i.e. it consists of A; number of underlyings and (Ag — A;)S; cash. At #,, the
underlying is assumed to have moved back to Sy, so the new value is

d*v
A1So + (Ao — A1) St = AgSo — (A1 = Ag)(S1 — So) = AoSo — d_SZ(Sl - S0)°
Assuming a lognormal process: dS = o SdW, we obtain the gain
d*v d*v 1 v
———(S1 =80 = —02SP—— (W] — Wp)® ~ —=0?S*——dt
g5z S1= S0 = =078 gy (M = Wa)" ~ 5078 55

since the Brownian motion changed from W, to W; in the time %dt. This result can
be made exact by using more intermediate points and approaching the continuous
limit. By definition, the gain must be equal to the theta, implying the derivatives
pricing equation

av._ 1, S2d2V

ar ~ 277 4s?
which was initially derived in Sect. 3.4.
The theta is in general negative for European call options. For example, if the
volatility is time-independent in the Black—Scholes framework, the option depends
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Fig. 4.2 The theta loss in the
hedging strategy occurs
because the underlying is
bought at high values and
sold at low values

on ¢t and T only through the combination 7" — z. Thus, the no-arbitrage relation
% > 0 implies a negative theta: ‘% < 0. According to the pricing equation, %
must be positive, i.e. the option price is a convex function of S.

To understand in detail why the term %(dsy leads to a loss, assume that
S1 > Sy in the above discretization. The positivity of % implies that A; > Ay,
i.e. the holdings of the underlying in the replicating portfolio increase when the
underlying goes up and decrease when it goes down. It is this strategy of buying
more underlyings at high values and selling off at low values that leads to a loss in
the time value when replicating options (Fig. 4.2). The same result is obtained in
the case Sy > S;. As the loss is proportional to the gamma I" = ‘;27‘;, it follows that
the higher the gamma, the higher the gain in the hedging strategy and the higher the

loss in being long an option. Since the Black—Scholes gamma
a*v 1
= n(d
457 = SovT =1 Y

has its maximum close to ATM, it is for these options that the time-value is the
greatest.
According to the Black—Scholes equation, options decrease in value by

if the underlying value does not move between two time steps. As the corresponding
loss for the hedging strategy is

dv 1
— = ——0%S’I
dt 2

where o is the realized volatility, the combined strategy of selling an option and
delta hedging it leads to the gain

%/T (Uﬁnp - (72) S?Tdt
0

We conclude that the gain is positive if the realized volatility is lower than the
implied volatility at times when ST is large.
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For a deterministic volatility o, the delta hedge provides a perfect replication
of a derivative if continuous-time trading is permitted. In practice, however, the
restructuring of the hedge is done discretely in time, typically daily or when a
large market move occurs. The reason is not only because it is impossible to hedge
continuously in reality, but also since it would imply large transaction costs. When
limited to a discrete-time hedge, the underlying moves a finite amount between
hedging times and not infinitesimally as previously assumed. To avoid as much
transaction costs as possible, the best practice is to only rehedge when A has
changed by a certain amount. It means that rehedging should be done frequently
when A changes a lot, that is when T is large. For administrative reasons, however,
rehedging is typically done daily.

Assume that the underlying moves from S, to S; during a small, but finite, time
period dt. Being short an option leads to a gain

—V(t +dt, S)) + V(t, So) = —Odt — V(t, S1) + V(t,S0) — ...

1
= —Odt— (S| — Sp)A — E(S1 —S0)’T — ...

where the higher order terms have been omitted. Being long the hedging strategy
leads to a gain (S; — So)A. The total position therefore has the gain

1
—Odt — E(S1 —S0)’r — ...

which means that the break-even points where no gain or loss is made is to the
lowest order given by

S =S+ ,/—?dt = So(1 = aimp V)

We conclude that the lowest order gain has a maximum at Sy and zeros located one
standard deviation away from S in the Black-Scholes model. The daily hedge of an
option therefore leads to positive gains 68% of the time. The gains cannot exceed
®dt while the losses can be unlimited (Fig. 4.3).

Fig. 4.3 Comparing the
change in the option price
with the delta hedging
strategy for a small time step
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To avoid the remaining exposure for a delta hedged option it is common to
also gamma hedge. The underlying has zero gamma: ‘12—39 = 0, which means that
a derivative is required for this purpose. As the maximum of the Black—Scholes
gamma occurs close to ATM, it is standard to use ATM options for this purpose.
The vanna (‘fs% and the volga ﬁ—dﬁy are also often hedged, but their contribution is
typically smaller than that of the gamma.

The hedging could have been done for even higher orders such as Vsss. This is
usually not done as the model already contains several approximating assumptions,
e.g. the form of the underlying process, that most likely have a higher impact than
these higher order derivatives.

A derivatives dealer typically manages a large portfolio of derivatives, with long
and short positions, all priced and hedged within the same model. For practical
reasons, and to minimize the cost of hedging, the deals are not hedged individually,
but the risk parameters, such as delta, vega and gamma, are aggregated to a hedge
for the whole portfolio. Observe that the Black—Scholes gamma and vega only differ
by a factor containing the time to maturity and the value of the underlying. It means
that for a portfolio of options with the same underlying and with similar maturities,
a vega hedge automatically implies an approximate gamma hedge.

The hedge values can be computed analytically for simple models as the Black—
Scholes model. For more advanced models, it is necessary to compute the risk by
bumping the variables one by one and then revalue the deal (or portfolio). The hedge
values are usually computed daily or when a large market move occurs. They also
need to be computed at the time a deal is made in order to do an immediate hedge.

It happens frequently that a derivatives trader chooses not to fully hedge a
derivative. One reason could be that the vega hedge is expensive and the trader
instead accepts the risk associated with a volatility move. Another reason could be
that the trading desk believe in increasing volatility and therefore choose not to vega
hedge as this would lead to a loss, assuming that we are long volatility.

Recall from the previous section that some variables are only (manually)
calibrated or estimated at pricing date. Since they are not recalibrated from day
to day, it is not possible to dynamically hedge the exposure. The dealer is then
subjected to unhedged price fluctuations. Furthermore, incorrect model greeks are
obtained for the other variables. To illustrate this fact, assume that the Black—
Scholes volatility is determined at pricing date and then used throughout the deal.
At a later date, not only the volatility is incorrect but also the Black—Scholes delta,
as it depends on the volatility. For an additional example, consider the pricing of a
deal that pays the floored difference (S| —S,) + of two assets at time 7'. Assume that
both S; and S, follow lognormal processes where the volatilities are calibrated and
hedged, while the correlation p is estimated only at the pricing date. To understand
the impact on the greeks, assume that the deal is ITM and that the correlation
between the underlyings is high. The deal is approximately replicated by going long
1 unit of S; and short 1 unit of S,. If the correlation decays during the lifetime of
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the trade, the volatility of the difference S; — S, increases with the consequence
that fewer underlyings are needed for the hedge as the chance of the deal ending up
OTM at maturity is greater. Thus, chosing not to calibrate the correlation leads to an
incorrect delta hedge.

To make the theory behind hedging more explicit, consider the situation when
we are short a European option V(K, T') and would like to hedge this exposure.
We assume that hedging is done in continuous time so that only first-order hedges
are of interest. The corresponding ATM option is usually liquidly traded, which
means that the purchase of b = Y& /N EamT) AT\ options gives a volatility-
independent portfolio —V (K, T) + bV(KATM, T). The next step is to purchase ¢ =
MET) _ p M Eaw. D) ynderlyings to obtain a portfolio where the S-dependence has
been ellmlnated The result is that

V(K,T) = bV(Katm, T) + CS+ A

where A is both underlying- and volatility-independent. The value of A can be
computed from the model price of the difference between the left-hand side and
the first two terms on the right-hand side. It should be small, assuming that the
derivative is well replicated by its hedging instruments.

The above formula instructs us that once V(K, T) has been sold, we should
immediately purchase » ATM options and ¢ number of underlyings for the hedge.
To cover the true hedging costs, we need to charge the customer for the market price
of the ATM option, leading to the price

V(K,T) = bV™* e (Karp, T) + ¢S+ A4

By the same token, the market price of S should be used and not the model
price, which could be different, for example, in a Monte Carlo implementation. In
summary:

V(K, T) — VmodeI(K’ T)_’_b(Vmarket(KATM’ T)—VmOdel(KATM, T))+C(S—Sm0del)

from which we see how the last two terms use the market prices of the hedging
instruments to adjust the model price of the derivative.

We move on to the general theory of hedging and let {/;} denote the hedging
instruments. We determine the optional hedge, i.e. the weights {b;} such that
V —>_; bjh; is as independent as possible of the market. We continue to assume
continuous-time hedging to avoid complications from higher-order hedges. As the
market data only enters the pricing via the calibration instruments {C }, the weights

{b;} should be chosen so that the vector { Z b; 32 } has as small entries as
possible.
Let us first consider the situation when the hedging instruments are used to

calibrate the model, i.e. C; = hy. If they also are independent, SC = Jjk, the
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hedge weights are given by b; = ddTV When the calibration instruments are
J
volatility dependent and can be written as C;i = Cy (0% ), for some volatility 6, the

weights can be computed from {% = %%. The latter factor is typically known
analytically (it is the inverse vega in the Black—Scholes model) while the former can
be computed, for example, by a bump and revalue approach.

There are two schools of modeling techniques when Cy = hy. One of them
uses a general model for a large class of products while the other one uses models
that are tailor-made for each product. We now discuss these techniques in detail by
considering European option pricing in the Black—Scholes model.

The first technique can be illustrated by using the Black—Scholes model,
calibrated to an ATM option, for the pricing of options with the same maturity
but arbitrary strikes. As the hedging instrument is assumed to coincide with the
calibration instrument, it is given by the ATM option, which is not an ideal hedge for
ITM and OTM options. In the second technique, the calibration is product specific.
It means that the calibration is done to the liquid option that has strike closest to the
option that we want to price. We then end up with several Black—Scholes models,
calibrated to options with different strikes. Although the pricing is more accurate
with this approach, the risk (hedge) aggregation and netting is not consistent as
different models are combined. Furthermore, a product-specific calibration needs to
be done at the same time as the pricing, which can have a performance impact. In
our example of the Black—Scholes model, these problems can be avoided by using
more advanced models that takes skew and smile into account. However, there exist
other examples for which it is not easy to find more advanced models, for instance,
the use of the LMM to price ITM and OTM Bermudan swaptions, see a further
discussion later in this section.

One attempt to get the best of both worlds is to let the hedging instruments be
different from the calibration instruments. The calibration instruments can then be
chosen to be general enough so that a large class of products can be priced within
the model. At the same time, the hedging instruments can be tailor-made to each
product resulting in accurate hedging and, as we explain below, it leads to accurate
pricing as well. Furthermore, the calibration can be separated from the pricing and
done overnight.

Let us describe how to find the weights {5;} when the calibration instruments
are different from the hedging instruments. It is then necessary to minimize the

vector {%’k -y bj%}, or equivalently {;-g’k - b; %} Introducing the
vector (Ay), = % and the matrix (Ap)y = %, we see that if there are

as many hedging instruments as there are calibration instruments and if A is
invertible, the choice » = A; ' Ay makes the derivative fully hedged. If the matrix
is non-invertible (for example, if there are fewer hedging instruments than there are
calibrated variables), b can be chosen to minimize the sum of squares in the vector.
The resultis b = (A;Ah)‘lA,fAV. There are also other possible criteria that can
be used to determine b in this situation. For instance, the squared sum of a weighted
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vector {Ak(% - Zj b; %)} can be minimized. If we believe that a variable 6,

varies widely during the lifetime of the derivative, the corresponding weight A
should be chosen to be a large number.

If there are more hedging instruments than there are calibration instruments,
there are often several combinations of {5, } that eliminate the risk vector. A natural
solution is the smallest hedge with this property, i.e. the minimum of »7h under the
condition Ay — Apb = 0. The resultis b = AT (A,A])™'Ay. A straightforward
generalization is to minimize the squared sum of a weighted vector ATh. The
entries in the vector A can then be chosen to be large if the corresponding hedging
instrument has a large bid-offer spread. Alternatively, the additional degrees of
freedom can be used to minimize higher-order terms such as the gamma, vanna
or volga.

When the hedging instruments are chosen different from the calibration instru-
ments, their model prices may no longer agree with the market prices, even when
an exact calibration is done. This is important to account for as the product price
can obviously not be completely trusted if the hedging instruments are priced
inaccurately. The incorrect pricing of the hedging instruments can also happen when
they are equal to the calibration instruments, for instance, when an approximate
calibration is made (although this has the advantage of smoothing out rough market
data). Furthermore, the hedging instruments are mispriced when an intra-day market
move occurs after an overnight calibration. We now follow Hagan (2004) and extend
the method of model adjustment to a more general setting.

After selling a derivative, we immediately hedge it by purchasing b; quantities
of the hedging instruments for the price > bjh;T‘a"‘et. We charge the buyer the cost
of the hedge plus the price of the remaining exposure. The latter is given by V' —
>_; bjh; and must be computed with a derivatives model. It results in the price

V= ijhr]narket + (V _ ijhj)model — Vmodel + Z bj (hrjnarket _ hrjnodel)
J J J

being charged to the customer. We see that apart from the computation of the hedge
weights {b;}, the model is only used for correcting the price through the difference
between the derivatives model price and the model price of the hedge. Certainly, it is
also possible to use an alternative model for the computation of the difference. If the
hedging instruments {/; } and the model are chosen appropriately, it is possible for
each instance in time to find a vector {; } such that the linear combination > _; b;h;
approximately represents the market behavior of the derivative, resulting in a weak
model dependence of the difference.

The adjustment technique can mistakenly appear not to have any impact on the
risk as in both the non-adjusted and the adjusted case, {b,} hedging instruments
are bought. To show the advantage of adjustment for risk management, consider
the situation of holding a derivative that is hedged with {b;} hedging instruments,
resulting in the portfolio V' — Zj bjh;. As market prices exist for the hedging
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instruments, they can be used for the pricing which leads to a portfolio of value
V=", b;hTa% Now, the non-adjusted price is V™% — 3" - b hT2™** and changes
by d V™%l — 3™ b ; dh™a*et when the market moves. This change is not necessarily
zero, which implies that the hedge is imperfect. For the adjusted portfolio value, the
change is given by

dv — > " b;dhTH

J

— deodeI _ Z bj dhr]nodel + Z (hr]narket _ hr]}jodel) dbj

J J

It follows from the defining expression for {b;} that the difference between the
first two terms on the right-hand side is relatively small. Furthermore, the model is
assumed to be good, which means that the model prices of the hedging instruments
are close to the market prices. We conclude that the last term is small and thereby
the whole right-hand side. The hedge weights {b;} therefore provide an accurate
description of the risk of the adjusted price.

To fully understand the adjustment method when the hedging instruments are
different from the calibration instruments, we show how a general model can be
tailor-made using a particular set of hedging instruments suitable for the product
that is priced. More specifically, we consider the example of pricing a European call
option V(K, T') with the Black—Scholes model calibrated to the ATM quote with the
same maturity. We assume that there is a liquidly traded option V(K’, T') with strike
that is close to K. To account for the skew and smile effects, we hedge with this
option rather than the ATM option. The adjusted price is equal to

V(K, T) — VmodeI(K’ T) + b(Vmarket(K/’ T) _ Vmodel(K/’ T)) + C(S _ Smodel)

As we are working in the Black—Scholes model, the model price of the underlying
agrees with the market price: S™%! = §. With o being the calibrated model
volatility, i.e. the implied volatility of the ATM option, and ¢’ the implied volatility
of the K’ option, we obtain

L BS(K,0)

V(K,T) =BS(K,0) + 2=———
(K.T) = BS(K.) + Fpernrs

(BS(K',0") —BS(K',0))

If o’ is close to o, the expression within the brackets can to the lowest order be
written as (o’ — o)%BS(K’, o), resulting in

V(K.T) ~BS(K,0) + (¢ — a)diBS(K, o) ~ BS(K,0")
o
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We see that for ¢’ close to o, the adjustment has moved the price from BS(K, o) to
BS(K, ¢’) which is an improvement as the hedging instrument was assumed to be
closeto V(K, T).

We now look at an alternative application of the adjustment formula. To avoid
too abstract a discussion, we illustrate the method of Ekstrand (2010) by an example
from interest rate derivatives. More specifically, we consider the pricing of a callable
floored CMS spread product. We assume that counterparty A makes quarterly
payments to counterparty B that are proportional to the difference between two swap
rates. We let the payments be floored at O to ensure that they always are positive. In
return, B makes payments proportional to a LIBOR rate. At each payment date (or
a couple of days before), counterparty A has the right to call the deal, i.e. to decide
for the future payments to stop. Such deals are typically priced with yield curve
models such as the LMM model, see Chap. 13. This type of models is usually good
in deciding when it is optimal for A to call the deal and in determining the price
for having the callability embedded into the deal. With regards to the pricing of the
individual cash flows, there exist other models that do a better job. For instance,
the pricing of a single payment proportional to a swap rate is often done by static
replication with swaptions, see Sect.13.4. The pricing of a floored CMS spread
payment can then be done by combining a static replication approach with a copula
model, see Sect. 10.1.

The above example illustrates a situation that frequently occurs when pricing
exotic derivatives: the derivative contains two (or more) important features, but the
models can each only take proper account of one of the features. In our case there
is a copula model with static replication that can price the individual cash flows but
not the callability and there is a yield curve model that can price both features but
we are not too confident about the quality of the cash-flow pricing. We now explain
how adjusters can be used to get the best of both worlds.

For an abstract description of the problem, let M be a model that can price a
product V' as well as a set {V;} of simpler products for which there exists a more
accurate model M’. For reasons that will soon become clear, we refer to M’ as
an adjustment model. In the above example, V' is the callable floored CMS spread
product and V; the corresponding floored CMS spread payment at time 7;. M is
a yield curve model while the adjusted model M is a copula model with marginal
distributions based on static replication.

In parallel with how the hedging coefficients were determined earlier in this
section, we choose {b;} to be such that V' — Zj b;V; is as independent as possible
of the model parameters in M. More precisely, they are computed by minimizing
the (weighted) vector {;-g’k — Zj b; %} , Where {5y} are the implied volatilities
of the calibration instruments that belong to M. It is then possible to use the more
accurate model M’ for 3 b;V; to obtain

dj.model del del dj.model del
V:ijV;Jmoe—i—(V—ijVj)moeZVmoe—i-ij (Vjajmoe_VJmoe)
J J J
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This method is essentially identical with the approach earlier in this section where
adjusters were used with the market quotes of the hedging instruments. Indeed, the
main idea is to approximate the model dependence of a product with a simpler
set of products for which more accurate prices can be obtained, either from the
market or from more specialized models. In the example of the callable floored CMS
spread, the weights {b; } can be chosen as the probabilities of calling the deal at the
corresponding dates. The advantage is that these probabilities are often a byproduct
of the pricing which leads to a reduced computing time.

The adjustment improves not only the price, but also the risk. This is because
the adjustment models are more accurate and can often take into account skew,
smile and the dynamics of the volatility curve. Furthermore, the numerical stability
is usually improved. To understand the details behind this statement, let us return
to the example of the callable floored CMS spread and assume for the sake of
the argument that the payments are digital, i.e. a fixed amount is paid if the
swap spread is positive. The implementation of yield curve models then contains
unwanted numerical noise deriving, for example, from Monte Carlo simulations.
The advantage of the adjustment method is that the pricing can usually be done
analytically for cash flow models, leading to more stable results.

We further illustrate the benefits of adjustment models by looking at an additional
example: the pricing of Bermudan swaptions. We assume that floating and fixed
interest rate payments are exchanged (e.g. 6M LIBOR versus 5%) and that one of
the counterparties has the right to call the deal. This product is also typically priced
with yield curve models as the LMM. Unfortunately, it is difficult to account for
the skew, smile and the proper dynamics in this kind of model, see Chap.13. It
means that in the extreme case when the Bermudan swaption is sure to be called at
a specific date, we effectively end up with a rather poor swaption model. As typical
pricing software already have an advanced model for vanilla products as swaptions,
the result is two vanilla models: one poor model derived from the extreme case of
the exotics pricer, and a good model tailor-made for vanillas. Being short an exotic
product that is certain to be called at a specific date and long the corresponding
swaption does therefore not lead to a perfect hedge in the pricing system. This
inconsistency between exotic models and vanilla models has troubled quantitative
analysts for a long time. The inconsistency disappears when using adjusters as this
approach can be viewed as a natural way to calibrate exotics models to vanilla
models. Furthermore, the inconsistency in the greeks also disappears as the skew,
smile and dynamics of vanilla models become induced into exotic models via the
adjustment.

When using an adjustment model,

V= Z bj V;dj-model + (V _ Z bj Vj)model
j j

it is possible to adjust the expression further, for example, with adjusters obtained
from the market quotes of the hedging instruments. It means that Vj‘f"d"m"de' should
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be replaced with

adj.model adj.model
Vj ] + chi (hl(narket _ hi ] )
i

and (V — Y b; V)™ with

v — Z bj Vj)model + Zai (h’(narket _ h’(nodel)
J i

where {c;i} and {a; } are determined as usual. The resulting price is then given by

del adj.model del
Vo= ymel N by (Ve — ol
J

+ Z bicji (h;narket _ h?dj.model) T Zai (h;narket _ h;nodel)
ji

i

We have assumed that the adjustment model has the same hedging instruments as
the original model. This is clearly not necessary and it is straightforward to extend
the computations to the general case.

To understand the computational cost associated with the adjustment formula,
note that three components are needed to adjust the classical result V™! namely

himarket or he}d"m‘)de', hm°%! and b; . If the former equals A, it can be immediately

read off from the market. If, on the other hand, it is equal to h?dj'm"de', the

performance cost is negligible as the adjustment model typically is (semi-)analytic.
For the model prices of the hedging instruments, there is typically a performance
cost. However, if the pricer is such that the hedging instruments can be priced
simultaneously with 1, for example, in a common Monte Carlo simulation, the cost
is low.

Whether there is a performance impact from the computation of the hedge
weights {b;} depends on the situation. Let us first consider some instances for
which the impact is negligible. The first example is when the hedge weights are
obtained as a byproduct of the pricing, for instance, when they represent exercise
probabilities. Another example regards the adjustment of a whole portfolio with the
hedging instruments. In this situation the hedge weights are also obtained for free as
they are already computed for the risk management. In general, the hedge weights
are not known and as their computation is a magnitude slower than that of the non-
adjusted price, the performance can suffer.

There are also several reasons why the performance should be improved by the
adjustment. For instance, since much of the pricing responsibility is transferred to
the adjustment model, which typically is high performing, the original model does
no longer have to be a state-of-the-art model and it is instead possible to use a high-
speed model. Furthermore, much of the risk is also transferred to the more accurate
adjustment model. As the risk is usually the most performance demanding part of
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a model, substantial improvement can be achieved by, for example, reducing the
number of paths in a Monte Carlo simulation.

We leave the method of adjusters and return to the example of the previous
section where the Black—Scholes model was calibrated to ATM options maturing
at Ty, T», ..., T,. We assume that these calibration instruments are used for the
hedging as well. In the instance of an approximate calibration through a parametric
function, a change in any of the 7; option prices affects the option prices for all
maturities. It means that an option needs to be hedged with a combination of all the
calibration instruments. We immediately see the absurdity: an option with maturity
before T) should obviously be hedged with the 7' option and possibly with the 7,
and T3 option but certainly not with the 7, option. The same effect occurs for an
exact calibration when using a spline for the interpolation as a change in a single
point impacts the whole curve. This unwanted non-local risk is the price to pay
when using smooth curves obtained from global interpolation, i.e. an interpolation
depending on all the node points, with and not only the neighboring.

The alternative is to do an exact calibration using a local interpolation scheme
as the linear interpolation. The change of a node point then only affects the curve
between the two neighboring node points. The disadvantage of this approach is a
less smooth curve.

The two extreme cases we described above both have their shortcomings and it
is therefore natural to look for hybrids of them so that the negative effects are less
pronounced. We consider exact calibrations and discuss an interpolation technique
referred to as a tension spline. This interpolation method has a free parameter which
on the one extreme turns the interpolation linear and on the other extreme turns the
interpolation into a spline. The tension spline can be visualized as a rubber band
connecting the node points, with the free parameter being the tension.

To derive the mathematical expression for the tension spline, observe that the
linear interpolation can be obtained by minimizing the length [(y’(x))*dx of the
curve while the cubic spline minimizes the curvature [(y”(x))*dx. The tension
spline, on the other hand, minimizes a linear combination [ (6(y'(x))* + (1 — 6)
(»"(x))?) dx of these quantities, where the free parameter 6 € [0, 1] is the tension.
Using calculus of variations, we obtain

y(x) =A™ +Be ™ +Cx+ D, w=+0/(1-06)

Just as for ordinary cubic splines, see Press et al. (2002), the tension spline is
patched together at the node points in the unique (up to choices at the end points)
way making the curve, its derivative and second derivative continuous. This leads
to a curve that can be tuned between local and global interpolation and thereby
controlling locality of the risk.

We now change topic and consider the concept of dynamics for an option model,
defined as the dependence of the implied volatility on the underlying. From
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dS 39S ' doimp S

we see how the dynamics affect the delta and thereby the hedging. As mentioned in
Sect. 3.6, the dynamics are usually observed to be somewhere between sticky strike
and sticky delta. For hedging purposes, it is therefore important to have a model that
reflects this behavior.

Consider the example of the Black—Scholes type model with a volatility depend-
ing on the underlying. It follows that

dV_8V+8V80
dS~ 39S = 9o dS

It is interesting to note that the function o (S), which is determined through the
calibration to market quotes, also gives the dynamics. Thus, the choice of model
type, and the corresponding calibration, determines the dynamics. For this purpose,
we discuss the three most popular fundamental model types, local volatility models,
stochastic volatility models and Lévy models, and their dynamics in Chaps. 6-8.

We return to the discussion of models for which the unobservable variables are
allowed to depend on the contract specific variables and consider the example of
implied volatility interpolation. Recall that the calibration gives p(T, Fr;t, F;) for
various 7' and Fr but only for the fixed ¢ and F; given by today’s values. It means
that we have no information about the F;-dependence and it therefore needs to
be imposed externally. We described in Sect. 3.6 how this can be done for a pure
sticky-strike or sticky-delta behavior. It is also possible to impose a mixture of these
extremes, for example, by setting oimp (T, K: ¢, F) = oimp(T. K/FP 1).

Care needs to be taken when imposing the dynamics, as we now show with
an example when the implied volatility is interpolated in the strike direction. For
the sake of argument, we impose a sticky-delta behavior oimp = oimp(K/S), and
assume that the implied volatility at K = (K; + K;+1)/2 is obtained from linear
interpolation, i.e. oimp = (Gimp; + Gimp.i+1)/2. Taking the S-derivative on both
sides and using the fact that Sdsg(K/S) = —Kdkg(K/S) for any differentiable
function g, we obtain:

Kokoimp(K/S)| gk, 4 k)2
1
=3 (KlaKCTimp(K/S)|K=K1 + KZaKGimp(K/S)|K=K2)

This constraint means that it is not possible to impose arbitrary dynamics on
volatility curves. Indeed, the imposed dynamics do not necessarily commute with
the interpolation, i.e. different results are obtained depending on whether we first
take the S derivative at the node points and then interpolate, or vice versa. To retain
consistency, the dynamics can be imposed only at the calibration points K1, ..., K,
from which the dynamics at a general K follow.
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As the dynamics modify the delta through the dependence of the implied
volatility on the underlying value, one might expect this effect to cancel out if we
also vega hedge. To investigate whether this is true, assume that we are long an
option V' that is vega hedged with an ATM option Varw, resulting in a vega-neutral
portfolio: j—a(V —bVarm) = 0. When the underlying moves, the implied volatilities
of the two options change in certain ways while the dynamics of the model predict a
different change. The outcome is a mispricing with amounts do and doarw. If these
two changes are equal, the hedged portfolio is not mispriced to the lowest order:

d
V(o +do)—bV(oatm + do) ~ V(o) — bV (oatm) + dUE(V — bVarm)
= V(o) — bV(oarm)

If, on the other hand, the changes in volatilities are unequal, the dynamics are of
importance for vega hedged portfolios as well.

The implied volatility curve shifts often almost in parallel when the underlying
changes, for instance when there is a pure skew and no smile. Conditional on that
we vega hedge, the above discussion implies that we obtain a good delta hedge as
long as we use a model that predicts a parallel shift, even if the shift size incorrect.
This is important because we later see that the most popular skew and smile models
often give a parallel shift in the implied volatility that is fundamentally different
from the observed shift. It means that these models yield good delta hedges only if
they are vega hedged.

There is an interesting connection between the dynamics of a model and
the pricing of path-dependent derivatives. Because the price of path-dependent
derivatives depends on conditional distributions, it depends on the Green’s function
p(T, Fr;t', F,/) both in the forward and backward coordinates. This is in contrast to
vanilla options that only depend on the backward coordinates for ¢" equal to today’s
date, with the dependence only important for hedging and not for pricing. As the
dynamics of a model are given by the dependence on the backward variables, we see
that the choice of dynamics affects both the pricing and hedging of path-dependent
derivatives.

In reality, the most popular skew and smile models have dynamics that are
in disagreement with the observed market behavior. Fortunately, the incorrect
dynamics are usually only of minor importance for vanillas as we vega hedge them
or impose the dynamics externally. For path-dependent derivatives, on the other
hand, there is no such simple solution and we are stuck with incorrect prices unless
we find a model with appropriate dynamics. If imposing the dynamics for vanillas,
but not for path-dependent derivatives (as this is not possible), the outcome is two
models that agree on the price but not on the hedge.

We round off by discussing the implementation of the risk computations that for
advanced models has to be done via a bump-and-revalue approach. If it takes as long
time to do the revaluation as it does to do the pricing, the risk computation is slower
than the pricing by a factor given by the number of calibration instruments. The
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performance bottleneck in a derivatives pricing system is for this reason often found
in the risk computation. Fortunately, there are several possible ways to speed up the
computation of the risk and we now describe some of the more efficient techniques.

First of all, the bumping of the prices (or implied volatilities) of the calibration
instruments can be done independently. Thus, the performance can be improved by
using parallel computing. Secondly, as mentioned earlier, the risk does not have to
be computed for the individual products but can be done on a portfolio level.

The performance can be improved substantially in the instance when the pricer
depends on a low-performing calibration. Indeed, evaluating the risk amounts to
computing

dav dVv do;

where the first factor is fast to evaluate as it measures how much the price varies with
the model parameters and is therefore independent of the calibrations. The second
factor, on the other hand, is slow as it requires a calibration for each calibration
instrument. Fortunately, in the common situation when there are as many calibration
instruments as there are model variables, the second factor is the inverse of the

matrix {%} This matrix only involves the pricing of the calibration instruments

and does not depend on the calibration. The computation of the risk can therefore
be done efficiently via the formula

dv av (ds) !
d—ak—jzd?%%},-k

4.4 Mode Limitations

Derivatives models can fail to produce accurate results for various reasons. We go
through some of the most important cases and discuss how they can be improved.
We start by looking at some situations where the method of dynamic replication
breaks down due to unrealistic hedges. The standard example is that of a digital
option paying 6(Sr — K) at maturity. The present value can be computed with the
traditional lognormal Black—Scholes framework or with static replication to account
for the skew and smile. In the Black—Scholes model, a digital option is worth —g—\é =
N(d-), where V is the corresponding call option. The Black-Scholes delta is then

given by

dN(d-) 1 ()
= n\a—
ds SoT —1t
Observe that for ATM options, K = S, the delta tends to infinity whent — T'. It
means that ATM options with short maturities need a large number of underlyings

for the hedge. This hedging strategy is associated with a large gamma risk as it in
practice only can be done discretely in time.
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Fig. 4.4 Pricing a digital call
option with a call spread

A standard technique for pricing a product for which dynamic replication fails
is to find another product, worth a little bit more, but with a well-behaved hedge.
Assume, for example, that a client wants to buy a digital call option. We do not
want to charge the Black—Scholes price as this means that we take on the problem
with the ill-behaved hedge for free. Instead, we purchase & call options with strike
K — dK and sell i call options with strike K and charge the client the resulting
price, see Fig.4.4. If the underlying is below K — dK at maturity, no payments
occur as we make no money on the call options and do not have to pay the client
anything for the digital call. If the underlying is above K at maturity, we make
i((S — K + dK) — (S — K)) = 1 on the call options which is just the amount
needed to be paid to the client. Finally, if the underlying is between K — dK and K
at maturity, we make a profit i(S — K + dK) on the call options while no payment
need to be made to the client. We have therefore charged the client the price for a
call spread that has equal or greater value than the digital option in all scenarios.

As dK is typically small, it is not possible to find liquid call options in the market
that have such a small difference in strike. It means that the call spread has to be
dynamically replicated. But as long as dK is not too small, the call spread has a
well-behaved hedge, which means that the dynamic replication approach works.

The only non-trivial in the strategy is the choice of dK. In the case dK — 0, we
take on the problem with the ill-defined hedge for free, while in the case of a large
dK, the client gets overcharged and rather deals with someone else. The delicate
value of dK must therefore be such that we are satisfied with the hedge at the same
time as the client finds the price attractive.

For another example of ill-behaved hedges in dynamic replication, consider a
knock-out option of call type with an upper barrier B. If the underlying is far away
from the barrier, the price of the option increases when the underlying increases.
When the value of the underlying comes close enough to the barrier, the price
starts to decrease and tends to zero, see Fig.4.5. When pricing the option with,
for example, a lognormal model for the underlying, the price curve is steep close to
the barrier. The large negative value of the delta leads to hedging problems.

In the same way as for digital options, the problem is usually solved by finding
a product with a more conservative price and better behaved greeks, typically an
option with a slightly higher barrier B + dB. We charge the client the price of the
higher barrier and hedge the option accordingly. If the underlying never hits the
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Fig. 4.5 Pricing a knock-out
option with a barrier shift

B B+dB S

barrier, the final payoff of the hedging strategy has the same value as the payment
required by the client. If the underlying hits the barrier, on the other hand, we
terminate the positively valued hedge while no payment is needed to the client.
For dB not too small, the greeks behave well as long as the underlying is below B.

An additional example of derivative models having problems in practice is when
they include parameters that cannot be hedged by liquid products. A correlation is
a typical example of a parameter for which there are limited hedging possibilities.
For a bank it is therefore important to sell products that are both long and short
correlation to avoid a naked exposure to this type of risk. This has not been the
situation traditionally and banks have sold long correlation products such as options
with and without barriers on baskets of equity shares or products depending jointly
on credit defaults. In times of uncertainty, equity correlations increase, which results
in losses for the banks. An example of popular equity products with short correlation
is given by payoffs that depend positively on the performance of the best (or worst)
share(s) in a basket.

It is not always obvious whether the parameters in a model can be hedged
with liquid instruments. Consider, for example, the situation when a bank sells
a derivative to a client. To minimize the exposure to market movements, the
bank purchases the hedging instruments and constructs a replicating portfolio.
However, when markets go through a crisis, there is a general escape to products
that are considered safe. The consequence is that the liquidity disappears for
certain products, resulting in large bid-offer spreads. If this happens to the hedging
instruments, it may no longer be possible to hedge the derivative effectively meaning
that the issuer is exposed to the risk of unfavorable market moves.

Another property to account for is the feedback effect the hedge can have on the
price: a price move can lead to hedges of the market participants which moves the
price even more which results in new hedges, and so on. The feedback takes place
until the market has established itself at a new equilibrium. This effect appears when
the positions in the market are large compared to the liquidity or when the products
involved have high leverage.

An example of the feedback effect can be seen in the events taking place
following the unexpected announcement on June 5, 2008 that the European Central
Bank was likely to raise the interest rate at its next meeting. This led to an increase of
the short rates in a yield curve that was already relatively flat. As investment banks
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had sold exotic products containing zero-strike digital options on calendar spreads
of the yield curve, they all had to hedge themselves simultaneously. The result was
a fast, and dramatic, inversion of the euro interest rate curve. In this situation, all
investment banks had to hedge themselves in a similar way, which is an example of
how liquidity can disappear from the market. The result was substantial losses for
the European parts of the investment banks.

Quantitative analysts face two conflicting requirements on the models they
construct: they should be simple enough for practical use but complex enough
to account for realistic market behavior. The first requirement is obviously more
important and simplifying assumptions such as those in Sect.1.2 are therefore
made. It is then left to the traders to account for, and charge extra premium for,
the inaccuracies in the models. Unfortunately, the competition between traders at
different banks is sometimes so strong that the charged price does not cover the risk.

To give an example of a simplifying assumption that has not been properly
accounted for historically, consider the situation when a model contains the problem
of merging marginal distributions to a joint distribution. This can be solved with
the Gaussian copula, which only uses the correlation as an input, see Sect. 10.1 for
details. Unfortunately, after calibrating the correlation to normal market scenarios,
the correlation between extreme events is too weak. The solution to this problem
would require a copula with at least one additional parameter, which cannot
be accurately calibrated as extreme events are rare. Banks therefore took the
simple approach and traditionally used the Gaussian copula. Another reason for
its popularity was that the merging of distributions often was only one of many
problems to be solved in a complex model, thereby making it hard to motivate
anything but the simplest non-trivial copula. The result of the simplification was
that banks significantly mispriced the impact of extreme scenarios.

The most important simplifying assumption of Sect.1.2 that needs to be
accounted for in practice is arguably that of negligible credit exposure. For instance,
when trading a product that involves future cash flows from a client, it is necessary
to include the counterparty credit exposure in the price. Although the adjustment
in principle can be done ad hoc by the traders, the responsibility has lately shifted
to models developed by quants. It is then possible to quantify and hedge the credit
risk. Investment banks nowadays have many quantitative analysts working on credit
value adjustment (CVA). CVA is the value that needs to be added to the price of a
product to account for the risk of the counterparty to default.

Let e(¢) be the expected loss of a contract conditional on that a counterparty
default happens at . We assume e(¢) to be discounted to today and contain the
factor 1- R, where R is the recovery rate. The CVA for a product with the last cash
flow taking place at 7' can then be written as

T
/0 e(t)p(r)dt
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where p(t) is the risk-neutral probability density function that the counterparty
defaults at ¢. For major counterparties, p(¢) can be obtained from quotes on credit
default swaps (CDSs).

The expected loss is in general correlated with the probability of the counterparty
defaulting. The risk is said to be in the wrong way if e(r) is large when the
probability of default is high. The reverse situation is known as right way risk.

The simplest possible CVA computation is done by assuming the expected loss
to be independent of the probability of default. e(¢) is then equal to (1 — R)U(¢)+
where U is the discounted contract value. The computation becomes particularly
simple when the contract value always is positive, for instance, for a bond. The
outcome of the CVA is then nothing more than adding an appropriate spread on top
of the discount curve.

When U can be positive as well as negative, such as for a swap, the pricing
is more complex. Indeed, the CVA then looks like an option payout. Thus, CVA
introduces a volatility-dependence even in the situation when the contract itself is
volatility independent. Because of the complexities, CVA often has to be priced with
numerical methods such as Monte Carlo simulations.

There are often netting agreements in place regarding credit defaults. It means
that if {U;}; are parts of such an agreement, the loss on defaultis (1 — R)(>_; Ui)+,
which is smaller than the un-netted amount (1 — R) . (U;) +. The complexity with
netting agreements is that it is no longer sufficient to compute CVA for individual
contracts, but all contracts belonging to the same netting agreement need to be
accounted for.

It is also common to include the effect of own default. The resulting price impact
is referred to as debt value adjustment (DVA). It can be accounted for in the same
way as for CVA. For instance, consider a simulation of the contract value U(¢) and of
the default probabilities for us and our counterparty. Should the counterparty default
first, we consider U(¢)+ while if we default first, U(z)— should be used. One of the
main problems with DVA is that hedging it involves trading CDSs on ourselves.

Another example where the credit component affects the pricing regards the
traded product itself. Consider, for instance, a product that depends on the perfor-
mance of a basket of equities. Account should then be taken of the fact that any of
the shares in the basket can default. In fact, it does not have to be as dramatic as
a default; even a trade halt in one of the shares is sufficient to have an impact on
derivatives. For example, the suspension of trades in Fortis in 2008 had a significant
impact on barrier options on Euro Stoxx 50.

45 Testing

When a model has been implemented, it needs to go through rigorous testing. The
goal of the testing is to verify that the model:

» Gives reasonable prices and risk values
» Gives correct prices and risk values in special cases (for example, when the
volatility is zero or when the calibration instruments are priced)
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 Isinagreement with other models that can be used for (a subset of) the supported
products

 lIsarbitrage free

» Has appropriate dynamics

In this section we show that there exist several different testing techniques and that
a combination of them is necessary for completeness.

There are three components that can cause unwanted behavior in an implementa-
tion of a model. They originate in the model itself, the method by which the model
is solved, or in the implementation. A typical error from the model is the existence
of arbitrage strategies. For an example of a method error, consider the pricing of
a European option using a Crank-Nicholson PDE solver. It is well known that the
price has an oscillatory dependence on the spot value when the option has a short
maturity and is close to ATM. In this case there is nothing wrong with the model
(the PDE), but the problem is instead that the PDE solver performs badly when the
payoff has a discontinuous derivative (which can be taken care of by smoothing out
the payoff, for example, by using an implicit PDE solver near the maturity date).
Finally, by errors in the implementation we mean bugs in the computer code.

The first test a model should go through is a theoretical investigation, i.e. an
analysis with a pen and paper. It is then often possible to verify if a model is arbitrage
free, has correct asymptotics and behaves well qualitatively. This testing is also
necessary for a proper understanding of the model. It is not, however, sufficient to
meet all the above conditions.

A model can only be thoroughly tested once it has been implemented. As it is
the implementation that is used by the traders and the risk managers, this is where
the testing becomes particularly important. The disadvantage of such a test is that
it can be hard to determine if a problem has its roots in the model, the method of
solving the model or if it comes from a bug. Many times, the origin of a problem
can be determined by varying the model parameters (e.g. the shift parameter in a
shifted lognormal model) or the parameters of the solution method (e.g. the number
of paths in a Monte Carlo simulation). A theoretical analysis of a model can also
help us to find the origin of a problem as it guides us to instances for which the
behavior of the model is known.

We now discuss in more detail how the implementation of a model can be tested.
The initial test is to verify that the implementation is stable and has proper error
handling. This can be done by using unexpected arguments. For instance, in the
field expecting a strike value for a European option, a string “test” can be inserted.
The system should then not crash but instead return an appropriate error message
such as: “Please insert a numerical strike value”. Other tests of this type are the
use of a negative number of paths in a Monte Carlo simulator, a correlation value
outside the interval [—1, 1], or a negative or zero FX rate.

The second step is to test the model behavior when the arguments are strange, but
anyway acceptable, e.g. a negative strike for a European call option. From one point
of view, this is unnatural and an error is expected. On the other hand, viewing a call
option as a contract with payoff (S — K)., there is nothing that prevents the strike
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from becoming negative. In fact, permitting negative strikes allows us to price a
larger set of products. Thus, in this situation it is not clear whether an error should be
thrown or not. Another example concerns the value of the volatility. One philosophy
is to limit volatilities to the range [0, 1] to avoid the user inserting a volatility
of five, for example, mistakenly interpreting it as 5% = 0.05. By making such
restrictions, we might not support certain markets such as the electricity market for
which the spot volatility can be several hundred percent, which leads to high implied
volatilities. For yet another example, assume that 1435.7 number of simulations
is inserted in a Monte Carlo simulation. One solution is to interpret this as 1436
simulations by rounding upwards. However, it seems to be a plausible explanation
that the user made a typo and possibly meant 14357 simulations, or something else.
It therefore appears more natural to throw an error here.

The dependency on the input values should also be tested to ensure that sensible
values (i.e. not an error) are returned for special cases, for example, when the strike
or the volatility is zero. Consider, for instance, the Black—Scholes formula which
contains a division with the volatility, meaning that the zero-volatility instance has
to be implemented in a special way.

It is necessary to test whether the result is independent of how and when the
pricing is done. For instance, if we first price a specific product, then a couple
of intermediate products and thereafter the original product again, the same result
should obviously be returned, assuming that the market data remains unchanged.
This type of errors occurs relatively often because some variable in the computer
code has not been reset.

The testing described so far relates only to the functionality of the implementa-
tion but not to the correctness of the returned values: the present value, the greeks
and other output variables. These values are non-trivial to validate as the answer
is not known in general. For instance, the price is model dependent when obtained
from dynamic replication, meaning that there is no such thing as a true price. For
this reason, much of the testing has to be limited to special cases for which the
correct price and/or risk values are known. For example, the tests can be on special
products types such as the calibration instruments or zero strike products. Another
approach is to let the model parameters take extreme values. For instance, setting
the volatility to zero leads to a known price. Observe that it is a good idea to let the
parameters be very small rather than exactly equal to zero as these limiting cases
can be implemented differently.

Despite the difficulty of testing a model in non-special cases, some limited
testing can anyway be done. First of all, the model should be tested to be free of
arbitrage. For instance, a callable deal should always be verified to be worth more
that the corresponding non-callable deal. It is also a good idea to verify that the
parity relations are fulfilled. Secondly, when implementing a new model, there often
already exists a model in the pricing software that can be used for at least a subset
of the intended products to be priced. The two models can then be compared on this
subset to verify that they do not deviate more than expected. If there is not an already
existing model, it is a good idea to invent an alternative model (preferably not by
the same person that came up with the original model to minimize the risk of the
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same mistake occuring twice) or choose it from the literature. When testing a new
method of solving an existing model, it is obviously possible to use the full set of
products for the test. When it comes to the testing of the implementation, it is useful
to have an alternative implementation of the model, for example, in a spreadsheet,
preferably by someone other than the creator of the original code.

When testing two different models, methods or implementations, a suitable set of
test cases needs to be chosen. The test cases consist of a choice of products, market
data, model parameters and method parameters. It is common to use (a subset of) the
deals already booked as test cases. Additionally, it is useful to include manufactured
test cases designed to target suspected weaknesses in the model, the solution method
and the implementation. Furthermore, randomly generated test cases are useful in
catching unexpected errors.

We have so far discussed tests that can be performed to validate a new model
or method. This testing is done at only one instance in time. Apart from this, there
are tests that need to be run each time there is a change in the implementation of
a model. These recurring tests are simpler as they can be done by comparing the
new version with the older version. Therefore, the focus is mainly on the choice of
appropriate test cases. Typically, the test cases are chosen in a similar way as for the
initial testing, i.e. they are a combination of currently booked deals, manufactured
deals and randomly generated deals. It is useful to have the same set of test cases
throughout the lifetime of the implementation as the changes in the PV and the risk
values then can be tracked through the different versions of the model. When the
computer code has been modified, it should be verified that only the deals that were
expected to change values did so, and no other. It is also necessary to investigate if
the changes were as anticipated.

Observe that for financial pricing models it is often required that all test cases
succeed and all PV and risk value differences from one version to the next are
understood. This is in contrast to many other industries, such as IT, where only a
subset (for example, 99%) of the test cases have to succeed. This is understandable
as the impact of a bug in a pricing model can lead to a substantial loss while a bug
in a mobile telephone, for instance, can often be resolved by turning the device off
and then on again.

Apart from testing the PV and the greeks separately, it is also important to verify
that these numbers are consistent with each other, i.e. whether the greeks accurately
describe the changes in the price. This can be done by letting the model undergo a
hedging simulation. In such a simulation we use a data set that describes how the
market can change from one day to the next (or whichever hedging time interval
that is used). The data set can be obtained either from a historical database or by
generating it through a model. For each scenario of the simulation, the profit or loss
from being short the derivative and long the hedge (or vice versa) is recorded. By
aggregating the results for all simulation paths, the correctness of the model can be
measured. It is also possible to investigate how the product together with the hedge
behaves under large moves of the market data.

The hedging simulation is typically done between two dates and not over a
succession of dates covering a longer time period such as a month. The reason is that
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the hedging instruments are typically defined in terms of time periods from the trade
date such as 3M or 1Y, and are therefore different on the various simulation dates.
This linear explosion of hedging instruments often complicates the implementation
of a hedging simulation unless restricting to a single simulation step. An exception
to the rule is the analysis of a static hedge for which the hedging is only done at
the first date. Another exception is when the hedge is done by futures contracts or
by options on futures, which is typically the situation for commodities markets, for
which the maturity is defined as a specific date or month and not as a time period
from the trade date.

To understand the precise meaning of a hedging simulation, let us restrict
ourselves to the situation when the calibration instruments are independent and

equal to the hedging instruments, C; = h,, meaning that the weights of the
replicating portfolio are given by b; = ~. The hedging portfolio Z] (?r:’ h; then
changes by Z] ahy -dh; when £; changes by dh;. The change in /;, in turn, comes

from a change doj in the volatlllty, assuming for simplicity that the underlying is
constant so that only vega risk is present. The change in the hedging portfolio can
be written as

Z dv dh; dv N a5,

dh; doj doj

A hedging simulation therefore amounts to comparing the price difference

J model ({U}‘ + d(fj}) _ Jymodel ({(fj })

dv model ~
E(a)

of the replicating portfolio. If market quotes exist for V/, another useful test is
obtained by replacing V™o%!(.) with 1™kt (.) jn the above difference. In general,
the change in the hedging portfolio is different from the change in V' and there are
a couple of reasons for this behavior. One explanation is that the market move is so
large that the lowest-order hedge term does not suffice to explain the price change. In
this situation the hedging should ideally have been done by including higher-order
terms such as the volga. Another reason can be that the numerical computations of
the risk are unstable and give a poor value of dV . The difference can also depend
on a poor choice of model that does not correctly take into account the moves in the
market, e.g. the move in V™ (.) js not only described by the values of {5}, but
also by other variables.

The hedging simulation has the advantage that it is a good reflection of the
reality. Unfortunately, the reality is usually quite complex, meaning that it can be
complicated to analyze any peculiarities or errors that show up in the testing. To
obtain a more tractable simulation, recall that V' depends on the market quotes {J; }
via the model variables {o;}. The change in the replicating portfolio can therefore
be written as

with the change
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av &V do, av
—dG: = 2 i = —do;
g, % Z”: do; do; " Z do;

assuming that there is a bijective relation between {c;} and {o; }. We can therefore
compare
Vmodel ({Gi + dU,' }) _ Vmodel ({Gi })

av model
Z (d_) dO’l‘
Oi

i

with

This is similar to the hedging simulation with the difference that the dependence on
the matrix {%} relating the model to the calibration, has been eliminated. This

test is therefore not as comprehensive as the hedging simulation, but it is anyway
useful as it isolates the test to only depend on the pricing and not the calibration.
Thus, if this test behaves well while there are problems with the hedging simulation,
the error must lie in the calibration.

Even when a model has gone through thorough testing, it might still happen that
it fails when in use. The worst type of failure is arguably when an incorrect price
is returned that is so close to the correct price that the trader does not realize that
something is wrong. The cause of this can be the model, the solution method or the
implementation. An example is when the method for determining the early exercise
boundary (when using a Monte Carlo simulator) does not work properly for certain
products. To prevent such mispricing, it is useful to have at least one more model at
the trading desk to verify the sanity of the result. Should the prices of the models
differ too much, it is necessary to investigate the reason and determine which model
(if any) that returns an appropriate price.
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Chapter 5
Continuous Stochastic Processes

In Chap. 3 we saw that stochastic differential equations play animportant rolein the
pricing of derivatives. We here discuss various types of SDEs that can be used for
the underlying process. We focus on SDEs that have simple solutions and thereby
alow for an efficient implementation. As the drift term does not enter the pricing
formula for derivatives, we often assume it to be zero. The European call option
priceformulaisderived for the driftless SDEs. Thisisuseful not only ascall options
areimportant by themselves, but also because they through static replication can be
used to price any other fixed-time payment. Furthermore, exotics models are most
often calibrated to European call options.
We consider equations of the type

t t
E = / lu“(u’ Fu)du + / G(uv FU)dWU
0 0

where an integral with respect to a Brownian motion can be defined from limits of
integrands that are piece-wise constant functions of ¢, see Appendix. It is common
to write SDEsin the equivalent differentia form:

dF; = p(t. F)dt+ oz, F)dW,

We have chosen to only discuss SDEs for which the stochastic part is represented
by a Brownian motion. The more general case of jump processes is the topic of
Chap. 8. Furthermore, we are only concerned with SDEs that admit strong solutions,
i.e. that are adapted to thefiltration of the Brownian motion, see the Appendix for the
definition of these concepts. It can be shown that under certain growth restrictions
for the functions .« and o, a strong solution exists and is unique.

We start with an introduction to the linear SDE and the special cases of the
normal SDE, the lognormal SDE, the shifted lognorma SDE and the Ornstein-
Uhlenbeck SDE. We also cover the quadratic SDE, the Brownian bridge, the Bessel
process and the closely related CEV process. Finally, we describe how certain non-
analytic SDEs can be used for derivatives pricing.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_5, 81
© Springer-Verlag Berlin Heidelberg 2011
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5.1 ThelLinear SDE

Thelinear SDE
dF, = (u1() + p2 (@) F)dt + (01(2) + 02(0) F)dW,

can be solved by first solving the corresponding geometric processwith Ito’slemma:
dF, = uy Fydt + 0, F,dW,

S 8 1
=dInF, = F'dF, — EF,_z(dFt)z = podt + 0dW, — Eogdz
5 5 T 1 T
= Fr = F()exp (/ (MZ_EUzz)dl—i-/ UngVf)
0 0

With dF;~" = (—ua + 02) F~'dt — oo F,~'d W, we obtain the solution

d(FE7Y = (dF)E7 + FdET + (dF)dF !
= (w1 + aF)F7dt + (01 + 02 F) 7AW, + Fi(—pa + 03) ' dt
—F,0, F7'dW, — (01 + 0o F)) oo F N dt
= (w1 —o100) F7'dt + o1 F7'dW,

T T
= Fr = Fr (FOFO—1 +/ (1 —o100) F'dt +/ UlF,_ldVV,)
0 0

Important special cases of the linear SDE are the lognormal SDE, the normal SDE,
the shifted lognormal SDE and the Ornstein-Uhlenbeck process, all to be coveredin
the following sections.

5.2 TheLognormal SDE

We saw in the previous section that the lognormal SDE

has the solution

1 T T
Fr = FOeXp(—E/ Uzdt +/ O’dVVI)
0 0
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The integral fO’ od W, is normally distributed with mean 0 and variance 627 :=
fOT o?dt, see the Appendix. It follows that

Fr = Fye 0 T/2+3VTX

for X a N(0,1) variable, i.e. px(x) = ﬁe‘xz/z. If the volatility had been
constant, we would have obtained a similar expression:

Fp = Fye~ 0 T/2+ovTX

We therefore see that it is possible to assume, without loss of generality, that the
volatility is constant because if this is not the case, we can simply replace the
variance with the integrated variance.

We compute the Green’s function p (T, Fr, Fy), where we by abuse of notation
have used Fr to denote the distribution of F at 7 as well asthevalueof F at T.
Introducing the variable x by

- _ In(Fr/Fo)
Fr = Foe @' T/2oVTx & + 10T
T 0 TovT 2

it followsthat

pr(T, Fr, Fy)dFr = px(x)dx

dFr 1 In(Pr/Fo) 4 1oyT) )2
& pr(T, Fr, Fy) = px(x)/ rral 27102TF ( o /T ) /
v T

The forward European call option priceis equal to

E[(FT — K)+] = Foe—azT/Z-l-a«/Tx _ K)+ e_xz/zdx

1 o0
A/ 27 /;oo

1 *© 2 2
(Foe_(x_”ﬁ) 12 _ Ke™* /2) dx
v (In(K/Fo)+02T/2)/o~/T

B _In(R/K) 1
= FyN(d4) — KN(d-), ds = o + Zaﬁ

The price of an ATM option, K = F, isfor small o+/T given by

E[(Fr — K)+llg=p, = Fo (N (%o T) —-N (—%o T))

d 1
~ F T—N =0 = —— T F,
0oV T (x)]x=0 mcw 0
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5.3 TheNormal SDE

The normal SDE
dF[ = Ud\M

is solved by
T
Fr = F0+/ odW, = Fo + ov/TX, X ~N(0,1)
0

The Green’s function

dFr 1 25 2
pr(T, Fr. Fy) = px(x)/ —— = ———==e~ F17 )" /20°T
dx V2mo?T

is fundamentally different from the lognormal version as it supports negative values
for Fr. Somefinancial processes can be negativeand for theseit is certainly possible
to use this type of SDE. For other financial variables, such as FX rates or equity
stocks, the positivity of a process can be a necessity. One way to avoid negative
values is to impose boundary conditions at F = 0. The most commonly used
boundary conditions are the absorbing (Dirichlet) and the reflecting (Neumann)
conditions. The reflecting boundary condition states that if the process hits 0 then it
bounces back out again along the positive axis, just as a ball would bounce against
awall. The absorbing boundary condition statesthat if the process hits 0 then it gets
stuck there forever, just asaball thrown at awall covered with glue would stick.

The boundary conditions can be represented mathematically by the method of
images. It means that we use a mirror process that has the same probability to be
located at — F as the original process has to be located at F. In the instance of an
absorbing condition, theimage processis given anegative value, which meansthat it
annihilatesthe origina processif they hit each other (which happensat F = 0). For
the reflecting condition, the processes have the same sign which can be interpreted
asif they bounce off each other at F' = 0. The Green’s function therefore takes the
form:

1 —(Fr—Fy)*/20*T 1 —(Fr+Fy)?/20%T
pr(T, Fr, F) = ——===e 17002071 4y ~(Fr+fo) /2o
V2mo?T 2mwo?T
where

—1 Absorbing boundary condition

0  No boundary condition
77 =
1 Reflective boundary condition

For a more detailed discussion of the method of images, consult any standard
textbook on PDEs.

The choice of boundary condition depends on the type of problem under
consideration. We have already seen that the disadvantage of having no boundary
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conditionsis that the underlying can be negative. The probability of this happening
is

0 1 2052
e T2 g = N(—Fy /0T
e o
/—oo V2mo?T ! Fo/ )
With absorbing boundary conditions the possibility of a negative F is avoided but
instead thereis afinite probability that Fy = 0:

P(Fr =0) = 1— P(Fr > 0)

1 / °°( o~ Fr—F? 2027 _ L e—(Fr+Fo)2/202T)d|:T
0 \V2mo?T N2mw0?T

= 1— N(Fy/oNT) + N(=Fy/oNT) = 2N(—Fy/o~T)

A finite probability for the underlying to be equal to zero can also ruin the model.
For example, consider the situation when F represents an FX rate and we need to
convert a currency via multiplication by F~!. This problem can be partially solved
by moving the boundary to asmall positivevalue F = ¢ > 0.

The probability of ending up at F = 0 is small for short maturities, meaning
that a boundary condition only has a minor effect. For large maturities, on the other
hand, the contribution can be important with a mispricing of far out-of-the-money
put options (or equivalently, by put-call parity, far in-the-money call options) as a
consequence.

A reflecting boundary avoids negative values as well as assigning a zero
probability to the event F = 0 (but the PDF is not equal to zero at this point).
Unfortunately, this boundary condition does often not have a realistic financial
interpretation. For example, when F modelsan equity forward, it is counterintuitive
that F bounces back up along the positive axis after it has hit the zero point. In this
instance the absorbing condition is more natural as if F = 0 is hit, the equity
forward staysthere forever.

We conclude that if positivity is essential, the introduction of boundary condi-
tionsis often not sufficient to rescue a model for long or intermediate maturities. It
is usually better to change the underlying process so that only positive values are
supported. Examples of such processes are given later in this chapter.

Theinclusion of boundary conditionsis not limited to the normal SDE but can be
used for any of the processesin this chapter. We have chosen to have the discussion
here as boundary conditions are commonly applied to the norma SDE.

In the absence of boundary conditions, the European call option priceis equal to

1 o0
E[(Fr—K)4+] = E/ (Fo+6vTx—K>+e_x2/2dx
—00
- ” ((F — K)e'_xz/2 —av Tie_xz/z) dx
V21 J(K=Fy)/oNT ’ dx
Fo—K

= (Fo— K)N(do) + o~Tn(do), do = e
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From the form of the Green's function with boundary conditions, we conclude
that the general solution is obtained by adding a term with F replaced by — Fy,
multiplied by 7:

E[(Fr — K)+] = (Fo = K)N(do) + o~/Tn(dy)
+1(—Foy — K)N(d) + no/Tn(dg),
_Rh-K . _-Fh-K
ovT &= oT
Just as for the lognormal SDE, a time-dependent volatility is handled by replacing

02T with the integrated variance fOT o?dt. We end this section with the simple
expression obtained for ATM optionsin the absence of boundary conditions:

do

El(Fr - K)4llker, = J%oﬁ

5.4 The Shifted Lognormal SDE

It is useful to have an SDE that interpolates (and extrapolates) between the
lognormal SDE and the normal SDE. We would like this SDE to be such that the
ATM volatility is independent of the interpolation parameter when o +/T is small.
Asthe normal model

dF, = CTF()dVVt

has the same ATM volatility as the lognormal model for small o+/7, this suggests
theform
dF; = o (Fo + B(F; — Fp))dW,

which reduces to the lognormal SDE for § = 1 and the normal SDE for § = 0.
Writing the SDE as

dF, = Bo(F, — F)dW,, F =F, (1 - %)

for B # 0, we concludethat G = F — F satisfies

dG, = dF, = Bo(F, — F)dW, = BoG,dW,
i.e. G islognormal. As F is a constant added to a lognormal process, the SDE
followed by F is referred to as a shifted lognormal SDE. G; is lognormal and

therefore positive, which impliesthat F;, > F.
The solution for the lognormal process G gives us

Fr = F 4 (Fy— F) e P°T2H0VTX - x N (0,1)
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From
_In((Fr=F)/(R—F)) 1
x = Bo /T + 2,30«/7
Fr b T (Fr - F)
dx r
we obtain

dF
pr(T, Fr, Fy) = PX(X)/d—XT

In((Fp—F)/(Fo—F))
. 1 ( L +ﬂaf)/2

= 2npro’T (Fr — F)

The call option priceis

E[(Fr — K)+] = ,—/ F + (Fo— F) e B0 T/2+poTx _ K>+ e 24
_f(Fh—F)N(d4)— (K- F)N(d-), K> F
| F-K, K<F

d, = |nﬂ(of) + :B JT

As usua, a time-dependent volatility is handled by replacing 0?7 with the
integrated variance [, od1.

We have considered two SDESs for option pricing earlier in this chapter: the
lognormal SDE and the normal SDE. They have each one free parameter, o, and
can thereforeonly be calibrated to ATM options. The shifted lognormal SDE, on the
other hand, has two free parameters and can be calibrated to both ATM options and
the skew. In the next chapter we discussin amore general setting how 8 determines
the skew, but thisbehavior can also be verified directly from the above European call
option formula. The skew in the shifted lognormal model is such that the implied
volatility decreaseswith the strikefor 8 < 1. Thisbehavior is useful when modeling
underlyings for which the volatility decreases with increasing F. Thisis typically
the situation for equities and sometimes for interest rates and FX rates (as thereis
one currency on each side of an FX rate, half of the FX rates have skews in one
direction and half in the other direction, unlessthereis no skew at all).

Observe that the ATM price without boundary condition and with small o+/T is
given by
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p

Fy d 1
~ F,BO'\/TﬁN(XNX:() = EO’«/TFO

which indeed isindependent of . It can also be shown that o only hasa small effect
on the skew (this, of course, depends on the exact definition of skew). Aso mainly
affectsthe ATM price and 8 mainly affects the skew, the calibration is easy both to
implement and to debug.

EI(Fr — K) 4l = -2 (N (%ﬂoﬁ) N (—%ﬂaﬁ))

5.5 TheQuadratic SDE
We here consider the quadratic SDE
dF, = o(F; —a)(1 = F;/b)dW,, a <b

The PDE for the corresponding call option problemis

U, = %(F —a)*(1 = F/b)*Ure, t=0X(T —1)
Ur=0)=F—-K)+

Following Ingersoll (1996), we use the transformation

_ (1—K/b)(1— F/b) _ F-a
U(r, F) = I —ajb (T, x), x_—l—F/b
to obtain
_1-K/b (1 - 1—a/b
Up = T (—bxp+(1 F/b)\le—(l_F/b)z)
_( 1—K/b 1—K/b 1—a/b 1-K/b 1
= Urr = (_ b—a * 7T l—F/b‘I’”) A=F/bye T A=F/byeb *
_ (1—K/b)(1—a/b)‘l,
B (1—-F/b)? .
The PDE takes the form
(1-K/b)(1—F/b) 1

)2(1 — K/b)(1 —a/b)

_ _ — 21 —
e = S (F —a)’ (1~ F/b TFBp

\p)CX
1—a/b

< W,

1
5(1 — a/b)zxz\llxx
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with initial condition
1—a/b
(1—-K/b)(1—F/b)
_ ((F—a)(l—K/b)—(l—F/b)(K—a)) _ (x K—a )
+ +

Yt =0) =

(F—K)+

(1— K/b)(1— F/b) 1—-K/b

Asthislookslike the lognormal problem for Fy, K € (a, b), we obtain

K-a In(o/ (£55)) | 1
xpzon(d+)—mN(d_), dy = T :ti(l—a/b)oﬁ

Transforming back to the original coordinates gives

U=1—ap (Fo-a) = K/DNW@) = (K —a)(1 = Fo/D)N(-)).

n((£55) / (£75)) | 1
B (11i/:/b)oldgb £ 5 -a/beVT

The cases when Fy < a and F, > b can be solved in a similar way. For example,
when Fy, K > b, we obtain

U

= (F —a)(1 = K/B)N(=d) = (K —a)(1 = Fy/b)N(=d-).
—a/b

_Fo—a_ _K—a_
0, PCEDCED i

The Green’s function can be computed by taking the second derivative of V' with
respect to K, see Sect. 6.2. It follows from the form of the Green’s function that if
F startsin one of theregions (—oo, a), (a, b) or (b, 00), it stays there forever.

To simplify the calibration, we want the variables ¢ and b to have as small an
effect as possible on the ATM price, which suggests the rescaling

_ (F—a)(1—F/b)
dF, _U(Fo—a)(l—Fo/b)FOdl/Vt’ a<b

It is then necessary to replace o with om in the option pricing formula.
As the quadratic volatility process has three free parameters: o, a and b, it can be
used not only to control the skew, but the smile aswell.

The quadratic volatility model can be used for Fy € (a, b) if we are relatively
confident that the underlying F stays within the region («, »). For instance, based
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on the observation that most of the major currency pairs have historically been
within certain bounds, this model was used in Ingersoll (1996) for FX rates. Care
needsto be taken when using the quadratic volatility model astheimplied volatility
has a peculiar dependence on the strike when F; is close to a or b, or when the
maturity is long.

Theinstance Fy > b > 0 can be used to model skew for which implied volatility
increases with the strike. This skew is in the opposite direction to the shifted
lognormal model and is useful when the volatility increases with the underlying.
Thisis sometimes the situation for commoditiesand FX rates.

5.6 TheOrnstein-Uhlenbeck Process

The Ornstein-Uhlenbeck process has the form
dF, = /\t(ﬁt — F)dt + o, dW,

We derive and analyze the Green's function, but we do not compute the option
price as the SDE is not driftless. We have chosen to explicitly express the time-
dependence of the variables as the general solution cannot be obtained from the
constant coefficient case by simple substitutions such as o7 — jOT o%du.

For F, > F, thedrifttermisnegativewhileit is positivefor F, < F;. It meansthat
F, is pulled towards F; and the strength of the pull is determined by the factor 1,.
For this reason, F, is referred to as the mean-reversion level while A, is called
the mean-reversion factor. Clearly, for A, = 0 the process reduces to a Brownian
motion and is independent of the mean-reversion level. For A, — oo, on the other
hand, the processimmediately becomes equal to £; and stays there forever.

The solution to the Ornstein-Uhlenbeck processis obtained from

d (el M) = ooy, Fat 4 ol Moy aw

T 1 ~ T 1
= Fp = e~ Jo dudu (Fo +/ eloruduy F oy +/ el *ud“o,dvv,)
0 0

T t ~
= ¢~ Jo dudu (Fo +/ eho *ud“x,FfdtJrcaT\/TX)
0

where X ~ N(0,1), w, = eo ¥, and @y is defined by @27 = [, w?du. As
Fr isnormally distributed, it is completely determined by its mean and variance. To
analyzethe solutionin moredetail, let us consider the situation when the coefficients
are constant. We then obtain

T T
Fr =e¢ T (F0+/\F/ e“dt—i—a/ e“dW,)
0 0
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with mean and variance given by

E[Frl=F +e*" (F,—F)

2

Var (Fr) = ;7 (1—e~27)

For T or A small, the expressions simplify to

E[Fr] — Fo
Var (Fr) — 0T

which is the same result as would have been obtained for the corresponding non
mean-reverting process. As mentioned above, for large A the process becomes
constant and equal to the mean-reversion level:

E|[F]— F
Var (Fr) — 0

Finally, we consider the limit of large T'. Then

E|[Fr] — F
2

o
Var (F —
ar ( T)—>2)k

As expected, the mean is equal to F. It is interesting to observe that the variance
becomes independent of T'. The reason is that for large T a state of equilibriumis
established between the variance increasing effect from the Brownian driver and the
variance decreasing effect from the pull towards the mean-reversion level F.

The Ornstein-Uhlenbeck belongs to the class of mean-reverting processes.
Additional examplesof processes belonging to thisclass are the geometric Ornstein-
Uhlenbeck model, obtained by replacing o, with o; F;, and the Cox-Ingersoll-Ross
(CIR) process, obtained by replacing o, with o; /F; in the equation for d F;.

5.7 TheBrownian Bridge

To explain the purpose of Brownian bridge processes, we first consider the
distribution of a Brownian motion conditional on that its value Wr at a future time
T isknown. Since
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t
Covar (W, - ?WT, WT)
t

t
=t——T=0
T

and as Gaussian variables are characterized by their covariance, W; — %WT and Wy
must be independent. Conditional on that Wy = x, W; and W; — £ Wr + £x have
equal distribution. It means that the conditional distribution of W; is equal to +x
added to the conditional distribution of W, — %WT. However, the latter is equal to
the non-conditional distribution of W, — % Wr according to the above discussion. As
thisisanormal variable with mean 0 and variance (T —t)/ T, it follows that

T_
Wilw, NN(%WT, K - ”)

Thisargument can be generalized to obtain the distribution of W, conditional on W
and Wy for s <t < T. Using the Brownian motion W,/ = W,, — W; in the above
result gives

r=s (t—s)(T —1)
Wilw, wy ’\‘N(Ws + T——S(WT - W), —
Consider now _ t
X = WVVU(T—U + o

To analyze this process, we use the fact that

» Fa0) t
w; =/ odW,, g(1) =/ cr&du
0 0

isaBrownian motion for arbitrary functionsay. Indeed, it is straightforward to show
that the defining properties for a Brownian motion (see Appendix) is satisfied. For
example,

- - PO a0
Var (W, — W;) = Var / oudW, | = / ogdu
4 4

1) ()

FaNO) g
=/ o&du—/ oldu=1t—s
0 0

From this general statement we obtain

t
t
o T
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It follows that

X, =(T—-1) /OS(T—u)‘lqu+(T—t)/t(T—u)_lqu+ Ly

T
T —t
T —5s

(X - %x) + %x (T - t)/t(T —u)~ldw,

_ t
=XS+; u (x—XS)+(T—z)/(T—u)—1qu
_s s

from which we conclude that X, |x, has the same distribution as W, |w, w, if X; =
W, and x = Wr. Infact, it can be proven that X7 is the unique continuous-path
process with this property. This processis called a Brownian bridge.

From the computation

t
1
dX, = — (/ (T — u)“qu) dt + 7xdt + (T —1)(T —1)"'dw,
0

T —1t

=—(T—-1)"" (X, — %x) dt+ (T —1)~! xdt + dw,

x—X;
= dt + dWw,
T ot

we conclude that a Brownian bride process is nothing more than an Ornstein-
Uhlenbeck process with time-dependent parameters. The mean reversion is such
that the process convergesto the point x whent — T.

5.8 TheCEV Process

The constant elasticity of variance (CEV) process
dF, = oFPadw,

can be used as an alternative to the shifted lognormal model to interpolate between
the normal (8 = 0) and the lognormal (8 = 1) processes. We solve this model by
using the corresponding backward Kolmogorov equation

1
U, = EFZﬂUFF, T =0XT —1)
An alternative solution method is given in Sect.5.9. The above PDE can be
transformed to have integer powers by setting Q(z,x) = U(z, F), where x =
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F'=F Using
Ur = (1= B)F P = Usp = Qu(1 = B> F 7 — Q.. p(1 — B FF~!
we obtain
Q= U = 5 FPUie = 5(1 — B~ 551~ P2,

The similarity between this PDE and the operator

appearing in Bessel’s differential equation is clear. To make this explicit, we use
Q(r,x) = x"®(r,x), y=2(1-8)
1
= Q, =x""o, + —x"r1o
14
1/ 2 iyt L1 1/y—2
=2 Qu=x""0u+ —x/"TTO, +—|—-—-1)x""""D
14 Yy \V
to get
1
o, =x1"Q, = gx—l/y (Y2 Qx + (v —2)yx7'Qy)

(VP @y +2yx7 0 + (1 = P)X 20 + (y — 2)yx ™' Oy + (y — 2)x72D)

0| — 00| —

1
Vz (cbxx + X_ICDx - y—2x—2q>) = g)/le)}:CD

Finally, by atime-scaling

2
Y(w,x) = O(r,x), o= Zt

we arrive at .
v, = ED};\D

In summary, the transformation that has been madeis
yz
U(t, F) = F'?@ (Tz, FW)

4
Y(w,x) = x~Vry (—zw,xz/”)
Y
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To solve the resulting PDE we use the Hankel transformations

U(w, x) = /Oook@(w,k)Jl/y(kx)dk

. 0

VU(w, k) = /0 xW(w, x)J1yy (kx)dx
which can be verified from the orthogonality relation between Bessel functions

/Ooo kJyyy(kx")Jyy (kx)dk = §(x — x")/x
AsBessel functions solve Bessel’s differential equation
DY Jyjy (kx) = —k> 1y, (kx)
the transformed problem becomes
$, = —%kzli/ & U(w,k) = e ¥ 2P (w = 0,k)

The Green'sfunctiong(w, x, x") for the PDE satisfied by ¥ (w, x) isby definition
the solution to the problem

1

g(w=0,x,x")=8x—x")
The transformed problem then has theinitial condition
o0
G =0,k,x") = / x8(x —x")Jijy(kx)dx = x"Jy, (kx")
0
from which we obtain
o 2
q(w,x,x") =/ ke ™ @2x" gy, (kXY (kx)d k
0
We change integration variable from & to kx’ and use the equation

= 1
/0 ke ™12 1y, (k) gy (k) d k= Sl Jm)e—(1H10/21

which can be found in, for example, Luke (1962). Theresult is
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o0

g(w,x,x") =x"" / ke_kZ“’/z’“/le/y(k)Jl/y(kx/x’)dk
0

72 72 / /
=x""" 1, (x_i)e‘““x‘/f’-’f’zﬂw:x—lw (&)e‘““’“”w
w w X’ w w
The Green’s function can be used to find the solution

Y(w,x) = /Oooh(x’)q(a),x,x’)dx’

to the general problem
v, = %Dg\y
Y(w =0,x) = h(x)
As an example of the applicability of the above method, let us find the Green’s
function to the original PDE satisfied by U . We have theinitial condition
U(r=0,F)=8§F—F
& W(w=00x)=x""U(r =0,x") = x"§(x*" - F')

- x_l/y%xl_z/y(?(x _F) = %x1_3/y3(x ~F"?)

which gives

_ XFIV/Z ’
Y(w,x) = %F/y 3/211/;/ ( o~ HF) 20

The Green'sfunction p(T, F'; ¢, F) for the CEV process s therefore given by

2
4%) o 2FTHFT) [y

4 _
(T, F';1,Fy = F'2_~_Y prv 3/zll/y( o

yit 2

= iF’y_z(FF’)l/Zjl/ 4@ o 2FVHFT)y
yT ! Y2t
t=0X(T—1), y=2(1-§)

Observe that we solved the PDE by using the fact that J,/, is a solution of the
Bessel PDE. Recall that a second-order differential equation can have more than
one solution and the choice of solution determines the boundary condition. Our
choice of solutionissuchthat p(F’, T; F,t) is zero at the boundary F’ = 0. This
condition was enforced by our choice of solution for 8 < 1/2 while it is satisfied
automatically for g > 1/2.
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In the normal case y = 2 we can use

Lp(2) = \/gsinh(z)

to obtain

2T

—o(T,F';t, F FF)!/2
Pp=o( ) = ( ) —FF 3

1 ’ ’2
= (eFF /v _ o~ FF /r) o~ (FP+F)/2t

_ 1 (e—(F—F’)z/Zt_e—(F+F/)2/21)

2t

which as expected is the normal Green's function with an absorbing boundary
condition. Recall from Sect. 5.3 that in this situation there is a finite probability
that F = 0. Thisisinfact truefor all 8 < 1 and it can be shown that the probability

isgiven by
P(FF=0=G (l iFY)
y ty?

where G isthe complementary gamma distribution function
Gy, x)=T(y)! /00 e 27 'dz
and I" isthe gamma function
C(y) = /Ooo e 22 ldz

satisfying I'(n + 1) = n! for positive integersn.
The way F ends up in the absorbing point F = 0 depends on the value of .
Indeed, by using the asymptotic limit

1,(2) ~ N +1)(z/2)”‘ for0 <z« va+1

we obtain the Green’s function for small F’:

p(T,F';t, F)

%

iF/Y_Z(FF’)l/2 1 ( (FF'y'? )/re —2FY Jy*t
T r{a/y+1 y2T

(i) 1/y+1 )/F e_zl:y/yz.L.F,y_l
Y2t ra/y+1
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We concludethat p has the asymptotic behavior

p—0 for B <1/2
{p — congt for B =1/2
p—>oo forl1/2<p<1
when F’ — 0.

The call option price can be computed by integrating the payoff over the Green's
function. Unfortunately, the series expansion of the modified Bessel function
converges slowly, which means that there is a performance impact for accurate
calculation of option prices. An aternative method, described in Lipton (2001),
makes use of the fact that 7, is particularly simple for o a half integer: « =
1/2,3/2,5/2,...,correspondingto § = 0,2/3,4/5,5/6,....Themodified Bessel
functions are then ssimple expressions of the hyperbolic functions (sinh and cosh),
which means that it is straightforward, though a bit cumbersome, to compute the
option price. The option price for a general value of 8 can then approximately be
obtained by interpolation.

5.9 TheBessa Process

The Bessel processis closely related to the CEV process and is reviewed in detail
in Revuz and Yor (1999). Several of the variables that appear in our treatment of
Bessel processes are gamma distributed so we start our discussion there.

The gamma distribution is the two-parameter family I',g of random variables
with PDF
xa—le—x/ﬂ

P = @)

The moment generating function is given by

1 o0
My (k) = E [ekx] = BT ) /0 2= =kBZ/B 47

1 o0 1
— 2l By —
mnma—wwﬁ ¢ T U kpy

As an example of agammadistributed variable, let X ~ A/(0, 1) and consider

Jr
/ e ?2dz
0

1
2 _ —
P(X <x)_2P(0<X<ﬁ)_2m

1 /x ~1/2 22 1 /x ~1/2,,~7/2
= — Z e dz= —— Z /e 9°dz
V21 Jo 21/2F(%) 0
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fromwhich it followsthat X ~ T, ,.
By multiplying together the generating functions of I, s distributed variables

{X;}, it follows that
1

(1—kpyXi=ie

which means that Zf=1 X; ~ FZZLIDI' 5 If {X;} are normally distributed, then
Zf=1 X? ~ s, In the special case B = 2, the gamma distribution is called the
chi-square distribution 5 =T ,.

Let X be equal to a constant /5 added to a A/ (0, 1) distributed variable. The
moment generating function for X2 is

MZ?:l Xi (k) =

Mﬂm):E[kﬂ /' VD=7 27

(11— 2
o~ (1202 /2+2k«/51+kbdz

_ —_/ —22/2+—j’%z+kbdz
V1 =2k /27 J-c0
%5 )

; kb/(1=2k) __ = Z_ﬂ) /2d2= 1

1 -2k V2 / 1 -2k

By multiplying the individual moment generating functions, we obtain the
moment generating function for a sum Zf=1 X2, where the X;s are independent
random variables that can be written as a sum of a constant +/b; added to a (0, 1)
distributed variable:

kb/(1=2k0)

_ 1 kb/(1—-2k) _

Myt o) = e b= 2
=

This distribution is called the non-central chi-square distribution. To find its PDF,

we rewrite the moment generating function as

ble —b/2 1

1 b
, - —b/2 -
MZ?:‘XI'Z(k)_( — 2k et X_(:) n12n (1 —2k)nts/2

Using a term-by-term argument, we obtain the PDF

S n,—b/2
bre? n+8/2-1,—x/2

Pz;?:l X? (x) = ’;) n122n+8/20 (n + §/2)
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which can be written as

1 _ x\8/4-1/2 & (v/bx)2nti/2-1
pZLX?(x) = —¢ (b+x)/2( ) Z

2 b 2 w2 (1 4 5/2)
1 N 8/4—1/2

_ L o (X Vo
5e (b) I (Vbx)

where we have used a well-known expression for the modified Bessel function:

oo

_ (2/2)v+2n
L@ = Z n'C'(n+v+1)

n=0

The aboveresult can be further extended to aweighted sum of squares of the X; s,

see Sect. 10.4. Here we instead generalize the X;s to Brownian motions W; with
starting points /b;. We also discuss a natural extension to positive non-integers§.

Using the time-scaling c¢Z, ;> ~ Z, for a standard Brownian motion, we can

write Wi, = Z, + /b ~ «/;(Zl + ,/b,-/t),whereZl ~ N(0,1). It thenfollows
from the above that the moment generating function for F, = Zfz I Wff isgiven by

1 kb/(1=2kt)
Mp(k) = m@

This process is called the squared Bessel process. It depends on two parameters §
and b, and is denoted by BESQ’ (b). Observe that

t t 8 r 8
F;:F0+/dFs:b+2/Zm,sdm,s+/st
0 0 0 =

i=1
t
b2
0

where Z, is a standard Brownian motion. This formula provides us with a natural
extension of squared Bessel processes to positive non-integers §. It can be proven
that the SDE has a unique strong solution when b, § > 0. Furthermore, since F; =0
is the solution when b,§ = 0, it is possible to use comparison SDE theorems
to prove that F;, > 0 when b,§ > 0. The absolute value under the square root
is therefore not necessary. The positivity of the solution to an SDE is often a
desirable property in mathematical finance and this is one of the main reasons for
the popularity of squared Bessel processes.

Using the defining SDE, we see that if F ~ BESQ’(b) and F’ ~ BESQ® (»)
are independent, then F + F’ ~ BESQ*¥ (b + b'). Therefore, if M (8, b) is the
moment generating function of BESQ’ (b), then

8 t
> WEAZ+ 8t =b+ 2/ VIF|dZ; + 6t
i=1 0
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M@, DYM(, b)) = M(S +8.b+b)

From this relation we conclude that M(§,0) = a4’ and M(0,b) = BB’, and
since M(8,b) = M(8,0)M(0,b) we obtain M(§,b) = yA®B". It implies that
M (k) must be of the above form also for positive non-integers . The PDF for the
squared Bessel process can be derived in exactly the same way as was done for the
corresponding random variables. Theresult is

1 X\ 6/4—1/2 Vbx
_ L g (X
P (x) %€ (b) I (_t )

We now show that it is possible to obtain several familiar processes from the
squared Bessel process. For all these processes, the PDF and the moment generating
function can easily be obtained from the corresponding results for the squared
Bessel process.

The sguare root G of the sguared Bessel process is called the Bessel process
BES'(b). For § > 2, it can be shown that the point x = 0 is unattainable. We can
therefore apply Ito’slemma and obtain the SDE satisfied by the Bessel process:

§—1 '
Gt=G0+Zt+T GS dS
0

Well-known examples of Bessel processes are maxo<uy<s Wu — Wi ~ BES'(0) and
2 maXo<u<t Wu — Wi ~ BES3(0) for W a standard Brownian motion, see Pitman
(1975).

Consider the inclusion of mean-reversion in the squared Bessel process:

Thisisapopular SDE, in particular for the short rate in interest rate modeling where
it is caled the Cox-Ingersoll-Ross model. It is also used for the volatility in the
Heston model, see Sect. 7.4. Setting F/ = ¢~/ G, gives

dF = 2¢7P'\/|F/|dZ, + e~ ?P'§clt

We make use of the fact that [, oudZ, and Z Ji o2au describe the same process for
Z astandard Brownian motion, to arrive at

t
dF/ = z,/|F;|dZ(/ e 2Pudu) 4 e 2P 8dt
0

=2|F/|dZ((1 — e ") /2B) + 8d(1 —e™2P1) /28

from which we see that F/ = F((1 — e™2/*)/2p), where F ~ BESQ’(-). The
distribution for the mean-reverting process can then easily be computed.
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The squared Bessel processis closely related to the CEV process. Indeed, for
dG, = oG dw,

and F' = G*1=P) we obtain
dF, = 2(1 - B)G, oGl dw, + %2(1 ~-B(1-2B)G P o*G dt

=2(1 - B)ov/F/dW, + (1 — f)(1 — 2B)0>d1
1-28

= 2 F/dW_g)252, + md((l —B)’o’t)
Thus, G, = F(ll/_zél){ﬁ)r for F ~ BESQU=28/(1-B)(.) Withy = 2(1—B) and t = o1
we get G, = F;{T”M for F ~ BESQ*"~Y/7(h), with b = x} where G,—y = x,.

Using the PDF for the squared Bessel function gives

dx?
PG, (X) = pra, (7)) ——

14

—1/2 Y
= L ebowers (D) NV e
2y%/4 xg T\

2 _ 1/2 ()C())C)y/2 Yaw4 2
_ = y2 Vv \AAT 2(xy+xV) /vyt
X' (x{x") " Ly, (4 2 e 2o

which isidentical to the expression in Sect.5.8.

5.10 Non-Analytic SDEs

The SDEs considered so far have all been analytically solvable. Thisis useful when
pricing vanilla products for which the performance is often important. However,
there are many situations in derivatives pricing where analyticity is of minor
importance. As an example of this, we now explain how exotic derivatives can be
priced by simulating SDEs that do not have closed-form solutions.

A simulation is often not done over a single time step but over a discrete set of
dates. The reason can be that an exotic product has several payments or that the
model requires multiple simulation points, see, for instance, the lognormal LMM
model of Sect. 13.17 that in general is set up so that the simulation is done according
to the frequency of the underlying LIBOR rates. It is in this situation necessary to
use an SDE that can be simulated over discrete time steps, typically of size lessthan
ayear. The SDE aso has to be such that it can be calibrated to vanilla products. We
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now show how both these demands can be satisfied by SDEsthat do not have known
analytical solutions.

As an illustrating example, we consider an SDE that gives a volatility skew
without permitting negative values for the underlying, as opposed to the shifted
lognormal SDE, or by alowing a non-zero probability for the underlying to end up
at 0, as opposed to the CEV process. The precise specification of the SDE we have
inmindis

- ;Ofgfg))mdwf = 0(B. F)odW,, (B, F) = p~ (1— ")

where 6 is a constant.

Just as for the shifted lognormal process and the CEV process, the 8 parameter
controlsthe skew. For instance, 8 — 0 givesw(B, F) — F meaning that the process
turns lognormal. If 8 — oo, on the other hand, w(B, F)/w(B, Fy) — 1 giving
a normal process. We also note that the process becomes lognormal in the limit
F — 0, which implies that the underlying always stays positive. Furthermore, the
processis normal in the limit F — oco. We conclude that the skew is such that the
implied volatility decreases with increasing strike.

The simulation of the process can be done by using the SDE the way it is and
taking small time steps. This is quite time consuming though. As an alternative,
consider the transformation

G=p" (eﬂF — 1)

Ito’slemma gives

[y TeNd

so the non-linearity is transferred from the stochastic part of the SDE to the
deterministic part (the drift). The reason for doing this transformation is that the
stochastic part of the SDE can be viewed as the lowest-order term while the drift
isof higher order, which can be formally understood from the relation d W? = dt.
With the non-linearity in the drift, there exist simulation schemes of high accuracy.

For the simulation between two time steps 7, and ¢, 41, consider first the situation
when the G-dependence of the drift is frozen to its value G, just before the
simulation. The SDE can then be solved as:

1
dG:GGmw+§ PG wg

1 BG,
dG = dw, + = 2dt
G(“ "t 31v86,° )

11
Gut1 = Gy NALX — = 2At), X ~N(O,1
= Gui1 exp(a 21+,3G,,G ) N(0,1)

To understand the consequence of the freezing, transform back to the original
variable
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dF = o(B. F)odW, + %ﬁw(ﬂ, F) (@(B. Fy) — (B, F)) o’dt

We see that amean-reverting drift has been added to the SDE, which givesasmaller
variance. To regain the variance, we apply the well-known predictor-corrector
technique. In this method the simulation is done an additional time by using the
result G, 4 of thefirst smulation asthefreezing valuein the SDE. Thefinal resultis
the arithmetic mean of the result of the two simulations. With this method, accurate
results are obtained for simulations on time steps of at least one year.

The above SDE reveals that the advantage of first transferring the non-linearity
to the drift and then doing the freezing is that it keeps the stochastic part of the SDE
unchanged and the only effect is a mean-reverting term. This should be compared
with the strategy of a naive freezing of the original SDE, dF = w(8, F,)odW,,
which gives nothing but a normal process. We could, of course, have frozen the
coefficients in different ways such as dF = F(w(B, F,)/F,)odW, leading to a
lognormal SDE. The point is that no matter how the stochastic part is frozen, it does
not come close to the original SDE when using a single simulation step. Thisisin
contrast to freezing the drift which alows long smulation steps, especially when
using techniques such as the predictor-corrector method.

Although we transformed the SDE to become lognormal in the diffusion part,
it is also possible to transform to any solvable SDE. The reason for choosing the
lognormal version is that it is a particularly simple SDE that coincides with the
original onein thelimits ¥ — 0 and § — 0. Furthermore, the transformation was
such that F is positiveif and only if G is positive and the approximate solution of
G (through the predictor-corrector method) preserved the positivity.

The calibration can, for example, be done by approximating the process with
a quadratic SDE. As the quadratic SDE has three free parameters, it is possible
to match the level, the tilt and the curvature of the implied volatility curve at the
forward Fy,. The SDE and its approximating quadratic SDE are therefore in close
agreement in aregion around F,, which impliesthat the calibration to ATM options
is accurate for maturities of at least 10 years. The computationsfor determining the
approximate quadratic process can be done through Taylor expansion around Fy:

dF = g7 (1 — e ) odW,
~ (,3—1 (1—e PRy + e PP (F — Fy) — %,Be_ﬁF"(F - FO)Z) odw,
= ((F = F-)(1— F/Fy)) o’dW,
where

Fi=F+p (1 + VPR — 1)

1
o = E,Be_ﬁF" Fio
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Chapter 6
L ocal Volatility M odels

One way to construct models more complex than the Black—Scholes model is to
allow the volatility to depend on the current time and on the value of the underlying:

dF; = o(t, Fy) FrdW,

Models of this type are called local volatility models. By choosing the volatility
o(t, F)) appropriately it is possible to match the prices of any arbitrage free implied-
volatility surface oimp (7, K). The corresponding option pricing PDE has the form

1
U, + Eo(z, F)’F2Ugr =0

We investigate the relation between oimp(7, K) and o (¢, F). Obviously, for
o(t, F) = o(¢) the introduction of a volatility weighted time

i(t) = /Ot o(u)’du

immediately reveals that

1 T
oimp(T) = T/o o(U)?du < o(T) = \/crimp(T)z + 20imp(T) 0 (T T

For the general case, we use Dupire’s formula to express o(¢, F) in terms of
oimp(T, K). The inverse relation, i.e. to express oimp(7, K) as a function of o (¢, F),
is done by perturbative expansion techniques. Thanks to Dupire’s formula, local
volatility models are easy to calibrate and have become popular. Unfortunately, their
dynamics are not in agreement with market behavior.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_6, 107
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6.1 ATM Perturbation

We solve the European call option problem

1
U, + Eo(F)ZFZUFF =0
Ut=T,F)=(F—-K)y

by doing an expansion around the ATM point: F = (1 + ex)K, where ¢ is small.
We obtain

1 (1 + ex)?
2 e
The form of the PDE suggests that we should consider times to maturity (7 — ¢) of
the order €2. We therefore change variables:

U, + o((1 + €x)K)*Uey =0

= o(K)z—T;t
d(w,x) =U(t, F)/eK

which leads to
1
o, = Eg(ex)Cbxx
P(w=0,x) = x4

where @ k)2
o +Z
g2 = W

Taylor expanding g and using g(0) = 1 gives

(1 + 2?2

1 11,
Eaia gl‘l = __'azg|Z=0

Dd = (grex + g262x2 +..)®x, D=0, — 3
n

Doing a perturbative expansion
D= +ed' + 207+ ...
and equating equal powers of ¢ gives a chain of PDEs
D’ =0

D! = g x®°
DP? = g x®!  + gox? @’

X

with boundary conditions
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X4+ n=20

P@=00=10" .9

To solve the above equations, first note that

solves

1

Y = ma)"“f)?f)iﬂ
DY = "0"3kQ
Y(w=0)=0

if DQ = 0andn > 0. Indeed,

1
DY = [D, —w"“affa’;} Q
n+1

1
= [00. 0" *"] ?a;"a’;sz =" Q
n
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where [A, B] = AB — BA is the commutator. The reason why we managed to find

the solution in such a simple way was that the factor in front of € did not contain

any powers of x but only derivatives of x. Because the right-hand side in the chain

of PDEs contains powers of x, we must first find a way to convert these powers of

x into powers of w together with x- and w-derivatives.
As @Y is the solution to the normal SDE,

%(w, x) = xN(x/vw) + Jon(x/ o)

we can use the equations

to convert powers of

P = xd! + 200 = x) = 2097,

x infrontof @0 and ®Y_ into powers of w and w-derivatives:

XXX

x”CID?CX = x”_IXCID?Cx = —wa”_ICID_?m = —a)x”_ICID?C”

20 = 23729, x D0 = 2x"729, (D0 — 208?)
= 2x"2(=d? —20w®° ) = —2(1 + 2wd,,)x" 2 D°
= —(1 + 2w0,)x"2®°

x2" CD(;X = (v + szaw)”Cng

x2"+1<I>2x =—(w+ szaw)”a)cbgm

= ma0 > —1,. .40
x0T . =14 2wi,)(w+2w70,)" " 0d],
xR0 = (1 + 200,) (0 + 20%3,)" D0,
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We are now prepared to solve the chain of PDEs. For ®', we get

XXX XXX

1
Dq)l = glxq>gx = _glwq>0 = Cbl = —Egla)zq)o = —glwzq)gw

Using this result we can solve for ®?:

DP? = glx(b)lcx + gzxzcng = —glza)zxcbo + gzxzcng

XXXW
= glza)zf)w(l + Zwaw)cng + g2(w + szaw)cng
+ 202070

XXWw

= g0®, + (3g] + 282)0* P}

Xw

1 2 1
= CI)2 = Egzwzcng + (g% + ggz) w3q>gxa) + Eg%w4®gxww

2
= ngquS) +2 (g% + §g2) w3q>2)a) + g%w4q>2)ww

The solution method can be summarized as follows: Assume that the chain of
equations for ®°, ®!, ..., ®"~! has been solved and that the solutions have been
expressed as a sum of terms of the canonical form " 9" 9% ®°, where m equals
0 or 1. Inserting these solutions into the equation for ®”, it is possible to get rid of
the x powers on the right-hand side of the PDE with the method described above.
The resulting PDE can then be solved by taking the w anti-derivative. Finally, using
DY = 0, the x derivatives can be converted to w derivatives so that there remains
no more than one x derivative. The expression for ®" is then of the canonical form
and the method can be repeated to find the solutions of higher orders.
We now explicitly compute the solution to order €' when ¢ = 0. With

1
ol = —glwzcb?m) = —gla)xcb?m = gla)xcbg)

2
we obtain
O~ @ +ed! = +egiwxd?
o' (K) , T 1
=14+K , =o0(K)"— =—(F/K—-1
gi=1+K G 0=0KP5 x=(F/K-1)

which is approximately true for short maturity options with strike close to the
forward. The expression for the implied volatility can be found by comparing
with an option & that is priced with a strike-dependent lognormal volatility:
0(F,K) = oimp(K) for some function oimp. The generalization to higher orders
of € is straightforward. As
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Oimp(K) = Oimp(F/(1 + €x)) & Oimp(F) — exF oy, (F)
~ 2 r 2 ’ T
= & = omp(K)'5 ~ (oimp(F) - 26xFoimp(F)crimp(F)) 5
= @y + €
and g; = 1 for a lognormal model, we obtain

D@, x) ~ (@, x) + edx P’ (@, x)
~ (@) + €dy, x) + €(@y + €ddy)x P (&g + €y, x)

~ (@9, x) + (@1 + @ox) P (@, X)
Comparing with the general formula above gives the lowest-order expression
D@y, x) = P(w,x) © @ =w & Oimp(F) = 0(K)
and the first-order (in €) expression
@1 + Gox = grox & & = (g1 — Dox

T (K
& —2xFGimp(F)Ui/mp(F)6_2 - KZ((K))

T
U(K)Z—zx
€
K
© Ojy (F) = —ﬁo/(K)
We therefore finally arrive at
Oimp(K) ~ Oimp(F) — exFai’mp(F)

K
=o(K F—o' (K
0(K) + ex 2F0( )

mo(K—i—%(F—K))

=0 (é(F + K))

which implies that
Oimp(F) = o(F)

1
ai/mp(F) = EOJ(F)
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Fig. 6.1 Relation between
the local volatility and the
implied volatility skew for
short maturities and close to
ATM

We conclude that the implied volatility is equal to the local volatility at K = F, but
the derivative is only half the size, see Fig.6.1.
With a vanishing ATM skew, i.e. o{mp(F) = 0, the lowest order non-vanishing

contribution is of order €2 and can be shown to be given by

oimp(K) ~ o (F + %(K — F))

In particular, we obtain

imp

O,// (F) — %O,//(F)

which means that the curvature of the local volatility is three times the size of the
ATM implied volatility smile.

Observe that we did not include boundary conditions in the computations. As
®° is a solution to the normal PDE, the underlying can assume negative values.
By imposing appropriate boundary conditions in the solution technique described
above, it is possible to obtain a solution @ that only supports positive values of the
underlying. From a theoretical point of view, the existence of boundary conditions is
irrelevant as they affect the distribution in the tails while the perturbative expansion
technique is concerned with the ATM region. Different choices of boundary
conditions do not therefore have a significant impact on the prices in the region of
interest (unless the maturity is very long). From a practical point of view, however,
boundary conditions can be important. When implementing a successful model, the
users sooner or later use the model far away from the domain where it is supposed
to be valid, in particular if there is no other suitable model. It is then important that
even though we no longer have a state-of-the-art model in this region, the model
should still give reasonable prices and be arbitrage-free.

We have so far assumed that o (¢, F) is a function only of F. If it is of product
formo(¢t, F) = 01(t)o2(F), the introduction of a volatility weighted time:

i(t) = /Ot o} (uydu
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reduces the problem to the situation where o (¢, F) only depends on F. A general
dependence of o on r and F can be solved with perturbation. The calculations are
roughly the same as above but more cumbersome.

6.2 Dupire's Equation

Assume, as usual, that the forward option price can be obtained as an expectation
under some SDE. With p the Green’s function, we have

UF,K,t,T)= /(FT — K)4+p(T, Fr;t, F)dFr

and
2
d w2
The right-hand side is non-negative as it is a probability. We conclude that the left-
hand side is non-negative as well, which is equivalent with the no- arbitrage relation
derived in Sect. 2.4. To investigate whether the no-arbitrage relation 5 V >0is
satisfied, consider the relation

U(F,K.t,T) = p(T,K:t, F)

U(F,K.t,T + AT)—U(F,K,t,T)

= //(FT+AT — K)+p(T + AT, Froar; T, Fr)p(T, Fr;t, F)dFrdFrpar
—/(FT - K)+p(T, FT;I, F)dFT

which is positive since
/(FT+AT — K)4p(T + AT, Fryar: T, Fr)dFr4ar > (Fr — K)+

according to Jensen’s inequality. We obtain the relatlon 7U > 0 which is slightly

weaker than the no arbitrage relation —V > 0.
Using the forward Kolmogorov equatlon gives

d
aT =/(FT K)+ p(T, Fr;t, F)dFp

2

1d
/ (Fr — K)+ gz 0T Fr)’ Fp(T. Frit. F)dFy
T
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[ 3t Fey Fpr i, P = - (Fr — K)+dFs

1 1 d?
—o(T,K)*K?*p(T,K:t,F) = =o(T, K)’K>*—U(F, K,t,T
20( ) K p( ) 20( ) e ( )

< o(T,K) =

This interesting relation by Dupire (1994) shows how the local volatility can be
computed from European call option prices. According to the above discussion, the
factors inside the square root are positive if the model is arbitrage-free. Expressing
the price in terms of implied volatility gives after some computations the relation
between the local volatility and the implied volatility:

o(T,K) =

142 ImpT(T 0
o
imp (1+Kd+aimp.K«/T—t)(l-i—Kd_aimp_K«/ 1)+(Kaimp, x + K 20imp xx)0imp (T—1)

This equation can be used for calibration since the local volatility surface can be
computed from a given implied volatility surface. In practice, the implied volatilities
are found in the market only for a discrete set of maturities and strikes. The implied
volatility surface can be derived from the market quotes through a 2-dimensional
interpolation. As Dupire’s formula contains derivations of the implied volatility,
the resulting local volatilities are highly dependent on the choice of interpolation
scheme.

6.3 Short Maturity Expansion

With the variables
t=T—t
x =1In(K/F)
and the functions
{ o(t,x) = o(T, K)
I(T, .x) - O]mp(T, K)

Dupire’s equation takes the form

L\ 1
> +2l.t=5 2((1—x7’5) —1121§r2+u“f)
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This non-trivial PDE can be solved by Taylor expanding I around ¢ = 0:
I(t,x) = Io(x) + I;(x)T + L(x)t> + ...

To the lowest order t°, we obtain

. d _ o d B
=1 =00/, ! +x510 1) = O-OE(XIO 1)

1 X dx! -1 1 ds
= Io(x) = (;/0 m) - (/0 60(SX))

where &, is the lowest order term in the Taylor expansion

-1

G(t,x) = 6o(x) + 61(x)T + 5 (x)T> + ...

We conclude that the local volatility and the implied volatility are to the lowest order
related by

oimp.k (K)\ !
o(K) = oimp(K) (1 — KIn(K/F)7eaes )
_ 1 ds -1
oimp(K) = (fo m)
It is straightforward to verify that this formula reduces to the expression
oimp(K) ~ o ((F + K)/2)

of Sect. 6.1 when | K — F| is small. The formula in this section is more natural as it
depends on the local volatilities in the whole range between K and F and not only
on a single point (F + K)/2. For instance, we do not expect to see any significant
change in the implied volatility if there is a spike (or dip) of the local volatility at
this single point.

If oy (F) = 0, which is equivalent with " (F) = 0, the second derivative of the
above expression for oimp (K) gives

imp

O,// (F) — %O,//(F)

or equivalently

for | K — F| small, which was previously derived in Sect. 6.1.
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I can be computed via induction by assuming that /o(x), ..., ,—1(x) are known
and deriving an expression for 7, (x). We do the computation by inserting the Taylor
expansion of I into the PDE and equating terms of order . As the terms that
contain 7 (x) with k > n lead to higher order powers, the Taylor expansion can be
truncated at 7, (x)t". The PDE then consists of two parts: terms containing 7, and
terms containing /i (x), k < n. By induction, the latter part is known and can be
summarized into a function f(x). It remains to compute the terms that contain 7,

and is of order z”. For instance,
| I’ A+
]0 +...+ I, T"
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Equating the t” terms in the PDE gives then

, I N
201, +2nlol, =63 [ —2(1—x-2 I, ——10 + f(x)
AN

which can be written as

L(x) + g(x) 1, (x) = h(x)

for known functions g(x) and %(x). This ordinary differential equation can be
solved by multiplying both sides with exp (fo" g(x")dx"). The solution is

In(x) = e~ I 4608 ( | reliena g, (0))
0

We leave it as an exercise for the reader to derive the expressions for the lowest
order terms.
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6.4 Dynamics

In the discussion of perturbative ATM expansion of local volatility models we
showed that the implied volatility and the local volatility are to lowest order
related by

oimp(K) = o ((F + K)/2)

where F is today’s forward. Assume that market prices oimp(K) are given and that
we would like to calibrate the local volatility model to match these prices. This is
done by setting

0(2) = Oimp(22— F)

Assume then that we revisit the model at a later time, for example, tomorrow, when
the forward has changed from F to F. The local volatility model predicts the market
prices ~ .

Gimp(K) = 0 ((F + K)/2) = 0imp(K + F — F)

We see that the curve has been shifted sideways by an amount F — F. It means,
for example, that when the forward increases, i.e. F > F, the implied volatility
curve moves to the left. This is opposite to the expected market behavior. Observe
that the argument is only true close to the ATM point and for small moves in the
forward. In fact, it is easy to understand that it cannot be true for arbitrary points on
the volatility curve as an arithmetic shift would lead to the existence of volatilities
for negative values of the underlying. Nevertheless, the argument was not made to
show the exact dependence of the implied volatility on the forward, but rather to
show its qualitative behavior.

Local volatility models are useful in finance because of the easy fit to market data.
Their volatility dynamics, however, are in the opposite direction to what is observed
in the market. Local volatility models are for this reason often used in combination
with other models. To illustrate the benefits of combining models, consider a model
that has the opposite properties compared to local volatility models, i.e. it has good
dynamics but is hard to fit to the market. Assume that we use this model and fit it to
the market as well as we can. On top of this model we can then add a local volatility
model that can be fitted to the remaining difference between market data and model
data. By adding a local volatility model on top of a sticky-delta model, the result is
somewhere between sticky-strike and sticky-delta behavior. As the market often has
dynamics in this region, it comes down to choosing the appropriate portions of local
volatility model and sticky-delta model.
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Chapter 7
Stochastic Volatility Models

A natural generalization of the Black—Scholes model is to allow the volatility to
be stochastic. This is motivated by the fact that a historical analysis shows that the
volatility indeed behaves as if it was stochastic. In this chapter we consider various
techniques for solving stochastic volatility models. For optimal transparency, we
focus on a particularly simple model

dF, = o, F,dW,
dUt = GtU,dZ,f

where the Brownian motion W is of the form

W =pZ+1-p2Z+

and Z1 is a Brownian motion independent of Z. It is straightforward to generalize
the solution techniques that we present to more general SDEs. For instance, instead
of using a lognormal process, it is possible to use a shifted lognormal or a CEV
process for the underlying. Furthermore, when pricing products that have payoffs
at more than one instance in time, it is useful to add a mean-reverting drift term
to the SDE for the volatility. The reason is that for most product types the time
dependence of the variance of the volatility can be better matched with a mean-
reverting process than with a lognormal process. Recall that as the forward can be
written as a quotient of a tradable and a numeraire, the fundamental theorem of
asset pricing implies that the forward process cannot have a drift term in the pricing
measure. For the volatility, on the other hand, there is no such restriction.

The above equations are assumed to be formulated in the forward measure. It
means that we need to take the expectation of (F — K) 4 to compute the European
call option price. According to the Feynman-Kac theorem, the price can also be
calculated with the corresponding backward Kolmogorov equation. The derivation
of this PDE is as in Sect. 3.7. The result is

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_7, 119
© Springer-Verlag Berlin Heidelberg 2011



120 7 Stochastic Volatility Models

1 1
U, + EUZFZUFF + pea?FUpq + EGZUZUGU =0

We argued in Sect.3.5 that o2(T — ¢) is often much smaller than 1, which
motivates a perturbative treatment. Similarly, restricting ourselves to contracts with
short maturities, we can assume that €>(7T — ¢) < 1. Several of our arguments and
methods in this chapter are therefore based on the assumption that €2(7 —¢) is small.

We would like to point out that the priority of the models in this book is not
to explain reality. Instead, the aim is to obtain models that are flexible enough to
match market data. Despite this, our choice of models is often based on how we
believe that the reality behaves. This is because the reality can give us clues about
how to model certain phenomena. A good example of this practice can be seen
by the choice of stochastic volatility models, based on empirical properties of the
underlying that implies an option skew and smile. In reality, the estimated historical
volatility of volatility often only makes up a fraction (perhaps a quarter or half) of
the implied volatility of the volatility. Other contributing factors to the skew and the
smile include supply and demand, and fat tails coming from underestimated extreme
events. Despite the fact that a large part of the smile is coming from other effects,
it is common to use stochastic volatility models because they are simple to work
with. However, as we pointed out in Sect. 4.2, although it is sometimes possible
to use unrealistic processes for vanilla pricing, it can lead to serious mispricing of
path-dependent derivatives.

It is also possible to build models based on the assumption that it is the implied
volatility that is stochastic rather than the local volatility, see Hafner (2004) and
references therein. We have chosen to omit any discussion of this model type as it is
not as popular as the models in this chapter.

The focus of this chapter is on perturbative methods. We also treat the semi-
analytic method of Fourier transforms, applicable to special types of stochastic
volatility models. We compare the various techniques, discuss the dynamics and
show a relation to local volatility models.

7.1 Skew and Smile

The origin of the skew and smile for stochastic volatility models can be understood
by relatively simple arguments. We first argue for the existence of the skew and then
for the smile. We also derive the form of the skew and smile for contracts with short
maturity and with small volatility of volatility.

To explain the skew in stochastic volatility models, assume for concreteness that
the correlation between the underlying and the volatility is negative and consider an
ITM call option. Because of the vega profile, the option has its strongest dependence
on the volatility around the ATM point. For the ITM option to end up in the ATM
region, the underlying needs to decrease, which means an increase in the local
volatility due to the anti-correlation. Thus, if the market moves in such a way that the



7.1 Skew and Smile 121

option ends up where it has a strong dependence on the volatility, then the volatility
has increased from its original value. This clearly implies a high implied volatility
for ITM options. A similar argument proves that OTM options have low implied
volatility. This argument explains the skew of stochastic volatility models. We also
see that the larger the correlation, the steeper the skew.

To understand the smile effect, assume first that the correlation is zero. As the
processes of the underlying and the volatility are independent, the European option
price can be computed as

U= E[(F—-K)+|dF, = oF,dW,,do, = €,0,dZ,]

T
== E |:U0 (/ O-Zdt)‘do-[ = G[O-[dej|
0

where U° is the non-stochastic volatility price obtained from the Black—Scholes
formula. According to Sect. 3.5, the Black—Scholes formula is a concave function
of the volatility for strikes close to the ATM point. It means that the expectation in
the above expression is lower than the non-stochastic volatility result, see Sect. 3.9.
The same type of argument implies that the expectation is higher than the non-
stochastic volatility result in the convex regions away from the ATM point. This
argument shows that stochastic volatility produces volatility smiles. It also follows
that the smile is more pronounced for larger volatility of volatility.

We now assume that €>(T —¢) < 1 and o?(T —t) < 1 to mathematically argue
that stochastic volatility models imply both skew and smile. Observe that

U(T) ~ U(t) + (T — ),

1 1
& U@) ~U(T) + (EozeUpp + pec?FUrpy + EezozUm,) (T —1)

Viewing this equation to the lowest order in € and (7 — ¢) makes it possible to
replace the U on the right-hand side with the price U° of the corresponding non-
stochastic volatility model, i.e. the Black—Scholes formula. Indeed, the contribution
from the stochastic volatility only leads to higher-order terms. We then see that the
effect of the stochastic volatility on the option price is through the option vanna
Uy, and volga U? , while the effect from the non-stochastic volatility is through
the gamma U ..
From Sect. 3.5 it follows that the second-order greeks are given by

1
UI(;F = FUﬁn(d+)
d_ In(F/K) 1
Ugaz_?n(d” 1=T—t, di=—0ﬁ ifaﬁ
F
vt = 0 d )

o
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with zeros at
Uy =06 d_ =0 K=Fe "/
Ul =0&de=0& K= Feo't/?

The maxima of the greeks with respect to the strike can be computed by taking the
derivative with respect to K:

1
Uprk = md+n(d+)
n(d+)
Ubok = gz (1= d+d-)
n(d-)
Usox = o2 (did-—d-—dy)
with zeros at
Uppg =0 & dy =0 K = Feo' /2
UIQUK:0<:>1—d+d_ :0¢>K:Feiaﬁ\/m
UGOUK =0« did—_d—_d—i- =0

The last equation can be solved by using that o%(7 — ¢) is small:

Ul v =04 (IN(F/K) + 0*t/2)*(In(F/K) — 6°t/2) — 2In(F/K)o’t = 0

o

< (In(F/K))® + %ozr(ln(F/K))z — 202t In(F/K) ~ 0
& K ~ F or Ferov™

From which we get the extrema

1
U.| = U =
FFIextr. FF | k=Feo2t/2
|K Fev V2rotF
Uplextr. = Up,| [T
Fo lEXTI. Fo K=Fe:|:aﬁ 1+%02t
1

= (:I:,/l + 1027 —aﬁ/z)n (i,/l + 402t +0ﬁ/2)

1
vV 2mole

0 ~ 0
Uy lextr. ~Um|1<zp Of K~KaFetov2e

Fot3/? F 1 1
= DO o i (2 - Zozt) n (:bx/5+ 50\/?)

~ F

4/ 2 o
Fot3/? FJTr _,
2———e¢

——F 0r
427 2mo?
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Fig. 7.1 Contribution to
stochastic volatility from
second-order greeks

pec’F Ugr,

In Fig. 7.1 we plot the three terms that are used in expansion of U(z). The term
proportional to the vanna gives skew around the ATM while the term proportional to
the volga gives a smile effect around the ATM. We also see that the non-stochastic
volatility effect from gamma is much larger than the stochastic volatility effect.
Furthermore, as long as the correlation is not too close to zero, the skew effect from
the vanna is much larger than the smile effect from the volga. Indeed, the gamma
term is of order €°, the vanna term of order ¢! and the volga term of order 2. Thus,
there is a second-order contribution from the vanna comparable to the volga term
which we neglected by only looking at the lowest-order effect. This effect and other
higher-order contributions are covered in the next section.

Recall from Sect. 4.3 that the time decay in the option price was compensated by
the gamma gain from the delta hedge. For stochastic volatility models we see from
the differential equation that the time decay is different and is now compensated by
three terms: the gamma gain, the vanna gain and the volga gain. The gamma gain
comes from the non-stochastic volatility effect that the underlying is sold at high
values and bought at low values in the delta hedge. The vanna and volga gain comes
from the volatility hedge.

7.2 Perturbation for Small Volatility of Volatility

The European call option problem
1 272 2 1 2.2
U;—l—za F~Upr + peo FUFU—i-EeU Uy =0
Ut=T)=(F—-K)4
can through a change of coordinates
®=U/K

x =In(F/K)
T =T-—t
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be made dimensionless

Do =

1 1
Gpo—zaxacD + 562028§q}7 D= ar - 502(8)2( - ax)
P(r =

0.x) = (" — 1)4

A perturbative expansion in €,

O =" + e + 2P + ...

gives a chain of PDEs by equating equal powers of ¢:

1
D" = po?d,, "' + Eozaf,cp"—z, dl'=0=0""

with boundary conditions given by

or(c =0y = [ €~ D M=
’ 0 n>0

We conclude that ®° depends on ¢ and on t only through the combination oz.
Indeed, ®° is the standard Black—Scholes solution. As ®° = ®°(c%7), we obtain
0o_ 2t 0 2 0
0, 9" = —0, D" =o07(d; —9,)D
o

where we used the PDE for ®° in the last step.
We now show that the solution can be written of the form

" = E c;%j.kz"ofa_f;@o
i.jk=0

Clearly, this is true for n = 0. We now assume it to be true for n — 2 and n — 1 and
prove it for n. The general case follows by induction. Consider first the situation
when the right-hand side of the PDE is of this form. We are then interested in solving

DY = ¢ jut'ol 9D
ijk
A solution to this equation that satisfies W(z = 0) = 0 is given by

1 o
U = Z fC,'_l,j,k'L'lO'] 3§<I>0
l
ijk

Indeed,
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1 .
DY = Z lfCi_lyj,kE‘L'lO'J 8§<I>°
ijk

1 S - -
=Y —cimjkll. 7)ol K0+ ol LD = e it o) 9D
1
ijk ijk

We now assume that

ka0
"= Zc{’,’j,kr’(ﬂaxcb , m=0,1,...n—1
ijk

and show that ®” is of this form. The first thing to be done is to compute the terms
on the right-hand side of the PDE:

pozax(,(D” 1 ch,]kr 02800j3§+1<1>0

ijk
=Y et o/ Tt + 0/ 2o ot (8] — 0,) 9
ijk
_ ch k(]f G]+13k+1 + tz+101+3ak+3 7iH gl 3 g42) g0
i.], x
ijk
= Z 1Y ((j - l)cin,]_'ll,k—l + Cin—_ll,j—3,k—3 - Cin—_ll,j—3,k—2) o’ aﬂ;q>0
ijk
| P 1 292 _j ok &0
angcb :ZEc”kmaoaop
ijk
= Z —c 7t (J( = Dol 0% + 2jo/ T koT(3 — 0)
ijk

+07/ 235 0,07(32 — 9y)) D°
1 A . .
= 2 3aTE (G = Do/ ¥+ @) + e+ 2k ok
ijk
i P2 TR — 29k 4 9k F2)) @O
1 ere n—2
=> 57U = Dei AU =3/
ijk

1
—(j =3/} 1j—2k— 1+2122] —4k—4

1 P
n—2 n—2 i —jak &0
—Ci— —2,j—4,k— 3+212] —4.k—=2 To—ach
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which gives
" = Zcﬁj’ktiojé)i(bo
ijk
with

;A _ n—1 n—1
lci,j,k_p<(] DefZ) Lj—1k—1 T Ci 2 3k3 Cz—2,j—3.k—2)

1.
Ej(] DTk + G =3/ ke — (G =3/ i

1
- - n—2
+213/4k4 z3/4k3+21314k2

We now make explicit use of the formula by computing the lowest order terms &'
and ®*. As ¢{,, = 1 is the only non-zero coefficient for » = 0, we conclude that

there are only two non-zero coefficients forn = 1: ¢; ;; = p/2and ¢; 5, = —p/2.
It means that

1
o' = Ept203(8i —?)a°

and in the same way we see that

1 1 11 11
P’ = (3,03 priotdt + —p=pr*o®d® — —p=prtc®d>

2 4" )
1 1 11 11
— §p3§pt30433 — szpr Y000° 4 4,02,0t MoAt N
+ = Ll 2020 — 11‘1,'20'28
22 22

11 1 11
+3 5 otdt — 3130483’6 + 5573043)25) @’

1 1
= (§p213o4(3i — 83’6) + §p2r4o6(3§ -2 + 3i)
1
+4m 20 — 0, )+ 4(a§—za§+a§)) o’
Using the recursive formula for ¢, ®" can be computed for arbitrary n. In fact,
it is straightforward to implement the formula in a computer to calculate ® up to
arbitrary powers.
The implied volatility from these lowest-order terms can be computed through a
Taylor expansion

Oimp X Oimp,0 + €C0imp.1

We equate ®(o) and ®°(imp):
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d = CDO(Uimp) ~ CDO(CTimp,O) + cbg(aimp,o)eaimp,l

and
1 1
O~ P>0) + ed'(0) = Do) + Eeprzo3(8)3€ — 8§)<I>0 = d%0) + Eeprozcb?m

up to order €!. Equating the terms with and without epsilon, respectively, gives

Oimp0 = O
1 2 qD(ga
Oimp,1 = EPU T(}Tg
Using
q)o_eXN(d)_N(d_) de = X :tlo— -
- ' LR ot 2
= ) =n(d-)Vr
d_
= q)ga = __l’l(d_)
o
we obtain | 1
Cimp.1 = _Ep(’ﬁd— = —Ep(x —0%1/2)

which means that the implied volatility has the lowest-order expression
1 2
Oimp A 0 — EE'O(X —o0°t/2)

Stochastic volatility models are often used with p = 0. The skew from the
correlation is then lost but can be regained by using a non-lognormal process for
the underlying, with the consequence of different dynamics. For the zero correlation
case, ®? is the lowest-order contribution. We then have

1 1
P = (Zzzoz(ai —dy) + 51304(3_1 — ax)z) o’

1
—t203(8i — 0y)04 @0

! o0 +
= —10
c "6

4

= 1mq>2 + 1%8(, (07 (3% — 9,)@%) — %tzaz (d

2 _ax) CI)O
4 6

X

1 1 1
= Zt(r(bg + gzaa (UZCIDO) — E’L’chg

1 1
= —10®° + —70%®°
121’0 s 61’0 e
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1 1
= b~ 04 Eezmcbg + gezrczcbgg
To find the implied volatility we make a Taylor expansion

2
Oimp &~ Oimp,0 + €0imp,1 + € Oimp.2

= CDO(Gimp) ~ CDO(Gimp,O) + cbg(gimp,o)egimp,l + <1>2(Gimp,o)€20imp,z

1
+ 3 (Dga (Gimp,o)ezaizmp,l

Equating equal powers of € in the equation ®(o) = ®°(oimp) gives

Oimp0 = O
Oimp,1 = 01 .
0 250 0
ETO'CD + 61'0- CI) 1 ) 1
Oimp2 = o a0 99 — g(ﬂ: o q;gg + 3
Using
@ = n(d-)J7
2
St = Yy = (XT - (ozr/4)) n(d-)
o o o°T
we obtain

1
Oimp2 = (x* + 0%t/2 - (0671/2)%)
&2

= Oimp %0(1 + P

(x2 +0%r/2 - (021’/2)2))

Observe that the term containing €> can be viewed as a correction term only if €
is smaller than o or if the option is close to ATM. Unfortunately, this is far from
always the case.

The general second-order expression, with non-zero correlation, can be com-
puted in the same way. The result is

2

1 2 1 1
Oimp ~ 0 — Eep(x —w) + 66—0 (x2 + o — o)+ 26—0/02 (—Exz — 5w + a)z)

where = o%t/2. The method we have presented here is easily extendable to
other processes such as the shifted lognormal process or the CEV process. The
CEV process becomes particularly simple to include with the interpolation approach
described at the end of Sect. 5.8.
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7.3 Conditional Expectation Approach

The method described here works only for zero correlation, which means that the
processes of the underlying and the volatility are independent. The expectation
of the payoff can then be done iteratively: the expectation is first taken over the
underlying and then over the volatility. As we know that the expectation with respect
to the underlying is given by the Black—Scholes formula, it remains to compute
the expectation of the Black—Scholes formula with respect to the volatility. This
is usually done by only considering the lowest-order terms in €. Before doing the
actual computation, note that

T T T T
0 0 0 0

is a normal distribution with mean 0 and variance

T 1
/ (T —1t)’dt = -T?
0 3

o[ 2y ]-3r

Let U°(-) denote the dependence of the Black—Scholes call formula on the
volatility. We then have

which implies that

U == E[(F - K)+|d1:[ == O'fF;dI/Vf,dO} == GO—[dZ[,dI/I/[dZ[ == 0]

1 T
=E|U° ?/ otdt ||do, = €0,dZ,
0

=E|U° a\/l/Tezezf—fzfdt)
= 7).

1 T
~ E | U° 0\/7/ (1+2€Z,—621+2622,2)d1)
0

r T 2 T
~ E|U° o+2/ ztdz+ﬂ/ (22— t)dt
L T Jo T Jo

1, o ([T ?
+Z€ O'T—ﬁ(/o Z[d[)
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T 2 T
€0 €0 1
REPN+?[;Zﬁmﬂ~;l(ﬁ—0ﬁ@+1&ﬁw

2o (/T )2 202 T 2
- Z.dt U£+—(/ Zdt) Ul
a2\ J, a2 \Jy

1 1
=U"+ EeonUf + —20’TUY,

6

The price at an arbitrary time can be obtained by replacing 7 with t = T —t. As
expected, this is identical to the zero-correlation result of the previous section.

7.4 Fourier Transform Approach

With this approach, we obtain an expression for the option price that is valid for
arbitrary values of the parameters in the model. Thus, the method is not based on
that any of the parameters are small. The result is an expression for the price as a
1-dimensional integral in the complex plane over a closed-form function.

The European call option price can be written as

U= E[(F—-K)¢] = E[Frlp>k] — KE[1F>k]

The first term can be computed by changing the numeraire from P,r to S,. Using
the martingale measure P* corresponding to the numeraire S, gives that

S P
E[Frlp k] = P_OOTE* |:SLTTFT]]-FT>K:| = R E* [1F>k]

according to the rule of measure change, see the Appendix. It then follows that
U= F()P*(XT > O) — KP()CT > 0)

where x;, = In(F,/K).
Using calculus of residues, the Heaviside function can be expressed as

00 eikx’

o
o) = = + — dk
) 2+2n/_00 ik

from which we obtain



7.4 Fourier Transform Approach 131

P(xr >0) = /oo p(x"HO(x)dx'
% —/ p(x') (/Oo e;:C/dk—/Ooo e;ZCX/dk) dx’
= + —/ ( (k)) dk

where p is the Fourier transform of the PDF:

pf\(k) — /OO p(x/)eikx/dx/ — E[eikX]

—00

The computation of the first term in the expression for U is similar, but a measure
change is needed:

5 epgikery = Por o[ 51 ] 1 o K
prk)=E [ek«T]=SLOTE|:FTTgk Ti|=FOE[FT€k T]=FOE[6(1+k) T]

The results so far can be summarized as:
The European option price can be computed by

U=FP'-KP°
| I Y O (k
2 7w J ik
Pu(k) = My E [e"HEXT] 0 My = 1. My = K/Fy
As we see below, p,, (k) can often be written as a closed-form expression. Therefore,
all that remains to price options is to compute the above integrals. Note that at this
stage we have not made any assumptions on the model, i.e. the above result is valid

for the lognormal model, the CEV model, stochastic volatility models, etc. We now
compute p,, when the underlying follows a lognormal process.

1 T 17
dx,f=odW,f——02dt<:>xT=x0+/ oth——/ o2dt
2 0 2 Jo

gives
Pm(k) = Mme(m“‘fk)on |: (m+lk)(f0 odWi—1 [T o 2dt):|

— M, ik |:e(m+ik)(p I odzi+ 1= ] cazt -1 T azdt):|
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As o is independent of Z+, it is possible to compute the expectation with respect to
this variable. It is done by using the fact that

T 1 T
E |exp / 0, dZ- || = exp —/ oldt
0 2 Jo
for o, any process independent of Z;-. The equality follows from

E [(/OT o,dzfl)zn] =E W}(

T ! (2n)! T !
- 2 n] _ MU 2 ~
_(/0 o,dz) E[X*] = on (/0 crtdt) . X ~N(©,1)
00 1 T N 2n B 00 11 T 5 n

n=

2n

and because the expectation of an odd number of factors on the left-hand side is
equal to zero. We arrive at

(k) = Myye ik |:€(m+ik)(pfor odZi+ L m+ik)(1—p?) Ji o2di=1 [T U2dt):|
m - m
= M, e tihwE I:e(m+ik)pf0T 0dZi+ L m+ik)(m+ik)(1—pd)—1) [T azdt]

The computations up to this stage are rather general. A lognormal process has
been used for the underlying but no assumptions have been made for the volatility
process. For simplicity, we assume that the volatility satisfies a particularly simple
SDE:

dO} = Edzt

T T 1 T 1 T
= / 0,dZ; = 6_1/ o,do; = —6_1/ dcrt2 — —e/ dt
0 0 2 0 2 Jo

1 1
= 56_1(0'% —0g) — EGT
which gives that

ﬁm(k) — Mme(m+ik)(x0—p571ag/Z—peT/Z)E I:eua%+b fOT azdt]

0= %(m +ik)pe! b = %(m +ik)((m + ik)(1 = p) = 1)
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The expectation can be computed by using the Feynman-Kac theorem and solving
the resulting PDE:

1
Eezg(m +bo’g, t=T-t

2

8t
gt =0,0) =e%

Based on the form of the initial condition, we make the substitution g = e/ to
transform the problem into

1 1
ft = 562]{06 =+ Eezfdz “+ bUZ
f(rt =0,0) = aoc?

We see immediately that the solution has the form
f = A(t) + B(x)o + C(1)o?

Inserting this expression into the PDE gives three ordinary differential equations,
for which the solutions are straightforward. This gives us an analytical expression
for g and therefore also for p,, (k).

The solution method succeeded because the integral fOT odZ, could be converted
to powers of or. This, in turn, was possible because of the simple form of the
volatility SDE. If, for instance, the SDE instead had been a CEV process with an
arbitrary skew parameter g, the resulting PDE would have been too complex to solve
with a simple ansatz. Even for basic models as the lognormal process, the resulting
PDE becomes rather complex. Despite this, there are a couple of interesting SDEs
for which the method works. For example, adding a mean-reverting drift to the
above volatility SDE does not make the solution procedure much more complicated.
Furthermore, the method works fine on well-known models such as the Heston
model where n = /o follows a mean-reverting square root process

dn, = A —n)dt + e /ndZ,

The method of solution is then almost identical to the above.

The method we have reviewed is only one of several types of Fourier transform
techniques that can be used for option pricing. A more direct approach is to
first make a substitution of variables in the stochastic volatility SDE so that the
coefficients are independent of the underlying F. Once this is done, a Fourier
transform gives a PDE of one dimension lower. The resulting volatility PDE for call
option pricing has an initial condition that is independent of the volatility. The PDE
is therefore fundamental because it can be used for any type of payoff, as long as the
payoff only depends on the underlying F and not on the volatility o. If an analytical
solution can be found to the volatility PDE, all that remains is to perform the
inverse Fourier transform. The reason for not devoting more time to this technique
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is that it is similar to the above approach. Indeed, both techniques only work for
special forms of the volatility SDE and the remaining complex integral needs to be
solved numerically. It should also be pointed out that there is a complication in the
convergence of the Fourier transform of the payoff. This problem has been solved
in Lewis (2000) by using a Fourier transform variable with an imaginary part and in
Carr and Madan (1999) by using a damping function.

7.5 Comparison of Methods

In this section we compare the methods that have been discussed. But first we would
like to point out that there are several other ways to solve stochastic volatility models
apart from the ones mentioned in this chapter. We have chosen to focus on the
techniques that we find to be the most theoretically appealing as well as useful from
a practical perspective.

One of the methods that has been neglected in this chapter is the SABR model.
It has a CEV SDE for the underlying and a correlated lognormal SDE for the
volatility. The processes are therefore identical to the ones used in this chapter with
the exception that SABR allows a CEV type of process in the underlying instead
of limiting itself to a lognormal process. There are two components giving rise
to a skew: the CEV parameter and the correlation between the Brownian drivers.
The traditional wisdom is that an appropriate combination of these parameters can
match the skew as well as the dynamics. The reason is that the CEV parameter
implies sticky-strike dynamics while the correlation gives sticky-delta dynamics.
However, as we argue in Sect. 7.7, this statement is not completely sound. Observe
that this does not invalidate the results of the original paper by Hagan et al. (2002)
as the SABR model was intended to be used for single-maturity derivatives and in
Sect. 4.3 we showed that it is then possible to impose arbitrary dynamics, including
the choice made by the inventors of the model.

The SABR model was originally solved using perturbation around the ATM
point. Somewhat confusingly, when referring to the SABR model it is often not
the processes that are meant but rather the processes together with the solution
technique. The perturbative method used in the original paper contains rather
complicated computations and it is hard to obtain anything but the lowest-order
contribution. Even the lowest order term is complicated and we have therefore
chosen to omit a detailed discussion of the SABR model. Furthermore, the SABR
model is known to produce implied volatilities in disagreement with market data
when far away from ATM and the model assumes both a small volatility and a small
volatility of the volatility. Despite the shortcomings, the SABR model is popular
among practitioners and has become the industry standard for pricing many types
of products that have a single payment date (it works less well for multiple payment
dates because of the lack of mean-reversion in the volatility process). In fact, it has
become so popular that the quotes in many markets, e.g. caps and swaptions, follow
the SABR model almost religiously.
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Table 7.1 Stochastic volatility models comparison.

Method General SDEs Exact High performance pF#0
\ol of vol perturbation Yes No Yes Yes
Conditional expectation Yes No Yes No
Fourier transforms No Yes No Yes
SABR No No Yes Yes

The choice of method for solving stochastic volatility models depends on the
purpose. The perturbative expansion technique in Sect. 7.2 is often to prefer because
of the resulting simple expressions which allow for extensions, e.g. to include higher
order terms, to do the perturbation around a different base function or to use a
mean-reverting volatility process. The same comment applies to the conditional
expectation approach, but it requires a zero correlation. The advantage of this
approach is that the computations are even simpler. The Fourier transform approach
is usually applied when the user is not satisfied with perturbative expansions but
prefers analytical solutions. The drawback is that an integral has to be computed
numerically, which can be time consuming. Furthermore, the Fourier transform
technique is only efficient for special types of SDEs.

We compare the techniques of this chapter in Table 7.1. The comparison is made
based on the following criteria: if the techniques can solve general forms of SDEs,
if the solution is exact or perturbative, if an implementation is of high performance
(i.e. if only a few algebraic operations are needed) and whether it is possible to apply
the technique to models with non-zero correlation.

7.6 Relationsto Implied and Local Volatility

In Sect. 6.2 we used the forward Kolmogorov equation to find a relation between the
local volatility and the implied volatility. We now use the same technique to find a
corresponding relation for a stochastic volatility model:

/(FT —K)+—P(T Fr,or:t, F,o)dFrdor
d? d? 1 d?
Fr_ K 2 2 2poy 2 2
/( T )+(2dF72~6T T+dFTdGTp€0T T+2d 266T

p(T, Fr,or;t, F,o)dFrdor

d?
:/ O'TFTp(T Fr,or:t,F,o0) FZ(FT K)+dFrdor
T

1
— EKZ/o%p(T, K,or:t, F,o0)dor
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1
= EKZ/U%P(T,UT;Z,UWT = K)dorp(T,K:t, F)

1
= EKZE[U%U:T = K]|p(T,K:t,F)

1
= EKZE[0%|FT = K]/S(FT — K)p(T, Fr,o7:t, F,0)dFrdor

LU
& Elo}|Fr =K = —4
1 d?
KU
As expected, the formula gets reduced to Dupire’s formula for non-stochastic
volatility. Unlike the situation for non-stochastic volatility, this formula is not
suitable for calibration. However, by recognizing that the right-hand side is the
local volatility, we obtain a relation (Derman and Kani (1998)) between a stochastic
volatility model and the local volatility model that gives the same option prices

op(T. K) = E[o}| Fr = K]

7.7 Dynamics

The dynamics of stochastic volatility models can be understood from the following
dimensionless formulation of the benchmark model that has been used in this
chapter:

1 1
DO = epazax(,(D + §e2oza§q>, D=0, — 502(8i —0y)
P(r=0,x)=(e*— 1)+

The implied volatility can be computed by comparing with the corresponding non-
stochastic volatility model, obtained by setting ¢ = 0. We then see that F and K
enter both expressions only through the combination x = In(F/K). It means that
the implied volatility must be of the form oimp (K, F) = oimp(K/ F), i.e. the model
is of sticky-delta type. However, as pointed out in Mercurio and Morini (2008), this
argument is not completely sound. The reason is that a change in F implies a change
in the volatility o as they are correlated. Indeed, assume that F changes by dF. It
means that the driver of the forward changes by d W = dF/oF which implies a
change

do = eo(pdW + /T — pP2dWt) = %dF teoy/1—prdwt

As E[d W] = 0, the average change in the volatility is given by FdF.
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To understand the effect of the volatility change on the dynamics, we use the
lowest-order perturbative expression

oimp(K) ~ 0 — %ep (In(F/K) —o0%t/2)

derived earlier in this chapter. When F changes with dF and o with £dF, we
obtain the following new expression for the implied volatility to the lowest order:

oK) ~ o + %dF - %ep (In((F +dF)/K) —o’7/2)

imp

le
EdeF + Gimp (K)

€ 1 dF

= deF - Eepln (1 + ?) + oimp(K) ~
Consider the instance of a negative correlation which means that the implied
volatility decreases with the strike. As p < 0, the implied volatility shifts downward
when the underlying increases, i.e. when d F > 0, according to the above formula. It
means that just as for local volatility models, the implied volatility surface moves in
the wrong direction when the underlying is changing. In fact, we see from the above
computation that the change in F gives a sticky-delta behavior while the change
in the volatility, coming from the correlation with the underlying, gives a larger
and opposite change. It is straightforward to verify that the same effect occurs for
positive correlation. Furthermore, it can be shown that the implied volatility moves
in the wrong direction not only for our benchmark model but for any stochastic
volatility model, as long as the volatility of volatility is small. It seems that this
behavior also occurs for finite values of the volatility of volatility, see Mercurio and
Morini (2008) for a specific example.

Observe that the above dynamics effect only occurs for non-zero correlation.
Indeed, when the underlying and the volatility are uncorrelated we clearly obtain a
model with sticky-delta dynamics. We therefore conclude that stochastic volatility
models have one type of dynamics for the skew part and another for the smile part.

When pricing vanillas, it is possible to impose dynamics different from the
inherent behavior of the model, for example, a sticky-delta behavior. Unfortunately,
as we discussed in Sect. 4.3, this does not help when it comes to the pricing of path-
dependent derivatives.

Let us move on to the hedging in a stochastic volatility model. Because of bid-
offer spreads, the vega hedge is more expensive than the delta hedge. Vega hedging
is for this reason sometimes avoided. It is then possible to pick up a part of the
volatility risk through the delta hedge. Indeed, using

U _ U U do
dF ~ 9F = 3o dF

and the above expression for do, we see that the best estimate for the delta is
given by
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dU 90U €pdU

dF ~ oF ' F 9o
We then pick up the change in volatility that is parallel to the driver of the underlying
while the orthogonal part is left unhedged. This technique works best for a high
absolute value of the correlation between the underlying and the volatility.

The danger of using this method is that the correlation is often calibrated to
the implied volatility skew. It can then have a completely different value from the
observed correlation between the underlying and the volatility. Such a mismatch
can lead to a stochastic volatility model with bad dynamics and the correction term

%%—Z might do more bad than good.

7.8 Local Stochastic Volatility

It is popular to combine stochastic volatility models with local volatility models.
One example of how this can be done is by letting the forward follow

dF, = 0, A(t, F;)F,d W,

and allowing o, to be stochastic. A popular approach for calibrating such models is
via fixed point iterators, see Ren et al. (2007).
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Chapter 8
L évy Models

We have seen that modeling the logarithmic returns of the underlying as a Brownian
motion does not capture the rich structure observed in the option markets. It
can explain neither the skew or smile nor the dynamics of the implied volatility
surface. As an attempt at improvement, we extended the Black—Scholes model
in the previous two chapters to local volatility models and stochastic volatility
models. Despite the success and frequent use of these model types around financial
institutions, we have made it clear that they also suffer from the fact that the
dynamics disagree with market behavior. For this reason we now discuss yet another
model class generalizing the Black—Scholes framework.

Instead of using the Brownian motion as the fundamental process in the
modeling, Lévy models use a more general class of processes that include jumps.
The class of Lévy processes is large and the modeling can therefore contain several
free parameters giving a flexibility in the model and the possibility to match skew
and smile accurately. Furthermore, the occurrence of jumps in Lévy processes
makes these models more suitable than stochastic volatility models for describing
skew and smile for short maturities. Unfortunately, there are in general no closed-
form solutions for option prices in Lévy models. Another disadvantage is that these
models are complicated to implement efficiently on a tree structure.

Just as local volatility models and stochastic volatility models can be used
together, it is also possible to combine these models with Lévy models to obtain
the best of the individual models. For example, by replacing the Brownian driver
with a Lévy driver in these model types, we obtain local Lévy models (Carr et al.
(2004)) and stochastic volatility models with jumps (Bates (1996)). One reason for
combining Lévy processes with stochastic volatility models is of practical character:
both models are relatively simple to solve in Fourier space. Therefore, if Fourier
transforming in order to solve a Lévy process, it is possible to add stochastic
volatility without too much extra work.

Because we expect the reader to be familiar with the mathematics of Brownian
motions, we chose not too include this theory in the previous chapters, but instead
summarized it in the Appendix. The mathematics behind Lévy processes is, on the
other hand, not as well known and we have therefore chosen to include it in the main
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© Springer-Verlag Berlin Heidelberg 2011



140 8 Lévy Models

text. As a result, this chapter has a more mathematical character. We spend most of
the time on defining Lé&vy processes and on developing the corresponding stochastic
calculus. We also discuss important special cases and indicate how they can be used
for pricing.

8.1 Lévy Processes

To obtain a richer set of processes, we relax the defining conditions for a Brownian
motion that were given in the Appendix. To understand which of the conditions
that should be kept and which that can be omitted, we consider the example of a
process that describes the returns of a financial product such as an equity stock. For
arbitrage to be absent, the returns over two non-overlapping time periods must be
independent. Furthermore, it is a plausible assumption that the returns over time
periods of equal length should be identically distributed. It therefore makes sense
to keep the conditions that the increments should be independent and stationary, the
latter meaning that the distribution of X, A, — X, is independent of z.

As usual, there are violations to every assumption underlying a model. For
instance, financial returns have a tendency to be auto-correlated when viewed at
time scales that are so small that they are comparable with the time for information
to flow through the market. The distribution of the returns of a financial underlying
can also be fundamentally different on certain days, violating the stationarity
assumption. An example is given by days when close-call political elections are
held or when statistical data concerning the financial market is presented. This type
of external information flow into the financial market can also result in jumps of
financial assets.

To include jumps in the underlying process, thereby obtaining a more realistic
description of financial instruments, it is necessary to relax the condition of
continuous paths that was used for Brownian motions. When relaxing this condition,
it is no longer possible to require the increments to be normally distributed. We
therefore see that from a financial context, it makes sense to extend the Brownian
motion to Lévy processes X defined by:

e The increments are stationary and independent
* X(0)=0
e Foreverye >0ands >0, lima, 50 P (| Xi4a, — Xi| >€) =0

The second condition has been added for normalization while the third condition
turns out to be useful in the analysis of processes with independent and stationary
increments.

It can be shown that for every Lévy process, there is a modification Y that is
cadlag. A function f is said to be cadlag if the limits f(z—) = lima,—o f(t — At)
and f(t4+) = lima,—o f(t +Ar) existsand f(¢r) = f(¢t+). Aprocess Y issaid to be
cadlag if its paths have this property and it is said to be a modification (or version)
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of X if Y, = X, as. for all r. Motivated by the fact that all Lévy processes have a
cadlag modification, we restrict ourselves to considering cadlag Lévy processes.

It is easy to understand that the main defining condition of Lévy processes,
namely that of independent and stationary increments, is fundamental and not
specific to finance. For this reason, Lévy processes have been used in several of
the mayor quantitative disciplines. Thus, there is a long history of work done on
Lévy processes and many powerful theorems exist. This makes them an ideal tool
for financial modeling.

8.2 Lévy-Ito Decomposition

The most well-known Lévy process is the Brownian motion. In fact, the defining
conditions for Lévy processes are satisfied even after including time-independent
drift and volatility in the Brownian motion. However, the defining conditions also
allow for processes with discontinuous paths. To study the fundamental properties
of such processes, we initially focus on pure jump processes, i.e. L&vy processes
that are constant until a jump occurs.

For an arbitrary ¢ and positive integer M, divide the time-interval [0,7) into M
subintervals of equal length: [0,7) = [0,¢/M)U[t/M,2t/M)U...U[(M-1)t/ M, t).
A Poisson process is a pure jump process such that the probability of more than one
jump occurring in any of the subinterval tends quickly to zero when M — oo. It
follows from the independence and stationarity that for large M and small Az, the
probability of a jump occurring in [0, A¢) is equal to M times the probability of a
jump occurring in [0, At/ M). This implies that the probability of a jump in [0, A?)
equals AAt¢ for Ar small. From the stationarity of increments, we conclude that
the probability of a jump in [¢,7 4+ At) is equal to A Az for small A¢, where A is
independent of ¢.

For M large, the probability of k£ jumps occurring in the interval [0, 7) equals the
probability of k of the subintervals to have one jump each and for M —k subintervals
to have no jumps. This gives us

PO, =iy = — M AN A
T T M -k \m M
k k M k
— M_ ﬁ 1— £ — e_)‘t _(At)
k! \ M M k!
when M — oo. Thus, N, is Poisson distributed with parameter Az. In particular, it
follows that the expected number of jumps before ¢ equals Az.

We observe that the defining conditions for Lévy processes allow for arbitrary

jump sizes, as long as the jumps are independent. Using the relation N, = vaél 1,
the Poisson process can be generalized to
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N
Xo=) Y

i=1

where {Y;} are independent and identically distributed (i.i.d.) variables that are
independent of N,. This process is called a compound Poisson process and is quite
general as we have the freedom in the choice of the jump intensity A as well as the
jump distribution. In fact, it is intuitively clear that the only Lévy processes with
piece-wise constant paths are the compound Poisson processes.

To express the compound Poisson process in a form suitable for generalization to
arbitrary Lévy processes, we introduce the measure wx such that .y (w; [0,¢], C) is
the number of jumps with size in C that occurs before ¢ for the path w € Q, where
C C RisaBorel set. The compound Poisson process can then be written as

t
X; =/ /xux(ds,dx)
0o Jr

For a space E equipped with a o-algebra 13, a function p : Q x B — R is said
to be a random measure if (1) for each fixed w, p(w, -) is a measure on (£, B) and
(2) for each fixed B € B, u(-, B) is a random variable on . Let i be a o-finite
measure on (E, I3), i.e. ameasure such that £ can be written as the countable union
of sets with finite measure. The measure u is then said to be a Poisson random
measure with respect to j if its range is the positive integers and it satisfies

e u(, By), u(-, By), ..., u(-, B,) are independent for disjoint By, By, ..., B,.
e If i(B) < o0, then (-, B) is Poisson distributed with density ji(B).

P k
P (u(-. B) = k) = LBV i

We are interested in the situation when £ = R4 x R contains the time r € Ry
and the size x € R of the jump, and B is the Borel o-algebra on E. We take the
measure it on E to be the product of the Lebesgue measure on R+ and the measure
on R that describes the jump-size distribution. The measure ux for a compounded
Poisson distribution is then a Poisson random measure. The Lévy measure vy counts
the expected number of jumps with a certain jump size:

vx(C) = E [ux([0,71.C)] /1

From the independence and stationarity of the increments, it follows that vy does
not depend on t.

Consider the martingale N, = N, — As obtained by subtracting the intensity
from a Poisson process. This is called a compensated Poisson process. In the same
manner, the compensated compound Poisson process can be defined by
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t
% = / / xjix (ds. dx)
0 R

where jix is the compensated Poisson random measure defined by
ﬂX(wv [07 t]’ C) = I'LX(Q)’ [07 t]’ C) - th(C)

After this reformulation of (compensated) compound Poisson processes in terms
of (compensated) Poisson random measures, we are prepared for a generalization
to arbitrary Lévy processes. It is well known that for every Lévy process, the
measure wy is a Poisson random measure with Lévy measure vy satisfying
[ min (1, |x|2) vy (dX) < oo. Motivated by our discussion of compound Poisson
processes, it is tempting to express the pure jump part of an arbitrary L&vy processes
as fof Jg Xx (ds, dx). Unfortunately, there is a problem with convergence as a
cadlag function can have an infinite, but countable, number of jumps in any time
interval. The rescue lies in the fact that for any ¢ > 0 and ¢+ > 0, there is only a
finite number of jumps in [0, 7) with size larger than e. It means that the integral
fof fw>€ x /Ly (ds, dx) contains only a finite number of jumps and is therefore well
defined. Because of the possibility of an infinite number of small jumps, however,
the limit when ¢ — 0 might not exist. One approach to reach convergence is to
replace uy with the compensated measure iy and apply convergence results for
martingales. It can be shown that the integral then converges in the limit of small ¢,
but there are instead problems with convergence for large values of |x|. The standard
way to solve this dilemma is to separate the integral into two pieces where py is
used for |x| > 1 and jix for |x| < 1. We then obtain the convergent result

t t
/ / xix (ds, dx) + / / xjix (ds. o)
0 Jx|>1 0 Jlx|<1

The above expression describes the jump part of the Lévy process. For an
expression for the most general Lévy process, it turns out to be sufficient to
add an independent Brownian motion with drift. This is the idea of the Lévy-Ito
decomposition that states that for an arbitrary Lévy process there exist constants y
and o such that X, is a.s. equal to

t t
yt+oW, + / / xu(ds, dx) + / / xfi(ds, dx)
0 Jix|>1 0 Jlx|<1

where . is a Poisson random measure, i = u—v is the corresponding compensated
measure and the Lévy measure satisfies [, min (1, [x|*) v(dx) < oo. W, is a
standard Brownian motion that is independent of w.

It can be shown that the jump part of a Lévy process is of finite variation if and
only if [ min(1,|x|)v(dx) < oo. The truncation of small jumps is therefore not
needed and the Lévy-Ito decomposition can be written as
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t
yt+oW, +/ /xu(ds,dx)
0 JR

As we see later, the distribution of a Lévy process is in general easier to
analyze in Fourier space. For this purpose, we use Lévy-Ito decomposition to
derive the characteristic function for the most general Lévy process. As usual, we
start by considering a compound Poisson process X; = Zf\';l Y;, which has the
characteristic function

O, (k) = E [* X5 ] = 3 PV = )E [er+xi=i]
j=0

= ie—lt(’\_t)jE [e”‘Y]j =exp (A1 (E [¢*] - 1))

= exp (t /R (eF — 1))pr(dx)) = exp (t /R (e —1) vX(dx))

As the terms in the Lévy-Ito decomposition are independent, it can be shown that
for a general Lévy process we have

Py, (k) = ")

where the characteristic exponent is given by

W) = ik = 305 4 [ (e = 1~ kot z1) v (@
R

This expression for the characteristic function is called the Lévy-Khinchin represen-
tation. It is defined by the so-called characteristic triplet (o2, v, y).

8.3 Stochastic Calculus

Before discussing stochastic calculus for Lévy processes, we recall that the cor-
responding calculus for Brownian motion was in fact developed in the Appendix
for the more general class of continuous semimartingales. The reason was that,
as opposed to Brownian motions and Lévy processes, this class is closed under
the operations of interest to us, for instance, the application of a second-order
differentiable function. It would therefore make sense to develop stochastic calculus
for non-continuous semimartigales, which is the corresponding generalization of
Lévy processes. Indeed, the stochastic calculus for this class is similar to that for
continuous semimartingales. However, the class of non-continuous semimartingales
is a bit too general for our purposes (the same can also be said for the continuous
semimartingale generalization of Brownian motions but we have anyway chosen
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to include it because we assume that most readers are somewhat familiar with this
topic) and we therefore only develop stochastic calculus for processes of the form

t t t t
X, :/ ysds—l—/ cfdeer/ / é’mu(ds,dx)Jr/ / 85 f1(ds, dx)
0 0 0 [x|>1 0 Ix|<1

which clearly generalizes Lévy processes.
For X, of the above form and f a C? function, Ito’s lemma reads:

t 1 t
FX) = F(Xo) + /0 S X+ /0 o2 f(X,)ds

+ / / (f(Xo_ + 85x) — f(Xy) = 85 f/ (X)) ju(ds, dx)
0o JR

This formula can be understood by first considering the situation when X does not
have any jumps. The last term then vanishes and the first three terms are exactly
what we had expected from the continuous version of Ito’s lemma. On the other
hand, if X is a pure jump process, i.e. X, = fo’ Jx 8sxp(ds, dx), then clearly

FX) = F(Xo) + /0 /}R (F(Xo +80x) — F(X0)) (s, cb)

This also agrees with the above version of 1to’s lemma as the second term cancels the
last term in the double integral. The general formula is obtained by combining the
special cases when X has no jumps and when it is a pure jump process. Inserting
the expression for d X, gives

F(X) = f(Xo) + / oy /'(X, )W, + / / (F(Xs_ +80) — F(X,)) (s, dx)
0 0 R
' / l ' 2 ren
+ /0 pf (X )ds + /0 o2 £ (X,)ds

4 / / (f(Xo 4 80) = F(X0) = 8y f"(Xs_)Ljxj1) v(ds, )
0 R

where the first line is the martingale part of 7(X,) and the second and third line are
the bounded-variation part.

We now consider two useful applications of Ito’s lemma. The first regards the
instance when Y, = £(X,) = e*, which gives

dYt

1—

R

+ / (eétx - 1 - Stxj].lxlsl) U(dt, dX)
R

1
(e — 1) fu(dt, dx) + y,dt + Eofdt
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As an example of Ito’s lemma in higher dimensions, we consider the product XY
where X is as above and Y is given by a corresponding expression:

t t t t
Y, :/ ys’ds+/ US’dWer/ / (ngu(ds,dx)Jr/ / Sexii(ds, dx)
0 0 0 [x|>1 0 Ix|<1

In the same way as in the 1-dimensional case, we obtain
t 1 ¢
XY, = XoYo +/ Xs,dYs +/ Y‘LdXS +/ gsg;ds
0 0 0
t
" / / ((XS7 + o) (Voo + 8;7:) - X Y5
o Jr
- (S;xXS— — 8sx Ys_) (ds, dx)
t t ; .
= XoYo +/ Xs_dYS +/ Ys_dXS +/ O-sO-S/dS +/ / 53x8§xﬂ(ds, dX)
0 0 0 o Jr

For a useful application of the product formula, let

AX,::}ﬁ /;5w(u(deX)—-y(LAOV(deXN

for a positive function y and assume that M, satisfies

th
M,

=WMMM+/@@M—UMWW)
R
It follows that

t t
XM, = XoMo—i-/ Xs_dMs-l-/ MS_/SM (u(ds, dx) — y(s, x)v(ds, dx))
0 0 i
t
+/ Ms_/é’sx(y(s,x)—1),u(ds,dx)
0 i

t t
= XoMo + / X, dM, + / M,_ / 855y (s, X)ji(ds, dx)
0 0 R

which means that X, M, is a martingale. Therefore, if M describes a measure change
M, = ’fl—%, then X, is a Q-martingale. It implies that
v (dt, dx) = y(z, x)v? (dt, dx)

Consider the relation
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t t t t
Xo= [(pas+ [oaw+ [ [ sopasao+ [ [ snsa
0 0 0 |x|>1 0 x|<1
t t Ky t t
= [ nds+ [ oa (m— [ wuoudu)+ [orwds+ [ [ dns.an
0 0 0 0 0 |x|>1

+ /0’ /lxlfl 8sx (uu(ds, dx) — y (s, x)v(ds, dx))

. ,x)—1 ds, d
+/0/M§1 (v(s.x) — 1) v(ds. dx)

As W, — fof Yyoyduis a Q-Brownian motion, X, has the Q-triple

VtQ =y + cr?l/ft + f\x\sl 8ix (¥ (t, x) — v (dt,dx)/dt
GtQ = O-[

ve(dt,dx) = y(z, x)v(dt, dx)

8.4 Examplesof Lévy Processes

In Sect.8.2 we gave some important examples of Lévy processes in terms of
Brownian motions with drift and compound Poisson processes. In this section
we consider some other examples of Lévy processes that are useful in financial
modeling.

A random variable that for every positive integer M can be written as a sum of
M i.i.d. variables is said to be infinitely divisible. This property is satisfied for a
Lévy process X at arbitrary times ¢ since

M
X, = Z (Xit/M - X(i—l)t/M)

i=1

Furthermore, it can be shown that for every infinitely divisible distribution and
t > 0, there exists a Lévy process X such that X, has this distribution. The existence
of a Lévy-Khinchin representation for infinitely divisible distributions is therefore a
consequence of the results in Sect. 8.2.

In a decomposition X = Y x® of an infinitely divisible distribution, the
distribution of the i.i.d. components X ) can be fundamentally different from that of
X . In certain quantitative branches, there is no reference time scale which means that
it should not be possible to determine the value of the time ¢ from the distribution
of X,. This motivates us to consider distributions with the property that for any M,
M X has the same distribution as bX @ + ¢ if {X©},5, are i.i.d. variables
with the same distribution as X@. Thus, summing up i.i.d. distributions leads to
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nothing but a scaled and translated version of the distribution. We conclude that the
characteristic function of X = X (© must be of the form ®x (k)™ = &y (kb)e'*e,
where b and ¢ depend on M. This property can be generalized to a continuous-time
process by replacing the integer M with an arbitrary positive number a, giving

Dy (k)" = Dy (kb)e'*

Distributions with this property are said to be stable. It can be shown that » must be
of the form a'/* for « € (0,2].

For o = 2 it can be proven that v = 0 in the Lévy-Khinchin representation,
which means that the distribution is given by a normal random variable. For « < 2,
it follows that o = 0 in the characteristic triple and

C1 C
v(dx) = (xa-i-l 1owo+ |x|a+l ]]-x<0) dx

for some positive constants ¢; and ¢;, i.e. the tail decay is that of a Pareto
distribution. The characteristic function of a stable distribution can be written as

2
Bk, a=1
T

Cbx(k) — eiyk-l-(ro‘(ika)—\klo‘)7
Blk|*" tan ? a1

foro > 0,8 € [-1,1] and y € R. It can be shown that only for 1 < o < 2it
holds that E[|X|] < oo and only for o = 2 we have E[|X|*] < oo. Closed-form
expressions for the PDFs of the stable distributions are known in three cases:

1
" 2047
Cachy distribution (¢ = 1,8 =0)

e~ (x—7)?/40?

Gaussian distribution(a = 2)

m((x =y)*+0?)

1
; L O \2 1 -
= 1 (=) —— p70/2(x=p)
Lévy distribution (@ = 1/2,6=1) : (271) o 7/)3/2e 1y

A Lévy process is said to be stable if X,, equals a'/*X; + ct in distribution.
Stable Lévy processes are often referred to as Lévy flights. The distribution of X; is
then stable for any ¢+ > 0. Conversely, for every stable distribution and ¢ > 0, there
exists a Lévy flight X such that X; has this distribution.

Recall that there exist fundamental time scales in finance, for example, given by
the time it takes for information to flow through the market. It should therefore come
as no surprise that the distributions of the returns from financial instruments have
been found to depend on the observing time period. An example of this is that the
tails of the distributions are typically much fatter for short time intervals. Therefore,
despite their attractive theoretical properties and application in various scientific
areas, Lévy flights are not ideal for mathematical finance. Despite this, they have



8.4 Examples of Lévy Processes 149

anyway been used as modeling tools in certain branches of mathematical finance,
e.g. risk measurement. Unfortunately, their applicability to derivatives pricing is
limited because of divergence problems originating in the infinite second moment.
We therefore spend the remaining part of this section on finding alternative Lévy
processes useful for financial modeling.

A popular technique for constructing interesting processes in mathematical
finance is to take a familiar process X, and then change the flow of time from ¢
to (¢) for some function z. We have given several examples of this technique, see,
for example, Chaps. 5 and 13. We now generalize the method by allowing z to be
a stochastic process. In fact, we let  be a Lévy process as it is then obviously true
that X, is a Lévy process if X, is a Lévy process. To not deviate too much from
standard Gaussian modeling, we restrict the analysis to X being a Brownian motion
with drift: yt + oW,.

As time is an increasing process, we must restrict ourselves to t being a
subordinator, i.e. a Lévy process that is increasing: t(f;) < t(f;) a.s. when t; < f,.
Clearly, such a process cannot have a diffusion part, ¢ = 0, and must only allow
positive jumps, v ((—oo, 0)) = 0. It can be proven that the positive jumps must be
of finite variation, which implies that the characteristic exponent can be written as

V(k) =iyk + /Oo (e — 1) v(dx)
0

for y > 0. The integral can be analytically continued to the positive part of the real
axis, which gives a well-defined moment generating function

M. (k) =E [ekr] = exp (yk —i /00 (eikx —-1) v(dx))
0

Clearly, a Lévy process that is positive, X, > 0 a.s. for any fixed 7, is a
subordinator. Therefore, one way to construct subordinators is to find positive and
infinitely divisible distributions. For this reason, we consider the inverse Gaussian
distribution X with the PDF

px) = 5 e~ 5
27 x3 ’

The name can be a bit misleading as the distribution is not the inverse of the
Gaussian distribution

1
px) = —
2mo?t

—(— 2 2
e (x—pt)*/20°t

in the usual sense. The explanation for the name is that the Gaussian distribution
describes the location in space of a drifted Brownian motion at a fixed time while
the inverse Gaussian distribution describes the location in time when a positive level
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in space is first hit. The above formula can be obtained from the Appendix after the
transformation 6 = m/o, y = u/o.
Rewriting the inverse Gaussian distribution as

565V 3/2 2482y~ /2
p(x) = 32 x5/
V2

and noting the similarity with the modified Bessel function

L% i a0+
Ky(2) = 3 yie dy
0

see Watson (1995), for example, the inverse Gaussian distribution can be general-
ized to
p(x) = (J//(S)l xl—le—(y2x+82x_l)/2’
2K (8y)
This is the generalized inverse Gaussian distribution and it does not only generalize
the inverse Gaussian distribution but also the gamma distribution. This statement
can be proven by letting § — 0 and using the small z asymptotic expression

x>0

K)(2) ~ %F(A) z/2)™, A>0

to obtain
2\ A

— V_ A—1_—y%x/2

rn=(5) w7

which is the gamma distribution with parameters (1,2/y2). If X ~ FA% is gamma
distributed, the distribution of 1/X is

A
px) = %(l/x)“'le_e/x, x>0

This inverse gamma distribution can also be obtained as a special case of the
generalized inverse Gaussian distribution. Indeed, when A < 0O and y — 0 we
can use K, (z) = K_,(z) to obtain

px) = 2 g e x50
52) T ’

It is well known, see Barndorff-Nielsen and Halgreen (1977), that the generalized
inverse Gaussian distribution is infinitely divisible and can therefore be used in
the construction of a subordinator. We use the subordinator for a drifted Brownian
motion according to

Xi = pt + pr(t) + Wery
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where we assume that (1) is generalized inverse Gaussian distributed with
parameters A, § and /«&? — B2 and is independent of W. The PDF at t =1 is
given by

px,(x) = P (X; € [x,x + dx)) /dx
=P (W € [x —pu—Br(1). x — u— Br(1) + dx)) /dx

o0
1 2
= —(x—pu=By)"/2y ¢4
= e

which through a straightforward computation can be seen to be equal to

aQuo, .8.0) (3 4 (e = o) I PTK (/B 0?)

where

(052 _ ﬁ2)1/2
V2128 K (8o = B7)

This is known as the generalized hyperbolic distribution with parameter values

(A, B,6, ).
The moment generating function for the generalized inverse Gaussian is obvi-
ously equal to

alA,o,B,8, 1) =

Maic(k) = ( v? )M2 Ki (8\/)/2_72]()

y* =2k K; (8y)

from which we obtain the characteristic function

qDGH()»,a,ﬂ,S,M)(k) = eiMkMGK;()L’&m)(kz/z + lIBk)

:emk( az_ﬁz )1/2 K (8 ()52—(,3+ik)2)
=@+ %)k, (s p)

for the generalized hyperbolic distribution. We conclude that the generalized
inverse Gaussian distribution and the generalized hyperbolic distribution have finite
moments of arbitrary orders.

Consider the situation when the subordinator z(¢) is of the form o2 for some
stochastic process o, for which oy is generalized inverse Gaussian distributed. As
Wat2t has the same distribution as o; W, it follows that

X: = pt +oy(0: ft + W)
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in distribution. A consequence of the above is therefore that this stochastic volatility
process has a generalized hyperbolic distributionat # = 1.
The Lévy measure for the generalized inverse Gaussian distribution is equal to

e—y2x/2 o) e~y
veic(dx) = / dy + A1 | dx
o wy (U 6V + 7 (5v2))

according to Barndorff-Nielsen and Shephard (2001). It implies that

ePx

efr /oo e—~/2v+a?lx]
Mo w2y (3 (6v0) + 93, (6329)

UGH(dX) = dy + Ae_alxlll)kzo dx

where J, and Y, are the first and second kind Bessel functions.

Having five free parameters, the generalized hyperbolic distribution can generate
a large class of distributions and is therefore useful in financial modeling. It is in
general not necessary to use all these degrees of freedom and we now consider
some instances with fewer parameters for which the modeling is simpler.

Observe that the Bessel function K, that appears in the expression for the
generalized hyperbolic distribution becomes particularly simple when § — 0.
Motivated by this fact, we consider the situation when § = 0, © = 0 and A > 0.
This is the variance gamma distribution and the characteristic function is given by

1 1/v
@ =
®) (1 —i0vk +02vk2/2)

withv = 1/4, 0 = 281 /(a®> — B2) and 6 = /21 /(a® — B2).

From arguments given earlier in this section, we see that X, = Bt(t) + Wy,
gives a variance gamma distributed X for (1) gamma distributed with parameters
(A,2/(a® — B%)). We generalize this result by considering X, = £t(r) + wW; ) for
7(t) a gamma process, i.e. £(¢) is a gamma distributed Lévy process:

bt/v
L(t/v)

With straightforward computations we see that the characteristic function equals

) 1 t/v
Ele) = (1 —ik/b)

and that the right-hand side can be expressed as

00 .
exp (t/ (e — l)v_lx_le‘b’“dx)
0

Py = xt/v—le—bx
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We conclude that the Lévy measure is given by
v(dx) = v 'xle ™ 1, odx

The characteristic function for the gamma subordinated process is equal to

| t/v
Oy, (k) = (1 —itk/b + W2k2/2b)

Apart from the choice b = 1/vo?, £ = 6/0?, w = 1 used above, the variance
gamma distribution can also be obtained from the parametrizationb = 1/v, § = 6,
w = o. The latter is the most commonly used representation for the variance gamma
process, i.e. the Lévy process that is variance gamma distributed at 1 = 1.

Observe that the characteristic function decomposes as

1 t/v 1 t/v 1 t/v
(1—i9vk+02vk2/2) =(1—in+k) (l—in_k)

_ 92v2+02v Hv
==V )

from which it follows that the variance gamma process can be written as the
difference of two gamma processes with parameters (1/v,n+) and (1/v,n-),
respectively. Using this representation, it was shown in Madan et al. (1998) that
the Lévy measure for the variance gamma process is equal to

where

e—|X|/77
v]x|

Based on this expression, the variance gamma process was generalized in Carr et al.
(2002) to a process defined by

n+ x>0

v(dx) = oo

dx, r):%

e_Mlxl

|x|1+Y

U(dx) - e_G‘xl

|x|1+Y

where C,G,M > 0and Y € (—o0,2). For Y < 0 the characteristic function is
given by

(k) =exp (CT(=Y) (M —ik)" —M" + (G +ik)" —G"))
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Another important subclass of the generalized hyperbolic distributions is the
class of normal inverse Gaussian distributions. They are obtained by using inverse
Gaussian distributions instead of generalized inverse Gaussian distributions in the
generation of the generalized hyperbolic distributions, which meansthat A = —1/2.
The characteristic function is

RN
oSN/ —(B+ik)?

from which it follows that the sum of two random variables, which have normal
inverse Gaussian distributions with parameters («, 8, 81, 1) and («, B, 82, u2), has
a normal inverse Gaussian distribution with parameters («, 8,81 + 82, 1 + u2).
Thus, unlike the class of generalized hyperbolic distributions, this subclass is closed
under convolutions.

Finally, we would like to mention the subclass of hyperbolic distributions. They
are obtained in the special case when A = 1:

D(k) = e

Jar— 2 o=/ EH G2+ B =)
208K (SM)

p(x) =

8.5 Pricing

The pricing of derivatives can as usual be done by assuming that the quotient of the
underlying and the numeraire is a martingale. Unfortunately, derivatives cannot be
perfectly replicated in markets that support jumps. Markets for which replication is
not possible are called incomplete. In this situation there is no unique derivatives
price and the pricing can be done in various ways, including minimizing (under
some appropriate norm) the absolute value of the terminal payoff of being long the
derivative and short the replicating strategy.

8.6 Dynamics

Consider the forward European call option price V. = E[(F — K)4], modeled
with the lognormal SDE dF, = o F;d W,. Dividing by K in both the SDE and the
pricing equation, we conclude that /K depends on F and K only through the
moneyness x = F/K. This result also holds true when replacing W with another
driving process, for instance, a Lévy process. To find the implied volatility of a Lévy
model, we need to solve for oimp in the equation

VLéVy(F, K) — VBS(F, K’ O'imp(F, K))
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Dividing by K, we obtain

VLévy VBS
K ('x) = T(ngimp(Fs K))

from which we see that oimp must be a function depending only on the moneyness x.
We conclude that lognormal Lévy models have sticky-delta dynamics. Obviously, if
using alternative SDEs such as of local volatility type, o = o (F), different dynamics
are obtained in analogy to the corresponding results for Brownian motions, see
Sect. 6.4.
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Chapter 9
Path-Dependent Derivatives

Path-dependent derivatives have payoffsthat not only depend on the value St of the
underlying at maturity but also on thevalues{S; }o<; <r attained up to maturity. They
can broadly be classified into two categories: weakly and strongly path dependent.
The former only depends on the value of the underlying at one or a few instances
in time. These points in time might not be known today but can be determined
by the future path taken by the underlying. An example is given by the derivative
that pays the difference between the maximum value obtained in the time up to
maturity and the value at maturity. The maximum only occurs at one instance
in time, but viewed from today, we do not know when that will be. In contrast,
a strongly path-dependent derivative depends on the whole path. An example is
given by Asian options that have payoffs linked to the average of {S;}o</<r When
monitored daily.

Wesakly path-dependent derivatives can sometimes be priced with tools similar to
those used for vanillaoptions. For instance, barrier options can be priced by adding
boundary conditionsto the same PDE used for vanillas. For strongly path-dependent
derivatives, on the other hand, the pricing is fundamentally different. Indeed, it is
often necessary to introduce variables that depend on the path. For instance, Asian
options are usually modeled with the average value of the path as an extra variable.
Thisleadsto a PDE of one dimension higher.

Path-dependent derivatives are often priced numerically. The pricing isthen done
with amodel calibrated to vanilla prices. If skew and smile effects are included, the
calibration to vanilla instruments is typically done with perturbative methods or
through the evaluation of low-dimensional integrals. The model is typically solved
by ssimulating a SDE or by a numerical solution of a PDE. The reason for using
numerical solutions for path-dependent derivativesis twofold: first of al, it is often
hard to find suitable models for path-dependent options that can be solved by low-
dimensional integrals, by simple perturbative techniques or other semi-analytical
methods. Secondly, the types of path-dependent products that are popular change
from client to client and fromyear to year. Thisisin contrast to vanillaproductsthat
are few and remain the same over the years. It is therefore useful to have generic

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_9, 159
© Springer-Verlag Berlin Heidelberg 2011
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methods (by simulating SDEs or solving PDEs) for path-dependent derivatives
rather than tailor-made methods.

We saw in Chap. 3 that the derivatives pricing problem can be formulated either
in terms of SDEs or PDEs. From a theoretical point of view, these equivalent
formulations complement each other: it is sometimes easier to analyze a pricing
problem in terms of SDEs and sometimes in terms of PDES. The same argument
applies to numerical pricing. The main numerical difference between the two
approaches is that SDEs are simulated forward in time while PDES compute the
price backwards in time from maturity to the pricing date. The PDE computations
can be done either by using a finite difference approximation or through a tree
structure using an explicit expression for the Green's function. Several investment
banks nowadays use a version of PDE solver consisting of recombining trees
that are generalizations of binomial and trinomial trees with equally many nodes
for each time slice. When going backwards in time and computing expectations,
splines are used to connect the node points and the integrals can be solved by fast
methods, usually with Gaussian quadrature. The high accuracy allows for large
time steps with a substantial performance increase compared to traditional PDE
solvers.

With experience, one learns for which derivatives SDEs are best suited and for
which PDEs should be used. The basic guidelines are: PDEs usually perform better
for low-dimensional problems, i.e. when there are only a small number of variables
to track. Because of the technique of working backwards in time, PDE methods
handle American and Bermudan features with ease. Furthermore, they return stable
risk values. The SDE approach, on the other hand, is better performing in higher
dimensions (typically equal to 3 or higher). Also, this approach is often smpler to
implement and can be easily generalized to different types of payoffs.

Thereisavast array of publications on the implementation of SDEs and PDEs,
and we advise the interested reader to consult these. Path-dependent derivatives are
sometimes also priced semi-analytically, but as there is currently no consensus on
preferred methods, we have decided not to include these methods in the book.
We instead focus on formulating the problems mathematically and solve them
analyticaly if possible. The aim isnot to provide state-of -the-art formul ae but rather
to help the reader to develop an intuition about path-dependent derivatives.

We use the constant-parameter lognormal SDE asan illustrating model. Please be
aware of the fact that limiting ourselvesto alognormal model means that we do not
have any control of the dynamics (which, aswe pointed out in Sect. 4.3, isimportant
for the pricing of path-dependent derivatives) or the possibility to calibrate to the
skew and the smile. Furthermore, using time-independent parameters means that it
isonly possibleto calibrate to a single maturity. Because of the limited space in this
book, we only consider a small selection of products consisting of barrier options,
variance swaps, American options and callable products. We believe that this set of
products is large enough for the reader to gain familiarity with the techniques and
to be able to price general path-dependent products.

Just as we did in Sect. 2.4 for European call options, it is possible to derive
no-arbitrage conditions for path-dependent derivatives. For instance, a knock-out



9.1 Barrier Options 161

option must be worth more than the underlying European option and the price must
increase the further away the barrier is from the current value of the underlying.
Apart from the brief discussion of barrier options in Chap. 2, we have chosen not
to write down the no-arbitrage conditions and parity relations that the various path-
dependent derivatives have to satisfy but we instead rely on the reader to work out
the details when pricing such contracts.

9.1 Barrier Options

We price a barrier option that knocks out if the underlying goes below an
exponentially increasing or decreasing barrier, i.e. if S, < Be *"'=). The usual
situation of a constant barrier can be obtained from the special case A =0. For
generality, we assume the barrier to be equipped with a rebate, which means that
an amount w(z) is paid to the option holder if the barrier is hit. Depending on the
contract specifications, the rebate w(z) can be paid either at the time ¢ when the
barrier is hit or at maturity. We assume the former, meaning that the latter case
can be obtained by redefining w(t) — w(t)e™"" =), We price the option with a
lognormal process and initially follow the corresponding approach for ordinary call
optionsin Sects. 3.2 and 3.4.

The PDE in Sect.3.2 is formulated in terms of the forward while the barrier
condition is in terms of the underlying itself. To avoid this problem we assume a
constant interest rate r up to the maturity 7. The barrier then has the form F, =
Be(l‘—A)(T—t) .

We assume that a payment of ¢Sdt isreceived if holding the underlying during
[t,t + dt]. This payment can represent continuous dividends or a foreign interest
rate yield. Generalizing the derivation in Sect. 3.2 gives an extraterm —gF U in
the PDE. The problem then reads

Uy —qFUp + 30*F?Upr =0
Uit =T.F) = (F - K)4+
U (t. F, = Be"PT=0) = w(r)

for F;, > Ber—0(T—1),
We change variables according to

Ut,F) = Ke®* P d(z, 2)
where

=0T —1)
z=In(Fe NI /K) =In(F/K)— (r — AT —1)

_
|
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It impliesthat

9 d
U = (S—:a + 37282) U= (-0%+(r—2d)U

= K™ (—0?(B + 3:) + (r — M) (a + d2) @

ot 0z 1 1
Ur=|-20, + =0, | U = =3,U = —Ke***F" d,) @
F (8F +8FZ) FoU = R @+ 92)
1
:}UFF:ﬁ(—az—i-a%)U
1

= ﬁKe‘“J”Sr (—a — 37+ & + 200, + 02) @

The ®, term in the PDE vanishes if « = % — ’_UL;A while the ® term vanishes if

B = — o?/2. With these choices we obtain the heat equation. Together with the
terminal condition and the boundary condition:

(F—K)y =U(t =T, F) = Ke®*®(z = 0,2)
W(r) = U (1, F, = Be"DT=0) = KevNB/K)=* /2 (¢ In(B/K))

we obtain

P, — 3Pz =0
O(r=0,2 =e ¥ (e*— 1),
®(r,z= B) = W(1)

where B = In(B/K) and W(z) = Le B+« 2w(T — ¢/0?).
We use the Green's function p(z, z, 7/, Z), defined by

Pr_%Pzz =0
pxr=1,z7,Z2) =68@z—-2)

This should be compared with Sect. 3.4 in which we used the related function
p(t,z.Z) = p(z + v,z v/, Z) that satisfies the initial condition

p(t=0,27)=8(z—-2)

Theinitia condition can be moved to the PDE, resulting in

1
Pe = 5Pz = 8082~ 2)
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Thisfollows sinceif we apply the Laplace transform
iy = [ e
to both PDEs, the identical result
- L, -
—8(z—2) +sL{p()} - Eazﬁ {p(r)} =0

is obtained. According to Lerch’stheorem, functionswith equal Laplace transforms
are unique up to null function, i.e. functions satisfying

/t f@hHdt =0, Vit
0

We therefore obtain an equivalent definition of the Green’s function p:

P~ 32 =8~ )b(z—72)

Following the approach in Sect.3.7, we see that the equation in the backward
coordinatesreads

1 !
~pe = 5 pez = 8z~ T)8(z—2)

Alternatively, it can be verified from the expression below for p that p,, = —p, and
P77z = Pz are satisfied.
The following general computation can now be done:

d(7,2) =/0 /E S(t—1)8(z—-2)®(<',Z)d7'dZ
:/ / (—Pr/ - lez) &(t',2)dt'dZ
o JB 2
o0 o0 1
-7/ (—af/<p<1>)+p<1>ﬂ——az(pz<1>>
0 B 2
+ra, 00— Lpo )d a7
2 Z\pP7z 2]’ 77 T
- / (5. 2.0,2)8(0,2)d?
B

1 [ - ~ - -
+ 5/ (pz(r.z7'.B)®(r', B) — p(x,z7', B)®y (1, B)) d7’
0
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The values of ®(0,Z) and ®(z’, B) are known from the initial condition and
the boundary condition, but not ®,(<’, B). To obtain an expression for ®(z,2)
that does not contain this unknown value, it is necessary impose the condition
p(r.zt',B)=0, Vt' = 0. It is at this stage where our solution starts to differ
from the pricing of vanilla options in Sect. 3.4, where we implicitly assumed the
boundary condition p — 0 for |z — oo and obtained

L e2rpe—)

V2n(t — 1)

which is called the fundamental solution of the PDE. It is possible to use the
fundamental solution to construct a Green's function that satisfies the boundary
condition for abarrier:

po(r.z7',Z) =

p(t.z7.7) = po(r.z7'.Z) — po(r.z7'.2B - 7)
This function clearly satisfies the boundary condition at B and also the PDE as
(0.~ 5%) vz 7.2 = ptrz ¢, 28 - 2)
=8(t—1)8(z—2Z) - 8(rt —1)8(z+ Z —2B) = §(r — 1)8(z— 2)

where the last equality holds becausez, Z > B
Using the Green’s function, we obtain the solution

o0 1 2 n\2
D(1,2) = / (e—(z—z’) /20 _ ,~(@+Z—2B) /21) i (ei _ 1) d7
B 27wt +

+/°° 1 z— B
0o J2m(z—-1)T—T

For simplicity, we only evaluate this expression for zero rebate, i.e. W(z’) =0,
and we assume that the barrier is below the strike B < K. The instance of a
constant barrier above the strike can then be obtained by using static replication
methods, see Sect. 2.6. Thefirst of the two remaining termsin the above expression
equals

e—(Z—§)2/2(T—I/)W(T/)d ‘LJ

B 27wt

I(t,2) = /Oo Le—(Z—z'ﬂ/Zre—az' (ez’ _ 1) d7
+

1y et (7
=/ e @ )/Ie"‘(e —l)dz’
0

V2t
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since B < 0. The second term is given by

/OO 1 e—(z—z’)z/Zre—az'dzl — 1 e—az/oo e—Z'Z/Ze—az'ﬁdzl
0 2wt V21 —2//T

—aZ+a r/2N ( —«
)

The first term can then be obtained by replacing o with @ —1. We now
arrive at

O(r,2) = I(r,2) — I(z,2B — 2)
z
= e_(a_l)z_{_(a_l)zf/zN (E +(1— Ol)\/?)
z
_ e—az-}—azt/ZN (? _ O[\/;)

2B —

. e—(a—l)(21§—z)+(a—1)2r/2N (

+(1—a)f>

+ e—a(2§—z)+a2t/2N (Zli/: z —a l’)
T

= U(t, F) = Ke®*"2(1, 2)

= KeZ @m o2y (% + (1 - a)ﬁ)

— KN (% o z)
_ Ke~2—DB+@u—lz-ar+e/2 <2li/_ e _a)\/_)
ke (925 )

< ey (MO T=0 1 )
—KN('n(F/fJ;L_(tT_t) LT )

F 2a—1)
_ Femt(T—1) (Ee—(’—*)”—’))



166 9 Path-Dependent Derivatives

IN(B?/FK) +2(r —A)NT —1t) —q(T —1) l — )
N( Y +20 T —1t

F 2u
Kl= —(r=A)(T—1)
+ (B e

N (In(Bz/FK) +20 =T -0 —q(T—1) %U T_t)

oNT —1t
it o (INS/K)+ (r—g)(T —1) 1
— q(T—1) — —
= V(,S) = Se N( oI =1 +20 T t)
~ InS/K)+(r—)(T=1) 1 —
KN( ——— SoVT t)
_ B_ze—(q+2x>(T—t> (w)h
S B
IN(B>/SK)+ (r—q—20)(T —1) |1 -
N( Y +20 T Z)
SeMT=ON*  In(B2/SK) + (r —q — 2A)(T — 1)
e (35) V(S
_%om)

Denote the sum of the first two terms by C, (¢, S). Thisis the price of a call option
without a barrier but with dividend payments. We can then formulate the price of
the barrier option as

A(T—1) SeMT—0) 1=r=a=h/e? B?
V(t,S) = Cyys (1. Se ) — ( 3 ) Co+r (t’ Seur—r))

When A = 0 we see from this formulathat the barrier condition has been satisfied
by adding a reflective term to the European call option price, by replacing S with
B?/S and multiplying by a certain factor. The condition V(z, B) = 0 is then
obvioudly true. We also note that the formula for an exponential barrier A # 0
is obtained from the constant barrier case by replacing S with Se*" = and g with
q+A.

Assume that a barrier option is close to knock out at a certain observation point.
As the barrier in practice is often only monitored at certain discrete time points,
for example, by daily observations, there is a chance that the option would have
knocked out in the time interval between the previous and current observation point
if the observation had been continuous. It means that if we use a model with a
continuous barrier, the model barrier B’ needs to be below the product barrier B,
assuming that the barrier is located below the underlying. In Broadie et a. (1997),
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an approximative relation between a continuously and discretely observed barrier
was derived:

B = Beaﬁ{(l/Z)/\/an

where it was assumed that the underlying follows a lognormal process. ¢ is the
Riemann zeta function with ¢(1/2) ~ —1.46 and m is the number of regularly
distributed observation points.

It is often not sufficient to use lognormal processes for pricing path-dependent
derivatives because of the poor agreement with vanilla prices. To calibrateto arich
set of vanillainstruments, more sophisticated models have to be used, e.g. local or
stochastic volatility models. The pricing is typically done numerically by using n
number of discrete time steps. Because of performance limitations, n is typically
smaller than the number of observations stated in the contract. Using the above
result, the level B” of the barrier in the implementation is approximately related to
the barrier B in the contract according to

B VT (Jm=J)IVom

B// —

The value of o is determined from the lognormal process that best matches the
implemented model. This result only holds if the implemented model is not too
different from a lognormal model. If the implemented model is locally (in time)
close to alognormal process, the result can be generalized to a time-dependent B”.
In Broadie et a. (1999) it is shown how the method of shifting a parameter, such as
the barrier, can be used for other path-dependent derivatives such as a lookback
option, for which the distinction between continuous and discrete monitoring is
important.

There are several proposed semi-analytical methods that can be used when not
al of the above assumptions are satisfied, e.g. in the presence of non-lognormal
processes, time-dependent parameters or when having a double barrier. Another
solution method is, as we saw in Sect. 2.7, to statically replicate a knock-in call by
a put and a strip of smaller digital puts with shorter maturities. We now show that
it is actually possible to do the static replication using only European options with
equal maturities.

We price a down-and-in call option with barrier B < K and maturity 7. We
do the pricing using an auxiliary European option with a payoff 4(S) such that
h(S)=0 if S> B, see Fig.9.1. We then determine /(S) so that this option is
worth as much as the underlying European option along the barrier. With similar
arguments as in Sect.2.7 it follows that the knock-in has the same price as the
European option with payoff /(S). This price can be determined as the latter option
can be priced through static replication of abond, the underlying and European puts,
see Sect. 2.3.

It remains to determine /() so that the conditional expectations are equal:

E((S — K)+] = E([h(S)]
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QS) |
4 e

B K S

Fig. 9.1 Relication of aknock-in cal by a European option with payoff /(.S)

for all times ¢ and for S, = B. Assuming constant interest rates and a lognormal
process for the underlying giveswith y = r — %02 the result

¢ BN (d4) — KN (d-) = / e~ INS/B=ye’ /207 (§)dS

Vi 27102 S

e—(x+yr)2/202rh(Be—X)dx

B /0 v27r021

200 [ 1
— 7 /20 / e—x/r—ym/ah(Be—am)dx
0o 2Jmxt

& / —V@/“h(B —ov2%) 4%

:ey2/202rzﬁ err_lBN |n(B/K)+I“L'_1 —|—lot_1/2
ﬁ 2

ot /2

—1/2
. (In(B/K)—i—rt / _%01—1/2))

ot~!

h(S) can be computed from this relation as the right-hand side is the Laplace
transform of %}e—VM/“h(Be—U ).

Observe that this static replication technique, as well as the onein Sect. 2.7, is
model dependent. For instance, the equality in payoffs was only computed with the
present value of the volatility and will not be valid at later times should the implied
volatility change.

9.2 Volatility Products

If being long a European call option, we make a gain with increasing underlying
value or with increasing volatility. We have therefore taken a position in the
underlying value as well as in the volatility. If we instead want a pure exposure
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to the underlying value, this can be obtained by purchasing the underlying itself or
by entering a forward or futures contract. This brings us to the question of how to
obtain a pure exposure to the volatility, which is the topic of this section.

One approach to obtain a pure volatility dependenceis to hold an option that is
delta hedged. Unfortunately, dynamic replication is not exact in practice because
of the idealized assumptions of: imperfect modeling of the underlying process,
discrete-time trading, presence of transaction costs, etc. It meansthat even after the
delta hedge, there remains some exposure to the underlying. Another disadvantage
of this approach is that the moneyness of the option changes during the lifetime:
sometimes the option is close to ATM and sometimes it is far away, depending
on the underlying value. As the vega is heavily dependent on the moneyness, the
volatility dependencewill be unpredictable with the passage of time.

A moredirect way to gain exposureto the volatility isthrough volatility products.
They mainly consist of variance swaps and volatility swaps. The former has a
payment at maturity 7' proportional to

1 n
] > (n(S,/S,_)? - K
i=1

whilethe latter hasatime 7' payment proportional to

1 n
J 1 > An(S, /S ) — K
i=1

The observations are usually made on a daily basis.

We now describe how variance swaps can be priced in the limit n — oo of
continuous observations. The underlying returns (S, — S;,_,)/S;,_, are then small
meaning that we can use Taylor approximation twice on In(S;, /S;,_,) to obtain

n n 2
Z (ln(Sti/Sti—l))2 = Z (ln (1 + —Sri; Sti—l ))
i=1 i=1 tim1

i=1 fi=1



170 9 Path-Dependent Derivatives

We assume zero interest rates and consider the zero-cost 7;—; investment of 1/S;,_,
underlyings and —1 bonds. This gives a payment of (S, — S,_,)/S;,_, & &
which means that the first term on the right-hand side can be obtained with zero
initial investment. Thus, the two time 7 payments of Y"/_, (In(S, /S,_,))* and
—2In(St/So) are worth equally much. We aso know how to price the latter
payment with static replication. We have thereby shown how variance swaps
can be priced with static replication when interest rates are zero and in the
limit of continuous observations. We then obtain the interesting result that this
approximation of the variance swap price only depends on the underlying process
through European option prices. Assuming alognormal process for the underlying,
we obtain (dS/S)* = o*dt and

which explains the name variance swap.
Consider now the pricing of avariance swap at thedater = t,. The payment can
then be decomposed into a known part and an unknown part

n k n
D An(S,/S-) =Y (An(S, /S )+ Y, (n(S,/S;,-)
i=1

i=k+1

i=1

It means that historical information of the underlying is necessary for the pricing.
Thisisatypical property of strongly path dependent options.

9.3 American Options

American style options were defined in Sect. 2.5 as options that can be exercised
at any time up to the maturity. The advantage of not exercising early is that the
exercise decision can be based on information about the underlying all the way
up to the maturity. The exercise decision also depends on the discounting of the
strike from the maturity to the pricing date: the longer we wait with the exercise,
the smaller the value of the discounted strike. These factors are both in favor of
not exercising American call options early, which means that these options must
have the same price as their European counterparts. For put options, on the other
hand, the discounting effect encourages early exercise, which means that there are
situations when thisis the optimal strategy. With similar argumentsit can be proven
that American call optionson futures contracts should never be exercised early while
the corresponding statement for put optionsis not necessarily true.

In parallel to our treatment of barrier options, we assume that the underlying
pays continuous dividends to obtain more general and non-trivial results. An early
exercise then yields dividend payments and might therefore be feasible for call
optionsas well.
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To start off lightly, we first price an American digital option that pays 6(S — K)
upon exercise. Whenever the value of S exceeds K, the holder is entitled a payment
of one dollar. Asit is preferable to receive one dollar sooner than later in time, the
optimal strategy isto exercisetheoptionassoonasS > K. Thisproduct istherefore
equivalent to adigital up and out barrier option that pays arebate of one dollar and
can be priced asin Sect. 9.1.

Assume that the condition S = K means that the price of a European digital
option is close to % as there is about as high probability of S to end up below as
above K. An American digital call can then be replicated by two European digital
call options as both strategies are worth 1 if the barrier is hit and are worthless
otherwise.

The pricing is less trivial for American call (or put) options on dividend-paying
underlyings. The reason is that the exercise boundary is not known in advance. As
there are no known analytical solutions, numerical or semi-analytical methods have
to be used for these products.

We set up the pricing equations for American call options on dividend-paying
underlyings. The instance of put options can be handled in a similar way. First,
consider the situation when the underlying has avery high value. We are then certain
toend up ITM at maturity and it can therefore be preferable to exercise the option
early to cash in the dividend payments. If the underlying has a low value, on the
other hand, it is not advisable to exercise early. We conclude that for each time
t there exists a boundary point B,, possibly equal to infinity, such that the option
should be exercised if S; > B,. Theearly exerciseboundary is given by the function
B, wheret € [0, T1].

Wefind it more convenient to formulate the problemin terms of the spot variables
S and V rather than using the forward variables F and U. Assuming alognormal
underlying, the pricing problem can be written as

—rV + Vi + (r—q)SVs + 3628?Vss = 0
Vie=T,S) =l —-K)+
V(t,St=B[) =B[—K

where S, < B, and we have assumed a time-independent interest rate and dividend
yield. The exercise boundary B, should be determined so that V' becomes maxi-
mized. Thistype of problem is called a free-boundary problem.

The option value is obviously continuous across the boundary. We now argue
that the first-order (mathematical) derivative is aso continuous, a consequence of
the fact that the exercise boundary is chosen to optimize the option value. Indeed,
for any giventime, let V(S, B) be the option value and /2 (B) the value if exercised
early, eg. h(B) = B — K for acall option. The continuity condition can then be
writtenash(B) = V(S, B)|s=p. Taking the B derivative on both sides gives

dh 9V
dB ~ 3S

av

. v
s=p 0B

s=p 0S8

S=B

where the last equality follows as B has been chosen to optimize V.
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Before discussing techniques for determining the early exercise boundary, we
describeits shape qualitatively. Assume first that the maturity is very short. Clearly,
Br > K aswe do not want to exercise an OTM option. To determinewhen an ITM
option should be exercised, the proceeds of an early exercise have to be compared
with an exercise at maturity. An early exercise gives S — K which is equivalent with
apaymentof Se?"=) — Ke"T=0) ~ § — K + Sq(T —t) — Kr(T —t) a T. Thus,
the option should only be exercised early when

S—K+Sq¢(T—1)—Kr(T—1)>S—K&S>_K
q

as more cash is generated from the dividends than from the interest rate of being
short K amount of cash. We concludethat By > K max{1,r/q}.

We argued in Sect. 4.3 that the European option price typically decreases with ¢
if al other variables are unchanged. The American option price must also decrease
with ¢ aswe lose the optionality of exercisingin [z, ") when time goesfrom to ¢'.
Because the early exercise boundary is where an American call option priceis equal
to S — K, the decreasing option priceimpliesthat the exercise boundary B, decreases
with .

L et us now determine the exercise boundary B, when the maturity 7" isfar in the
future. The long maturity implies a weak ¢-dependence that can be omitted in the
lowest-order approximation. We obtain the PDE

—rV 4+ (r—q)SVs + 3028?Vss =0
V(S =B) =B-K

which is of Euler type and has the solution

_ —(r—q—0%/2) % \/(r —q —02/2)? +20°r

V:A+S#++A_Sﬂi, M+ )
o

The requirement of a well-defined solution at S =0 gives A_ =0 while the
condition at the exercise boundary implies that

V =(B-K) (%)M+

Maximizing this solution with respect to the early exercise point B gives

M+
py —1

B=K

We thereby conclude that the exercise boundary decreases from the value K %
when far from maturity to avalue By > K max{1, r/q} a maturity.
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We now briefly discuss some techniques that can be used to price Amer-
ican options. We start by observing that the American call option price can
be expressed semi-analytically as a function of the underlying and the exercise
boundary: V =V (t,S;,{By}:<<1), With the continuity condition of the form
V(t, B;,{By},<<1) = B; — K. The exercise boundary can be determined itera-
tively by taking small time steps backwards from the maturity 7 until today’s
date. In each step, the option price is computed whereafter the boundary can be
determined. The computations are tedious because of the complicated expression
for V. An aternative approach is to use the formula for the continuity of the
first derivative instead of the continuity of the price, as it gives dightly simpler
equations.

The exercise boundary can also be computed by using the fact that it optimizes
V(t,S;,{By},<v<7). FOr example, the boundary can be parametrized with a
function that depends on a small number of variables. The boundary can then be
determined by maximizing the price with respect to these variables. The choice of
function should be guided by our knowledge of its value at maturity and that it
increases (for call options) with the distance to maturity to a known limiting value.
If choosing an exponential boundary, the analytic expressions of Sect. 9.1 can be
used to obtain high-performing calculations.

An immediate exercise of an I'TM option gives the lower bound of (S — K)+ on
the American call option price. If, on the other hand, we choose to never exercise
the option, i.e. B, — oo, we see that the European price is a lower bound. For
general choices of B,, more interesting lower bounds can be found such as those
obtained from a constant or exponential exercise boundary. Unfortunately, it is
hard to know how tight these bounds are (i.e. how far they are from the optimal
exercise). This question can be answered if tight upper bounds are found and much
research has been devoted to this. We saw a particularly simple upper bound in our
discussion of static replication of Americans in Sect. 2.5 and in the same way it
is possible to find an upper bound for American call options on dividend paying
underlyings.

When it comesto pure numerical solutions, American optionscan, just like exotic
options, be priced with a PDE solver or an SDE simulator. The preferred solution
is often through PDES as they work backward in time and enable us to determine
the optimal exercise boundary iteratively. This is done by comparing the intrinsic
option value with the exercise value in each node and choosing the maximum of the
two. When it comes to simulation, there have been major developmentsin Monte
Carlo methods for American option pricing during the last decade and satisfactory
results are now produced.

There also exist several types of semi-analytic techniques for pricing American
options. One of the simplest is that of Bermudan approximation. The American
option is then approximated with a Bermudan option V,, that can be exercised at
n points in time. As the analytical computations for Bermudan options become
increasingly complex with increasing n, they are often only carried out for small
values, n = 1, 2 and 3. The American option price V, can then be estimated with
extrapolation techniques.
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9.4 CallableProducts

We will here mainly be concerned with swaps, i.e. products that exchange one
type of cash flow for another. The coupons are typically determined from an equity
index, acommodity price, an FX rate, an interest rate or are equal to aconstant. The
cash flows are obtained by multiplying the coupons with a notional or a quantity
and possibly an FX rate (for interest rates there is also a multiplication with a day
count fraction). An example of a swap is given by the product that once per year
exchangesthe ail pricefor afixed price (multiplied by the number of barrels) during
fiveyears time.

A swap is said to be callable if there exists a triggering event that results in
the cancelation of the future cash flows. A callable swap is said to be a Bermudan
swaption if the triggering event is such that one of the counterparties can cancel the
deal at any cash flow date. The triggering event can also be a market event. The
swap is then said to be autocallable. An example of an autocallable is a fixed-for-
floating swap that gets canceled when the underlying (that determines the floating
flows) reaches a certain level.

A closely related product is the enter-into swap for which a trigger event
leads to an activation of the cash flows. By going long this product and short the
corresponding vanilla swap, a cancelable swap is obtained. Because of this parity
relation, we focus exclusively on callable swaps.

There are several possible types of trigger events that can be used for auto-
callables. For instance, aswap can be canceled when an external index, i.e. different
from the underlying that determines the floating flows, reaches a certain level.
Another popular type of autocallablesis represented by the target redemption notes
(TARNS), for which the cancelation occurs when the cumulated floating coupons
exceed a certain level.

There also exist autocallables that depend on several trigger events. One
example is the auto cap which just like an ordinary cap consists of a set of
caplets, see Sect. 13.3. The auto cap gets canceled when n of the caplets have
ended up ITM at their maturities, where n is an integer determined at the trade
date. A related product is the chooser cap, where the receiver of the caplets
decides if the cash flows should be paid out, with a maximum of » received
payments.

It is difficult to find suitable analytical or semi-anaytical formulae for callable
swaps and these products are therefore priced numerically viaPDE or SDE methods.
Infact, it can even be a hard task to find a suitable numerical method. For instance,
the choice of the optimal exercise date for Bermudan swaptions is a non-trivial
problem when using Monte Carlo simulations and is often solved by using methods
similar to those developed in Longstaff and Schwartz (2001) and Andersen (2000).
An example of the opposite situation, when a Monte Carlo simulation is easy while
a tree implementation is harder to use, is found in the pricing of TARNS. This
problem is usually solved by adding another dimension to the tree, representing
discrete levels of the cumulative coupons.
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The reader might at this stage wonder why we even bother about a difficult
method when there exists a smpler method. There are several reasons for doing
so. First of al, we might be located at a trading desk with limited resources and
can therefore only afford to implement one of the numerical methods, typically
the Monte Carlo simulation as it is more flexible and easier to work with. In this
situation we must solve al problems with Monte Carlo simulations, even the ones
more suitable for trees. Another reason can be that the model is only suitable for one
of the numerical methods. For instance, the high dimensionality of the LMM model
makesit hard to find a suitable tree implementation, see Sect. 13.17.

It is also common to encounter products that contain some features not suitable
for tree pricers and some other features not suitable for Monte Carlo pricers. An
example is given by Bermudan swaptions for which the coupons depend on the
previous coupon payments. The simplest, and the most common, of these products
has coupons that depend only on the previous coupon. The relation between
the coupons is typically positive, meaning that a high previous coupon makes it
likely that the current coupon will be high as well. The consequence can be a
runaway effect with increasing coupons. Products with coupon dependencies are
called snowballs because of the analogy of a snowball rolling down a hill and
growing larger and larger. A Monte Carlo pricer can easily incorporate the coupon
dependencieswhile the callability is harder to handle. For atree pricer, on the other
hand, it is the coupon dependency that makes the problem difficult.

Another example of a product for which both a Monte Carlo and a tree
implementation are non-trivial is the chooser cap. The Monte Carlo pricer typically
has to include the number of exercised caplets among the state variables in a
generalization of the Longstaff and Schwartz or Andersen methods. For the tree,
the number of exercised caplets can be included as an extra dimension of the tree.

Barrier options and American options can be viewed as cancelable products for
which the cancelation affects a single cash flow. For general callable swaps, on the
other hand, the triggering event affects several cash flows, which resultsin a higher
sensitivity to the input parameters and therefore arisk that is hard to compute.

Because of the digital feature of the triggering event in a callable swap, the
computation of the risk is arguably the most important, and the most difficult, task
for apricer. Thetrick is often to make amodification to amore conservative product
for which the risk is better behaved, as was done in Sect. 4.4 for digital optionsand
barrier options. For instance, the method of improving therisk for digital optionscan
be viewed as |etting the notional go linearly to zero in an interval next to the strike.
Similarly, we could let the notional of a TARN go linearly to zero in an interval next
to thetarget level. Similar ideas can be applied to other types of callable swaps.

The risk computations for Bermudan swaptions are straightforward for tree
pricers but can be more complicated when using Monte Carlo simulations. For-
tunately, there is a trick that simplifies the computation of the first-order greeks.
To explain how it works, note that the pricing is done by first computing the early
exercise boundary and then doing the pricing itself. Asthe early exercise boundary
is determined from an optimizing condition, that of obtaining the best possible
payoff, it remains unchanged under first-order changes of the model parameters.
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It meansthat the early exercise boundary does not need to be computed in the bump-
and-revalue process. Avoiding the recomputation of the early exercise boundary
increases the performance and gives more stabl e first-order greeks.

If a Bermudan swaption is such that there is only a small chance of it to be
caled, a Monte Carlo simulator does not effectively determine the early exercise
boundary as only a few paths contribute to this information. For the purpose of
determining the early exercise boundary it is a good idea to shift the current value
of the underlying to avaluefor which an early exerciseis more probable. Thisleads
to ahigher accuracy of the early exercise boundary asit isindependent of the current
value of the underlying.
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Chapter 10
High-Dimensional Derivatives

We cover the pricing of path-independent derivatives such that the payoff at a given
time 7' depends on the values of several underlyings F, F», ..., F,. The genera
case of path-dependent higher-dimensional derivativescan be handled by combining
the methods of this chapter with thosein Chap. 9. The fundamental theorem of asset
pricing states that the price can be computed from

E [g(Fl,Fz,...,Fn)]

where g isthe payoff function and the expectation isin the 7' -forward measure.

Just as for path-dependent derivatives, there are several possible payoff types. In
asimilar way, we here also choose to leave it as an exercise for the reader to work
out the no-arbitrage conditions and parity relations. We assume that the individual
distributions of Fi, F>, ..., F, are known from prices of vanilla options. As the
expectation not only depends on the marginal distributions, but also on the joint
distribution, it is necessary to account for the correlation between the underlyings.

Thefirst solution that comesto mind when attacking higher-dimensional problem
is the use of copulas. We start by covering this technique. Although a general
method, the implementation is often of low performance. We therefore proceed by
considering special casesfor which high-performanceimplementationsare possible.
The methods are: variabl e freezing, moment matching, quadratic functional model-
ing and the change of measure technique. We also consider the important special
cases of digital options and spread options. We end the chapter with discussions of
correlations and calibration.

10.1 Copulas

The natural approach for obtaining a joint distribution of Fy, F5,..., F, from
the marginal distributions is to use a copula, see Appendix. We usualy have an
idea about the value of the correlation between the underlyings, but not for the
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higher-order moments. It therefore makes sense to use the simplest possible copula
that only depends on the correlation matrix, which happens to be the Gaussian
copula. Unfortunately, just as the normal variable assigns too low a probability to
extreme events in financial applications, the Gaussian copula implies too weak a
correlation between extreme events. For this purpose, alternative copulas are often
used in financial modeling, in particular since the financia crisis starting in 2007
which has been claimed to be partly the result of underestimating extreme event
correlations by using Gaussian copula. To focus on the essentials, however, we only
consider the simple case of the Gaussian copula.

To gain a better understanding of the Gaussian copula, let us limit ourselves
to the instance of two underlyings: F; and F,. Motivated by the form of several
of the SDEs in Chap. 5, we assume that the distributions can be written as F; =
h; (X;), where{X;} arestandard normal variablesand {/; } are monotonicincreasing
functions. We assume that X, and X, have correlation p and are the components of
a2-dimensional Gaussian variable. The joint distribution is then given by

P(Fi < fi. > < fo) = P(X1 <hT'(f1), X2 < 15" (f2))

22 2/)2122—‘1-2%)/2(1— )) dzidz

o) 2 (fz)
27r,/1— / /

Observe that if we instead had correlated F; and F, by using their margina
distributions

P(Fi < fj) = P(X; <h7'(fi)) = N (h' (/)

in the Gaussian copula, see Appendix, we would have obtained the same expression
for P(F, < fi. F> < f>). We concludethat using the Gaussian copulaisthe correct
way to patch together marginal distributions if they can be written as functions of
the components of a 2-dimensional Gaussian copula. Furthermore, the correlation
in the copula has to be equal to the correlation between the normal variables. Note
that the 2-dimensional case was only used as an illustration and the generalization
to higher dimensionsis straightforward.

Consider now the situation when the underlyings follow an SDE driven by a
Brownian motion in such away that

T
F,»:Fi(/ mdw,)
0

at the maturity 7'. Examplesinclude the normal and lognormal process. Assume that
the Brownian motion can be written as

w0 =Y [ @z
- /0 ] J
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where {Z;} are independent standard Brownian motions and the non-stochastic
variablesa;; satisfy ) ; @} (1) = 1. As

@Wi(1))* =Y a}dt =dt
J

W; is a standard Brownian motion. The covariation is given by

dI/Vide = Zaidek Zajmdzm = Zaikajkdt = pijdl‘
k m k

The correlation p;; between the Brownian motionsis restricted by

1/2 1/2
ol = 1Y el = (z) (z) 1
k k k

where Cauchy-Schwarz inequality has been used. As
T T
Z/\,/ O','dI/Vi = Z/ (ZA,‘O’,‘G,‘J') de
i 0 j 7o i

is normally distributed for arbitrary {A;}, {X;} = {fOT o;d W;} must be Gaussian,
see Appendix. It is therefore possible to use the above result and patch together the
marginal distributions { F; } using a Gaussian copula.

We now compute the correlation corr(X;, X ;) that should be used in the copula.
For completeness, we allow the X; s to be observed at different pointsin times, i.e.

T;
X,' =/ O’idI/Vl‘
0
It is shown in the Appendix that
T:
Var(X;) = / oldt
0
and with similar ideas it can be proven that
min(7;.T;)
COV&T(X,‘,XJ') :/ O'iO'jpijdl‘
0

from which we obtain

min(7;.T;)
Jo " 0iojpydt

\/foi o?dt \/fOTj ofdt

Corr(X;, X;) =
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To avoid confusion, we refer to this as the statistical or terminal correlation while
pij iscaled theinstantaneous or local correlation. Similarly, (7 fOT o2 (udu)'/?is
called the terminal volatility and o; the local volatility. If the X;s are all reset at
the sametime, i.e. T; = T, Vi, and the local volatilities and correlations are time
independent, the statistical correlation is equal to the local correlation. In general,
however, the correlations are not equal and it is important to remember to use the
statistical correlation in the Gaussian copula.

When using copulas for modeling high-dimensional derivatives, we obtain the
probability density function p after which the price can be computed through the
integral

g(x1, X2, ..., X)) p(xX1, X2, ..., Xp)dx1,dXs,...,dx,
Although theoretically attractive, this approach is in general only possible for low
dimensions, typically n = 2 and n = 3. For higher dimensions, the implementation
is low performing because of the difficulty in evaluating a high-dimensional

integral numerically. Sometimes the method is too slow evenin 2 or 3 dimensions,
depending on the product type and the demands of the users.

10.2 Variable Freezing

We illustrate this method by considering payoffs of the form

g(Fl, b, ..., F,,) = (h(Fl, P, ..., F,,) — K)+
Examplesinclude basket options: h(Fi, Fs., ..., F,) = >, w; F;, and index options:
h(F\, F,....F,) =T, F,.W". For a motivation of the approach, consider a basket
option when the underlyingsfollow anormal SDE,

dE = O’idI/V,'

The basket price also satisfies anormal SDE,

dZWlFl = ZW,‘O’,‘dVV,’ =odW, o= ,ZW,’WJ'U,'O']',O,']'
i i ij

and can therefore be priced with standard techniques, see Sect. 5.3. Similarly, if the
underlyingsfollow alognormal SDE,

dF; = o; F;d W,

then the index satisfies alognormal SDE with drift:
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i i

F" Wi d Wi + =) Wi (w; — Do?dt
(1) et

1

. . dF" dF" dF
d Hi Fin = (1_[ FiW') (Z F,‘;V’ _Z FW’ yv, )

1
+§ ZW,’W]U,’Uj,O,’de‘)

ij

1 1
= F" dW + =Y wi(w; — o?dt + ~o?dt |,
([ oo 5 S o
0= |2 WiW;0i0, pij

and the pricing can again be done with standard techniques.
Consider now a genera function i (Fi, F», ..., F,) and assume the underlyings
to satisfy
dF; = oi(F})dW,

The SDE for 4 isthen

1
dh(Fy. F..... Fy) =) (0)oid Wi+ = 3 (3010, pijdt

i ij

Observe that in general there is no analytical solution to the SDE as (d;4)0;
and (0;;h)o;0; are functions of Fi, F», ..., F,. However, if we believe that &
approximately behaves as anormal variable, we might try to replace these functions
with the results obtained by evaluating them at today’s values of the underlyings.
Thus, by freezing (0;7)o; and (9;;h)o;0; @ today’s value, we obtain a normal
SDE for /4 that can be solved analytically. Similarly, if we believe i to be close
to lognormal, we write 0,0;h = o;hd;h/ h and freeze ¢, (d;h)/ h at today’s value,
and similar for 0,0, 0;; h.

The technique of freezing variables is most successful for short and possibly
also intermediate maturities. Unfortunately, the tails of the resulting distributions
areincorrectly modeled and that the outcome i s dependent on the choice of freezing
SDE. It is particularly popular to freeze the equation into the normal, the lognormal
or the shifted lognormal SDE, because of the attractive analytical propertiesof these
processes.

10.3 Moment Matching

Just asin the previous section, we price high-dimensional derivativesby considering
the function i(Fy, F>, ..., F,) as an underlying itself. We use the fact that it is
possible to compute the lowest-order moments of 4 from the marginal distributions
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and some knowledge about the joint distribution, e.g. the correlations. We can then
construct an analytically solvable distribution with identical moments and use it as
an approximation of 4 in the pricing.

For example, assume that the distributions F; can be written as functions of
standard normal variables X; with correlations p;; . By expressing h(Fi, Fa, ..., Fy)
interms of {X;}, the two lowest moments E[k'] and E [h?] can be computed and /
can be approximated with a distribution with two degrees of freedom, for instance,
the normal or lognormal distribution. If it is possible to compute the three lowest
moments, i can be approximated by a distribution with three degrees of freedom,
for example, the shifted lognormal distribution.

The matching of moments gives in general a better approximation than the
method of freezing the coefficients. This approach unfortunately also gives an
incorrect tail distribution. Furthermore, % is only known at a fixed point 7" in time,
meaning that nothing is known about the time dependence of the process. It means
that path-dependent derivatives cannot be priced.

10.4 Quadratic Functional Modeling

We here limit ourselves to underlyings F; that depend on standard normal vari-
ables X;. The function & can be viewed as depending directly on {X;} instead of
indirectly viathe underlyings. For amore compact notation, we use matrices and | et
X beann x 1 matrix with components { X; }. The method that we introduce works
when & isaquadratic function

1
h(X) =a+ BX + 5XTCX

where B isal x n matrix and C is a symmetric n x n matrix. As a quadratic
function appears naturally in a second-order Taylor expansion, the method is useful
when the dependence on X isweak, for example, for products with short maturity.
Furthermore, as the quadratic function containsthree free parameters, it can be used
as an approximate distribution obtained by moment matching arbitrary distributions
up to the third order.

To obtain independent variables, we write X = M X’, where M isann x n
matrix and {X/}/_, areindependent A/ (0, 1) distributed variables. It implies that

1
hX)=a+ B'X + EX’TC/X/

where B = BM and C’ = MTCM. As C’ is symmetric, there exists an
n x n matrix O that is orthogonal, 0T O =1 and 00" =1, and diagonalizes C:
0"TC’0 = diag({c,}). Introducing the A/(0, 1) independent variables {Y;}_, by
X’ = 0Y andthe matrix B” = B’ O gives
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1 . n 1
hX) = a+ B'Y + S diagle; DY =a + ; (b,.y,- + Ecjy].z)

Assume that the variables have been labeled so that ¢; # 0 for j <vandc; =0
otherwise:
h(X) =a+ Z b»Y~+ZV:1" v ) gy b
=da iti j=12‘/ I

j=v+1

The second term is a sum of independent normal variables with zero mean and is
thereforeitself a normal variable with zero mean. We can therefore write

1
BX) =a+8¥o+ Y 2 (¥ + B)’

j=1

To price derivatives depending on (X)), we now derive the probability density
function. As 4 (X) is a sum of independent variables, the characteristic function is
particularly simple to compute;

ﬁ(k) = E [eikh(X)] — eikaE [eikéYo] ﬁ E [e%ik)’j(yj+ﬁj)2j|
j=1

For Y a standard normal variable it holds that E [¢'*"] = e=K*/2 and it follows
from Sect. 5.9 that

1
V1 -2ik

= (1 + 4k*) "4/ exp (ikB*(1 + 2ik)/ (1 + 4k?))

E [eik(Y+ﬁ)2] _ o KB/ (1=2ik)

where isdefined from 1—2ik = /1 + 4k2e~"? , which meansthat & = arctan2k.
Thus, the characteristic function has the form

k) = eikae—82k2/2 1—[(1 + ngkz)—l/zteiej/z
j=1

1
e (kB3 + i)/ 4 720

We now follow the computations in the beginning of Sect.7.4 and express the
Heaviside function as a complex integral to obtain
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—Ikx
P(h(X) > x) = —+ —/ Re( (k) )

= —+—/ |m(p(k) _lkx)

11 f>°1 _ . _ 1
=5t ;/0 e e (1_11(1 +yk3) ™ exp (—EV?kzﬁi/(l + ijz)))
=

Im(exp(zka—zkx+ Z@ + zZy,k,B /(1+y2k2)))dk
j=1

_ b1 - 270\ —1/4

_2+n/0 k(j]"121<1+y,»k)

exp( (82+ZV,2/3 /(1 +yik )))
j=1

. 1 ¢ 1<
j=1 j=l1

j=1

exp (—%k2 (82 +Y o yiB/+ yjkz)))
j=1

cos (k(a —x)+ = Zarctan(y,k) + k Z yiB3/(1+ yzkz)) dk

11 Jj=1

1 ([
= Pux)(x) = ;/0 (l_[(l + J/sz) 1/4)

which concludes our derivation of the probability density function.

The existence of a closed-form expression has made the quadratic functional
approach popular for approximating distributions. Furthermore, in the 1-dimen-
sional casg, it is even possible to derive a Black—Scholes type of expression for
European options. Indeed, consider

1, 1p? 1 b\* 1 2
h(X)=a+bX + -cX " =a—z—+zc|(X+—-) =a+-y(X+pB)
2 2¢ 2 c 2
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where we have assumed that ¢ # 0 to avoid reduction to the simple first-order
Taylor expansion. The PDF can be computed by using

P(h(X) <x) =P ((X +B)* <y’) =Ny —B) — N(=y - B).
y=+2x-a)fy

if x > « and O otherwise. It follows that

d d
Prn () = Z=P(h(X) <) = (n(y = B) +n(y + B) =

The call option price can be computed by

o

mwm—muzf

max(K,«

d
(x = K)(n(y = B) +n(y + ) = dx
) X
= [ @2 a= K000 =)+t + By

where K’ = /2(K — a)+/y. We focus on the term containing y — 8 as theterm
with y + B can be obtained by substituting g with —g:

| 2 a=Konty - pray

= /K/_ﬂ(yy2/2 +yyB + a—K + yB*/2)n(y)dy

—K'+p d d
= /_ (—V/2@(yn(y)) + ﬂy@n(y) +/2+a—K+ Vﬂz/z)”(Y))dy

=y/2B+KmB—~K)+(y/2+a~K+yp* /2N~ K)
Theend resultis
E[(h(X) = K)+]
=y/2B+KmB—~K)+(y/2+a~K+yp*/2N(B ~ K

+y/2(=B+ K')m(=B —K) + (y/2+ o~ K +yB*/2)N(-p — K')
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10.5 Changeof Measure

The method that we discuss here reduces the dimensionality by one unit. It is
therefore not particularly useful when the dimension is high. For low dimensions,
on the other hand, the method can lead to a substantial performance improvement.
For instance, the evaluation of an integral in 1 or 2 dimensions is much faster than
if there were an additional dimension.

We illustrate the method by considering a product that pays the positive part of
the difference between two equities S; and S;:

V = PorE[(Si — S2)+]

where the expectation is with respect to the forward measure. A straightforward
computation involves the evaluation of a 2-dimensional integral. An alternative
approach is to change numeraire to one of the equities, for example, S»:

(R

where the expectation E* is with respect to the measure with S, as numeraire.
The pricing can be done by interpreting S;/S, as the single underlying of the
problem. Thisunderlyingisclearly driftless asit isthe quotient of atradable and the
numeraire. Furthermore, it is trivial to compute the volatility as the diffusion parts
of S; and S, remain unchanged under a change of measure.

10.6 Digital Options

We now focus on payoffs that have a digital dependence on at least one of the
underlyings. It is then often possible to reduce the dimensionality of the pricing.
Consider, for example, an option with payoff 6(F; — F, + K). Assuming that both
F; and F, can be written as functions /4, and i, of standard normal variables X,
and X; = pX; + /1 — p2X1J-, where /1, is monotonically increasing, we obtain

E[0(F1— F, + K)] = P(F1 > F, — K) = P(hi(X1) > ha(X3) — K)
—p (pX1 + V1= p2XiE < by (h(X)) + K))

p (XIJ_ - hy! (hy(X1) +K)—,0X1)

1—p?

oy (000 + K) = px
1—p?
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Asthere exist efficient implementations of the cumulative normal function N(-), the
integrand can be considered as analytic and we have thereby reduced the problem to
al-dimensional integral. It is straightforward to extend this approach to other types
of payoffs, for instance, i (F;)0(F, — F>, — K), or to higher dimensions.

The above technique usually only reduces the dimension by 1 and is therefore
uninteresting for high dimensions. As a complement, we now go through a method
that works particularly well in this situation. To illustrate the approach, we price a
digital call option on the maximum of weighted underlyings, i.e. the payoff takes
theform

0 (max w; F; — K) =1—-0(K—-wW F))0(K—-wWF,)..0(K—wW,F,)

1<i<n

1—-60(K,— F))0(K, — F»)..0(K, — F,)
where K; = K/w;. We consider underlyings that can be written as monotonically

increasing functionsof standard normal variables{X;}. The main assumption of this
techniqueisthat the variables can be written as

Xi =AY + /1 =22

where{Y, {Y;}} areindependent standard normal variables. We obtain the equivalent
payoff

hl_l(Kl)—)\lY_Y P hz_l(Kz)—le_

Ji-xz Ji-a

1-6 Y

Taking the expectation gives a 1-dimensional integral

hi' (K1) — Ary N h3'(K>) — Asy

Ji-22 J1- 23

1— / pP(y)N

The problem of evaluating an n-dimensional integral has thereby been reduced to
anintegral over asingle dimension.



188 10 High-Dimensiona Derivatives

The above result can be used to price ordinary calls on the maximum of a
weighted set of underlyings. For example

o0
(maxw,»F,»—K) :/ G(maxwiFi—K’)dK’
1<i<n + K 1<i<n

can be computed through a 2-dimensional integral. Observe that a 2-dimensional
maximum option with zero strike is preferally computed by

max(Fy, ) = F, + (F1 — )¢

and changing the numeraire asin Sect. 10.5.
One of the limitations with the above technique is that the correlation between
the X;sisrestricted to the form
corr (X,‘, Xj) = )L,'Aj + (1 — 12) Sij

i

If this correlation structure is considered to be too restrictive, the definition of {X;}

can be generalized to
X =AY + MY + my

This leadsto integrals of one dimension higher. By the same token, more variables
Y™ can be introduced until the user obtains the appropriate balance between
dimensionality and flexibility in the correlation structure.

The approach islimited in the number of supported payoff types. Fortunately, the
special cases to which it can be applied are often useful for derivatives pricing. For
instance, the method can be used to compute the cumulative function P(F; < xi,
F2 <XZ,...,Fn <xn).

10.7 Spread Options

We here discuss spread optionsthat pay (F;, — F, — K) 4+ a time T'. Because of the
strike K, it is not possible to use the change of numeraire technique of Sect. 10.5.
We instead do the pricing by computing

/(Fl — = K)4p(Fi, F2)dFidF,

A 2-dimensional integral can be too slow to computein many practical applications.

We thereforeuse p( f1, f2) = #f,sz(Fl < f1, F» < f,) toobtain
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d?

[ = Kysgi PR < i < fdfid

_ /a(fl — o= K)P(F, < fi. 2 < f)dfidfs
:/P(Fl < f4+ K. F < fydf

As it is often possible to find an approximate expression for the cumulative
distribution P, e.g. when the distribution is Gaussian, only a 1-dimensional integral
remains.

By combining the inequalities

(FI—K);—(F2— Ky < (F1— F,— (K1 — K2)y < (F1 = K) 1 +(Ky— Fo) 4

with static replication techniques, upper and lower bounds on spread options are
giveninterms of ordinary call options. Although the bounds do not appear to be too
tight, violations of the lower bound occurred in 2009 for interest rate products with
F, and F, EUR CMSs with 10Y and 2Y tenors starting in 5Y and with a maturity
of 20Y, see McCloud (2011).

10.8 Correlations

The correlation is often the parameter to which the price of a higher-dimensional
payoff is most sensible. Unfortunately, the number of liquid correlation-dependent
products in the market is limited. It means that the correlation often has to be
estimated rather then calibrated. A consequence is that the correlation dependence
then cannot be hedged. It means that the sellers of higher-dimensional derivatives
arerelatively highly exposed to market risk and therefore charge a high margin.

We would like to issue a warning on the currency effect on volatilities and
correlations. Most financial practitioners are aware that the volatility depends on
the currency for which the underlyings are valued. For instance, the dollar value
of gold has a different volatility from the euro value of gold. It is not, however,
as well known that the correlation is a statistical measure that also depends on the
currency in which the measurement is made. This fact can easily be verified by
inspecting the defining formulaefor the local and terminal correlation. Alternatively,
use any information services such as Bloomberg or Reutersto compare, for example,
the correlation between EURSEK and USDSEK with the correlation between
EURCHF and USDCHF, which reflects that the correlation between euro and dollar
depends on whether the measurement is done in Swedish kronor or Swiss francs.
The dependency on the currency is not margina but can lead to relatively large
differences in correlation. It means that the European branch of a bank cannot
use USD-based correlations computed by a US-based research department for their
EUR-based models.
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Another misconceptionisthe belief that ahigh correlation between assets means
that they are interchangeable. Thisis far from true as can be seen from the fact that
the difference F; — F, between two assets with equal normal volatilities o and 99%
correlation has anormal volatility of

Vo2 402 —2poc =02 /1—p~ ;o

which is not as significant reduction of the volatility as one naively would expect.

10.9 Calibration

Because of the lack of liquid market data, the correlation (or any other relevant
copula parameter) can often not be calibrated. One of the few exceptionsfor which
liquid calibration instruments can be found isin the pricing of equity basket options.
We first discuss the question whether there are enough calibration instruments to
uniquely determine the correlation, or more generally the joint PDF p({F;}). We
then give a concrete example of how a calibration can be performed.

If, for abasket F = )", w; F; and agiven maturity 7', option prices are given for
al weights {w;} and strikes K, it is intuitively clear that the joint PDF p({F;})
is known. The statement can be proven mathematically by observing that when
differentiating the forward option price

U:/(Zw,ﬂ—K) PUFDALF)
i +

twice with respect to the strike, the Radon transform of the PDF is obtained:

dz
U= /8 (ZWiFi - K) p({FDd{F} = R[p]({w;}, K)
The inverse Radon transform then gives p as a function of d“—;zU, see Carr and

Laurence (2011) and references therein.

In general, liquid equity basket option prices only exist for indices, which means
that the weights wy,ws, ..., w, are fixed for a given set of underlyings {F;}.
The weights can vary with time, but for simplicity we assume them to be time
independent. The consequence is that there are not enough calibration instruments
in the market for a unique determination of the joint distribution. A common
way to obtain a calibration problem with a unique solution is to assume a certain
parametric function for the correlation. In Sect. 12.4 we give concrete examples of
such parameterizations when modeling commodity futures.
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Based on the simplicity of calibrating local volatility models, we attempt to
extend that approach to include correlations. Models obtained in thisway are called
local correlation models.

We assume that there exist liquid options for all maturities and strikes on the
basket F = ), w; F; and on the underlyings { F;}. We assume that it is possible
to simultaneoudly calibrate local volatility models for both the basket and the
underlyings. It means that there exist functionsao (¢, F) and {o (¢, F;)} that correctly
price the calibration instruments and are related by

o(t. FYFAW =dF =Y wWdF, =Y wo(t, F;)F;dW,

Squaring both sides gives

ot. F)’F* =Y Ww,o(t. F))o(t. F)) Fi F py
ij

We conclude that simultaneous local volatility models for the basket and the
underlyingscan be constructedif p;; satisfies the above equation. In Langnau (2010)
it was shown how (non-unique) solutions can be found by constructing continuous
1-dimensional parameterizations of the correlation such that the right-hand side is
increasing and has values both above and below the value of the left-hand side. The
solution can then be found via a 1-dimensional root finder.
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Chapter 11
Equities

This chapter dealswith derivativesthat depend on the value of one or several equity
stocks or equity indices. We argue that equity stocks are similar to the idealized
underlying S that has been considered in previous chapters and it is therefore
possible to use the models discussed there. There are, however, certain aspects
of the equity stock behavior that do not agree with the idealized underlying. One
example is that a company can default, which results in a worthless stock. The
theory treating such credit defaults is a quantitative area of its own. Some of the
methods used in that field are similar to the ones in this book, e.g. hazard-rate
models for defaults corresponds to short-rate models for interest rates, but most
often they are fundamentally different. Derivatives that depend on credit defaults
often rely on copula models and on models for extreme events. This makes credit
default modeling closely linked to auctorial mathematics and we have therefore
chosen not to include this area in the set of the major asset classes discussed in
this book.

Equity derivatives can be priced accurately without using models for defaults
of the underlying stock. The reason is that the credit information is accounted for
by the market through the value of the underlying and its implied volatility. It is,
however, necessary to be aware of the way the credit exposure affects these values,
e.g through occasiona downward jumpsin the underlying process and askew in the
implied volatility.

Another example of how equity stocks behave differently from an idealized
underlying is that they pay discrete dividend cash flows throughout their life. The
implication is that the assumptions in Chap. 1 are violated and that the models
discussed so far in the book need to be modified before they can be applied to
equities.

Equities are different from the other major asset classes as they are amost
exclusively used for investment and speculation. Commodities, interest rates and
foreign exchange, on the other hand, are often traded for hedging purposes as well
as for investment and speculation.

A particularly interesting equity derivative is the warrant. This instrument type
is similar to a call option with a few exceptions. For instance, it usually has a

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_11, 195
© Springer-Verlag Berlin Heidelberg 2011
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longer maturity than ordinary equity options. More important, from a modeling
perspective, is the fact that new stocks are issued when a warrant is exercised.
Thisdilutesthe value of the stock and leadsto alower stock priceif several warrants
are exercised simultaneoudly. It is straightforward to modify the option pricing
formulato account for this diluting effect.

We first discuss characteristic behavior of equity prices and volatilities. This
guides us in the choice of an appropriate model. The effects of dividend payments,
and how to modify derivatives modelsto account for them, are also covered.

11.1 Stylized Facts

The price of an equity stock is driven by news relating to the issuing company and
the competitors, and by global news affecting the stock market asawhole. The news
flow typically results in more extreme eventsin the stock returns than predicted by
Gaussian models such as the normal or lognormal process. This is represented by
fat tails in the probability distributions. Furthermore, the center of the distribution
has a higher peak than a Gaussian model. This behavior is not uniqueto equities but
occurswithin all asset classes.

Unexpected news gives jumps in the stock price. Equities are different from
the other asset classes because large jumps are more often negative than positive.
This behavior reflects the investor fear of negative news and the associated credit
exposure. It manifests itself in a fatter left tail and a skew for the implied
volatility.

For most asset classes, the distribution looks less lognormal the smaller the
time scale of the distribution. This is particularly pronounced for equities and
commodities where jumps are frequent. For equities, the volatility skew for short
maturitiesis sometimes so strong that if described by a shifted lognormal model, an
extrapolation beyond the normal processis necessary.

Consider the situation when a company reports unexpectedly low profits. The
consequence is a sell-off and a lower stock price. This scenario makes investors
uncertain and implies higher trading volumes and a higher volatility. Thisis one of
the main reasons for the negative correlation between the price of an equity stock
and the volatility. The outcomeis a skewed implied volatility surface.

11.2 Dividends

An equity stock pays discrete dividend cash flows throughout its life. The payment
dates and the size of the dividends are not known unless they are in the near future.
We later discuss how known dividend payments can be accounted for in derivatives
pricing. For now, we assume that all future dividend payments are unknown both in
size and in the payment date. The simplest way to model this situation is to assume
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an equal probability of receiving a dividend proportional to the stock value at any
given date. The benefit of the possibility of receiving dividend paymentsin atime
interval [¢t,7 + dt) can then be written as ¢ Sdt where the variable ¢ is called the
dividend yield.

We start the discussion of derivatives pricing on dividend-paying equities by
considering forward contracts. The pricing can be done by repeating the static
replication argument of Sect.2.1 in the presence of a dividend yield. For this
purpose, we compare the strategy of holding e =77 =) underlyings with the holding
of aforward contract with strike K and a cash amount K P,7. As both strategies
are worth S7 at the maturity 7', the fair value of the strike, i.e. the forward, is
F,=eT=0p2lS, or F, = ¢"~9T=1§, with r the continuous compounded
interest rate for the period [z, T].

If dividends are accounted for, the purchase of an equity stock at 1 =0 gives
a holding of S,e?" at z. The fundamental theorem of asset pricing states that the
forward F, = e~4T=) 1S, isamartingale in the 7-forward measure asiit is the
quotient of aninvestment strategy and P,7. Asthelognormal price of acall optionis

Vi = Pir (FN (dy) — KN (d-))

the above expression for the forward gives us the following generalization of the
Black—Scholesformula:

V, =e 1 TD8,N (dy) — P,r KN (d_),

In(e_q(T_t)S[/(PtTK)) 1
= + —ovT —t
oT —t 2

It is straightforward to extend the formula to a time-dependent dividend yield by
replacing g¢ with [, qud u.

With B, being the money market account, S,e9’ /B, is amartingale in the risk-
neutral measure. For simplicity, we assume it to be a driftless lognormal process

d+

d (S,e‘”/B,f) =0 (S,fe‘”/B,f) aw,
Combining this equation with the product rule of differentiation
d (S.e”"/B,) = (q—r) (Sie?/B,)dt + (e /B,) dS,
gives
dS, = (r—q)S,dt +0S,dW,

which generalizesthe option pricing SDE in earlier chapters. This SDE can be used
to numerically price exotic equity options, for example, by smulations.
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By representing the unknown future dividend payments by a dividend yield, we
have seen that it is straightforward to generalize the derivative model s we have used
for idealized underlyings. Observe that many of the results in the previous chapters
are affected by such a generalization. For instance, we leave it as an exercise to the
reader to derive the corresponding asymptotic limits and no-arbitrage conditions of
Sect. 2.4. Another consequence concerns American call optionsfor which the lower
bound (S — Ke?” Pyr), invalidatesthe argument in Sect. 2.5 that it is never optimal
to exercise an American call option early. There are now situations when an early
exerciseis preferablein order to obtain the dividend payments, which are otherwise
missed out on by the option holder. The consequenceis that American call options
for equities can be worth more than their European counterparts, see Sect. 9.3 for
more details.

We now turn to the analysis of known future dividend payments and start by
assuming a single dividend payment D that occurs at 7. To avoid arbitrage, the
equity stock must drop by the same amount: S;,, = S,,_ — D. A European option
with maturity 7 > tp can therefore equivalently be viewed as an option on a
fictional non-dividend paying underlying

S~_ S_DP[[D[<ZD
s t>1p

This new underlying hasthe sametime T valueas S and as
S~t[)7 = Sth —D = StDJr = S~t[)+

it is also continuous. We conclude that if the option is priced at ¢ <zp with the
Black—Scholesformula, S should be replaced with S — DPy,,, .

It is not sufficient to change the spot value from S to S, but the volatility needs
to be modified as well. To understand why this is the case, assume for the sake of
the argument that interest rates are zero and that the option matures just after the
dividend payment. It means that S =S — D for essentially the whole life of the
option. We then obtain

. S, -
dS, =dS, =oS,dW, = S, dW,
t t 09 t US,—Dt t

Freezing to today’s spot prices gives an estimate for the volatility: 6 = GS()S+D'
When it comes to American call options, there are no dividend payments in
(tp+,T) and they should therefore not be exercised early in this interval. We
conclude that they have the same price at tp+ as their European counterparts.
There are, however, situationswhen it is optimal to exercisejust beforethe dividend

payment date ¢, . Indeed, an American call option not exercised at ¢, hasthe value

VAmerican(tD+7 StD+) = VEuropean(tD+, StD+) = VEuropean(tD+, StD, - D)



11.3 More Advanced Models 199

tp+. If, on the other hand, an American call option has been exercised early, a
payment S;,_ — K would have been obtained. This gives us the breakpoint B for
the early exercise boundary, defined by

B—-K= VEuropean(ZDv B — D)

If exercising at tp—, welosethetime?p valueof K — K Py, ininterest rate cost
compared to an exercise at maturity. As the dividend payment must compensate for
thislossif early exercise should be optimal, the above equation only hasasolution if

D> K(—Py,r)

For the same reason as a non-dividend paying American call option should not
be exercised early, the American call option in our example can only be optimally
exercised early at 71—, and not before. Thus, if the underlying pays dividendson a
discrete set of dates tp,, tp,, ..., tp,, the option can only be optimally exercised
just before any of the payment dates. The American option therefore coincides with
the corresponding Bermudan option and can be priced with the same methods.

We now turn our attention to American put options, where we again start with a
single dividend payment D at time¢p. We conclude from Sect. 9.3 that the exercise
boundary between tp and T is an increasing function reaching the strike level K
at maturity. When it comes to the exercise decision for ¢’ < tp, the gain in interest
rate K P,,‘[}) — K needsto be compared with the gain from the drop in the underlying

value by D at tp. Assuming constant interest rates: P! = e’ gives the

break-eventime
V=t ! In{1+ b
-p r K

We see that it is never optimal to exercise an American put in the interval [¢/, ¢p),
regardlessof the value of the underlying. Continuing backwardsin time, the exercise
boundary increases from the zero value at ¢’ to alocal maximum at some " < ¢’
after which it will continue its more normal behavior and decrease with the time
to maturity. It is straightforward to generalize this argument to obtain a qualitative
understanding of the early exercise when there are several dividend payments. It is
important to be aware of the implications of the simplifying assumption that the
dividend for certain pays D at ¢p. For instance, if the underlying is close to the
exercise boundary just before ¢/, the value is very low and it is unlikely that
the whole dividend amount is paid.

11.3 More Advanced Models

Although good to a lowest-order approximation, the lognormal model does not
account for the stylized fact in Sect.11.1. For instance, a proper model should
account for the correlation between the underlying and the volatility by including a
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stochastic volatility. Thisintroduces a skew in the implied volatility whichis found
to be weaker than the market skew, in particular for short maturities. Because of
their ability to produce a pronounced skew for short maturities, Lévy processes
are popular tools for equity derivatives models. The use of such modelsis aso in
agreement with the observational fact that the prices of equity stocks do jump, in
particular downwards.

11.4 Volatilitiesand Correlations

We now explain in more detail how exotic equity options can be priced. To make
the discussion as simple as possible, we use the lognormal process of Sect. 11.2.
Asthedrift was given by ano-arbitrage condition, it remainsto determine the value
of the volatility. Thisis usually done by calibrating to European options.

We illustrate the procedure by calibrating a lognormal model to European ATM
options with maturities Ty, 7»,..., Ty and assume a piece-wise constant local
volatility: o, = o; fort € (T;—1, T;], where T, istoday’s date. The following chain
of equationsis then obtained:

012T1 = Ulz,impTl
012T1 + 622(T2 -T)) = 022,impT2

from which the local volatility can be computed. This method can, of course, be
extended to other interpolation methods for the local volatility, though the result is
more complicated formulae. When generalizing to non-lognormal processes, it is
often necessary to use approximate expressions for the implied volatility. Another
technique for obtaining the local volatility is to assume a parametric form and rely
on aleast squaresfit. For amore general discussion of calibration, see Sect. 4.2.

In this and the following chapters we limit the discussion to calibration to
ATM options. The calibration to skew and smile is more complicated and can, for
example, be done by using the perturbative methodsin Sects. 6.1 and 7.2.

Recall that European option pricing is based on the forward being a martingale.
Being the quotient of the spot price and a zero-coupon bond, the forward volatility
has components coming from both the spot volatility and interest rate volatility.
To obtain the spot volatility from the calibration, it is necessary to strip out the
interest rate volatility. Fortunately, if the maturity is not too long, the interest rate
contribution is small. The interest rate effect for longer maturities is discussed in
Sect. 13.21.

Regarding the correlation, the situation is similar to that for idealized underly-
ings. We therefore refer the reader to Sects. 10.8 and 10.9. It is, however, important
to be aware of the fact that correlations tend to increase in times of a crisis, when
equity prices are faling.



Chapter 12
Commodities

This chapter is dedicated to the pricing and risk management of financial derivatives
for which the underlying is acommodity. The asset class of commoditiesisvast and
can roughly be subdivided into energy, agriculture, base metals and precious metals,
see Fig. 12.1 for some examples of commaoditiesin each class. Each commodity has
its own characteristics that need to be accounted for in the modeling. Nevertheless,
our goal isto set up ageneral framework that can guide the reader in the modeling
of derivativesthat depend on any type of commodity.

From aderivatives modeling perspective, the most important differences between
commodities and purely financial asset classes are the facts that commodities are
constantly produced and consumed, and that for every commaodity thereis a storage
cogt, i.e. acost for physically holding the commodity. The immediate consequence
is that the forward price argument of Sect.2.1 breaks down. Indeed, instead of
storing acommodity up to the maturity of the forward contract in a static replication
argument, it is often cheaper to purchase a newly produced commodity at maturity.
The conclusionisthat there is no such strong connection between the spot price and
the forward prices asisfound in purely financial markets such as the equity and the
FX markets. The modeling of commaodities therefore involves the evolution of the
forward curve, which is similar to yield curve modeling for interest rates.

The cost of storage depends on the commodity type, with precious metals
found in one extreme. They are cheap to store and the amount consumed and
produced every day islow compared to the existing stock. It meansthat the forward-
replication argument is approximately valid. Precious metals can therefore with a
high degree of accuracy be described by using only the spot value and in many
pricing systems they are not modeled as other commaodities but rather as FX rates.
We do therefore not discuss this commodity class in detail but rather focus on the
other extreme where we find electricity, which is very expensive to store. In this
instance the link between the spot and the forward prices is weak. Because of
its extreme properties, electricity is arguably the most complex commaodity from
a modeling perspective. It is no exaggeration to claim that mastering the art of
electricity derivatives modeling makes it possible to model any other commaodity
derivative. For this reason we often use electricity as an illustrating example.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_12, 201
© Springer-Verlag Berlin Heidelberg 2011
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Energy Petroleum Products | Other Fossil Fuels Electricity,
Crude oil, heating oil | Coal, natural gas uranium
. Grains & Oilseeds Livestock &Meat Softs
Agricultural —_—
Wheat, soybeans |Live cattle, pork bellies Coffee, sugar
Base metals Aluminium, copper
Precious metals Gold, silver

Fig. 12.1 Classification of the major commaodities

As commodities are only weakly correlated to interest rates, the forward and
futures prices are approximately equal. We therefore use the words forward and
futures interchangeably in this chapter.

We start the chapter by classifying the various commodities traders and discuss
their incentives. We then review the main characteristics of commodity prices.
Based on these observations, we describe how commodity derivatives can be
modeled. Finally, we discuss in detail how volatilities and correlations enter the
modelsin practical applications.

12.1 Commodities Trading and I nvestment

With the exception of precious metals, it is in genera not profitable to invest in
commodities physically because of the high storage costs. Instead, commodities
are mainly traded through futures contracts (swaps are used for oil distillates,
e.g. heating oil, gasolineand jet fuel). The counterparties agree, viaan exchange, on
afuture delivery of the underlying commodity in return for a cash payment.

Let us consider the example of a crude oil futures contract with a delivery in
March next year. This contract is traded, and settled daily, up to some date in
February, the last trade date, that has been defined by the exchange. The oil then
needsto be delivered some time between two exchange-specific datesin March, the
first delivery dateand the last delivery date. The futures contract al so statesthe place
of the delivery, the quality of the oil, how the cash deposit should be made, etc.

The buyers of March oil futures contracts are not prepared to pay much more
than what they believe the oil price will be in March. By symmetry, the sell side
are not prepared to sell for much less than what they believe the oil price will bein
March. The intersection of these supply and demand forces determines the futures
prices. It follows that the March futures price of oil is close to what oil analysts
expect the price to be at that time.
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It isin general not possible to make a profit from the information that commodi-
ties prices are expected to increase. Assume, for instance, that the mediareport that
oil prices are expected to increase for the next couple of years and that you decide
to take advantage of this by purchasing oil. As the high storage cost prevents a
physical holding, you turn to the futures market. But as the futures price reflects the
expected price of oil in the future, the increase reported by the media has already
been included in the futures price, meaning that no profit can be made.

The only way to make a profit from increasing pricesin the commodities market
isif the commodity priceincreases more than what is predicted by the futures prices.
However, as the prices of futures are mainly determined by the consensus on the
expected future spot price, it appears that the return on commodity investments
should be zero on average. Despite this, investments in commodity futures have
historically been as attractive as investmentsin equity stocks. As we now show, the
good returns can partly be explained by a supply and demand argument by Keynes
(1930) that originates in the fact that not all participantsin the commodities market
have purely financial interests.

The producer of acommodity usually knows a certain timein advance (typicaly
a couple of months) how much of the commodity is going to be produced. The
price of the commaodity can then be secured by entering long-dated futures contracts
right away instead of selling at a later date when the commodity has be produced,
and thereby taking the risk of price fluctuations. The purchaser of a commodity,
on the other hand, typically has customers interested in buying at the spot price.
To minimize the price risk between the buy side and sell side, the purchaser buys
short-dated futures.

The supply and demand forces described above affect most commaodities. The
result is that the discounted price is, on the average, higher at the short end than
at the long end of the futures curve. A profit can therefore be made by purchasing
long-dated futures and selling short-dated futures. In practice, this can be done by
holding futures contracts until they have short maturity, whereafter they are sold
and new long-dated futures are purchased. This strategy, which can be perpetual,
is referred to as rolling futures contracts. As the futures contracts are never held
beyond the last trade date, the strategy isideal for financial investors which have no
interest in delivering, or taking delivery of, the underlying commaodity.

The expected returns in the commodities market do not come from expected
increases in commodities prices, but rather from the premium that certain market
participantsare prepared to pay to securethe price. It meansthat a profit can be made
in times of expected decreasing spot pricesaswell asin times of expected increasing
spot prices. Thus, a purely financial market participant can take advantage of the
supply and demand forces and obtain ayield in return for taking on the exposure to
price fluctuations. An investment in commodities is therefore similar to any other
financial investment: a certain positive return is expected for a given risk.

The arguments of Keynes' work in the reverse direction for certain commodities.
For instance, as refineries buy crude oil at the short end of the futures curve they
would also like to sell their end products, the oil digtillates, at the short end to
minimize their financia risk. The refineries are then only exposed to the price of
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the crack spreads, which are the price differences between the distillates and crude
0il, and avoid any temporal risk. Some purchasersof oil distillates have theforesight
to hedge themselves longer out on the futures curve. A financia investor aiming to
pick up arisk premium in such a market must therefore sell long-dated futures and
buy them back the short end, i.e to roll a short commodities position.

We have so far described the trading activity of industrial market participants and
how this opens up for the possibility of obtaining apositive return. Let us now focus
on the purely financial investor. Apart from the attractive returns, there are a couple
of other reasons for investing in the commodities markets.

The global financial market is currently in an inflationary period that has lasted
since the beginning of the twentieth century, see Fischer (1996) and references
within. It means that the price of tradable goods increases with time, at least when
viewed over long time periods of a decade or more. As commodities (which we
in this book define as exchange-traded goods) are tradable goods, their values
appreciate on the average. It means that holding a commaodity with a low storage
cost (e.g. gold) isin the long run at least as good an investment as holding cash.
Furthermore, it has been observed that rolling strategies of commodity futures have
higher correlation to inflation than equity and interest rate investments. Commodity
investments are therefore popular with investors such as pension funds that seek
inflation-linked investments. It should be noted, however, that the correlation
between commodities investments and inflation is much lower than the common
belief, especially for shorter time scales (of a decade or less) where it can be
indistinguishable from zero.

Investmentsin commoditieshave historically given high returnsat different times
in the business cycle than equities and bonds. An investment portfolio containing
commodities therefore allows access to a high-performing market at times when
neither equities nor bonds are performing. Empirical studies show that commodities
investments have low correlation to other asset classes such as equities and interest
rates. Furthermore, investments in the various commodity classes are themselves
only weakly correlated. It means that adding a component of commodities to the
traditional equity and bond investment portfolio leads to a diversification that can
result in ahigher return for agivenrisk.

The above reasons have led to a large number of financial market participants
entering the commodities markets. In fact, the influx has been so large that they
outnumber the industrial market participants. It is therefore no longer certain
whether the traditional Keynes' supply and demand argument is valid. Even though
financia investors take both sides of the trades, i.e. they can go both long and
short the commodity, they tend to be predominately long. It means that the rolling
strategies used by the financial investors can very well be such that their supply and
demand forces are stronger than those coming from the industry. The result is that
the returns originating from supply and demand could be negative when rolling long
futurespositions. Thisappliesin particular to rolling strategiesin the short end of the
futures curve as most financial investors have chosen to do the rolling there because
their clients expect an investment that follows the spot price as closely as possible
and because the liquidity dries out quickly when moving away from the very short
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end. Despite this effect, long investors have anyway been rewarded by high returns
recently, and the reason depends on the commaodity type. For instance, gold prices
have been driven by the flight to security during the financial crisis starting in
2007 while the prices for industrial metals have been driven by the booming Asian
economies.

12.2 Commodity Price Characteristics

With commaoditesbeing traded goods, their prices are driven by supply and demand.
For instance, if there is an abundance of a certain commodity, the price tends to
be low. Because of low profitability, the producers tend to lower the production in
such times. Consumption then erases the abundance with a return to more normal
prices. Thereverse situation occursin times of scarcity. The consequenceisamean-
reverting behavior for commodity prices. A purely financial market such as the
equity market can only display aweak mean reversion asit is otherwise possible to
take advantage of thisbehavior by buying at low pricesand selling at high prices. For
commodities, on the other hand, the success of such strategiesis limited by storage
costs, which means that arelatively strong mean reversion can exist. As alow stor-
age cost has a dampening effect on the fluctuations around the mean-reversion level,
the mean-reverting behavior is more pronounced when the storage costs are high.

After this short introduction to the behavior of the spot price, we proceed to
discuss the dynamics of the forward (futures) curve. We start by investigating
relationships between the forward and the spot. Recall that a forward contract on
an idealized underlying, i.e. without credit exposure, dividends and storage costs,
can be replicated by purchasing the underlying at spot and holding it until maturity.
The outcomeis that the discounted forward value equals the spot. As we now see,
this equality is replaced with an inequality for commodities.

Consider the strategy Vpnys. Of storing acommodity up to acertain futuretime 7.
Starting today with one unit of the commodity S, we end up with commodities
worth e~7 S at T, where we have assumed a constant proportional storage cost
¢ > 0 per unit time. We compare with the strategy V.9, of holding e=<7 forward
contracts f and S,—¢ worth of bonds maturing at 7. Assuming constant interest
rates, this strategy is worth

T4 S =T (f+ )+ E =TS+ f=TS—eTF

at T, where F as usual denotes the futures price. This strategy has the same initial
value as Vinys While the terminal value differs by aterm £ that is already known
at today’s date. If & is negative, Vpnys is preferable to V2, which means that it
is possible to arbitrage the forward market by physically holding the commaodity.
We conclude that & > 0 which gives an upper bound on commaodities forward
prices:

F < e(r-‘rc)TSO
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Recall from Chap. 1 that it was necessary to exclude the strategy of holding cash
from our theoretical framework because of the existence of a better performing
strategy, the money market account. We now use a similar argument to exclude
the physical holding of a commodity.

First of all, we would like to point out that the above argument of V2, being
better than Vpnys at T is not sufficient for this purpose. The reason is that someone
that holds a commodity physically probably does so to be able to take advantage of
any surges in the price permitted by the mean-reverting behavior. It means that we
instead should consider the strategy V), ¢ inwhichtheinvestor is allowed to sell the

commodity at the time of choice and not only at 7. Asthe holder of V%, isnot able
to take advantage of any surgesin the spot price, it is not true that V%, is better than
ohys - FOr this purpose, we now modify V9, to astrategy that dominates V), . .

Consider the strategy V.., consisting of e=7/2 forward contracts maturing at
T/2 and S, worth of bonds. It follows from the above that this investment is worth
e~T/2S + & at T/2, for & positive. If then investing e=7/2S7/, + £ in bonds and
entering e 7 forward contracts, we obtain e 7S + £’ at T, for £ positive. We
have thereby constructed a strategy that is better than Vpnys if observed at T as well
asat T/2. By introducing more and more intermediate dates, we obtain a strategy
V.o that performs better than Vs, if viewed at any date in [0, 7]. As we can exit
the strategy V5 at the time of choice, V,5; performs better than Vi, .. To avoid
arbitrage it is therefore necessary to exclude the strategy of physically holding a
commodity.

Observe that in the strategies VX, we enter futures contracts and when they are
close to maturing, we sell them and purchase new futures contracts. This is just
the rolling strategy described earlier. The limit k& — oo means that the rolling is
done with contracts of infinitesimal maturity. This enables us to follow the behavior
of the spot without being subjected to storage costs. Thus, infinitesimal rolling
(which excludes the strategy of physically holding of a commodity) is similar to
the money market account (which excludes the strategy of holding cash). Observe
that as infinitesimal-maturing futures do not exist in reality, it is anyway common
to hold commodities physically to benefit from the timing option of being able to
sell the commodity at the time of choice. The infinitesimal rolling strategy is also
limited in practice by the bid-offer spread.

The difference in value between V), . and Vpnys. represents the benefit of being
able to sell the commodity at the time of choice before T'. If expressing this value
ase’T S, then y iscalled the convenienceyield. We would like to draw the reader’s
attention to the fact that there exist several different definitions of convenience
yield in the literature. For instance, it is common to define it through the relation
F =Soexp((r + y)T) between the forward and the spot. When this definition is
used, the convenienceyield no longer represents the benefit of atiming option.

We have argued that the link between futures prices and the spot price is vague
when the storage costs are high. Market participants instead tend to agree on a
futures price that is close to the expected value of the spot at the maturity. If thereis
more interest from sellers than from buyers at a certain maturity, a supply-demand
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argument leads to a futures price below the expected spot price, and vice versa.
The higher the variance of the spot distribution at maturity, the more the sellers (or
buyers) are prepared to pay to lock in their price risk, which results in a bigger
difference between the futures price and the expected spot price. Furthermore, we
have also seen that the storage cost, interest rates and the convenienceyield have an
impact on the shape of the futures curve. The conclusion is that the futures curve
has a complex behavior that depends on several factors.

A curve for which the futures prices decrease with maturity is said to be in
backwardation. The reverse situation, seen in the equities market (but aso for
commodities), is referred to as contango (Fig, 12.2).

As the futures prices are often mainly driven by the expected value of the spot
price, wetake acloser look at the factorsthat affect the spot price. Asit isdifficult to
make general statements regarding the consumers on the demand side, we focus on
the supply side. We observe that the prices of commodities are heavily influenced
by theinventories: thelarger the inventories, the larger the supply of the commaodity,
which results in low prices. Thus, we conclude that the spot price is inversely
correlated to the level of inventories. Furthermore, the expected future levels of
the inventories have a significant effect on the shape of the futures curve. This
can lead to many different shapes of the curve, for instance, it can increase for the
first few months after which it starts to decrease. There exist several other factors
that influence the futures curve, such as expected weather conditions and political
decisions.

The price behavior of renewable and non-renewable commaodities can be funda-
mentally different. From an economic viewpoint, a commodity is considered to be
non-renewable if it is expected to last some decades or perhaps up to a century. It
means that we consider oil and natural gas as non-renewable but not coa asit is
expected to last for at |east another thousand years (based on current production and
consumptionlevels). The price of non-renewablecommoditiesisinfluenced by news
regarding the estimated reserves. The reserves can also be classified into different
pricelayers. Toillustrate this fact, assume that the price of oil increases and stays at
high levelsfor several years. Oil companies can then make a profit by extracting oil
at places that were not economically viable before, e.g. deep water drilling. When
the new drilling platforms come in use, the supply of oil increases, which leadsto a
decrease in the price in order to be linked to the marginal costs of the extraction.

Contango
Fig. 12.2 Commodity Backwardation
futures prices can increase
(contango) or decrease

(backwardation) with
maturity T
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Many commodities display a seasonal pattern in their prices. This behavior can
originatein the supply side aswell asin the demand side. An example of seasonality
on the demand side is found in countries in the Far North where more electricity
is needed during the winter than during the summer. On the other hand, if these
countries rely on hydropower, there can be an abundance of electricity during
the spring due to snow melting. This is an example of seasonality originating in
the supply side. For a commodity like electricity, which is economically unviable
to transport over vast distances, the seasona patterns depend on the geographic
location. For instance, many warm locations have higher electricity prices during
the summer (because of air conditioning) than in the winter.

The seasonality is not restricted to the yearly seasons. Consider again the
example of electricity where the demand is high during the day but low in the night
when most people are asleep. Theresult is higher prices during the day. Apart from
the daily profile, thereis also a weekly seasonal pattern as the energy consumption
is different on weekdays versus weekends. Furthermore, the daily profile looks
different on holidays, weekends and working days.

As the futures prices reflect the expected future spot price, an increase in the
spot price implies an increase in the futures prices, though with a smaller amplitude
because of the mean-reverting behavior. It means that a backwardated curve has
an even more pronounced backwardation after an increase in spot. Similarly, a
decreasing spot price gives|ess backwardation. The same type of argument applies
to a curve in contango. The conclusion is that the slope of the futures curve is
positively correlated to the inventories and both these quantities are negatively
correlated to the spot. Another implication is that the volatility of futures contracts
decreases with the maturity.

Recall that the (lognormal) volatility for an equity stock generally goes up when
the stock value decreases. This is because a decrease in the stock value is often
related to a market uncertainty regarding the underlying company, which in turn
implies a higher volatility. The situation can be the reverse for commodities. If
a commodity price goes up, this could, for example, be because of unexpectedly
low inventories. As the inventories act as a buffer on the price towards unexpected
newsflows, the volatility increasesin this situation. The spot price and the volatility
are therefore sometimes positively correlated for commodities. This is one of the
explanations why the implied volatility skew for commaodities can be found in the
oppositedirection compared to equity options. It also followsthat acommodity with
aseasonal price dependence has a seasonal volatility aswell.

We conclude that the spot price, the futures prices, the inverse slope and the
volatility are often positively correlated for commodities. Thesevariablesarein turn
negatively correlated to theinventory levels. Several empirical studies, for example,
by Deaton and Laroque (1992), Fama and French (1987), Fama and French (1988)
and Ng and Pirrong (1994), have been done that support these conclusions. We
would like to point out, however, that these relations are violated relatively often
and can therefore not be taken asarule.

The cost of storage makes commaodities highly volatile. The general rule is that
the higher the storage cost, the higher the volatility. The reason is that commaodities
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with low storage costs have high inventories, which acts as a buffer on any sudden
changes in the supply or the demand. The most extreme example of high storage
costs is electricity with limiting storage techniques, such as pumping up water into
reservoirs during night time. The consequence is a spot volatility that can exceed
a hundred percent. This should be compared with equity stocks that seldom have
volatilities above 50%. The large volatility (and volatility of volatility) observed
for many commodities can make it impractical to use perturbation schemes like
those in Chaps. 6 and 7. The volatility for the futures contracts, however, is often
substantially smaller than the spot volatility.

For commoditieswith high storage costs and low inventories, a sudden disruption
in the supply or the demand causes the price to jump. Again, the most extreme
case is electricity for which the spot price can jump by several hundred percent.
It can result in jumps of the futures prices, but of more modest amplitudes. This
explains the popularity of using jump processes for the modeling of electricity
and other commodities with high storage costs. The jumps are often followed by
a correction/jump of roughly the same size but in the opposite direction. The reason
isthat the disruption that caused the initial jump was temporary and when corrected
the spot price returns to more normal levels. This behavior of the jumpsis typical
of commodities and does not characterize financial assets because of arbitrage
opportunities. Thus, commodities require different types of jump models than, for
example, equities.

12.3 Commodities Derivatives Modeling

We base our commodities modeling on the evolution of the futures prices as
these are the liquidly traded contracts for commodities. The modeling becomes
particularly simple as the futures have zero drift in the risk-neutral measure
according to the result of Sect. 3.10.

We start by pricing a European option on a futures price. This product only
depends on one point on the futures curve and a modeling of the full curve is not
necessary. As the futures price is a martingale in the risk-neutral measure, we can
pick adriftless SDE of choicefor the modeling. Let usfor simplicity use alognormal
SDE

dF, = o, F,dW,

The price of a European call option is then given by
T T
Vi= E[(Fr = K)u /el %] = e /09 (RN () — KN(-)

where we have used the computationsin Sect. 5.2 together with the assumption that
interest rates are deterministic.

When it comes to exotic options pricing, models of the full futures curve can be
required. Models of this type are similar to yield curve models. For example, it is
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popular to base commodity models on the evaluation of the spot, see, for example,
the models by Gibson and Schwartz (1990) and Gabillon (1992), which correspond
to short-rate models for interest rates. We instead follow an approach similar to
Andersen (2008) and choose to work with models based directly on the futures
curve, in analogy to the market model approach for interest rates. We show below
that this approach gives arelatively simple model to work with that at the sametime
can reflect the stylized facts of the previous section.

We choose to work in the risk-neutral measure where futures prices are martin-
gales. For concreteness, we assume lognormal dynamics:

dFr = oip Fird W,

where F;7 denotes the time ¢ value of the futures price with maturity 7. We
assume a zero correlation to interest rates, making the calibration to European
option prices straightforward. Indeed, the change to the T-forward measure does
not alter the SDE, which implies a trivial relation between the local volatility and
the implied volatility. The pricing of exotics can then be done by solving the above
SDE (actualy chain of SDEs as we have one for each T') either analytically or
numerically.

The futures prices are totally correlated in the SDE we have chosen. A straight-
forward decorrelating generalization can be obtained by allowing each futures price
F,7 to have its own Brownian driver W, (T'). This gives an infinite set of Brownian
motions as T is a continuous variable. For a practical implementation, however,
afinite set will suffice. This can be achieved by setting

W(T) =Y ai(T)Z

where {Z;} are independent Brownian motions and >_, a;(T)* = 1 in order for
W(T) to be a standard Brownian mation. The price to pay for this flexibility in
the correlation structure is a lower performance of the implementation as values of
several Brownian motions need to be computed and stored.

Even when there is only a single driver, the implementation can have a higher-
dimensional character. To understand how this can bethe case, consider the situation
when futures prices F,r,, F;r, and F,7, of three maturities are simulated over the
time steps {r; }. Assume that the simulation has been made up to ; and that we are
about to evolve the SDEto #; 1. We use

1 li+1 ) li+1
Fio1;, = Fyr, exp (_E/r UST/,dS +[ chTdes)

where F,r, is assumed to be known. The problem is that for each path of
the simulation, the vector (F,r,, F;1,. Fi,7,) 1S needed for the computation of
(Fi 1> Fiuyymys Fiiyy1y). The storage and access of such a vector can be a
performance bottleneck in an implementation of a Monte Carlo simulator if many
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futuresprices{ F; 7, } ; need to be evolved. Even worse, atree (or PDE) solver hasthe
same dimension as the number of futures prices. As the performance of tree solvers
is heavily dependent on the dimension, they are practically impossible to use on
these types of models.

The dimensionality problem can be solved by allowing the futures prices{ F;r}r
to depend on one (or a couple) common factors. For instance, with a separable
volatility 6,7 = Aro; we obtain

1 5 li41 ) li41
F[i+1T = F[,.T exp —EAT/ o, ds + AT/ osd Wy
ti ti

We see that if {F,r}r are known, {F, r}r can be computed by only using the
stochastic information ftl’,’”r " oyd W. Thisprocessisindependent of 7 and all futures

prices can therefore be obtained by simulating fO” o,d W over the time steps {¢; }.
Thisis equivalent to simulating a standard Brownian motion over the scaled time
stepst! = Ot" o2ds. Asonly asingle random process needs to be stored, an efficient
tree implementation can be done. The approach can be generalized by setting o, =
S v_, Atk Thismethod gives agreater flexibility in the choice of volatility while
the performance decreases with increasing N .

Recall that the volatility typically decreases with the time to maturity of the
futures contract. This can be accounted for by including a factor of the form
eX=1) in the volatility. A possible choice of separable volatility function is then
o = mek(t—T) — e—kTmekt_

The penalty to pay for using aseparable volatility 0,7 = Aro; isthat the futures
curve becomes highly correlated. For instance, with similar computations as those
in Sect. 10.1, we obtain an expression for the terminal correlation:

min(z,t”) max(z,t”)
Corr(In Fyr, In Fypr) = / oszds// olds
0 0

We see that o; can be used to control the correlation. However, as pointed out in
Sect. 4.2, constant parameter values should guide us in what can be done and what
should be avoided in a model. In our example, a constant o, gives no control over
the correlation. Furthermore, o, aready has the responsibility of controlling the
volatility of the futures prices. Therefore, to use this parameter for controlling the
correlation can be going one step too far, and even if we did this, the futures prices
{F,r}r would still be perfectly correlated. Thistype of model should therefore not
be used to price products that have a strong dependence on the correlation between
different futures prices.

The optimal solution that allows for non-trivial correlation appears to be a
combination of separable volatility and multiple drivers. For instance, a driver of
theform o;7d W, = A(Tl)o,(”dz,(” + A(Tz)ot(z)dz,(z) allows for alow dimensional
implementation at the same time as it has anon-trivial correlation structure.
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Aswe show in Chap. 13, the extension to skew and smile modelsis complicated
for interest rate models because the SDEs get modified under transformations
between the pricing measure and the calibration measures. For commodities, on
the other hand, we do not have this problem when assuming zero correlation
to interest rates as the SDEs look the same in the risk-neutral measure and the
forward measures. It is therefore straightforward to extend the model to include
skew and smile, either through local volatility, or by stochastic volatility techniques.
In the same manner, jJumps can be incorporated, which is particularly important for
commodities with high storage costs.

As pointed out earlier in the chapter, a commodity futures curve can have a
peculiar appearance governed by supply and demand, expected future inventory
levels, seasonality, etc. These factors can be hard to take into account in models
based on the evaluation of the spot price. Furthermore, such models are typicaly
based on variables defined from fixed time periods beginning today. For example,
for the spot price itself thistime period is zero as the spot is defined at today’s date.
When doing a simulation of such models, the variables are rolling along with the
simulation date keeping a constant distance from it. This makes it hard to model
effects that are defined for fixed pointsin time and not for fixed time periods from
today, e.g. seasonality. From this perspectiveit is more natural to use models based
on futures prices F,r that are defined for fixed time points 7'. It is then trivia to
calibrate to today’s value of the futures curve asit is given by the initial state of the
SDE.

Asfar asmodeling is concerned, it can be useful to divide commoditiesinto three
distinct classes. The first one consists of commodities with low storage costs such
as gold. The dynamics of the future curve can then to a high degree of accuracy
be described by using only the spot S,. We have chosen not to cover this type of
commodities as the modeling can be done with foreign-exchange techniques. The
second class comprises commaodities that can be described by their futures prices
F,r, as discussed above. Example of commoditiesin this class are oil and copper.
The third class consists of commodities that are not delivered at a certain point in
time but rather during a fixed time period, such as electricity. The modeling can
then be based on the futures price F,r7/ representing the price per time unit for
delivering the commodity during the time period [T, T'). Observe that the number
of time parameters increases with the numbering of the commodity classes. From
a modeling perspective, the increasing number of time parameters makes the first
class the simplest while the third is the most difficult.

Regarding the modeling of commodities with a delivery period, observe that
(T" — T)F,77- must obey the cocycle relation (we borrow this expression from
the mathematical branch of homology)

(T"=T)Frr +(T" =TFiprpr = (T" = T)Frpr
This relation restricts the set of possible evaluations for F;r7/. For example,

if Fippr and F,ppr satisfy lognormal SDES, F;rr» cannot be lognormal. The
normal SDE, on the other hand, is closed under the cocycle relation. Unfortunately,



12.3 Commodities Derivatives Modeling 213

commodities with delivery periods generally have high storage costs, which leads
to high volatilities. The existence of negative values of the underlying can therefore
cause problemswhen using anormal SDE. Despite the fact that the cocyclerelation
needs to be fulfilled from a theoretical perspective, it is often possible to violate it
in practice without too severe consequences. It is, however necessary to be aware of
the pitfalls of doing so.

An aternative approach to construct a consistent model that satisfies the cocycle
relation is to base the theory on prices for infinitesimal delivery periods, i.e. Fir7/
in the limit when T/ — T. The finite delivery futures prices F,77. can then be
obtained from the infinitesimal s through integration. The advantage of this approach
is twofold: the modeling is reduced to two time variables instead of three and the
cocycle relation is automatically satisfied. This technique is also used for interest
rates and in Chap. 13 we show how it can be applied in practice.

We now clarify why it is possible to use a martingale (e.g. the lognormal SDE)
to describe a market that is mean reverting. The reason is that we are referring to
two fundamentally different market variables, the spot price and the futures prices.
It is the former that is mean reverting while the latter is modeled by martingales.
The consistency in this argument originatesin the fact that the spot isarolling (with
respect to today’s date) financial variable while the futures prices are stationary in
time. For a mathematical explanation, assume for simplicity that the futures prices
are normal with a separable volatility

dF[T == ATO-[dI/I/[
t
o Fr = For +AT/ osd W,
0

The spot price S; = F;, satisfies

dSr = Sr+dt - Sr = Ft+dt,t+dt - Ftt

t+dt t
= Fostar + At+dt/ osdWs — Fo, — At/ oyd W
0 0

oA
= (atFOr + ;\ t(Ftt - For)) dt + Ao d W,
t
oA |~ ~ A
= — ;\tt (St - Sl‘) dt + Ao d Wi, S; = For — at_/;tatFOt

which is a mean-reverting process. We discuss the rel ation between mean-reverting
rolling variables and martingal e stationary variablesin more detail for interest rates
in Chap. 13.

An industrial user is often exposed to the daily price of a commodity. For this
reason, Asian options are very popular for commodities. Another reason for their
popularity is that they help to avoid price manipulation in illiquid markets, which
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can occur for European options. Asian options can be priced by solving modelslike
the one developed above either numerically or by using analytic approximations.

The physical user of commodities can aso face volume risk on top of the
price risk. For example, more electricity is consumed during harsh winters. As the
demand is high during such times, so isthe price. The user should thereforeideally
hedge the volume risk as well as the price risk. In the electricity market, the most
popular products for handling this risk are swing options. They typically work in
the following way: for a predetermined number of days during a period, say ayear,
the holder of the option can consume electricity between alower and upper bound
for a fixed price. The option holder decides on which days to use this optionality.
Thetotal amount of electricity purchased for this price during the year must also be
between a certain lower and upper bound.

12.4 Volatilitiesand Correlations

In the same way as for equities, the drift is given by a no-arbitrage condition while
the volatility typically needs to be determined through calibration. The difference
from equitiesis that each commodity futures contract has its own volatility and the
model therefore contains a volatility surface: o,7, t < T instead of just avolatility
curve. The calibration can be done separately for each liquid maturity in the same
way as it was done for equities. The value of the local volatility for an arbitrary T
can then be found by interpolation.

There are often too few liquid calibration instruments for the above calibration
procedure to succeed. For instance, liquid option quotesin general only exist when
the option expiry equals (or is close to) the maturity of the underlying futures
contract. An alternative calibration approach is to reduce the dimensionality of
the problem by only considering certain shapes of the volatility surface. Such a
restriction is also necessary when atailor-made calibration is done to a subset of the
possible liquid calibration instruments, see Sect. 4.3. Furthermore, we saw above
that restricted forms of the volatility can enhance the performance. Examples of
volatility surfacesinclude o, = Aro;, oir = n,e""=1) and 0,7 = Ae*~1) 4+ B,
where the latter choice is based on the observation that commodities with high
storage costs have a dependence on 7' — ¢ that is stronger than the dependence
ont or T aone. The choice of functional form depends on the product to be priced
aswell asthe set of liquid calibration products.

When it comes to commodities (and interest rates), it is necessary to distin-
guish between intercorrelation, i.e. correlation between different commodities, and
intracorrelation, which is the correlation between futures contracts on the same
commodity but with different maturity months. There exists some limited market
information on intercorrelation. For instance, New York Mercantile Exchange
(NYMEX) lists options on certain crack spreads. The intercorrelation clearly also
depends on the maturity months for which the correlation is measured. This
temporal dependence can to some extent be derived from the intracorrelation.
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We here choose to focus on intracorrelation, for which there is only limited
information available in the market. An example is given by the various calendar
spreadsthat are traded at NY MEX. Theintracorrelation modeling israther complex
asthe correlation p(z, T, T”) depends on one more time variable than the volatility.
In analogy with the above discussion for the volatility, we assume that the
correlation only depends on the relative times to maturity p = o(T — ¢, T’ —t).
We can then without loss of generality assume that 1 = 0. Because of the limited
relevant market data, we choose to model intracorrelation by finding a suitable
functional form.

As opposed to volatility modeling, there exist severa constraints on the corre-
lation, which makes it a complex problem to find a useful parametric form. The
conditions are:

(T, T") = p(T",T)

p(T,T) =1

. p should be positive semidefinite
. p(T, T > p(T, T' + AT)

- p(T = AT, T) < p(T,T")

. p(T. T < p(T + AT, T' + AT)
.0 =p(T.T"

for T < T'. Thefirst two conditions are obvious. For the third condition, assume,
for example, that commodity futures satisfy d Fr = ord Wr, where o7 is allowed
to depend on the futuresprice Fr. Asaweighted sum of futures prices hasa positive

variance: ,
0= (dzw,ﬂ) = S W0, (7. T)
- -

ij

N A WNBRE

for an arbitrary vector {w; }, thethird condition must hold. It is natural to assumethat
the correlation between two futures should decrease with the di stance between them,
which explains conditions 4 and 5. Furthermore, we also believe that the correlation
between two equidistant rates should increase with the distance from today’s date.
Indeed, the further away the rates are from today, the more indistinguishable they
become. This is the content of condition 6. The upper bound of 1 for a correlation
follows from the above conditions. For the lower bound, the theoretical limitis —1,
corresponding to perfect anti-correlation. However, in practice we do not expect the
correlation to become as low and we introduce a lower bound 6. For example, we
seldom find futures prices that are negatively correlated, so 6 = 0 appears to be
a natural constraint. Apart from the above conditions, it is also important that the
correlation matrix should be in agreement with certain observational “facts’, which
we see examples of |ater.

We would like to point out that although conditions4, 5 and 6 are often satisfied
in the market, they are not written in stone. For example, the existence of a seasonal
pattern can violate them. Despite this, we still believe that the conditions serve as a
good base for finding a suitable functional form.
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One of the simpl est functional formsof the correlation isbased on the assumption
that there are only two driving factors Z and Z’ of the futures curve. The drivers
Wr of the futures prices Fr can be written as

Wr =arZ +brZ'

The constraint a? + b2 = 1, necessary for {Wr} to be standard Brownian motions,
suggests the introduction of the variable ¢ defined by

ar = COS¢r
bT = S.nd)]“

which implies that
(T, T/) =aray + brbyr = cos(¢r — ¢r)

We havethereby simplified the parametrization of a2-dimensional function p(7, T")
to the simpler problem of finding a parametrization of a 1-dimensional function ¢r.

As a general correlation matrix, the p constructed above satisfies conditions 1,
2, 3 and 7. We now choose ¢ so that the remaining conditions are satisfied. By
a redefinition of the drivers Z and Z’, we can assume that ¢y = 0 and ¢ > 0.
We also make the natural assumptionthat 0 < ¢7 < = for al T'. Condition 4 then
implies

CoS(¢r) = COS(Ppr+aT) < T < Pr4AT
i.e. thefunction ¢ = ¢(T') isincreasing. Condition 6 implies
COS(¢r — pr—aT) < COS(PT+AT — @T) & T — PT—AT = PT4AT — PT
so ¢ = ¢(T') isconcave. Note that condition 5 follows automatically when ¢ isan
increasing function.

It remains to find an increasing and concave function limited from above. One
example of such afunctionis

¢r =a(l—exp(—=pT"))
which implies
p(T.T') = cos(a (exp (—=BT7) — exp (=B(T")")))

For T = 0, it follows that o = 0 and ag = 1, by = 0, s0 Z isthe driver W,
for futures close to today’s date. The second driver Z’ becomes more pronounced
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Fig. 12.3 The Brownian z
driver asan angleinthe Z-Z’
plane for a 2-factor model el

with increasing T'. The variable ¢ can be viewed as an angle between Z and Z’,
see Fig. 12.3.

We now consider an aternative parametrization that allows for more driving
factors and decorrelation. Based on the ease through which the conditions on the
correlation could be incorporated into a 2-factor model, we here aso attempt to
reduce the correlation matrix p(T, T") to afunction of asingle variable ¢ .

Consider three Brownian drivers Wy, Wy and Wy, T < T’ < T”. We write

Wrr = o(T, T"YWr + /1 —p(T, T')2 W3

WT// = p(T/’ T//) WT/ =+ 1— IO(T/, T”)ZW#
where W;+ is independent of Wy and W+ is independent of Wy». As the driver
WTJ; isapart of Wr» but does not affect Wy, it seems reasonable to assume that it

should not affect Wy since T < T’. Following Shoenmakers and Coffee (2000), we
therefore assumethat Wr and WTJ7 areindependent. We obtain the cocycle relation:

p(T.T") = p(T.T)p(T". T")
Limiting ourselves to positive correlations and setting ar = p(0, T)~! givesthat
p(Tv T/) = p(O, T/)p(ov T)_l = aT/aT’s T =< T/
and p(T, Ty = p(T",T) for T > T'.
Again, conditions 1,2, 3 and 7 are automatically satisfied while the remaining
conditions can be used to determine an appropriate functional form for ar.

Conditions 4 and 5 imply that a7 is an increasing function. With ¢ = Inar
condition 6 becomes

ar/ar’ < ar+ar/ar+ar € ¢r — P < Proar — Pri4ar
& O — Qr4aT = O — G/ 4AT & GT — PTHAT = PTHAT — PTH2AT

S0 ¢ must be concave. Without lack of generality, we can assumethat ap = 1 which
means that ¢ = 0. We therefore end up with the same demands on ¢ as for the
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2-factor model and can chooseit in the same way as was done there:
o(T, Ty = ar/ar, T <T', ar=exp(e(l—exp(=pT")))

We would like to point out that although the cocycle relation might look
intuitively appealing at first sight, its validity should be taken with a grain of salt.
For instance, the 2-factor model does not satisfy this condition. Furthermore, the
cocyclerelation together with condition 6 impliesthat p(7y, T') isaconvex function
of T. Thisisin contrast with the 2-factor model for which the function is concave
for T closeto T, and only becomes convex for later maturities. We discussthisissue
in more detail in Sect. 13.20 on interest rates where we also use empirical resultsto
guide usin the choice of an appropriate model.

In the implementation of a commodities model, only a discrete set of futures
pricesisused. The correlation then takes the form of amatrix. In the functional form
chosen above, the matrix has full rank. It means that there are as many Brownian
drivers as there are futures prices. Thisis sometimes a bit too many driversasit can
cause performance problems in the implementation. For this reason, it is common
to use an approximate matrix with a lower rank. The approximation is done with
respect to some appropriate matrix norm. Thistechniqueis commonly referred to as
factor reduction. It usualy performs well, i.e. without modifying the original full-
rank matrix too much, if the reduced rank is not too low. However, one needsto take
care so that the correlation conditions are not violated too much (or at al). When
therank islow (2 or 3), it is obvioudly better to immediately use alow-rank method
as the 2-factor parametrization.

The choice of a suitable set of Brownian drivers, or equivalently the choice of
correlation matrix, isimportant. Realistic drivers means that the correct instruments
are used for the hedging. The choice can also have an impact on the price. Thiscan
be understood by considering the pricing of an option on the difference between two
futures contracts with different maturities. If using a single driving factor, the two
futures prices move up and down together implying a low volatility for the spread.
By introducing a second factor the futures prices become decorrel ated which implies
a higher spread volatility and an increase in the option value. In this situation,
it is sufficient to use two factors. Assume now that we use a single model for
pricing several spread optionswhich have underlying futures of different maturities.
The reason for using a single model is to be able to hedge consistently within the
model, see Chap. 4. It is then no longer sufficient to use two factors. Instead, it is
necessary to find an appropriate representation of the evaluation of the futures curve
in terms of the driversin order to hedge and price correctly.

The correlation often needs to be bumped in order to investigate the market risk
and sometimes, when appropriate correlation-dependent products are available, to
find the hedge. Bumping intracorrelationsis more difficult than bumping volatilities
as the correlation constraints should preferably be preserved. For intercorrelations
the problem of the bumping comes from the constraint of a positive semidefinite
matrix. The bumping obstacles can be avoided by assuming a suitable parametriza-
tion of the correlation matrix as we have done above for the intracorrel ation.
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Chapter 13
Interest Rates

The topic of this chapter is pricing and risk management of derivativesthat depend
on interest rates. These products can be divided into two classes. The first class
consists of derivativesthat only depend on interest rates and no other asset classes.
An exampleisgiven by an option paying the positive part of the difference between
an interest rate and a fixed rate. Regarding the second product type, observe that
derivatives on other asset classes such as equity, commodities and FX contain
discount factors from the payment dates. Thisintroduces an interest rate component
into the pricing. As we see in this chapter, the impact of the interest rate volatility
is usualy much smaller than the contribution from the volatility of the main
underlying in the contract. It is therefore often possible to assume deterministic
interest rates without too much loss of accuracy. The exceptions are typically for
long-dated products where a stochastic model for interest rates is necessary for a
proper pricing and risk management. In this second class of derivatives we also
include interest rate hybrids for which the dependence on interest rate is explicit,
e.g. convertible bonds.

Just asfor other asset classes, interest rate derivatives can be divided into vanillas
and exotics. We define the former as consisting of productsthat can be modeled with
a stochastic process of only a single underlying rate. For the pricing of exatics, the
evaluation of the whole yield curve is often necessary. This modeling is similar to
commodity exotics pricing where awhole curve also needs to be evolved. The most
important difference is that measure transformations are non-trivial for yield curve
models. As such transformations are often necessary for the calibration, interest
rates modeling can be quite complicated. We have therefore chosen to provide a
detailed discussion on interest rate modeling which resultsin a longer chapter than
for the other asset classes.

We start with a review basic interest rate terminology and explain how vanillas
can be priced. After ashort discussion of convexity adjustment, we turn our attention
to yield curve models. Our main focus is on a normally distributed model for
which we discuss the relation to short-rate models, HIM models, market models
and Markov-functional models. We then consider the stochastic impact of interest
rates on other asset classes. We disregard liquidity and credit risk in the first part of
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the chapter. It means that we limit ourselves to the way interest rate modeling was
done before 2007. The more general situation is considered from Sect. 13.22 and
onwards.

13.1 Interest Rates and Conventions

Recall that the zero-coupon bond P, represents the time ¢ value of the contract
paying $1 at T. Therefore, a fair loan of $1 at ¢ should be repaid with P! at T.
The earning per time for the lender is

Pl —1

L =
tT T _¢

Theinstantaneous rate of earning is obtained from

1 ! — 1 ! d d
. . tt+dt tt —1
Iy t' |0 t,t+dt t' |0 —” —{ ts |‘s t ——{ t‘s|s t

r, iscalled the short rate.

Assuming that the short rate is independent of time, r, = r, an investment of
$1 growsto $(1 + rdt) during asmall timeinterval dt. Separating the time period
[t, T]into N partsof size (T —t)/N, we see that $1 growsto

T—\" e
147 N —e when N — oo
dollarsfrom¢ to T'. It means that
P[;"l — er(T—t)

Based on the above discussion we define the simple compounded interest rate
L,r by

P =14+ (T -0)Lr
and the continuously compounded interest rate r, by
P7l =T
Another important concept is the n-compounded interest rate r/;. defined by

Pl = (1 +r /n)y" T
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The continuously compounded rate is obtained in the limit n — oo. Of the above
rates, the most commonly used are the annual compounded rate (n = 1), the semi-
annual compounded rate (n = 2), the quarterly compounded rate (n = 4) and
the ssimple compounded rate. The continuously compounded rate is rarely used in
practice. It is, however, often used in interest rate modeling because of the cocycle
relation: Py, Pr,1, = Pir,, which holds when the continuously compounded rateis
constant.

An important example of a ssmple compounded interest rate is the London
interbank offered rate (LIBOR) produced by British Bankers’ Association (BBA).
It is an average of the offered lending rates between major banks in the London
interbank market. LIBOR is given each day for 15 different maturities up to one
year and for 10 currencies (AUD, CAD, CHF, DKK, EUR, BGP, JPY, NZD,
SEK and USD). There also exist rates defined in a similar way but on the local
interbank markets: EURIBOR (EUR), HIBOR (HKD), SABOR (ZAR), SIBOR
(SGD), TIBOR (JPY), etc. To simplify the terminology, we from now on refer to
al simple compounded rates as LIBOR rates.

The value of a zero-coupon bond varies widely with the values of ¢+ and T'.
The limiting values are 0 when T — oo and 1 when ¢ — T'. Interest rates, on the
other hand, have a much weaker dependenceon ¢ and 7'. Indeed, interest rates have
historically most often been in the order of magnitude of 5%. As rates have more
stable values than zero-coupon bonds, they are more suitable to use for modeling.
This is analogous to the preference of working with volatilities instead of directly
with option prices.

An ambiguity in the definition of interest rates is the computation of 7' — 7.
For instance, if t = 26 Augand T = 26 Sep, should T — ¢ be defined as 1/12 since
it isexactly onemonth or do we defineit as 31/365 or in any other way? In fact, there
is no standard convention and to define an interest rate it is hecessary to specify the
day-count convention that is used.

Commonly used day-count conventions are actual/365 and actual /360, for which
the day-count fraction T — ¢ is computed by dividing the number of days between
t and T by 365 or 360. For example, (T — ) actual/zes 1S equal to 31/365 =~ 0.0849
in the above example. Another common day-count convention is 30/360 where
every month is counted as 30 days and every year as consisting of 360 days, and
actual/actual for which the actual number of days between ¢ and T is divided by
the actual number of daysin the year. There are several versions of the mentioned
day-count conventions depending on how to count the number of daysin a month,
how to treat the short month of February and how to treat leap years.

A forward interest rate is an interest rate for atime period [Ty, 71] in the future,
t < Ty < Ty. For example, the LIBOR rate for [Ty, T}], as observed from ¢, is
defined by

Py /Py = 1+ (Ti — To)Linyry

The continuously compounded forward interest rate f; 7,7, is defined by

—1 =1 _ , firyr; (Th—To)
Pir, [ Pig, = e/tfon



224 13 Interest Rates

It followsin particular that L;,7 = L,,r and r;p = fi;7. By letting Ty — T we
obtain the instantaneous forward rate

d
fir :_ﬁlnPtT

which is related to the short rate by r, = f;,. As the above expression is

invertible,
T
Pir =exp (—/ fde’)
t

the zero-coupon bond prices can be computed from the instantaneous forward
interest rates and vice versa.

13.2 Static Replication

This section deals with interest rate products that can be statically replicated with
zero-coupon bonds. Exampl e of such products are coupon-paying bonds, FRAs and
swaps.

We start by discussing the relation between coupon-paying bonds and zero-
coupon bonds. The time ¢ value of a bond with notional N, fixed coupon ¢ and
payment dates Ty, 71, . .., T, isgiven by

V,=N <cZP,T,. + P,Tn)

i=0

which shows how to expressthe price of a coupon-paying bond in terms of the prices
of zero-coupon bonds. To obtain as simple formulae as possible, we assume that the
notional is equal to 1 unless otherwise stated. Subtracting the above price with the
bond V,,_; with one fewer payment date gives

Vi—=Vaoi + Pir,_,

I/"_I/"l_l=C1‘)tTn_|_Pl‘Tn_PtTnfl <:>Pt7-;l =
I+c

AsVy = (¢ + 1) Py, it follows that zero-coupon bond prices can be bootstrapped
from bond prices V;.

For a given future period [Ty, 77] a forward rate agreement (FRA) pays the
LIBOR rate Ly, 7, inreturn for afixed rate K. Astypical for interest rate products,
the payment is multiplied by the day-count fraction and notional (which we have
assumed to be equal to 1):

FRA(T)) = (T) — To)(L7,1, — K)
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As Ly,1, isknown at Ty, the value of the FRA can be discounted to 7, and thisis
where the payment of the FRA usually takes place:

LT[)TI - K

FRA(To) = (Th = To)(Lryr, = K) Prory = (T = To) T~ Ty —To)Lnm,

The part containing K consists of a payment —(7; — To)K at T; and is therefore
worth —(7, — Ty) K P, 7, a t. The part containing L7,7, can bewritten as

(Tv — To) L1y, Pryry = Pryry — Prymy
at Ty, which meansthat it is worth
Piry — Piry = (Ty — To) Liryry Pry
at t. We conclude that
FRA@) = (T\ — To)(Liryr, — K) Prry

At the initiation of the contract, K is chosen so that the contract values to par:
K = L;1,. A FRA represents the difference between aloan with a floating rate
Ly, i.€ arate that dependson ¢, and aloan with afixed rate K, i.e. aratethat is
independent of 7.

For a given set of dates Ty, 71, ..., T,, a vanilla interest rate swap pays the
floating rate Lz,7,,, versus a fixed rate K for each interval [T;, T;+1]. Thus, it
consists of a strip of FRAs with the same fixed rate on consecutive and adjacent
time periods. Thetime ¢ value of a swap is therefore given by

n—1

Vi = Z(Ti+1 - Ti)(LtTiTiJrl - K)PtTiJrl

i=0

n—1
= ((Pir, = Pir,y) — (Tig1 — THK Pz, )
i=0

n—1

= Py, — P, — KZ(Ti+1 - T) P,
i=0

As opposed to FRAs, the LIBOR payments Lz, 7, , are made at theend 7; 4, of the
period.
Just as for forward contracts, K is chosen so that the swap value is zero at
initialization:
Piry — Pir,
Yo (Tip = T) Pz,
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Thisvalue of K is called the swap rate. The set of dates 7y, 7, . .., T, is called the
tenor structure, the length of the swap 7,,— T iscalled the tenor and the denominator
in the above expression is called the annuity and is denoted by A. Observe that a
LIBOR rateisaspecial case of aswap rate for which there are only two tenor dates.
Theswap often starts at today’sdate: t = T. If Ty > ¢, itiscalled aforward starting
swap.

We denote the swap rate by R. A swap initialized at t = 0 has strike K equal to

Por, — Por,
Ro=—7—"
0

Using the swap rate, the value of a swap can be expressed as

-1

Py, — P, ) X

Vi= n— - -K (Ti+1 _Ti)PtTi = (Rt—RO)At
(Zi=(l)(Ti+l = T) P, ,Z(:) o

Thisexpression isboth simple and natural. For example, it followsimmediately that
Vi=o = 0.

The use of swap rates for the modeling of swaps is as natural as the use of
LIBOR rates for FRAs. The vaidity of this statement becomes explicit in the next
section where we price options on FRASs and swaps. Furthermore, as LIBOR rates
can be bootstrapped from swap rates (by bootstrapping zero-coupon bonds as an
intermediate step), and vice versa, swap rates are as fundamental quantities for
the yield curve modeling as LIBOR rates. The choice of rate type depends on the
product to be model ed.

The tenor dates are generally different for the two payment legs in a swap.
For example, the floating-rate payments can be semi-annual while the fixed-rate
payments can be annual. Furthermore, the business-day adjustments and the day-
count conventions can differ between the legs. This leads to minor (but important)
maodifications of the swap pricing formula.

We would like to emphasize that in practice, zero-coupon bonds (or equivalently,
loans) cannot always be used directly in replication formulae. Instead, we rather
view them as useful mathematical building blocks. For example, replicating a FRA
with coupon-paying bonds is most easily done by replicating the FRA with zero-
coupon bonds as an intermediate step and after that replicating the zero-coupon
bonds with coupon-paying bonds.

13.3 Caps, Floorsand Swaptions

We now turn our attention to interest rate products that cannot be priced with static
replication. In this section, we discuss the simplest of such products, namely caps,
floors and swaptions. The reason for their simplicity is that they can be modeled as
depending on only asingle underlying. The resulting pricing expressionsare similar
to the Black—Scholes formula.
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A caplet with strike K and period [Ty, T1] pays
C(T) = (T —To)(Lryr, — K)+
which is the positive part of a FRA. Similarly, afloorlet pays
F(T) = (T —To)(K — Lyy1)+
aT,. As
C —-F =FRA
a floorlet can be statically replicated using a caplet and a FRA. Therefore, it is
sufficient to focus on caplet pricing. Being a non-linear function of the LIBOR rate,
a caplet cannot be priced through static replication of FRAs. We instead use the

fundamental theorem of asset pricing to price caplets with dynamic replication.
As

Linyr, =

the LIBOR rate can be written as a quotient of tradable assets. With P,7, as the
numeraire, L, 7,7, isamartingale. We make the standard assumption of alognormal
process

stToTl = oLtToTl aw;

where W is a Brownian motion in the forward measure. As C(t)/P;r, is dso a
martingale, it follows that

C(@t) = P E[C(T)/ Pry] = (Th — To) P E[(L7yr, — K)+]
Using the calculations of Sect. 5.2, we obtain
C(t) = (Th — To) Piry(Liryry N(d+) — KN(d-)),

In(Li7,r/K) | 1
de = —2 2 4 6Ty —t
* o Ty —t 2 0

The caplet pricing can also be done by using a direct hedging argument as we
did in Sect. 3.2 for European call options. It is then made explicit that caplets are
hedged with FRAS.

Caplets are often not traded themselves, but they rather appear as constituents of
acap. A cap defined on atenor structure Ty, T, .. ., T, consists of a strip of caplets
with identical fixed rate on the consecutive and adjacent time periods. Let ¢; be the
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price of a caplet with time period [7;, T;+1]. As the caplets constituting a cap can
be priced independently, the price of a cap is given by Zj.’;(l) ¢;. A floor is defined
from floorletsin a similar way. Caps (and floors) are quoted in the market in terms
of their implied volatility. By definition, the market price is obtained by inserting
the implied volatility into the above caplet formulafor all the caplets constituting
acap.

Just as for European options, a lognormal process only gives a rough approxi-
mation to the caplet and floorlet prices. More accurate models can be obtained by
using, for example, local volatility or stochastic volatility. The most popular model
for caplets and floorletsis currently the SABR model.

Caplets are important instruments in interest rate modeling as they are well
suited for calibration of exotic interest rate products, see Sect. 13.20. It is then
first necessary to back out the caplet prices from cap quotes. In theory, this looks
simple: the price difference between two caps with tenor structure Ty, ..., T4
and Ty, ..., T; is exactly that of a caplet ¢;. In practice, however, it can be quite
complicated as only caps with annual tenors are liquid, while caplets are semi-
annual or quarterly depending on the currency. It means that there are two or four
caplets between consecutive liquid caps. The caplet bootstrapping is therefore non-
trivial since it does not give the price of individual caplets directly but only of the
sum of two or four of them.

The market conventions for caps and floors are derived from the underlying
FRAS, see Table 13.2in Sect. 13.6, with the exception of the 1Y cap (and sometimes
the 2Y cap) which is quarterly even when the standard market convention is semi-
annual. Furthermore, the first caplet, which would have been fixed today, is aways
missing. For instance, a 3Y EUR cap, has a premium payment at the spot date,
i.e. 2 business days after today according to the target calendar. The underlying
rates starts at 6M, 12M, 18M, 24M and 30M and have lengths of 6M. The ATM
strike is determined from the underlying swap rate which in our example starts at
6M and ends at 3Y.

A swaption is an option on a forward starting swap. At the swap start date, the
swaption value is the positive part of the swap price:

V(Ty) = (R1y — Ri=0)+Arn,
Using

_ PZ‘TO_PITN

R
t A,

and the fact that 4; isatradable asit isalinear combination of tradables, it follows
that V(t)/A, and R, are martingales in the measure for which A, is a humeraire.
The fundamental theorem of asset pricing implies that

V(t) = A E[V(To)/Ar,] = A E[(Rpy — Ri=0)+]
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Assuming alognormal process for the swap rate, we obtain

V(t) = A((RN(d+) — RoN(d-)), d+ = % + %0\/ To—t

Just as for caplets, floorlets and European options, a non-lognormal process can
account for skew and smile. The most popular model is currently the SABR
model.

Thereis a credit default risk embedded in swaptions as the premium is paid at
spot date while the additional cash flows occur after (or at, in the instance when the
swaption is cash settled) the swap start date. The effect of this credit risk became
particularly apparent during the financial crisis starting in 2007. The outcome has
been that the swaption conventions have changed for many currencies so that the
premium is paid at the swap start date.

A swaption is exercised when the underlying swap has a cash flow that is positive
in average. Such positive net position introduces a credit exposure, in particular
when the swap tenor is long. The credit exposure can be avoided via a one time
payment of the swap market value at the swaption exercise date. The swaption is
then said to be cash-settled. The problem is that the counterparties do not always
agree on the market value as their models predict different values of the discount
factorsthat enter the swap pricing via the annuity.

For GBP and EUR swaptions, the problemis solved by agreeing that the discount
factorsin the annuity should be computed using the swap rate, for which thereis no
ambiguity. More precisely, these swaptions pay by definition the amount

P(l@(p, TO)A(Stexp)(Stexp - K)+

wheretep isthe expiry of the swaption and A(.S) can be viewed as an approximation
of the annuity using afixed rate S':

= = 1 1
A = ; (I+cs) S (1 S+ tS)”—l)

where we for ssimplicity have assumed a constant day count fraction t. The market
conventionfor cash-settled swaptions makesthem harder to pricethan the physically
settled swaptions that we considered earlier. For instance, using the annuity as the
numeraire, we obtain the following expression for the price:

AtE[P(tapv TO)A(St@(p)(St@(p - K)-‘:-/Atexp]

which cannot easily be computed since 4, depends on various interest rates and
not only on Sep. As swaptions are liquid vanilla products, performanceisimportant
and models depending on the whole yield curve are therefore in general not an
option. A popular approach to obtain an efficient expression is to observe that
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P (texp, T())A(S,exp)/A,eXp is alow volatility process and can be frozen to its value
at t. The expression can then be taken outside the expectation, resulting in the price

P(Z, TO)A(SI)E[(Sl‘e(p - K)+]

where the expectation can be computed in the same way as for physically settled
swaptions.

Needless to say, care should to be taken when using this kind of simplifying
assumptions. For instance, as pointed out in Mercurio (2008), the above formulais
in general not arbitrage free.

Interest rate and commodities markets are different from equities and FX since
for a given underlying, there is often only a single exercise date for which liquid
options exist. For instance, swaptions on swaps starting two years from now are
only liquidly traded when the exercise is a market-specific number of business days
(typically 2) before the start date of the swap. As options with different exercise
dates are on different underlyings, the temporal no-arbitrage condition derived
in Sect.2.4 cannot be used for liquid options in interest rate and commodities
markets.

For the liquid volatility products in interest rate markets, there are two other
non-trivial no-arbitrage conditions that need to be taken into account. The first one
follows from the obvious fact that a swaption on a swap starting in m years and
ending in n years must be worth less than the difference between the n year cap and
the m year cap with the same strike as the swaption. Indeed, for the most favorable
market moves for the swaption all the cash flows will be positive and agree with
those coming from the cap spread.

The second condition states that a swaption with tenor structure Ty, T4, ..., T,
is worth less than the sum of the two swaptions with the same strike and tenor
structures Ty, 11, ..., T, and Ty,41, Truto, ..., T,. This statement is based on the
inequality

i=0

n—1
(Z(Tm —T)(Linzy, — K)P,T,.H)
+

m—1
< (Z(M — T (L7, — K)PIT,.H)
+

i=0

n—1
+ (Z(Ti+l —-T)(Liti1yy, — K)PITI»H)
+

i=m

At the expiry t = Ty, the left-hand side is the price of the swaption with tenor
structure Ty, T4, ..., T, while the first term on the right-hand side is the price of
the swaption with tenor structure 7, 71, . . ., T,,. The second term on the right-hand
side is the price of the swaption with tenor structure 7,,+1, Ty+2, . . ., T, when the
exercise decision has to be taken at Ty,. As it is suboptimal to exercise swaptions
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early, see Sect. 2.5, this swaption is worth less than the corresponding standard
swaption. The statement isthereforetruefor ¢ = T, and by the no-arbitrage principle
alsofor genera ¢ < Ty.

13.4 Convexity Adjustment

We have explained how to price LIBOR and swap rate payments, and options on
these, when the payments occur at the natural dates of the rates. There also exist
products for which the rates are paid out at other dates. We here explain how the
pricing can be doneto a high degree of accuracy without resorting to modelsfor the
wholeyield curve.

We saw in Sect. 13.2 that thetime ¢ value of a contract paying (7 — To) L, 7, a
T, isequal to

(Th = To)Liryr, Piry = Pty — Pimy

This contract was particularly simple to price since it is equivalent to being long a
bond maturing at T, and short a bond maturing at 7;. We now compute the price
of a contract that pays Lr,7, a adate different from 7). As Ly, is known at Ty,
it is possible to pay the rate at any date after Ty. In fact, it is common that Lz, 7, is
paid at its fixing date Ty, i.e. the date when the rate is read off from the market. We
see below that it is then no longer possible to statically replicate the contract with
zero-coupon bonds. Indeed, such areplication is only possible when the payment is
made on the inherent payment date 7} in the definition of the rate.

We consider in detail the pricing of aLIBOR-in-arrears payment, i.e. acash flow
that paysthe LIBOR rate Ly, 7, at thefixing date 7. Asthe discount factor between
Ty and T can be expressed in terms of the LIBOR rate itself, the time T, payment
of Ly,7, iseguivalent with the following payment at 7;:

Lyyr,(1 + (Tt = To) L) = Lyyr, + (Th — To) L,

The first term is nothing but a LIBOR payment at its natural payment date, for
which the pricing is obvious. As Ly, 7, istypically in the order of magnitude of 5%,
the second term is much smaller. Furthermore, as this term is a convex function
of Ly,7,, it isreferred to as a convexity adjustment. Thus, the value of a LIBOR-
in-arrears payment is equal to an ordinary LIBOR payment plus the convexity
adjustment.

Asanon-linear expression of the underlying rate Ly, 1, , the convexity adjustment
is often priced with dynamic replication. The calculations are similar to the onesfor
caplet pricing in Sect. 13.3, with the terminal condition LZTOTl instead of (L7,1, —
K) 4. Asthe standard assumption of alognormal model disregards skew and smile,
the static replication technique of Sect.2.3 can be preferable. To understand the
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details of how static replication can be used, consider the pricing of the convexity
adjustment and caplets within the fundamental theorem of asset pricing:

o0
V= P E[L2 ;] = Prn /0 L2 p(Lyr)dLnn

o0
Vi = P E[(Ltyr, — K)+] = Pipy /0 (Lryr, — K)+ p(Lyr)d L7y,

The PDF p can be solved from the second equation by taking the second derivative
with respect to the strike K. Inserting the PDF in the first equation gives the
statically replicated value

/ * 2 aZV[
v/ = i L1, 5z (Lr)d Ly,

of the convexity adjustment.

The pricing of a contract paying Lz,7, a an arbitrary time 77 > T is similar.
Let usfirst assumethat 77 € (Ty, T1). Thetime T’ payment can then be discounted
to 7} by assuming arate of Ly,7, in thetime period from 7’ to 7. The equivalent
payment at T isthen given by

Ly, (1 +(Ty = T")Ly1,)

which can be priced in a similar way as the LIBOR-in-arrears contract. Because of
the natural propertiesof the continuously compounded rate, see Sect. 13.1, it appears
more natural to assume a constant continuously compounded rate r in the time
period [Ty, T1] instead of a constant simple compounded rate. r is then defined by

1+ (Tl - TO)LT()Tl = er(Tl_TO)
which gives an inverse discount factor from 7’ to Ty of
e (=T — 1+ (T — TO)LTOTI)(Tl—T’)/(Tl—To)

Although this formula gives a more consistent price for the contract paying L, 7,
at time T, the implementation can be a performance bottleneck for Monte Carlo
pricing of exotic products due to the expensive power function.

For contracts paying L7, a time 7’ > T, it is again possible to use the rate
Ly, 1, for thediscountingto 7. Unfortunately, the approximation breaks down when
T’ > T, asitisthen no longer possible to view the contract as depending on only
asinglerate Ly, 7, but it depends on the rate Ly, 7+ aswell.

We would like to point out that LIBOR-in-arrears contracts are usually not
traded by themselves. Instead, the computations above should be considered as a
useful exercise for pricing more complex contracts that contain LIBOR-in-arrears
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or other convexity-adjusted payments. For instance, for in-arrear swaps the floating
payments are on the fixing dates rather than on the natural payment dates of the
underlying LIBOR rates. Another example is given by the situation when a swap
has its own payment schedule, which is often close, but not identical to the tenor
structure of the underlying LIBOR rates. The convexity adjustment is then quite
small, but can anyway be important because of the tight bid-offer spreads in the
swap market.

We have analyzed interest rate swaps for which counterparty A pays counterparty
B LIBOR in return for fixed-rate payments. This is only one of many combinations
of swap structures. For example, LIBOR payments of different frequencies can be
swapped. We now consider constant maturity swaps (CMSs) for which the LIBOR
payments made by counterparty A are replaced with swap-rate payments. The swap
rate in the payments is not necessarily related to the underlying tenor structure of
the swap. For instance, the swap could be 10 years long with tenor structure Ty,
Ti,..., Ty, WhereT; ;. —T; =1Y and such that A paysthe5 year swap rate at each
payment date in return for a fixed rate payment, for example, 5%. The payments
made by B are not necessarily restricted to a fixed rate, but can be a floating rate
such asaLIBOR or swap rate.

The value of a CMS can be computed by decomposing it into a sum of its
individual cash flows. The non-trivial component in a CMS is therefore the pricing
of a payment of a swap rate at one particular date 7. We have aready seen in
Sect. 13.3 that if the swap rate is paid out on its underlying tenor structure, the
pricing is straightforward through static replication of zero-coupon bonds. The
pricing of a CMS payment is more complicated because the swap rate is not paid
at its natural payment dates, but rather at a fixed single date. This is analogous to
LIBOR-in-arrears pricing for which a convexity adjustment is needed.

Let V(¢) be the time ¢ value of the payment of a swap rate Ry at T'. Following
the technique of Sect. 13.3 for swaption pricing, we use the annuity A asnumeraire.
Then both R, and V(¢)/ A, are martingales and

V(t) = A E[V(T)/Ar) = A, E[Rr A7']

As R, isamartingale, we can, for example, assumeit to follow adriftlesslognormal
process. Since A has an interest rate dependence that cannot be expressed in
terms of R, thisis not sufficient information for computing the expectation. Using
our experience from LIBOR-in-arrears pricing, we know that the problem can
be solved by approximating A in terms of R. The approximation can be made
in several different ways, see Hagan (2003), for details. A particularly popular
approximation is the one used in the definition of cash-settled swaptions. Observe
that the approximation might not be accurate if the swap rate has along tenor. The
approximation can then beimproved by letting A depend on one morerate and using
a 2-factor model.

As for LIBOR-in-arrears, dynamic replication with a lognormal process does
not take into account the market skew and smile. It can therefore be preferable to
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statically replicate CM S payments with swaptions. This technique is similar to the
way capletswere used to statically replicate LIBOR-in-arrear payments.

The value of the convexity adjustment is heavily dependent on the choice of
model. In fact, apoor choice of model can even lead to infinite prices. Consider, for
instance, the stochastic volatility model

st = G[Ltdm
dG[ = GUtdZt

The LIBOR-in-arrears convexity adjustment can be computed using conditional
expectation as the two Brownian motions are independent:

E[L}] = E[E[L}|dL, = 0,L,dW,] |do, = €,0,dZ,]

T
=LE |:exp (/ crtzdt) lo: = oo exp (EZ[ - 621‘/2):|
0

Since
E [exp(07T) o, = oo exp(eZ, — €7t/2)] = o0

it follows that E[L%] is divergent. It is straight forward to verify divergence also
for non-zero correlation. Thus, LIBOR-in-arrears payments have infinite prices in
models for which both the underlying and the volatility are lognormal. This is
obvioudly also true for CMS payments. As CMS payments are more complicated
to price we from now on focus on them.

The above model can be obtained by setting § =1 in the SABR process. As
this is the most popular model for caplets and swaptions, the above divergenceis
important not only in theory but also for practical modeling.

Using amodel with CEV parameter 8 < 1 avoidsthe divergencebut reveals other
weaknesses in the modeling. The problem is that caplets and swaptions are often
priced with perturbation techniques (such as the SABR model). These models are
successful when the strikeis closeto theforward. However, if calibrating the models
to liquid swaption quotes, CMS payments are typically mispriced as they depend
heavily on out of the money swaptions.

One solution is to avoid perturbation techniques and use, for example, Fourier
transform methods, see Sect. 7.4. Needless to say, it can be dangerous to use one
model for the CMS book and another model for the swaption book. To avoid
this inconsistency, non-perturbative methods need to be used also for swaptions.
Unfortunately, this can lead to performance bottlenecks.

As SABR is so generally accepted, it is popular to use this model for swaptions
but to modify it for high strikes to obtain CMS prices that are in agreement with
the market. This can be done by introducing a cutoff strike Ko and use SABR
(or any other perturbative technique) when K < Ko and an aternative model
for K > Koot Clearly, Keuorr Should be large enough so that liquid swaptions are
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priced with the perturbative model. We now discuss what possibilities there are to
model swaptions beyond the cutoff.

A common way to extrapolate swaptions is to construct the implied volatility
as afunctional form oimp(K), K > Kcuort, that dampens the increasing behavior of
the implied volatility which is common in perturbative models. This function must
be patched together at the cutoff with the implied volatility from the perturbative
model. Asthe PDF is obtained from the second derivative of the swaption price with
respect to the strike, a discontinuity in the second derivative of oimp is equivalent
with a discontinuity in the PDF itself. Even worse, a discontinuity in the first
derivative of oimp implies a spike in the PDF. Thus, it is important that oimp is
patched smooth enough at the cutoff point Kqyet. Furthermore, the functional form
of oimp has to be chosen carefully to avoid arbitrage. This is particularly difficult
as the no-arbitrage condition is complex when expressed in terms of the implied
volatility.

Due to the complexity in the construction of oimp beyond the cutoff, the
extrapolation is sometimes done in terms of the PDF. Thisis clearly possible since
the implied volatility can be obtained from the PDF and vice versa. There are
advantages as well as disadvantages to doing the extrapolation in terms of the
PDF. One advantage is that the smoothness is two degrees better: a discontinuity
in the PDF cannot be seen directly on the volatility curve since it is only a
discontinuity in the second derivative. Furthermore, as long as we choose the PDF
to be positive, the model will be arbitrage free. To understand the disadvantages,
recall that digitals swaptions and ordinary swaptions are priced via the formu-
lae

/OO p(R)dR

K

/OO(R — K)p(R)dR
K

Therefore, in order to not change the prices of swaptions with strikes K < Keyioff,
the following conditions must be satisfied:

o0
/ PKYK = —3xV(Kosott)/ As
Keutoff

o0
/ Kp(K)dK = (V — KdxV)(Kouott)/ As
Kutoff

where V(K denotesthe swaption price with strike K. We concludethat achangein
oimp for K > Koort l€ads to achangein p(K) only for K > Ko, While achange
in p(K) for K > Kot l€adsto achangein oimp only for K > Kot conditional on
that the two conditions above are satisfied.
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An additional constraint on p isthat it must give reasonable CM S prices. Finally,
it is desirable to have a functional form of p that reduces to the lognormal PDF for
the case when the original (perturbative) model islognormal.

We have so far discussed the trouble caused by the asymptotics for high strikes
when using perturbative techniques. In the same way, the small strike expansion is
not in agreement with far from ATM swaption prices. The difference from the high
strike case is that this effect does not show up as drastically in CM S prices as they
depend mainly on high strikes. To obtain more consistent prices, it is common to
introduce a cutoff for small strikes as well.

For the SABR model, the introduction of a low strike cutoff Koy is crucial.
Indeed, assume that we are backing out the PDF p(Koy) for a low strike by
taking the second derivative of swaption prices with respect to the strike. We
compare the result with the integral over the PDF up to Kqy. Thisvalueis obtained
from the digital swaption price at Kjqy. For long maturities we often see the
inequality

Kiow
Kiowp (Kiow) < /0 p(K)dK

for modest values of K, when using the SABR model. For this inequality to be
true, p must have a local maximum in the region [0, Kq,] Of low strikes. Thisis
clearly an unnatural feature of the PDF and it has its roots in the choice of SABR
boundary conditionsthat was used in the original paper by Hagan et al. (2002). The
boundary conditions are such that they support negative values of the underlying.
Therefore, one solution to the above problem is to allow negative interest rates.
However, this can be rather dangerous since the pricing of low strike swaptions will
be inaccurate. A better alternative seems to be the use of a perturbative model with
an appropriate boundary condition when the underlying is zero, see Sect. 7.2.

By using a perturbative model that contains more expansiontermsthan the lowest
order, it is possible to push the cutoff points Khigh (and Kiow) further away from
the ATM point. The result is CMS prices that are less dependent on the choice of
extrapolation. For instance, using the technique of Sect. 7.2, it is possible to include
arbitrary higher order contributions.

13.5 TheYided Curve

When referring to the yield curve, what is usually meant is the function 7 +—
r(t, T), where the interest rate (¢, T') is smple compounded for 7 —¢ < 1 and
annually compounded for T — ¢ > 1. The part of the yield curve for which T is
closeto today ¢ is called the short end of the curve while the part where T" islarge
is called the long end. The interest rate in the limit 7 — ¢ is called the short rate
whileit iscalled thelong ratein thelimit T — oo.
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To understand the shape of theyield curve, assume that we have a certain amount
of cash and are choosing between the strategies of: 1. lending it uptotime T, or 2.
lending it to 7/ N and when the money is returned we lend it until 27'/N and so
onupto 7. If interest rates are equal and constant, the second strategy is preferable
asweat N — 1 pointsin time can choose to stop lending if there is something else
we would like to do with the money. Should cash be needed in the first strategy, it
is possible to enter the opposite position by taking aloan. This netting of positions
leads to a loss if interest rates have increased unexpectedly since the first loan was
issued. The conclusionisthat thefirst strategy isriskier and should be rewarded with
aliquidity premium. Note the analogy with the convenience yield in commodities
markets: in this case there is a convenience of holding cash. The implication is
that short rates should be lower than long rates, i.e. (¢, T') should be an increasing
function of T'.

Allowing interest rates to be stochastic does not affect the first strategy as the
loan is locked at afixed rate until 7. For the second strategy, on the other hand, the
earningsuntil 7' are unknown. A premium compensation for the unknown earnings
promotes a downwards sloping yield curve.

Another explanation for the shape of the yield curveisthat the default risk of the
counterparty increases with the lending time 7'. The credit premium to compensate
for thisrisk has the effect of an increasing yield curve.

The abovediscussion, just asthe discussion regarding convenienceyield for com-
modities, is purely theoretical. In reality, most of theyield curve shape is determined
by the expected future values of rates, political decisionsand regulations, and by the
supply and demand by market participants. For example, the short end is influenced
by governments setting the short rate based on the state of the economy in the
monetary region concerned. This can sometimes lead to an inverted curve, i.e. a
yield curve that decreases with T'. The curve can even take peculiar shapes such as
having a hump.

For investment purposesit is possible to take advantage of the fact that the yield
curveusually hasapositivetilt. Thiscan be done by today locking in an interest rate
for afuture period. By entering the opposite position at a later time it is possible to
obtain areturn that is positive on the average as the short rate most often is below the
long rate. Observethat evenif theyield curve stays non-inverted, an investor in such
astrategy can still make alossfrom aparallel move of the curve. Thisinvestmentis
similar to the roll-yield investment strategy for commodities.

The above strategy is an example of an investment in the tilt, or spread, of the
yield curve. Many of the products that depend on the whole yield curve expose the
investor to the spread in various ways. A disadvantage of the above strategy is that
it depends on the level as well as on the spread. It is therefore popular to structure
products, such as CMS spreads, that contain the opposite position of the level so that
only a pure spread dependence remains.

As mentioned in the introduction, no account to credit and liquidity risk is taken
inthefirst part of thischapter. It meansthat interest rates can be modelled by asingle
yield curve, which will be the topic of discussion up to Sect. 13.22, whereafter the
generalization to post-2007 interest rate modeling will be considered.
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13.6 Yideld Curve lnstruments

The yield curve in a classical pricing system is constructed from the most liquid
productsfrom which the prices of zero-coupon bonds can be backed out. Depending
on the currency, either interbank deposits or LIBOR fixings are used for maturities
up to 3 months. Thereafter, either futuresor FRAs are used out to 2-5 years. Finally,
swaps are used for the long end of the curve.

In order to build a yield curve consistently, it is necessary to know the exact
market conventions for the product types used in the construction. Except for the
futures contracts, these are all OTC contracts. Nevertheless, for each currency there
are certain standard conventions and these are the products that can be seen quoted
on Reuters and Bloomberg.

We start with the settlement lag which is equal to 2 for most currencies.
The main exceptions are AUD, CAD and GBP for which the lag is zero. The
start date of an interest rate contract is called the effective date. For standard
products like those detailed in this section, the effective date is equal to the spot
date.

As mentioned in Sect. 3.11, a forward date is determined by adding a tenor to
the spot date. For example, a 2Y semi-annual swap has payment dates located 6M,
12M, 18M and 24M &fter the spot date. The holiday adjustment isin general made
with the modified following convention. An exception is deposits with maturity less
than one month for which the following convention is used. Furthermore, the end-
of-month ruleis often applied.

The interest rates are simple compounded and the day-count convention for the
floating leg of aswap isthe same asfor LIBOR fixings, deposits, FRAs and futures.
It is actual/365 for AUD, CAD and GBP while actual/360 is used for most other
currencies. 30/360 is used for EUROLIBOR and EURIBOR. For instance, consider
al1M USD deposit traded on December 13, aMonday, with quote L and notional N.
It has cash flows N on the spot date December 15, and — (1 + %L) N on January
17, aMonday.

There are also deposits for which the start date of the rate is different from the
spot date. These are the overnight (O/N) loan and the tomorrow next (T/N) loan. For
OIN, the start date is the trade date and the end date is the next business day. For
TIN, the start date is the next business day and the end date is the spot date.

FRAs are usually written as SXE, where S is the number of months to the start
date and E isthe number of monthsto the end date. For instance, a 3x6 USD FRA
traded on February 4, a Friday, has spot date February 8, a Tuesday. The interest
rate period has start date May 9, aMonday, and end date August 8, also a Monday.
The 3M rate L isfixed May 5, a Thursday, i.e. 2 business days before the start date.
Observethat therate L is defined with respect to the 3M period between May 9 and
August 9. A payment of - LK N/ (1 + 5% 5) is made at the start date, where K
isthe fixed par rate determined at the trade date.

For certain currencies it is popular to trade IMM FRAs. They work as ordinary
FRAs with the difference that the interest rate period is between two adjacent IMM
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dates. The International Monetary Market dates (IMM dates) are defined as the
third Wednesday is March, June, September and December. Just as for ordinary
FRAS (and swaps), there can be afew days mismatch between the interest period of
the contract and that of the underlying interest rate.

The day-count convention for the fixed leg of aswap is actual/365 for CAD, GBP
and JPY, while USD use actual/360 and most European currencies use 30/360. The
fixed-leg payments are semi-annual for CAD, GBP, JPY while they are annual for
USD and most European currencies. These conventions are closely related to the
corresponding bond markets, see Table 13.1.

The floating side of aswap is paid quarterly for GBP, SEK and USD, whileit is
semi-annual for EUR, CHF and JPY. Thefixing of thefloating leg is done at the date
for which the spot date equals the start date of the accounting period. For example,
assume that the floating payment dates of a USD swap have been rolled out and
been holiday adjusted, and that two adjacent dates are July 11, a Wednesday, and
October 11, a Thursday. The floating rate L is then fixed at July 9, and a payment
of —=-L N takes placein October 11, where N' denotes the notional. Payments are
netted if afixed-leg payment occurs on the same date.

Futures contractswork as exchange-traded FRAs that are settled on adaily basis.
The most common contracts have an underlying loan that starts on an IMM date.
Thelast trade date is the Monday preceding the IMM date that isthe start date of the
loan. The quote is presented in a different way compared to the other instruments
in this section: if V is the quote then the simple compounded interest rate for the
period isgivenby 1 — 1V/100.

Table 13.1 Market conventions for (government) bonds

Bond Type Frequency Day count
US treasury Semi-annual Actual/Actual
US corporate Semi-annual 30/360

UK gilts Semi-annual Actual/Actua
Euro government (OATSs, bunds) Annual Actual/Actua
Italian government Semi-annual Actual/Actud
Japanese government Semi-annual Actual/365
Canadian government Semi-annual Actual/365
Australian government Semi-annual Actual/Actua
Eurobonds Annual 30/360

Table 13.2 Standard conventions for interest rate instruments in some major currencies

Ccy Lag Money Fixed Floating Fixed
market dc leg dc freq freq

EUR 2 Actual/360 30/360 Semi-annual Annual
usD 2 Actual/360 Actual/360 Quarterly Annua
GBP 0 Actual/365 Actual/365 Semi-annual Semi-annual
JPY 2 Actual/360 Actual/365 Semi-annual Semi-annual
CHF 2 Actual/360 30/360 Semi-annual Annual
SEK 2 Actual/360 30/360 Quarterly Annua
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We summarize the interest rate market conventions for some of the major
currenciesin Table 13.2. Specia cases are the 1Y EUR and 1Y CHF swaps which
are quarterly on the floating leg and the 1Y GBP swap which has an annual fixed
leg payment. USD swaps are often also semi-annual and 30/360 on the fixed leg and
thisis the standard convention used for USD swaptions.

13.7 Yidld Curve Construction

To illustrate the practical issues involved in the construction of a yield curve, let
us consider a specific case when the building blocks are deposits up to 3M, futures
up to 2Y and then swaps. The short end of the curveis constructed from the liquid
deposits that mature in 1M, 2M, 3M, and also from shorter maturities such as 1W
and O/N. Thiscurveis patched together with the quotesfrom eight futures. Then the
liquid swaps are used with maturities of 3Y, 4Y, 5Y, ..., 10Y, 12Y, 15Y, 20V, ...

The yield curve can be represented by various different choices of underlying
variable. We here choose to define it from the continuous compounded interest rate
starting at the spot date. It is straightforward to find the rates that correctly price
the deposits. Through interpolation, the discount factor to the start date of the first
future can be obtained. The futures quotesthen determineforward interest ratesfrom
which it is possible to compute the rates all the way up to the end date of the last
futures contract. Using the swap quotes it is possible to continue the bootstrapping
to the long end. The final step isto pick an interpolation method of choice, e.g. a
tension spline, in this way connecting the dots. As pointed out in Sect. 4.3, above
choice of interpolation method is important as it determines the smoothness of the
curve and the locality of the risk.

There are a couple of complications that one encounters in the above curve
construction. First of all, the three instrument types that build up the curve have
different features and it is therefore not always possible to patch them together to a
global and smooth curve. For instance, as we discussin Sect. 13.24, the instruments
expose the holder to various degrees of credit risk.

To be able to patch futures quotes together with deposit and swap quotes, it is
necessary to account for the effect of the daily settlement. Asdescribedin Sect. 3.10,
thisis done by adjusting for the convexity.

Care needsto be taken when including the swap quotes. To understand the issue,
assume that the yield curve has been bootstrapped just beyond the 2Y point and
that we are about to include a 3Y swap with semi-annual frequency for the fixed
leg. The price of this swap involves the unknown discount factors at 30M as well
as at 36M. The bootstrapping therefore involves the solution of a problem with two
unknowns and only one known variable. Similar complications appear for caplet
bootstrapping, see Sect. 13.3. It can be solved by imposing an additional constraint
or by interpolating the swap quotes to intermediate tenors.

The difficulty with including swaps originates in the iterative procedure in the
bootstrapping process. An aternative approach isto use an interpolation scheme for
the yield curve with node points (the x-values) agreeing with the end pointsin time
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of the deposits, futures and swaps. The quotes of these instruments are then as many
as there are unknowns (the y-values), which means that a root finder can be used.
This approach is slower than bootstrapping but allows for a higher flexibility in the
choice of interpolation technique. It is also possible to use this type of interpolation
scheme with the prices of the underlying instruments only approximately matched.
The prices can then be accounted for by the method of adjusters. The disadvantage
of thisapproach is that only approximate values are obtained for the greeks.

The constructed yield curve often looks smooth when inspecting the discount
factors or the zero-coupon interest rates. When viewed in terms of the forward
rates, on the other hand, the shortcomings of the construction method can become
apparent.

The overnight interest rate spikes at certain dates because of low liquidity in the
market. Thereason isthat banks seek increased liquidity for their bal ance sheets. For
instance, this effect is often visible the last working day of the year. It does not only
impact overnight rates, but any loan that extends over such a date. For example, the
turn of year effect isvisible for 3M EURIBORs with spot dates between October 1
and December 31. Needless to say, the longer the tenor, the smaller theimpact. It is
therefore important to include the effect of these spikes in the construction of the
short end of the curve.

The spikes can be estimated from a historical time-series analysis together with
aview of the future. Alternatively, by comparing an interest rate covering a low
liquidity date with theinterpolated result from neighboringinterest rates, an estimate
of the effect can be obtained. The curve construction should be done with the
spikes removed to ensure a smooth curve. Once the interpolation has been done,
the spikes need to be superimposed on the curve. One complication with modeling
the spikesis that a study of historical time series (in EUR) show that the overnight
interest rates do not immediately return to more normal values after ajump. Instead,
the decay can take a couple of days. A consistent model therefore needs to include
such adecay profile.

Disregarding the spikes, the overnight interest rate can jump at monetary policy
meeting dates and then stays relatively constant between two such dates. It can,
however, deviate substantially from being constant when there is a shortage of
liquidity because of market stress. Furthermore, there is also the possibility of an
interest rate change at an unscheduled meeting, but this happensrarely.

13.8 Yield Curve Modeling

For the rest of this chapter we focus on interest rate products that have payments at
several pointsin time and cannot be priced with as simple models asin the previous
sections, i.e. they depend on more than onerate. An example of such a productis a
callable swap where one of the counterparties can terminate the deal at any of the
tenor dates. If the termination is made at 7;, the resulting cash flows are identical
to a swap with tenor dates Ty, ..., 7;. It means that the price of the callable swap
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dependsonthen swap rateswith tenor dates 7y, ..., 7;,i = 1,...,n. Furthermore,
it also depends on their volatilities and correlations. It is clearly not possible to use
the methods of the previous sections where only a single rate is modeled. Instead,
amodel for the full yield curve { P,7}7 is necessary. Models of this type are called
yield curve models.

The volatility in a yield curve model is typically calibrated to caplets and
swaptions. As we saw in Sect. 13.3, caplet pricing is best done in the forward
measure, i.e. the measure corresponding to P;r, ., as a numeraire. As the index i
depends on the specific caplet, different measures are needed for the calibration of
the different rates. When the calibration has been done, it is necessary to transform
back to a common measure for which the pricing can be done. The technique
of changing measures therefore takes a centra role for yield curve models. This
complication was avoided for commodities as we assumed deterministic interest
rates. Thisis for obvious reasons not possible here.

There are four main types of yield curve models. short-rate models, HIM
models, LMM models and Markov-functional models. Most publications cover
these separately asif they were completely different model types. We use adifferent
approach and highlight the connection between the models. This can be done by
focusing on a particular model that has an interpretation within al these models
types. The chosen model is then used as a point of reference through the remainder
of the chapter.

A yield curve derivatives model should, of course, satisfy the usual demands e.g.
be possible to calibrate to arich set of quotes, have appropriate dynamics and be of
high performance. Such models are often formulated in terms of the forward rates
fir,t <T orthe LIBOR rates L,77/,t <T < T’, but can also be formulated with
the zero-coupon bonds P,7, t < T. As the bonds are tradables (and not quotients
of tradables), it is necessary to find an appropriate numeraire N, and consider
P,7 = P,7/N,. Once P, has been computed through the model (for example by
simulating it as a martingale), it is possible to obtain the value of the numeraire
N, = P! and the zero-coupon bonds P,r = P,r/ P,;.

Asall threevariabletypesare popular to usefor yield curve derivativesmodeling,
we derive the relations between them. To obtain a simple expression for the
discounted bond prices in terms of the forward rates, we use the money market
account B, = exp( [ ryds) = exp( /[ fisds) asanumeraire. We then obtain

Pir = exp (_/{T Sfrsds — /Ot fssds)

The rates can be obtained from the discounted bond prices, or from each other, by

1 (Pr 1{ Pr 1 / '
5 = — — 1 = — — — 1 = - Sd — 1
L,rr 5 (PtT’ ) 3 (PzT/ ) 3 (exp( , fi s) )

d d _
fir =_ﬁ|nPtT =_ﬁ|nPtT
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where§ = T’/ — T. Thus, if one of {Pzr}rgr, {fir}i<r OF {L;r7 }1<7<77 iISKNOWN,
the other two can be computed.

13.9 The Gaussian M odel

We focus on the model for which the forward rates satisfy a normal SDE
dfir = ayrdt + oyrd W,

under the risk-neutral measure, i.e. the martingale measure corresponding to the
numeraire B,. Our motivation for using this particular model is that it can be
formulated within several of the most popular yield curve model types including
HJIM models, short-rate models and LMM models. We are then able to give an
introduction to these model types with a specific examplein mind.

Another reason for using this particular model is that it is analytically solvable,
i.e. closed-form expressions exist for the future probability distributions. In fact,
fir is Gaussian distributed which motivates the name Gaussian model. Analytical
formulae are useful asthey help usto understand the basics of yield curve modeling
before moving on to more complex models. The advantages of using closed-form
expressions should not be underestimated as even a simple model such as the Gaus-
sian can be difficult to understand fully. The reason is that the products to be priced
can have complicated payoff structures, which means that it might be necessary to
use advanced numerical schemes even though the model is analytic. We therefore
recommend developers of derivatives pricing software to initially implement an
analytical model for which the results can be better understood and analyzed. The
model can also guide usin the extension to more sophisticated models.

Analytically solvable models are often used because closed-form expressions
lead to high-performingimplementations. Thistype of models can also be used asa
component in more advanced models. For instance, consider a product that depends
on an FX rate but also has a weak dependence on the level of the rates in the two
currencies. Because of performance, it can be a good idea to use an analytic model
for the rates.

The empirical study by Rebonato and de Guillaume (2010) show that interest
rates behave as lognormal when they are small enough (less than about 1.5%)
or high enough (larger than about 5%) while they are Gaussian in between. The
result is consistent across currencies and means that our choice of model is a good
representation of reality in common market scenarios.

The shortcomings of the Gaussian model are that there is only a single driver,
negative rates are supported and there is no flexibility in the skew and smile.
Furthermore, the dynamics cannot be controlled. The use of a single driver means
that options on the difference between two rates are mispriced. The existence of
negative rates does usually not cause any problem for short-dated products as the
probability of this happening is small. Long-dated products, on the other hand, can
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be mispriced. Fortunately, the Gaussian model can easily be extended or modified to
more advanced models. We show how it is possible to only allow positive rates, how
the skew and the smile can be controlled and how the dynamics can be changed. Just
as for the commaodity futures modeling in Sect. 12.3, it is possible to generalize to
multiple driversfor decorrelation and to decompose the volatility in product form to
boost the performance.

The LIBOR rates obey

A+ (T"=T)Lirr)A+(T" =T Lyprpr) = A+ (T" =T)Lir77)

This cocyclerelation putsarestriction on the possible evolutions of the rates. Thisis
similar to commoditiesfor which there is a corresponding condition. We later show
that the LIBOR rates follow

1
dLirr = m(l + (T"=T)L;rr)nrd W,

in the Gaussian model. Using Ito’slemmaon the cocycle relation, we see that if this
type of dynamicsisimposed on L,77 and L,7/7~, then L,rr~ follows the same
SDE, at least when the drift is disregarded. However, we show later in this chapter
that the drift is unimportant as it is determined from a no-arbitrage condition and
must be zero in the forward measure of the rate. The Gaussian model therefore
has the attractive theoretical property that it is closed under the cocycle relation.
In practical modeling it is not necessary to limit oneself to SDEs closed under
the cocycle relation, but one should be aware of the pitfalls that can follow from
violating therelation. It is straightforward to verify that the class of lognormal SDEs
isan example of processesthat are not closed under the cocycle relation.

13.10 Derivation of the Pricing Formula

We now solve the Gaussian model, i.e. we derive expressionsfor P.r, fir or Liryr.
From the SDE, we immediately see that

t t
Jir = for +/ asrds +/ osrd Wi
0 0

from which it follows that

T t
In PrT = —/ fisds —/ Sfesds
t 0
T t t
=—/ (fos-i-/ amdu+/ om-dwu) ds
t 0 0
t N N
_/ (f()s +/ Ofusdu +/ odeu) ds
0 0 0
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T ‘ T ‘ T
= —/ fOst—/ dU/ dsouys —/ qu/ dsoy
t 0 t 0 t
t t t t t
_/ fOSds—/ du/ dsozm—/ qu/ dsoy,
0 0 u 0 u
T ‘ T t T
= —/ fOst—/ dU/ dsouys —/ qu/ dsoy
0 0 u 0 u
t

!
= |n}307" +/ Asrds +/ Wrd Wy,
0 0

T
Air = —/ o sds
t

T
\IJ[T = _/ O-[_gds
t

t t
& Pir = Por exp (/ Asrds +/ ‘PsTdWs)
0 0

and

1( Pr
Lirpr=-=-1— -1
T =g (PrT/ )

1 t t
= g ((1 + SLOTT/) exp (/ (As7 — AST/)dS + / (\IJST — ‘I’ST/)d W) — 1)
0 0

From these formulae, a straightforward application of Ito’s lemma gives the
corresponding SDEs:

- 1
dPir = Pir ((AtT + E‘ptzT) dt + \IjtTdI/Vt)

d exp(...)

1
dLirpr = g(l + 8Lor7) exp(...) xp(..)

1 1
= g(l + 5LtTT’)((AtT — A + E(‘I"tT - ‘*I"rT’)z) dt + (Y — Y, 77)d VVt)

As P, isaquotient of atradable and the numeraire, it must have zero drift. The
drift and the volatility must therefore be related by

1
At + waT =0
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Thus, when constructing a model in terms of the forward rates, it is enough to
specify either the drift or the volatility. The other parameter can be computed from
the no-arbitrage relation. The standard approach is to specify the volatility and from
that derive the drift. The reason is that it is often straightforward to calibrate the
volatility to market quotes.

Observe that the computations do not depend on the Gaussian assumption,
i.e. they hold when the drift and the volatility are allowed to depend on the forward
rates. The relation between the drift and the volatility is therefore a general result.
Thus, models based on forward rates incorporate the no-arbitrage condition in a
particularly ssimple way and have as a consequence become popular. They are
referred to as HIM modelsin honor of their discoverers (Hezath et al. (1992)).

In terms of the original variables, the HIM condition takes the form

T
o = UtT/ o15ds
t

Using the HIM condition, the equations can be rewritten as

t T t
Jir = for +/ OsT (/ Usudu) ds +/ osrd Wi
0 K 0
_ 1 rt t
Porexp| —= / ‘I’SszS + / Word W,
2 Jo 0

1 1!
Lirr = 3 ((1 + 8Lor7/) EXp (_E/ (W — Wir)ds
0

sT — s/d s ] —
+/0(‘I"T W) W) 1)

Pir

and the SDEs as

T
dfir = oir (/ Utsds) dt + o,rd W,
t

dIStT = PtT‘I’tTdI’Vt
1
dLir7 = g(l + L) Wiy (Wi — VWir)dt + (Yo — Wi )d W)

The equations are straightforward to solve as long as o;7 (and therefore W, ) does
not depend on the forward rates.

Denote fO’ \I/des by w;r and observe that W,,,, describes the same process as
fof W,rd W, see Sect. 5.7. The Gaussian model can then be formulated in terms of
P,y and L, according to
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_ _ 1
Pir = Por exp (—Eer + Ww,r)

Lirrr = é ((1 + 8Lor 1) EXP (—%(wrr =) + Wer — me)) - 1)
We see that under the Gaussian model, the logarithm of the discounted bond price
is nothing but a time-scaled Brownian motion with drift determined by the HIM
condition. This is actually obvious as the starting point of the computations was a
formulation of the forward rates that can be interpreted as a time-scaled Brownian
motion with appropriate drift.

For an example of how the equations can be applied, we compute the futures

rate, which according to Sect. 3.10 is equal to the expectation of Ly 77 under the
risk-neutral measure:

1 17
E[Lrrr] = 3 ((1 + 8Lor7/) EXP (—5/0 (V3 — \I/fT,)ds)

T
E [exp ( /0 (W wm)dWS)} _ 1)

T
((1 + 8Lor7/) EXP (/0 (W (W — ‘Psr))ds) - 1)

1
8

Subtracting the forward rate Lorrs gives the well-known convexity adjustment
between futures and FRAS:

1 T
g(l + 8Lor77) (exp (/ (W (W — ‘Psr))ds) - 1)
0

To obtain an expression that is easy to analyze, we assume a time-independent
volatility 0,7 = o. It gives¥,7 = —(T — t)o and the convexity adjustment

1 T
5(1 + 8Lor7) (exp (02/ (T' = s)(T" — T)ds) — 1)
0
1 1,
= g(l + 8Lor7) | exp EG ST(T +26)) —1
which for small volatilities and interest rates can be approximated by
1
EoZT(T +26)
or
1 2 2
EULNLOTT/T(T + 26)

if using alognormal volatility.
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The convexity adjustment is small for low interest rates and the Gaussian
model then gives a good lowest order approximation. For higher values of interest
rates it is necessary to account for the non-perfect correlations within the yield
curve. That can be achieved by adding more drivers (one more appears to be
sufficient) to the SDE. Furthermore, in Piterbarg and Renedo (2004) it was found
that the impact of the skew and smile on the convexity adjustment cannot be
disregarded.

13.11 Changeof Measure

Observe that the equations of the previous section look simpler for P, thanfor f;r
and L,77+. Thisshould come as no surprise since P.ris aquotient of atradable P,
and the numeraire B, and must be a martingale. It therefore makes sense to work
with P,7 if formulati ng the model in the risk-neutral measure. Unfortunately, it is
not straightforward to calibrate the model in this measure.

The cdlibration of the volatility information W, should be done to match the
most liquid volatility-dependent products in the market, which are the caps and
swaptions. We restrict ourselves to the calibration to caplets; the calibration to
swaptions can then be done as in Sect. 13.20. Recall that caplet pricing is simplest
in the forward measure of the underlying LIBOR rate. In this measure, the LIBOR
rate is a martingale and has a particularly simple expression. However, as we now
show, P, looks more complicated as it is no longer a martingale. Observe that a
yield curve model contains several LIBOR rates L, 77+ and each of them istypically
calibrated in its own natural measure with numeraire being the zero coupon bond
maturingat 7. A model istherefore usually calibrated in several different measures.
Once amodel has been calibrated, it has to be reformulated in the pricing measure,
which could, for instance, be the risk-neutral measure. This measure is chosen to
obtain pricing computationsthat are as simple as possible.

We have formulated the Gaussian model in the risk-neutral measure and for
calibration purposes we now show how the model looks when working in an
arbitrary forward measure with maturity 7. Choosi ng P, ; asanumeraire, it follows
from the Appendix that the Radon-Nikodym derivative is given by M, = By P,/
B/ Py; = P ;/P,;.Using the results of the previous section, we obtain

1 t t
M, = exp (—5/0 ‘-I-'ffds—i—/o ‘-I—’Sdes)

Girsanov’stheorem implies that
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isaBrownian motion in the T:forward measure. The results of the previous section
can then be expressed in the 7T'-forward measure, i.e. with respect to the Brownian

motion WT:

t T t .
Jir = for +/ oy (/ Usudu) ds —1—/ osrd W,
0 F 0

_ _ 1 t t .
Pir = Porexp (—E/ Wsr (Wsr — Z\Ijsf)ds + / \PSTdI/VsT)
0 0

1 1 [!
Lirr = 3 ((1 + 8Lor7) EXp (_E/ (Wsrr — Y1)
0

t v
(2\Ijsf — W — lIJST)dS + / (\IJST — ‘-IJST/)d VKT) — 1)
0
The corresponding SDEs are
T v
dfir = oir (/ crmds) dt + o,pd W/
T

dPir = P (W, V,pdt +W,rd W)

1
dLirr = g(l + 8Lirr) (Wirr — Vi) (Wi — W, 5)dt
+(\IjtT - ‘I'tT/)d I/th)

Asexpected, the choiceT = T makes fir amartingaleand is particularly smpleto
handle. Thisfollowsas f, can be obtained from the quotient (P, r—s — Pi1) /6Pt
in the limit § — 0, where the numeraire is in the denominator. Similarly, the
expression for L,y simplifies for T = T'. For P,7, on the other hand, there is
no choice of 7" that simplifiesthe expression asit is not amartingalein any forward
measure.

These measure transformations make it possible to calibrate the model. We
discuss the details in Sect. 13.20 and from now on we assume that the model is
calibrated, meaning that { ¥, } are known. We instead focus on the properties of the
model and on its generalizations.

13.12 Local Volatility

Recall that the Gaussian model supports negative rates and lacks control of the
skew and smile. These problems can be avoided by allowing the volatility to be
state dependent, i.e. to depend on the rates. For instance, it is popular to assume
lognormality,
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T .
dfir = ot fir (/ Ursfrsds) dt + o7 fird W,"
i

in the 7-forward measure. This SDE looks particularly simple in the natural
measure of f;7 where T =T. But this is not the situation for arbitrary T, and as
we discussed earlier, it is often necessary to work in different measures for yield
curve models. If f;7 needsto be simulated between two times #; and ¢, +; under the
lognormal model, therates?{ f;7+}; ., ., are needed. Asthe rates are stochastic, the
evaluation from one time step #; to the next ¢; 1 has to be done by an approximate
scheme such as the predictor-corrector method. This introduces numerical errorsin
the simulations and it is no longer be possible to take large simulation steps, as can
be done for the Gaussian model. This has a significant effect on the performance.

Just as for commodities, the dimensionality of the implementation can be
reduced by assuming a separable volatility, see Sect. 13.15 for a further discussion.
Unfortunately, this approach is not possibleif the volatility dependson therate f; 7.
Oneway to circumvent the problem isto use a method proposed in Cheyette (1992)
and Cheyette (1996). To illustrate the technique, assume a separable volatility
o;7 = o0;Ar. Let T' bethe payment date of thelast rate f;7+ used in the pricing and
assumethat f,r dependslocally on thisrateinstead of on itself:

T M
dfir = Ar f70} (/ Asds) dt + At firrord W,T
T

When the pricing is done in the terminal measure, i.e. the forward measure of the
last rate, we obtain

ftT=f0T+AT(//AdU)/ fSZT,o dv+AT/ fmo‘dW

We seethat all the forward rates can be computed by only storing the two stochastic
variables [, firro,d W and [ f2.,02ds. By setting T = T in the SDE, however,
we see that the cahbratl on of Cheyette type of modelsis not as straightforward as,
for example, the Gaussian model or the model defined from alognormal SDE.

13.13 Stochastic Volatility

The skew and smile can be controlled through stochastic volatility. We consider the
following set of SDEs:

T
dﬁT = Oir (/ GtsdAY) dt + O[Tdm
t

doyr = yirdt + €rdZ;
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where y,7 and ¢,7 are alowed to depend on o;7. The Radon-Nikodym derivative
M, = P,r/ Pyr for the changeto the T-forward measure satisfies

th = Mr‘*I"erI’Vr

Girsanov’stheorem implies that
t
Wl =w, —/ Ysrds
0
t
zI =12, —p/ W, rds
0

are Brownian motionsin the 7'-forward measure, where p isthe correlation between
W and Z. The SDEs in the forward measure take the form

{ dfir = orrdW,T
doir = (it + per¥ir)dt + €rdZ]

We would like to investigate under which assumptions we can retain the attractive
features of the Gaussian model, namely that of analytic solvability and a low-
dimensional implementation.

Observethat thevolatility SDE dependson {o;}, <s <7 through ¥, 7, which means
that a high-dimensional implementation is needed. This problem can be avoided
by setting p = 0. Whether this is a reasonable assumption depends on the reason
why the correlation was included in the model: was it to match the implied skew
or to obtain realistic dynamics? In the former case, many interest rate markets are
observed to only have aweak skew meaning that the assumption can be acceptable.
In the latter case, we note that there is no strong fundamental reason why interest
rates should be correlated with their volatility. This is in contrast to equities and
commodities for which such reasons can be found. In fact, studies of historical data
(Chen and Scott (2001)) reveal that the correlation is indistinguishable from zero.

With the correlation set to zero, the volatility SDE is unaffected by transfor-
mations between the risk-neutral measure and the forward measures. Furthermore,
unlike the SDE for the underlying, there does not exist any no-arbitrage condition
for the volatility SDE. It means that we have no restrictions in our choice of either
€1 or y,7. Asthe SDE for f,7 isanalytic, it makes sense to choose ¢, and y,7 SO
that the volatility SDE becomes analytically solvable as well.

Recall that a low-dimension tree implementation of the underlying process is
possible if the volatility is of product form. By the same token, the volatility of
volatility must be of product form ¢;,7 = nre, for alow-dimensional implementa-
tion of a stochastic volatility model. No such restriction exists for y, 7.

In Sect. 13.15 we arguefor the obviousfact that asingle driver for the underlying
is insufficient for accurate pricing of correlation-dependent products. Instead, an
extension to multiple drivers of the underlying is necessary. It isthen an interesting
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guestion whether it is enough to have a single driver for the volatility or if this
process also has to be decorrelated? According to Piterbarg (2005), the volatility
decorrelation effect isimportant and needs to be accounted for.

As we argued above, the form of the SDE for the underlying has been fixed to
obtain analytical properties and the only remaining degrees of freedom live in the
volatility SDE. Thus, it is the volatility process that needs to be calibrated to the
caplets and swaptions skew and smile. The details are somewhat similar to those of
Dupirein Sect. 6.2, but for the volatility instead of the underlying. For the sake of
argument, we focus on calibration to caplets and use the SDE for aLIBOR ratein
the forward measure

1 ,
dLir7 = 5(1 + 8L,r7/ )0 d W,

wherewe have used the notation o, = W, — W,/ for the volatility. For deterministic
volatility, we follow the logic in Sect. 13.3 to arrive at an expression for the caplet

price:
C(t) = 8P ((Lm/ ;) N(ds) ( %) N(d_))
it DI 1
VI ozdu Tyl

If an uncorrelated volatility processis included, the caplet price can be computed
by conditional expectation. Theresult is

C(t) = 8P E [(Lm/ + é) N(ds) - (K + %) N(d_)}

where the expectation is over the volatility process. It appears difficult to infer the
volatility distribution from this expression. Instead, we consider payoff functions
f(Lr7) forwhichitiseasier to back out the distribution. It is then possible to use
the fact that the present value of products with arbitrary fixed time payoffs can be
obtained from static replication of caplets.

Using ideas similar to those in Carr and Lee (2008), we find that shifted power

functions q
Lrr + 3
fLrr)=|——7
Lirr + 3

are particularly suitable for our purpose. It is straightforward to compute the price
for deterministic volatility:

1 T
V(1) = 8P exp (5(612 - 61)/ deu)
t
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Withvy = f[T o2du it followsthat the stochastic-volatility priceis given by

V(t) = 8Py /0 exp(l(q - q)VT) p(vr)dvr

It meansthat the L aplace transformation of the variance probability density function
gives the prices of the shifted power options. Through Laplace inversion it is then
possible to back out the PDF for the variance and in that way calibrating the
volatility process.

13.14 Inclusion of Jumps

We extend the computations of Sects. 13.10 and 13.11 to include jumps. For this
purpose, we consider the SDE

dﬁT =, rdt + o;7d W, + / 8;Tx,ll(dt,dx)
R

where we for simplicity have assumed appropriate regularity conditions to be
fulfilled to avoid the cutoff in the final term. The solution is given by

t t t
Jir = for +/ osrds +/ osrd Wi +/ /&Txll(d&dx)
0 0 o Jr

The discounted bond prices can be computed in a similar way as when no jumps
were present:

T '
InPr = —/ f,sds—/ Sesds
t 0
T t t t
- (f03+ [owav+ [Coam+ [ [ (Swn(du,dx))ds
t 0 0 o Jr
/ (fos / sl + / Gud Wy + / / smﬂ(du,dx))ds
0 0o Jr
t T
/ fOSds—/ du/ dsays — /qu/ dsoys
t
—/ / ds/(?mxﬂ(du,dx)
0 Ji R
t t t t t
—/ fosds—/ du/ dsaux—/ qu/ dsoys
0 0 u 0 u
t t
—/ / ds/Suxxﬂ(du,dx)
0 Ju R
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T ‘ T t T
:—/ fOst—/ dU/ dsozux—/ qu/ dsoy
0 0 u 0 u

t pT
—/ / ds/(?mxﬂ(du,dx)
0 Ju R

t 1 1
= In Pyr +/ Asrds +/ Word W +/ /Dsrxﬂ(ds,dx),
0 0 0o Jr

T
Air = —/ asds
t

T
W, r = —/ oysds
t

T
Dty = _/ Stsxds
t
t

t t
=4 PIT = 1307" exp (/ Asrds +/ Word W, +/ / D‘yTxﬂ(dS,dx))
0 0 0 JR

which gives the following expression for the LIBOR rates:

1 P[T
Lirpr =- | =——1
tTT S (P[T/ )

1 t t
=3 ((1 + 8Lor77) EXP (/ (Agr — Agr)ds + / (Wsr — Wy )d W
0 0

- ’ [~ Daroitas, dx)) - 1)

A straightforward application of 1to’slemma givesthe SDEs

_ _ 1
dPir = Pt ((A,T + E‘Pzzr) dt + /(eDfo — 1= D;ry)v(dt,dx)
R

+ W,rd W, + /(eDfo - l)ﬁ(dt,dx))
R

1
dLirrr = g(l + 8Lor7r) exp(---) xp()

1 1
= g(l +38Lir77) ((AtT — A + E(\IJIT - ‘I’tT')Z) dt

+ /(errx—D,m —1— D7y + Dirry)v(dt, dx)
R

+ (\IjtT _ \ytT’)dVVt + /(eD;Tx—DtT/x — 1)[&(071" dx))
R
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The HIM condition reads
1
Air + E\IjtzT + /(eD[TX — 1= Dir)v(-,dx) =0
R

wherev (-, dx) = v(dt,dx)/dt.
Writing the HIM condition as

! — [T 81xds
o = O osds + | §rx(1—e™ 7/t (., dx)
t R

the equations and SDEs can be summarized as

1 T 1
fir = for +/ osT (/ Usudu) ds + // Ssrx (1 — e_fsr‘g”*d“)v(ds,dx)
0 s 0Jr

t t
+/ UsTdWs—i-/ /SSTX/l(ds,dx)
0 o Jr

_ _ 1 t t
P,r = Por exp (—5/ \Ildes —/ /(eDm —1— Dyry)v(ds, dx)
0 0o Jr

t t
+/ Wrd W, +/ /D‘erﬂ(ds,dx))
0 0 JR

1 1 (!
Lo = 5 ((1 + 8Lor77) €Xp (—5/ (2, — W2))ds
0

t
_/ /(eDsTx _ eDsT/,v — Dyry + DsT/x)v(ds,dx)
0 JR

t t
N / (Wor — Wy )d W, + / / (Dyre — Dypro)fi(ds, dx)) - 1)
0 0 R

T
dfir = oir (/ Orst) dt + [ §irx(1 — e~ I Bl (dr, di)
t
ord W + / 7 fi(dt dx)
R

d Py = Pr(YrdW, + /(eD'“ — Dju(dt, dx))
R

1
dLir7 = 3(1 +3Lir77) (“I"tT/(‘*I"rT/ — W, r)dt

+ / (ePmPrrrs — 1 — ¢Prrx 4 ¢Pir'v) w(dt, dx)
R

+ (\IjtT _ \IjtT’)dVVt + /(eD;Tx—DtT/x — 1)/1(dt, dx))
R
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The next step is to investigate how the equations ook in the T-forward measure,
The Radon-Nikodym derivative M; = P,/ P,y satisfies

dM, = M, (\IJ,Tde + /(eDrfx - l)ﬂ(dt,dx))
R
It follows from Sect. 8.3 that
t
I/VtT =W _/ \ysfds
0
is a Brownian motion in the T-forward measure and that

T (dt, dx) = ePiiv(dt, dx)

isthe Lévy measure. We obtain the following equations and SDEsin the T-forward
measure:

: T
fir = for +/ osT (/ Osudu) ds
0 7

' 5
+/ / Ssrx(1 — e_/TT Suxdiy, T (g dx)
o Jr
t . t o
+ [Coraw?+ [ [ sl @s.dx
0 o Jr
) ) 1t
Pir = Por exp (_E /0 Wsr (Wyr —2W 7)ds
t §
—/ /(eDfo_DsTx — ePsix 4 D‘vTx)vT(ds, dx)
0o Jr
t . t .
+/ “I"sTdeT +/ / DsTx/lT(dsvdx))
0 0o Jr
1 1 !
Lirpr = 3 ((1 + 8Lor7) EXP (_E/o (Wsrr — Wsr) QW 7 — Wi — Wsr)d's

t v
_/ \/\(e_DAT/x(eDsTx —eDAT/X) — Dyry + DST/X)UT(dS,dx)
0 JR

t . t .
+ / (Wyr — W) d W 4 / / (DSTX—D‘YT/x)ﬂT(ds,dx)) —1)
0 0 R
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dfir = oir (/TT o,sds) dt + [ 8irx(1 — e~ It Sy T (g, dx)
+ordWT + /RS,TXﬂf(dz,dx)

dPr = P (\I’,T\Iltfdt - /R(eDrTx—Dm —eDit —ePirs 4 1)
FUrd W+ /R(eDm - l)ﬁf(dt,dx))

1
dL;rr = g(l +68Lir77) ((‘-I"rT/ —Wr) (Vi — ¥, 5)dt

+/ (eDtT’x_Dth — eDirx=Dj, 4 eDirx=Dirry _ 1) VT(dl,d)C)
R

+ (W — W) d W+ / (D=L — )i (dt, dx))
R

As bpfore, the SDE for f;7 simplifiesfor T = T and the SDE for L,ppr simplifies
forT =T'.

13.15 TheHull-White M od€l

The Gaussian model has been formulated in terms of o, for the forward rates and
in terms of w,7 for the discounted bond pricesand the LIBOR rates. Aso,7 and w,
are 2-dimensional functions of time, it is popular to reduce them to a 1-dimensional

dependence.
We consider the performance-boosting assumption that the volatility is separable:

o,7 = Aro,. We obtain

‘ T ‘
ftT:fOT-i-AT/ USZ(/ Audu)ds—l—AT/ o,d W;
0 s 0

and

t+dt t+dt
dry = fivdrs+dr — fie = fortdr + At+dt/ Usz / Aydu ) ds
0 K

t+dt t t t
+At+d,/ odeY—fo,—A,/ 52 (/ Audu) ds—At/ oud W,
0 0 K 0

8;[\[
=|ad
( tﬁ)t + A[

= /’\'t(;t —r[)dt +(~7thVt

t
o= for) + A2 / ofds) di + Aord W,
0
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which means that the short rate follows an Ornstein-Uhlenbeck process with
volatility 6, = A,0,, mean-reversion factor A, = —(d;A,)/A, and mean-reversion
level

A2 t
'r“,f=ﬁ),+8,f0,/)kt+k—t/ crfds
t Jo

A model for which the short rate follows an Ornstein-Uhlenbeck processis said to
be a Hull-White model (Hull and White (1990)). Thus, we conclude that normally
distributed forward rates with separable volatilities 0,7 = Aro; give aHHull-White
model.

To show that the two model types are equivalent, let us now start with the Hull-
White model

drr = A’l‘(;t —r,)dt +&tdm

and derive forward rates that are normally distributed with separable volatilities.
The pricing is straightforward as the money market account B, = exp ( f(f rsds) is
expressed in terms of the short rate and

Pir = E/[B7']
To simplify the computations, we only compute the stochastic part of P,_T. The

reason is that the deterministic part can be computed by using the fact that P, isa
martingale. Letting “~" denote equality up to a deterministic part, we have

4 1
ry ~ A[/ Odeg, A[ = e_ﬂ) l‘vds, oy = At_l(}[
0

according to Sect. 5.6. With ¢, = — [, A,ds, we obtain

el ([ o))
_E exp( cru( Asds)qu)]
— exp( ou(¢>r—¢u)qu)}
~E, _exp ( /0 ou(r — po)d W)}

= exp (/0 ou(¢r — ¢u)dl’Vu)



13.15 The Hull-White Model 259
which gives
_ _ 1 t t
Pir = Por exp (_E / Usz(d)T - ¢s)2d5 + / os(¢r — ¢s)dI’Vs)
0 0
To simplify the expression, we introduce a new measure Q by

dQ _ _ 1 ' 242 '
(E)t - Mt _exD(_Z/O o-sd)sds_/(; o-Sd)SdI/Vs)

with corresponding numeraire D, = M, B;. It gives

1 1 t 1
D[_1P[T = Por exp (—§¢72—/ USZdS + (PT/ USZ(PSdS =+ (]57"/ O"dI/V‘)
0 0 0
which can be written as
—1 1, [, ! .
D Pir = Por exp _§¢T ogds +¢r | o dW;
0 0

in terms of the Brownian motion W,f =W, + fot os¢sds inthe measure Q. Finally,
with n, = [, o2ds, we obtain

- 1 .
D' Py = Por exp (—545%77[ + ¢TWW,)

The pricing equation for the Hull-White model is similar to what would have
obtained from the Gaussian mode! if letting w,r be of product form ¢2 7,

1
B 'Pir = Por exp (—545%77: + ¢TW7;,)

The difference is that the pricing equations are formulated in different measures.
The forward rates can be obtained from

d d _
ﬁT = —ﬁ InP,T = —ﬁ InBt lP[T

= for + (3T¢T)/O o2 (¢pr — ¢s)ds — (3T¢T)/O osd W

t T t
=fOT+AT/ o} (/ Audu)ds-q-AT/ o, dW,
0 s 0

which is identical to the starting equation and proves that the Hull-White model
indeed is equivalent to the Gaussian model with separable volatility.
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Let us briefly discuss the calibration of the model. As mentioned before, the
calibration of the volatilities can be done, for example, by formulating the model
in terms of the LIBOR rates. It is also hecessary to calibrate the model to the yield
curve. This calibration is straightforward if using the formulae for f,7, P,r and
L7 in Sect. 13.10 as they contain the information for, Por and Lor7- about
today’s yield curve. The calibration is actually also simple when the drift and the
volatility are allowed to depend on the rate, which means that explicit expressions
for f,r, P;r and L;77 might not be found. The reason is that the model can be
formulated in terms of SDEs and the current yield curve is the initial condition for
these equations. We therefore see that an advantage of formulating a yield curve
model as a stochastic model for f,7, P+ or L,r7 isthat the calibration to today’s
yield curve is automatic. The calibration to the yield curve for short-rate models,
i.e. modelsformulated in terms of the short rate, is not as straightforward. A notable
exception is the Hull-White model. Indeed, we saw above that the mean-reversion
level is determined from today’s yield curve if the other model parameters are
known. It is interesting to observe how the yield curve calibration is transformed
from aninitial condition to a mean-reversion level through the equival ence relation
between the Gaussian model with separable volatility and the Hull-White model.

When calibrated to the yield curve, the free parametersin the Hull-White model
arethe mean-reversion factor and the volatility. We saw above how these parameters
are in one-to-one correspondence with the separable volatility Aro;:

t
- o; = 5-[/exp (_/ Asds)
0 = Aoy 0

<

Ar = —(0;Ar)/A !
t 0: A/ A A,:exp(—/ )\Sds)
0

where A1 and o; have been scaled so that Ay = 1.

When simulating the forward rates f;r, the first variable ¢ is evolved while the
second variable T is kept fixed. This is in contrast to the short rate r, = f;, for
which both variables are evolved. This motivates us to study the rolling forward
rates f;,+r that describe the instantaneous forward rate at a certain time period T
into the future instead of at afixed time as was donefor f;r. The short rate is then
obtained in the limit T — 0. The evolution of the rolling rates for the Gaussian
model with separable volatility can be derived in the same way as was done for the
short rate:

t+dt t+dt+T
2
Sitvdiivdivr — frivr = Josvdi+T + At+d[+T/ oy / Aydu ) ds
0 K

t+dt t t+T
+ At+d[+T/ osdWs — for+r — Mitr / o? (/ Audu) ds
0 0 K

t
—At+T/ oyd W
0
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0 At , [
= ath.r+T + A (fr,t+T - fO,t+T) + At+TUt Ayds
t+T t

t
+ A,2+T/O ofds) dt + AirrodW,

from which it follows that the rolling rates are mean reverting just as the short rate.

We concludethat forward rates (with afixed payment date) of separablevolatility
are equivalent with mean-reverting rolling rates. We have also seen that when
specifying an Ornstein-Uhlenbeck process for the short rate, the evolution of
al the forward rates can be derived. A consequence is that when specifying an
Ornstein-Uhlenbeck process for the short rate, the rolling forward rates must all
follow Ornstein-Uhlenbeck processes with parameters determined from the short-
rate process. It means that there is no degree of freedom left for f;,4+r once an
Ornstein-Uhlenbeck process has been specified for the specia case T = 0.

Recall that the no-arbitrage condition takes the form of the HIM condition for
the forward rates. We now see that in terms of the rolling rates, it takes the form
that all rates are determined from the short rate. This result is general and not
restricted to the Hull-White model. Indeed, any model for the short rate predicts
the evolution of the whole yield curve. This can be understood from the relation

Pir = E, (exp (— f(f rsds)). The reverse is not true, i.e. an arbitrary stochastic

evolution of the yield curve may not necessarily be described by a short-rate model.
To obtain richer dynamics of the yield curve it has therefore become popular to
formulate models directly in terms of forward rates or LIBOR rates.

In parallel to the modeling of a commodity futures curve, a separable volatility
implies a highly correlated curve. The Hull-White model should therefore not
be used to price products that have a strong dependence on the correlation
between rates. Instead, correl ation-dependent products are best handled with higher-
dimensional models, see Sect. 12.3.

A whole myriad of short-rate models have been suggested in the literature, see
Brigo and Mercurio (2006) for an overview. Most of the models are not analytically
solvable and are cumbersome to calibrate and to generalize to price correlation-
dependent products. Our personal view is that models based on the theory in this
chapter are preferable and for this reason we only consider the Hull-White model of
al the short-rate models. Furthermore, short-rate modelsareinconsistent if allowing
the short rate to be lognormal. Indeed, disregarding the contribution from the drift
givesr, = roexp(o W;), where we have assumed a constant volatility. The expected
value of the money market account is then given by

E[B/]~ E [exp (/Ot rudu)} ~ E [exp (%t (ro + r;)):|

where the integral has been approximated by the trapezoidal method. As
E [exp(e)] is divergent for n ~ AN(0, 1), this heuristic argument shows that the
expected value of the money market account is divergent for lognormal short rates.
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Fortunately, the divergence disappearsif the model is implemented numerically on
a lattice, which means that the model can anyway be used in practice. It is then
important to be aware of the fact that the price depends on the choice of lattice and
no convergenceis obtained in the limit when the distance between the points tends
to zero.

13.16 Markov-Functional Models

Markov-functional models, developed in Hunt et al. (2000), are based on the fact that
an arbitrary interest rate product can be priced if the discounted zero-coupon bond
prices N,‘l P,7 areknown for arbitrary t and T’ > ¢, where N, isthe numeraire. This
fact followsfrom Sect. 13.8. As

N7'Pr = E [N7']

all that we need to know is E; [NT‘I]. To compute this conditional expectation, we
assume that the numeraire can be written as a function of a simple process, chosen
such that the computations are straightforward. We typically, but not necessarily,
assumethat the numeraireisafunction of aBrownian motion: Ny = 67 ®7(Wr)~!.
Or is a scalar and @7 is such that E[®r(Wr)] =1, where the expectation is
conditional on today’s state. 87 can then be calibrated to today’s yield curve
according to

Por = E[N;'] = 67" E [@r(Wp)] = 607"

where we have assumed that Ny = 1. The Markov-functional approach therefore
amounts to finding suitable functions ® 7 (Wr) with mean equal to 1. An example
of aMarkov-functional model was given in Sect. 13.10 where

_ _ 1 t t
Nt = B[ = Pffl = PO[I exp (E/ \-I-lftds —/ \psdeg)
0 0

The main characteristic feature of Markov-functional modelsiis the flexibility in
the choice of functions ®, (W;) and therefore in the matching of skew and smile. To
illustrate how an appropriate function ® can be constructed, let W,,, = [Of W, d W,
in the Gaussian model be replaced with g(W,,,) for some suitable function g. An
example of such afunctionis

1

g(x):x+a+bx+cx2

which can be used to match the skew and the smile. Note that ® needsto be rescaled
to preservethe identity E[®,] = 1.
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Markov-functional models are usually implemented on a discrete tenor structure
{T:}. To simplify notation, we set P;; = Pr,7; and N; = Nr;. {N,“Pij}ifj can then
be computed from {V; } by the pricing formula.

It is useful to formulate the model in terms of LIBOR rates instead of the
numeraire when calibrating to caplets. The numeraire and the LIBOR rates are
related by

Piiv1/Ni = E;i [N7] & N7'= (1 + 8 Li(T) Ei [N3]

If thenumeraireis chosen astheterminal bond, N; = P;,, then N, = 1 and the above
formula can be used to recursively determine the numeraire from the distribution
of the LIBOR rates L; at their fixing dates 7;. The distribution of the LIBOR
rate can be chosen to match today’s yield curve in a similar way to what was
done for the numeraire. Indeed, setting L; = 0; ®(W;), the scalar is determined
from

Poi — Poi+1 - K 1—Piit —E SiLi(T)Prit1
P()n 0 Pi ’

: } = 8,0, Eo [®: E:[NJ\]]
Py; — Pyt

&0 =
8i PonEo [®; Ei[N31]]

The above formulae can appear quite abstract. For thisreason, weillustrate with
a tree implementation. We assume that W; can only attain certain discrete values
{/Tiax x, with ag = 0. The probabilities
i = POW; = JTia)|\Wi = VTiar)

are then assumed to be known. Regarding the values of the distribution, we use the
notation ®;; = ®; (/T;a;). It follows that

PO,n—l - PO,n
8n—1P0n Z[ 77};0_1’0q>n—1,l

Op—1 =

-1 —
= Nl = Nollwi,o=vima = 1+ 811001 @ik

= 9}1—2:"'

which calibrates the model to today’s yield curve through the choice of {6;} and
determinesthe numerairevalues { N; } used in the pricing.

The calibration to volatility-dependent products can be complex for Markov-
functional models and often needs to be done numerically. Thisis fortunately not
alwaysasbad asit first appears. For instance, we saw in Chap. 4 that there are several
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techniques by which a numerical calibration can be improved performance-wise.
Furthermore, for Markov-functional modelsiit is possible to choose the evaluation
equationsin the pricing measure to avoid complicated drift computationswhich can
be a performance bottleneck for interest rate models, see next section. The processes
can also be chosen to be analytic which means that a simulation does not have to be
limited to small time steps. Instead, the rates can be evaluated in one go to the time
points where the pricer needs them. Thus, even though calibration by simulation
appears performance-challenged from the outset, this speed-up can makeit feasible.
However, bear in mind that for Markov-functional modelsit is necessary to calibrate
to the yield curve as well as to the volatilities while for the other models in this
chapter, the yield curve cdibration is automatic.

When implementing Markov-functional models on a discrete tenor structure,
the values {N;"! P;; };<; are obtained. For dates not aligned with the tenor dates,
N, ' P, can be obtained from interpolation. Unfortunately, interpolation leads to
mispricing of volatility-dependent products when more than one driving factor is
used. The reason isthat account is not taken to the stochastic nature of the processes
between the tenor dates. To give an example that illustrates the effect, assume that
L, and L, follow normal processeswith volatility o and correlation p. Thelinearly
interpolated mid rate follows

VI+p
V2

and has avolatility lessthan o unless L, and L, are perfectly correlated.

Observe that the reduced volatility due to interpolation is not limited to Markov-
functional models but applies to any model implemented on a discrete tenor
structure. It therefore also occurs for LMMs, SMMs and for models in other asset
classes as well. The problem can be avoided by not doing an interpolation but
rather using a Brownian bridge process to generate values on dates not lying on
the simulation dates.

odW

1 1
d3(Li+ L) = So(dWi +d W) =

13.17 LIBOR Market Models

The Gaussian model gives the following SDEs for the LIBOR rates in their natural
(T'-forward) measure:

1 ,
stTT’ = g(l + SLtTT’)(\I/tT - lIJtT/)dI’V;fT

We focuson LIBOR rates L,; = L,7;1,,, defined on a discrete tenor structure Ty,
T,....,T,. The SDE can then be written as

dL; = (14 6;Lii)oidW,;
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where W;; = W,T"+l ando;; = (V1. — V;71,,,)/8;. Models formulated as SDEs of
discrete LIBOR ratesare called LIBOR market models (LMMs) and were devel oped
independently by Brace et al. (1997) and Miltersen et a. (1997). Needless to say,
these models are ssimpleto calibrate to caplets.

As we use a discrete tenor structure, the continuous-time numeraire (the money
market account) cannot be used. It is instead popular to work in the terminal
(T;,-forward) measure. The Radon-Nikodym derivative is then given by

w, = Ll Py (1+8th]~)‘1
" Pi/Po j=ip N85 Lo

where P;; = P;7;. It givesthe expression for W;", the Brownian driver of L; inthe
terminal measure:

AW, = dW[ + (dW,,dInM,) = dWj; — )" (d W, dIn(1+8; L))
j=i+l

n
" 8
=dI/V”— A_E‘ m(th,,dL,] E 8jpl]G]
j=i+1 j=i+l1

Theresulting SDE is

dL,; = (1 + (SiLti)O-ti (dI/V: — Z Sjp[ijgfjd[)

j=itl

Observe that we without any additional complications have allowed the Brownian
driversto be correlated.

The LIBOR rates satisfy a shifted lognormal SDE that is close to the normal
SDE as §; L; isin general much smaller than 1. The reason why the LIBOR rates
follow a more complicated SDE than f,r isthat the simple compounding “disrupts’
the process. Indeed, if instead working with continuous compounded forward rates
fi = 5 In(1 +8; L;), aGaussian behavior is obtained:

1 1 di

df; = ————dL,; —————(dL;)?
ﬁl 1 + 8’L” ti 2 (1 + 8 L”)Z( [l)
. 1
= o d W) — ((7;,» Z 8jpiijoij + 55,'(75») dt
j=i+1

The discrete-time version of the money market account is given by a constant
reinvestment at the LIBOR rate for each tenor date. Thetime ¢ value of this strategy
isgiven by
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9[
P, [T +68;L))
Jj=0
where6, =i ift € (T;—, T;] and T, istoday’sdate. The corresponding measureis
called the spot measure and is, together with the terminal measure, the most popul ar
pricing measuresfor LMM.

Just asin Sect. 13.12, it is common to sacrifice the analytical properties of the
Gaussian model for abetter match of the skew and smile by allowing thevolatility to
depend on the rates. For instance, the most popular type of LMMsis the lognormal
LIBOR market model:

dL; = o0, L;idW,

As we work on a discrete tenor structure, the model avoids the divergence that
otherwise occurs for alognormal short rate. The model has the form

n
S
dL,; =o,;L; | dwW! — § ii— 6, Ly
e t( ; j:i+1pt]1+5eriot] t])

in the terminal measure. The calibration is trivial as {o;} are the lognormal caplet
volatilities. Because of the simple conversion between ATM volatilities for the
lognormal and the shifted lognormal model, as was described in Sect.5.4, the
calibration to ATM caplets is simple for the Gaussian model as well. The skew
of the LMM can be controlled by using a CEV process or a shifted lognormal
process:

dL;; = oy (Loi + Bi(Lii — Loi))dW,;

Finally, we would like to point out that it is straightforward to extend the LMM to
include stochastic volatility and jumps in parallel to what was done in Sects. 13.13
and 13.14.

13.18 Swap Market Models

Themain reason for using the LMM is the simple caplet calibration. Unfortunately,
the swaption calibration is less straightforward for these types of models, as we
show in Sect.13.20. An dternative approach is to formulate the model in terms
of swap rates on a discrete tenor structure instead of in terms of LIBOR rates.
Such models are called swap market models (SMM) and they are characterized by
their smple calibration to swaptions. The caplet calibration unfortunately needs to
be done using techniques similar to how swaption calibration is done for LMMs.
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The choice between the LMM and the SMM depends whether the product to be
priced is more sensitive to the correctness of the caplet quotes or swaption quotes.
However, the LMM is generally viewed as the simpler model to work with and it is
often the model type of choice.

Just asfor LMM, we work with rates defined on atenor structure Ty, 71, . .., T,,.
We base the model on swap rates with a common final payment date 7,,, i.e. R, =
(P; — P,)/A;, where A; = Z?=,+1 8; P; isthe annuity. This particular class of
models is called coterminal SMMs. Other choices are also possible, e.g. al swap
rates can have the same start date, see Galluccio et al. (2007) for a discussion of
various types of swap market models.

We initialy formulate the model in the measure belonging to the numeraire A;.
This makes the swaption pricing and calibration straightforward. The swap rateisa
martingale in this measure and we assume an SDE of the form

dR,; = o, dW,

where W; isaBrownian motionin the measure corresponding to 4; and thevolatility
o; isalowed to depend on R;.

We choose the terminal measure as the common measure in which the pricing
is done. The transformation to this measure is given by the Radon-Nikodym
derivative

_ Ptn/POn
Ari /Ao

M,

and Girsanov’s theorem
de’ =dWj + (dﬁlthd In M;)

To simplify the computations, we set

n—1 k

wy =Y & [[A+8R), i<

k=j I=i+1

and w; = w;;. AS
A1 =8, Py =w,1 P,

it follows by induction that

o Py = (i1 + (1 + 811 Ri11)wit1) Py
=8i41Py + (A + 81 R+ 1)Ai+1) = 8i+1 Py + Ait1 + 8iv1(Pik1 — Py)
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We then obtain
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which gives the SDE for the swap rate in the forward measure:

n—1
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The choice of letting o; be proportional to the rate R; is common. This is the
lognormal swap market model. Observe that since w;; dependson { Ry} +1<k<n—1,
unlike the LMM, there is no functional form of o; that makes the drift and the
diffusion state-independent.

13.19 Including Adjusters

When using a Gaussian interest rate model
dLi; = (1 + 8 Lii)oud W,

we obtain a Markovian model. It means that a tree implementation is possible and
that simulations can be done efficiently using large time steps. Unfortunately, with
the exception of adding an uncorrelated volatility process, there are no remaining
degrees of freedom for fitting the skew and the smile of the implied volatility
surface. Indeed, if the skew and the smile are prioritized and we choose a non-
Gaussian process for the underlying, e.g. the lognormal LMM, the Markovian
property is destroyed and the implementation is more complex and performance
demanding.

This dilemma of yield curve modeling can be solved with the method of
adjusters. It isthen possible to use the Gaussian model for the evolution of the curve
while a skew and smile model can be used for the adjustment. In that way we obtain
a high-performing version of the LMM that can match the skew and the smile.
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13.20 Volatilitiesand Correlations

The modeling of interest rates depends on a curve, the yield curve. It is therefore
similar to the modeling of commaodities that depend on the futures curve. As we
now show, the parallel is particularly strong regarding the choice of volatilities and
correlations. Much of the results in Sect. 12.4 apply here as well and we therefore
choose to focus on the differences.

L et usstart with the calibration of the volatility surface o, to theliquid volatility-
dependent productsfor interest rates, namely capl ets (caps) and swaptions. We show
below that the calibration is more complex than for commodities as the two time
variablest and T become mixed. We therefore discuss the volatility calibration in
more detail.

Consider the calibration to caplet and swaption quotesfor a given tenor structure
To. ..., Ty. We assume that the model is formulated in terms of SDEs for the
LIBOR rates L; = Lr,7,,, in their natural measure. The calibration to caplets
is then straightforward. For the calibration to swaptions, we express the swap rate
R;; with tenor structure T;, ..., T; in terms of the underlying LIBOR rates:

7 _1
_ 1— 1_[1=i+1 1+8L;
- j k 1
Zk=i+1 Sk nl=i+1 1451,

As R;; dependson several LIBOR rates, we can use a higher-dimensional technique
of Chap. 10 to obtain an approximate distribution. For example, when the LIBOR
rates are lognormal it is popular to write the stochastic part of d In R;; as6;;d W,;;
and freeze the { L, }-dependent volatilities at today’s values { L, (0)}. This method
by Hull and White (2000) is popular and the accuracy can be verified numerically
by computing the ATM swaption prices with the SDEs for the LIBOR rates. The
SDEs for the swap rates are commonly approximated by the same type of SDE
followed by the LIBOR rates. For instance, if the LIBOR rates satisfy alognormal,
shifted lognormal, CEV or SABR process, the swap rates are approximated with the
sametype of process, see, for example, Hagan and L esniewski (2008) for the SABR
evaluation. Thisis a natural approach as the LIBOR rates are the 1-period special
case of swap rates.
Asan illustrating example for the calibration, we use our benchmark model

dL; =01+ 68 Ly)dW,

We start by describing how the calibration can be done for piece-wise constant
volatilities

or =0k, tE€[Ti—1,Tk), T € [T1—1, T7]

where T_, istoday’s date. Observethat 0 < k < [ asthe volatility of arate is not
defined after itsfixing date. A swaption with tenor structure 7;, . . ., 7; then depends
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on the volatilitieswith / = i + 1,..., j. These voldtilities need to be evolved up
to the fixing 7; of the underlying swap rate, which means that k = 0,1,...,i.
For example, the swaption with tenor structure (71, 7>, T5) dependson oy, 093, 012
and 013

To see how the volatilities o;; can be bootstrapped from the swaption quotes
on the tenor structure, we first focus on the (Ty, 77) swaption (which is actually
a caplet). This swaption only depends on oy, and can therefore be determined
from the market quote of the swaption (caplet). Next, consider the (7o, 71, T2)
swaption, which depends on oy; and ag,. As 0g; has been computed, oy, can be
backed out. By the same token, all oy can be determined for arbitrary positive
integers [. For k=1, the (T}, T;) swaption (caplet) depends on o, and oy;.
The first volatility is known, so the latter can be backed out. Repeating this
procedure, we can determine all volatilities for k = 1 and then in the same way for
k> 1.

For N LIBOR rates, thereare N(N + 1)/2 parameters and as many calibration
instruments. Thislarge number of parameters can lead to an overspecification of the
model. An aternativeis to reduce the number of parameters by assuming a product
form of the volatility. This approach is similar to what we did for commodities in
Sect. 12.4.

The shape of the volatility surface is fundamentally different from that found for
commoditiesmarkets. For interest rates, the short end of theyield curveisinfluenced
by political choices. This has a damping effect which means that the volatility often
increases initially as a function of the maturity 7', for fixed ¢. After a certain time
period out on the curve, the volatility behaves in a more normal way and starts to
decay. Thus, the volatility is often found to have a humped shape. A popular choice
of parametric form istherefore

or=a+B+yT —1)e*TD 5§50

This can obvioudly be generalized by allowing the parametersto depend on z.

The correlation modeling for interest rates and commaoditieshave many paralels.
For example, with only some minor modificationsit is possible to use the parametric
models in Sect.12.4. It is popular to use a parametric correlation surface, often
based on historical data, and after that calibrate the volatility. One difference from
commodities is that there are liquid calibration instruments (the swaptions) that
depend on the intracorrelation. As they have a volatility dependence that cannot be
directly inferred from elsewhere, however, it can be hard to extract the correlation
component. The correlation can also be obtained from other, less liquid, products
such as CMS spreads. When it comes to the intercorrelation, i.e. the correlation
between interest rates in different currencies, there are few market instruments that
can be used for the calibration.

Recall the full-rank intracorrelation parametrization in Sect. 12.4:

p(T.T") =exp(pr —¢prr) T <T'
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where ¢ is aconcave and increasing function. It implies that

d2 do 2 d2¢
72 (T0. T) = exp(do — ¢1) ((d—TT) - der) >0

so p(Ty, T) isconvex. Thisisin disagreement with empirical studieswhere po(7o, T')
is found to be concave for T close to T, and convex for larger T', see Rebonato
(2002) and references therein. Furthermore, the 2-factor model in Sect. 12.4 aso
changes sign of the convexity and the model we are looking for should preferably
be a higher-order correction of the 2-factor model and should therefore not have
fundamental different properties. Thus, we have good reasons to require the model
to have a convexity that changes sign.

Although the 2-factor parametrization shows good agreement with reality when
it comes to the convexity, it cannot reproduce the decorrelation observed in the
market. For instance, studies of historical yield curves movements report that the
largest eigenvalue often accounts for only 80-90% of the dynamics, while for
2-factor modelsit is virtually impossible to get this number below 90%. Therefore,
if choosing between the 2-factor parametrization and the full-rank parametrization
above, the modeler has to decide which is more important: the convexity or the
decorrelation.

An alternative approach is to use a new type of parametrization or by modifying
one of the existing ones. For example, the proof of the convexity of the full-rank
parametrization only used the cocycle condition and condition 6 of Sect.12.4.
Therefore, concavity can be obtained for T' close to Ty by relaxing one of these
conditions. For instance, consider the situation when condition 6 is relaxed and ¢
isno longer concave everywhere. It is possible to obtain a correlation with changing
sign of the convexity. This approach makes some sensefor interest rates as condition
6 isnot specially important. Indeed, we know from the discussion of volatilities that
most of the dynamics of the yield curves do not lie in the very front (which is the
case for commaodities) and it is therefore not unreasonable to assume that the rates
are decorrelated the most at the place of the curve where the volatility hump is
found.

The choice of driving factors is important for correct hedging and pricing.
Unlike commodities it is not always clear beforehand how interest rate products
depend on the correlation. The reason isthat the interest rate calibration instruments
themselves depend on the correlation. For a concrete example, we follow Andersen
and Andreasen (2001) and consider the pricing of a Bermudan swaption in the
LMM. Thismodel isusualy calibrated to swaptions (and caplets) which, just asthe
Bermudan swaption, depend on the correlation between the LIBOR rates. It means
that if the correlation structure is changed, it is not always obvious where the effect
is stronger: for the calibration instruments or for the product to be priced. In order
to retain the swaption market prices, the changein their prices from the correlation
needs to be compensated by changing the volatilities. It is then not clear if the end
result is an increase or a decrease of the Bermudan swaption price.
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13.21 Interest Rate Effectson Other Asset Classes

So far in this chapter, we have been concerned with pure interest rate modeling.
We now study the impact of the yield curve evaluation on other asset classes. For a
concrete example, we consider the pricing of an exotic derivative that depends on
the value of atradable S. We use alognormal process

dSt = /;L[Stdt +U,SthV,

formulated in the risk-neutral measure. As S,/ B; isamartingale, it follows that

S;) S;
0=d— = —r)—dt & u, =
( Bi ) it e =) B, o=

The volatility o, is usually determined through calibration to vanilla option
prices. Consider, for example, the pricing of a call option paying (St — K)+ =
(Fr — K); & T, where F, = PI_Tl S, is the forward. As usual, the option price
depends on the volatility of the martingale F;. We see from the relation between
the underlying and the forward that their volatilities are only equal for deterministic
interest rates. To obtain a more general result, assume that the interest rates satisfy

dfir ~ o fird W/R
wherethe drift has been omitted asit does not affect the volatility computations. We
have assumed a lognormal process for the interest rates since it makes the analysis
easier.
Using

T T
dP;r = d exp (—/ f,T/dT/) ~—aRP,r (/ f,T/dT’) dw/R
t t

we obtain
T
d(P7'S)) ~ P7'S, (o,dW, +0o/RPir (/ fde’) dW,'R)
t

which givesthe volatility

R T R T 2\ 1/2
5=ol14202 [ frar + (L/ f,T/dT/)
g Ot Ju

for the forward. To understand the interest rate effect on the volatility more
easily, assume that the rates and the volatilities are constant: f;r = f;, 0, = ¢ and
o/R =o'R. Asrates are typically in the order of magnitude of 5%, it follows that
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f[T firdT' = f,(T —t) < 1if the maturity is not too long. We can then omit the
last term to obtain

We concludethat the volatility of theforward isapproximately equal to the volatility
of the underlying for short maturities. The two volatilitiesthen deviate linearly with
the maturity. If the correlation is zero, on the other hand, the relation is purely
quadratic for small maturities. By the same token, it can be shown that the skews
and smiles are approximately equal for the forward and the underlying when the
maturity is small. For longer maturities, however, they deviate in general.

The effect that we have described hereis not only important for the calibration of
exotics models, but also for long-dated vanilla options. Indeed, it follows from the
above how such options need to be dynamically hedged not only with respect to the
underlying but also by theinterest rate components.

13.22 Overnight Index Swaps

We have defined P! asthe fair amount to be paid back at T for aloan of $1 at . In
apractical trading situation, the value of P! depends on the credit worthiness of
the borrower because a default means that the lender will not necessarily be repaid.
Thus, the value of P! ishigh if the loan taker has a poor credit rating. The lowest
possible value of P;!' corresponds to loan takers with zero probability of default.
These risk-free loans can to a good approximation be taken by stable governments
and certain major corporations.

The credit exposure depends on the tenor 7 — ¢ of the loan. The longer the
tenor, the larger the risk of the loan taker to default during the period of the loan.
It meansthat the interest rate for overnight loans taken by highly rated corporations
is close to risk free. Money can therefore be lent risk free for longer time periods
by repeatedly entering overnight contracts with counterparties that are considered
safe. The money repaid from one overnight loan is used for anew loan expiring the
following day.

One problem with the strategy of repeated overnight loans is that the future
overnight interest rates are unknown as of today. For instance, we do not know
in advance the overnight interest rate that will apply between the date one month
from now and the day after that. It means that the future earnings of the strategy are
unknown.

Overnight index swaps (OISs) can be used to overcome the above problem.
In these products, the earnings obtained up to a certain time in the overnight
lending strategy are exchanged for a fixed-rate cash flow. For a more detailed
description, consider the OISs that are actively traded in the Euro zone. They are
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based on the euro overnight index average (EONIA) which is a weighted average
of overnight interest rates quoted by a selected panel of major banks. The swaps
themselves are called EONIA swaps. They use the actual/360 day count convention
and the payment takes place one day after the end date. For instance, a LM EONIA
swap with 4% fixed rate traded at August 10, a Wednesday, uses a floating rate r
defined by

31 3 1 1 3
14—y =(1+-> I+ ——rass) (14 — 14—
* 360" ( * 360”‘12) ( + 360”‘15) ( * 360r38) ( + 360r39)

where ra12 is the overnight interest rate fixed at August 12, and so on. Observe
that because of non-business days, some of the rates are used for more than 1 day
(e.g. 3 days over aweekend). The cash flow resulting from the swap equals

31
N ——(r — 4%)
360

where N isthe notional. The payment takes place one day after the end of the swap,
in thisinstance September 13. EONIA swaps with maturitieslessthan 1Y haveonly
a single payment at the end of the swap. For longer maturities, the payments are
annual.

OISsin other currenciesare very similar, such asthe GBP Ol Ss, which are based
onthesterling overnight index average (SONIA) and the USD OI Ss, which are based
on the federal funds rate. For example, the only difference between USD OISs and
EONIA swaps is that the payment takes place 2 instead of 1 day after the end of
the swap. As usual, there are exceptions to every rule. For instance, ZAR OISs use
a different compounding convention. Furthermore, for some currencies there exist
overnight index swaps that are forward starting and defined for periods between
monetary policy meeting dates.

SONIA, EONIA, TONAR (JPY) and TOIS (CHF) swaps are quoted out to 30Y
while USD OI Ss can be found out to 2Y. OIS quotes for other major currencies (e.g.
AUD, NZD, CAD, RUB, SEK) can be found out to ayear while for some currencies
(e.g. NOK), they are not traded at all.

Combining the strategy of repeated overnight loans with an OIS results in the
floating swap leg remaining the loans and only the fixed leg remaining. It meansthat
as of today, the earnings obtained at the end date of the swap are known. Assuming a
maturity of lessthan ayear, so that the OIS only hasa single payment, an investment
of $1 accumulatesto $(1 + r - d/360) at maturity, where d is the number of days
to maturity and r is the OIS rate. Thus, the OIS quotes represent the rates at which
risk-free investments can be made.

By bootstrapping OIS quotes and using appropriate interpolation and extrapola-
tion techniques, risk-free rates can be obtained to arbitrary maturities. The resulting
curve can be used for discounting future risk-free cash flows. Discount curves for
specific counterparties, or classes of counterparties, can be constructed by adding
spreads determined by the probability of default.
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13.23 Collateral

To avoid credit risk for OTC contracts, collateral can be posted between the
counterparties. A contract value that becomes negative for one of the counterparties
then has to be compensated by paying the corresponding amount to the other
counterparty. The terms of the collateralization are most often given by the Credit
Support Annex (CSA) which is a part of the ISDA master agreement. The latter isa
standardized contract created by International Swaps and Derivatives Association
(ISDA) regarding the trading terms between the counterparties of a derivatives deal.
Collateralized products are valued on a regular basis, often daily or when a certain
threshold has been reached, and collateral is transferred between the counterparties.
At the end of the dedl, the collateral is paid back in return for the the contract cash
flows.

The practice of using collateral reduces the credit risk but does not eliminate it
completely. Indeed, there is still the possibility of a default between two collateral
posting dates, referred to as the gap risk. The gap risk can be non-negligibleif the
contract valueis correlated with therisk of the counterparty defaulting. Furthermore,
the situation can get even worse if the value of the collateral is correlated with these
quantities. Because of theinitial margin, the gap risk is much smaller for exchange-
traded product.

In the case of adefault, the non-defaulting counterparty typically needsto enter a
new contract. The associated risk is called replacement risk. Dueto thetime interval
between the default and the writing of the new contract, the market will have moved
meaning that the replacement cost can be positive aswell as negative. Such a market
move can be expensive if the default is correlated with the market move. If the
default happensduring volatile times, the replacement risk can be particularly costly.
For instance, there can be several market participants that all need replacement,
leading to a shift in market price. The bid-offer spreads also tend to be largein this
scenario.

The terms of the collateral posting can be unilateral as well as bilateral. In
the former case, only one of the counterparties is required to pay collateral. The
counterparty that does not pay collateral typically belong to a group of market
participants commonly referred to as SSA (sovereign, supernatural and agency). We
choose to only cover bilateral collateral agreements, for which both counterparties
are required to post collateral.

The collateral is usualy represented by cash, but other assets are possible.
We initially consider single-currency products and assumed that the collateral is
in the same currency. The multi-currency extensionisdealt within Sect. 14.11. Fur-
thermore, we assume that the value of the assets used for collateral is uncorrelated
with the contract value.

The collateral receiver has to pay interest rate on the collateral. We assume that
the overnight interest rate is paid on the collateral as this is the most common
situation (when the collateral is cash). To explain the impact of collateralization
on derivatives pricing, consider the simple example when two counterparties agree
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to exchange a fixed cash flow for a floating at a future time 7. Assume that the
contract is valued to par at deal time but immediately thereafter changes due to a
market move. We then assume the market to remain at its level until maturity. The
day after the deal, collateral needs to be posted, on which the overnight interest
rate should be paid until 7. By entering an OIS swap, the daily overnight payments
can be seen to be equivalent with a single payment of the OIS rate at maturity.
The correct amount of collateral has been posted if this payment together with the
collateral amount equals the deal value at T'. This can only be true if the required
collateral was calculated by discounting the time 7' cash flow using the OIS rate.
We conclude that collateralized derivatives should be priced by discounting future
cash flows using the OIS curve. If a different interest rate is paid on the collateral,
such as arepo rate or LIBOR rate, then the corresponding curve should be used for
discounting.

The choice of discounting curve has aminor effect on productsthat valuesto par.
The differencein price is dueto a mismatch between the dates where the cash flows
are positive respective negative. For products with a non-zero present value, on the
other hand, the impact can be substantial .

13.24 Credit and Liquidity Risk

We have previoudly discussed how credit exposure can be handled with CVA and
DVA. We now discuss another effect of credit risk that was largely ignored before
2007. Since then, it has been important to take into account credit exposure for
market participants that previously were considered as safe. It means that LIBOR
rates, which are lending rates between banks, show signs of this effect. This is
important as many market instruments are defined in terms of these rates and are
therefore affected. Thus, credit exposure needs to be taken into account even when
trading simple products such as swaps between two counterparties for which there
is negligible default risk.

When pricing cash flows like those from a corporate bond, the discounting can
be done by using the risk-free rate together with a spread obtained from credit
default models. For major corporations and governments, the input to the models
can be the rating from credit agencies such as Standard & Poor’s, Moody’s and
Fitch Ratings. For the computation of the credit spread between LIBOR rates, more
sophisticated models for credit defaults are necessary as the set of LIBOR-rated
banks can vary with time. To understand how thisimpacts LIBOR spreads, compare
a 6M LIBOR loan with two consecutive 3M LIBOR loans. Both strategies lead
to aloss if the counterparty LIBOR-rated bank should default. However, consider
the scenario when the LIBOR-rated bank, to which the 6M loan and the first 3M
loans are given, becomes downgraded within 3M and then defaults between 3M
and 6M. This would lead to aloss for the 6M loan but not for the 3M loans as the
second 3M |oan was by assumption taken by aLIBOR-rated bank and can therefore
not coincide with the defaulting bank. We conclude that if credit models are used to
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explain the spread between LIBOR rates, they need to model not only the probability
of default but also the probability of a downgrade followed by a default. We do
not pursue this path but rather take a more direct approach for modeling LIBOR
Spreads.

We have simplified the terminology by referring to the credit exposure as the
sole cause of the difference between an interest rate and a compounding of interest
rates with shorter tenors that together span the same time period. As pointed
out in Sect.13.5, other causes are supply and demand, liquidity and premium
compensation for unknown future rates. These effects are not necessarily minor
comparedto the credit exposure. For instance, research (Michaud and Upper (2008))
indicates that credit exposure only explains a relatively small part of the spread
between LIBORs and OISs during the credit crunch that started in the summer of
2007. Another possible contributor to rate spreadsis that some interest rate quotes,
e.g. LIBOR, are only fixings and the banks that quote them are not committed
to trade at these levels. This opens up for strategic misrepresentations. To reduce
such effects in the BBA LIBOR rates, the upper and lower quartiles of the 8,
12 or 16 banks (depending on the currency) are removed before computing the
average.

Rates with certain tenors can be particularly unattractive (or attractive). For
instance, the bank sector in a country might have alot of 1M payments coming in
from retail while they prefer a different tenor, for example 3M, that better matches
their other cash flows. Such a supply and demand situation also contributes to the
spread between LIBOR rates. Furthermore, for each currency thereistypically one
tenor that is particularly liquid, see the column for the floating swap frequency in
Table 13.2, which also affects the spread.

13.25 Interest Rate Surface Construction

Thecurve constructionin Sect. 13.7 isobviously not consistent if credit and liquidity
risk is taken into account: the underlying instruments have different features and
cannot be combined in a single curve. Instead, a surface has to be constructed that
depends on, for example, the start date and the tenor of the interest rate.

We start by considering a cash-collateralized swap for which the floating leg pays
6M LIBOR. It follows from Sect. 13.2 that the swap rate can be written as

S (T — T Lirty Pz,
>iZo(Tivt = T Piry,

Observethat L7, (Ti+1 —T;) Pi1, ., # Pi1; — Pi7,,, asthe LIBOR rates contain
6M credit exposure while the discount factors are risk free because of the use of
collateral. When taking the credit exposure into account it is therefore no longer
possible to further simplify the swap rate expression as was done in Sect. 13.2.
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We instead define the forward LIBOR rates L,r,7;,, from the condition that
L1714, P, istoday’svalue of aLIBOR payment taking place at P7, ., .

Assuming the discount curve has been backed out from OIS quotes, it is possible
to determine a curve for 6M forward rates from swap quotes using the above
formula. By including 6M FRASs and the 6M deposit rate, the curve can be made
granular for shorter maturities. In a similar manner, curves for forward rates with
any tenor (for which there are liquid market quotes) can be constructed.

When constructing the OIS curve, it is necessary to alow for jumps at mon-
etary policy meeting dates and to make the curve as flat as possible (while
till calibrated to liquid market data) between two such dates. For this purpose,
it is useful to calibrate the curve to the forward OISs (between consequtive
monetary policy meeting dates) that are traded for some currencies. This effect
is only important for the short end of the curve where the market can have
a view on the future rates policy. For this segment of the curve it is also
important to include the spikes that are caused by low liquidity at specific
dates. When it comes to the long end, for most currencies there is a lack of
liquidity. The OIS curve can then be extrapolated by defining the risk-free interest
rates as a constant spread subtracted from, for example, the 3M or 6M LIBOR
curve, or by extrapolating the OIS swap quotes by subtracting a spread from
LIBOR swap quotes. Alternatively, the risk-free rates can be determined from
an extrapolation of LIBOR curves, for instance, by using the 1M and 3M tenor
Curves.

One possible approach to obtain an interest rate surface is by first constructing
a set of curves for fixed tenors as detailed above. The forward rate for an arbitrary
tenor can then be found by interpolation or extrapolation. The discount curve is
obtained from the special case when the tenor is equal to one day. Using the interest
rate surface, it is possible to price forward starting swaps, swaps with stub periods,
exotic interest rate products, etc.

With the above approach it is also possible to price, or calibrate to, basis swaps.
These are swaps for which both legs are floating, for example, 3M LIBOR against
6M LIBOR. The spread that needs to be added to one of the legs for the price to
be at par is called the basis spread. When the two legs are in different currencies,
the basis swap is a floating vs floating cross currency swap, described in detail in
Sect. 14.11.

13.26 Caps, Floorsand Swaptions Revisited

We turn our attention to the pricing of simple volatility products in the presence
of credit and liquidity spreads. We restrict the discussion to caplets and swaptions.
For the purpose of pricing caplets, consider first FRAs, which can be viewed as
paying Ly,7, — K at Ty, where the notional and the day count fraction have been
omitted. Using the 7} forward measure, the present value of the contract equals
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P E[L7,1, — K]. The FRA rate L, 7,7, isby definition the value of K such that the
contract values to par:

Linyr = E[LTOTI]

Observe that because of the credit exposure, it is not possible to explicitly compute
the expectation as was done in Sect. 13.2.

Following the same path for caplets, the price can bewritten as E[(L 7,7, — K)+].
Observethat L, 7,7, isamartingaleasit can bewritten as an expectation. Caplets can
therefore be priced in the usual way by assuming a driftless lognormal (or SABR,
etc.) processfor the FRA rate L, 7,7, .

In practice, the payment of a FRA is dightly different from the above, namely

Ly — K
I+ (Tl - TO)LT()TI

at Ty. Asthe denominator contains a certain amount of credit exposure, it does not
exactly represent the risk-free discount factor to 7;. For the purpose of caplet and
FRA pricing, however, it can be shown that this effect is negligible (assuming the
credit spread has alow volatility).

Just asin Sect. 13.3, it is possible to use the annuity as a numeraire for swaption
pricing and arrive at the expression

V(t) = AtE[(RTO - Rt=0)+]

The only difference when taking credit risk into account is that the swap rate has
a dightly different expression, see Sect. 13.25. Nevertheless, it is still possible to
assume driftlesslognormal (or SABR, etc.) dynamicsto derive an expression for the
price.

13.27 Interest Rate Surface Modeling

We here discuss the pricing of products that depend on the whole yield curve.
Assume that we have already chosen our favorite interest rate model for the risk-
free rate. The simplest extension to account for credit and liquidity effects is to
assume deterministic basis spreads added to the risk-free curve. Equivaently, the
LIBOR curve, with tenor such that the most liquid volatility instruments can be
found, can be used as a base curve from which the deterministic basis spreads are
defined. Such models are easy to implement but they misprice productsthat depend
on basis spread volatilities.

A more general approach is to evolve the risk-free rate and the LIBOR rates
separate, see Mercurio (2009). In this instance we recommend the Gaussian model
to avoid the complication of a state-dependent drift. The calibration is straight
forward but the basis spreads can be negative. An alternative approach isto directly
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model the basis spreads. Using an appropriate process, e.g. the lognormal, means
that the spreads remain positive. The drawback is that the calibration becomes more
complicated, see Mercurio (2010) for details.
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Chapter 14
Foreign Exchange

Up to this point, we have only considered cash flows that depend on a single
currency. We now cover the multi-currency extension. The fundamental building
stones in such a theory are the FX rates X, which represent the time ¢ value in
currency j of oneunit of currency i . By construction, the FX rates satisfy theinverse
relation (X/")~! = X/ and the cocyclerelation X X/* = xi*.

We single out one of the currencies and use it to define the numeraire and the
pricing measure. We call it the domestic currency while the others currencies are
referred to as foreign currencies. A measure defined from anumeraire quoted in the
domestic (foreign) currency is called a domestic (foreign) measure.

Derivatives depending on foreign exchange can be classified into two types. The
first type consists of productsthat only depend on the values of the FX rates, e.g. FX
forwards and FX options. The challenge of modeling this product type is to find
a suitable equation for the evaluation of the FX rates. The second product type
consists of multi-currency extensionsof the products discussed in previous chapters.
These products depend on underlyingsin the domestic and the foreign currenciesin
such away that it is not possible to decompose them into a sum of single currency
products. An exampleis given by a contract that pays a certain cash amount if two
underlyings(e.g. interest rates) quoted in different currenciessimultaneously exceed
some predefined levels. The evolving equation for aforeign underlying is typically
assumed to have been defined and calibrated in the corresponding foreign measure.
For aconsistent pricing with several currencies, it is then necessary to transfer these
equationsto the (domestic) pricing measure. The methods devel oped in this chapter
can also be used to model combinations of the two product types, i.e. products that
depend explicitly on FX rates at the same time as they depend on underlyingsin
several currencies.

Some countries have chosen to peg their currencies. It means that the value
of their currency closely (but not exactly) follows another, more major, currency.
Examplesinclude the pegging of the Chinese renminbi to the US dollar, the Danish
krone to the euro and the historical practice of pegging currencies to gold or
silver. An additional exampleis given by the Chinese currency, which existsin two
versions. in the domestic market (CNY) and in the international market (CNH),

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2_14, 281
© Springer-Verlag Berlin Heidelberg 2011
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with dightly different values. As the dynamics of exchange rates between pegged
currency pairs depend on political decisions, we choose not to cover this special
case.

We initially focus on forward contracts and static replication. We then turn our
attention to dynamic replication techniques and price FX options. Exotic derivatives
are analyzed with a focus on foreign underlyings and quantos. We end the chapter
by summarizing the conventions used in the FX markets and describing the impact
of credit and liquidity risk.

14.1 Static Replication

An FX forward is an agreement to exchange a certain amount K of the domestic
currency at maturity 7' in return for one unit of the foreign currency. With X the
domestic-foreign FX rate, the payment can be written as V; = Xy — K in the
domestic currency. It follows that V, = P/2X, — PYMK since if we have this
amount at z, we can sell K domestic bondsand purchase one foreign bond to obtain
Vr at T. The cash amount K such that the forward contract is worth zero is called
the forward F; andisequal to (P%™)~! P! X,. Thisrelation between domestic and
foreigninterest rates, the FX spot and the FX forward is called covered interest rate
parity.

An FX call option gives the holder the right to buy one unit of the foreign
currency for the domestic strike amount K at maturity 7. The payment can be
written as (X1 — K) 4+ inthedomestic currency. Using (X7 — K)+ = X7 K(1/K —
1/X7)+ we see that this is equivalent with a payment of K(1/K — 1/X7)+
in the foreign currency. As 1/X is the inverse FX rate, the same payment can
be obtained by holding K number of FX put options in the foreign currency.
Through a static replication argument, it follows that today’s value of K FX put
options VIP/K(I/X) in the foreign currency equals an FX call option VS(X) in
the domestic currency. By converting to the domestic currency we conclude that
for FX options we not only have the standard put-call parity, but also the parity
relation

VE(X) = KXV{(1/X)
Using put-call parity, this relation can be rewritten as
VEX) — KXV (1/X) = PFX — PF"K
If allowed to exercise early, it is clear that holders of the above call and put
options would exercise simultaneously. The parity relation between puts and calls
described above therefore holds for American optionsas well. Thisisin contrast to

the standard put-call parity relation which does not hold for American options, see
Sect. 2.5.
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For another example of an FX product for which static replication is important,
consider adigital FX option that paysone unit of the domestic currency if theforeign
currency is worth more than the domestic strike K at maturity. Viewed in terms
of the domestic currency, the payment can be written as Vr = 6(Xr — K). This
contract can be priced as in Sect. 14.2. Here we are instead interested in the twist
when the payment (X7 — K) is made in the foreign currency. Thisis an example
of a quanto product, i.e. the payment is made in a non-natural currency for the
product. Writing the payment in the domestic currency Vr = X70(X7 — K) =
KO(Xr — K) + (Xr — K)4, we see that it can be statically replicated with K
non-quanto FX digitals and one FX call option. In a similar way, following the
discussion in Sect.2.3, we see that X7 (X7 — K)4 = 2 [0 (X7 — K'))+dK' +
K (X7 — K)+ which shows how an FX call quanto can be statically replicated with
ordinary calls.

Please note that there is an aternative and simpler approach to price digital FX
quanto options. Indeed, the payment can be written as (X7 — K) = 6((1/K) —
(1/X7)) intheforeign currency. Being anon-quanto digital FX optionintheforeign
currency it can be priced with the methods in Sect. 14.2 and then converted to
the domestic currency by using today’s FX rate. Combining the above results, we
conclude that adigital FX option in one currency is equal to asum of an FX digital
and an FX call option in the other currency. It follows that an FX call (or put)
option is equal to the difference of non-quanto digital FX optionsin the respective
currencies of the FX rate. Indeed, a digital FX put option in the foreign currency
with payment 0((1/K) — (1/X7)) = 0(Xr — K) is equivalent to the payment
X760(X7 — K) in the domestic currency. Adding — K domestic FX digital options
then gives the payment of an FX call option.

14.2 FX Options

An FX call (put) option is typically modeled in the domestic 7' -forward measure
with numeraire P%™. The fundamental theorem of asset pricing states that the time
t value of the option is given by

V, = PP E[(Xr — K)1] = PR E[(Fr — K)4]

where we have used P9 = 1 = P/%. As F, = P/¥X,/P%™ is the quotient
of a domestic tradable (a product of a foreign tradable and the FX rate) and the
numeraire, it must be a martingale. We therefore see that FX options can be priced
with the methods used previously in the book. For instance, it is possible to use a
lognormal process

dF, = o, F,dW,

or any other driftless SDE to describe the evolution of the forward in the domestic
T-forward measure.
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For a consistent modeling of FX rates, the class of SDEs describing their
evolution must be closed under the inverse relation and the cocycle rel ation. We now
show that lognormal SDEs stisfy these constrains.

As X! is the inverse FX rate, PO X~ /P! = F~! is the forward of the
domestic currency when priced in the foreign currency. It means that the forwards
also satisfy the inverse relation. To verify that lognormal SDEs are closed under the
inverse relation, we therefore need to prove that F,~! follows alognormal process.
Using Ito’s lemma, we obtain

dF" = —o,F7'dW, + o} F'dt

We would now like to transform this SDE, formulated in the domestic 7'-forward
measure, to the foreign 7-forward measure. As F,~! is a quotient of a foreign
tradable and the foreign zero-coupon bond maturing at 7', we actually know that
the drift must be zero, resulting in

dE_l — _GIE_ldI/I/l‘for

where W/ is a standard Brownian motion in the foreign T-forward measure.
However, for the reader to gain familiarity with the techniques of measure changes
in FX modeling, we perform the explicit computations.

By multiplying all tradablesin the domestic currency with the FX rate X!, they
can be viewed as tradables in the foreign currency. This multiplication is irrelevant
for the modeling as we are only interested in the quotient with the numeraire which
itself is a domestic tradable and has therefore also been multiplied by the FX rate.
Thus, the FX multiplication cancels out in the quotient. After the multiplication,
the numeraire has changed from P®M to P%Mx~!. The transformation to the
measure with numeraire P,f? can then be done by using the Radon-Nikodym
derivative

for —1 pdom
PtT XO POT

M[ -
—1 pdom for
Xt PtT POT

= Ft/Fo

according to the Appendix. Using Girsanov’stheorem, it follows that
AW = dW, — (dW,,dInM,) = dW, — odt

from which we obtain the driftless SDE for F,~! in the foreign T-forward
measure.

We have proven that if F, satisfies alognormal SDE in the domestic T-forward
measure, F,~! also satisfies alognormal SDE, but in theforeign T-forward measure.
It means that the class of driftless lognormal SDEs is closed under the inverse
relation. To show that this classis closed under the cocycle relation as well, observe
that

F'* = P X" /P = P' XV XI* )P = (P XY /PT)(P/ X"/ P*) = FUF/
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which proves that the forwards fulfill the cocycle relation. Assuming lognormal
SDEs for the forwards on the right-hand side:

dF/ = o, Fdw/
ik ik ik
dF/" = opF/"dw/
we obtain from Ito’s lemmathat

dF" = oy XWX, of = 07 + 0F + 204,103 0k
We have chosen not to include the explicit computations for the drift as it is
obvioudly zero in the natural measure of the forward. This can aso be shown with
acalculation similar to the one for the inverse relation. We have thereby concluded
the proof that the class of lognormal SDEs is closed under both the inverse relation
and the cocyclerelation.

Observe that the FX parity relation VE(X) = KXVl'jK(l/X) is satisfied by the
Black—Scholes FX model, i.e. when the forward is assumed to be lognormal. With
similar argumentsasin Sect. 3.6, we conclude that the implied volatility oimp(7, K)
is equal to oimp(7, 1/K). We thereby see how volatility surfaces of reciprocal
currency pairs are related.

14.3 Stochastic Volatility

For a consistent construction of a stochastic volatility model in FX, the inverse
relation and the cocycle relation have to be fulfilled. We here give asimple example
of a model that satisfies these constraints. The model we have in mind has the
form

dF/ = o;; F/dw
dO','j = 60','de[

which meansthat all the volatilities have the same driver and volatility of volatility.
We furthermore assume that Z is uncorrelated to the W s which means that we do
not have any control over the skew.

Theprocessisclearly closed under theinverserelation so we focuson the cocycle
relation. As F'* follows alognormal process with volatility

— 2 2
Oix = \/Uij + Ujk + 2pij,jk0,‘j0jk

it remains to show that o;; follows the correct process. Applying the differential
operator to both sides of the equation gives
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14.4 EXxotics

When pricing exotic options, it is popular to use the domestic terminal measure
or the domestic risk-neutral measure. We choose to work in the latter and for
concreteness assume alognormal SDE for the FX rate:

dX, = u* X, dt + oX X, d WX

As B X, /B%M is a quotient of a domestic tradable and the numeraire, it must be
amartingale. It therefore follows that

BforX BforX
0= (d tdomt) - (rtfor + IU“;X - rtdom) tdomt dt
Bt drift Bt

X __ _.dom for
U =T -

Thus, the no-arbitrage condition determines as usual the drift of the SDE. Observe
that FX modeling is similar to equity modeling if we interpret the foreign interest
rate as a continuous dividend payment.

14.5 Modeling Foreign Underlyings

A call option on aforeign underlying S gives the holder the right to purchase the
underlying at maturity 7" for the domestic strike amount K. The payment at 7 can
be written as (St X7 — K)+ = ((P;."’Tm)_lSTXT — K)4 in the domestic currency.
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As S, X, is adomestic tradable, we conclude that (P,f’y‘?m)_1 S; X, isamartingalein
the domestic forward measure. This expression equals (P3°™)~! plorx, (pfen)~Ls,
which is the product of the FX forward and the forward of the foreign underlying.
Since the volatilities of these forwards can be derived from vanilla option quotes,
we obtain the volatility of (P,f’y‘?m)_1 S; X, from which the option can be priced.

To model exotics, assume for simplicity that the foreign tradable S follows a
lognormal SDE in the domestic risk-neutral measure:

ds, = u’S,dt + oS, dw?

The calibration of the volatility is a single currency affair as it can be done in a
measure of the foreign currency. To determine the drift, use the fact that S, X, / B%™
is a martingale in the risk-neutral measure. With a lognormal process for the FX
rate, we obtain

\D.#

S X
0= (d Btdor;) = (Mts + r[dom - rrfor + thtSUtX - rrdom) Bdomdt
t drift t

g :U«;g = rrfor - pUtSUtX
The SDE for the foreign underlying is then known from which exotic underlyings
can be priced, for example, by simulation.
Let us now focus on non-tradable foreign underlyings. Because of their impor-
tance, we consider interest rates. For illustration, we assume that the foreign interest
rates follow the SDE

f f
dftTor — O[TdVVtor

where W' is a Brownian motion in the foreign T'-forward measure. This process
was analyzed in detail in Chap.13. Recall that the drift must vanish as we have
assumed that we are working in the natural measure of the rate.

By multiplying all the foreign tradables with the FX rate, we can view them
as valued in the domestic currency. The above SDE is then in the measure of the
numeraire X, P/%. The Radon-Nikodym derivative for the transformation to the
domestic risk-neutral measureis given by

pgdom
_ t
X, PI/ Xo Pi

M,
Disregarding the contribution from the drift gives
T
dinM; ~—dInP/* —dInX, ~ (/ crmds) AW —gXawX
t

We then obtain

T
dVthOI’ — dl’/l/t + (dl/l/rfor’d |th> = dI/Vt “+ (/ O'”ds) dt —,OtCTtht
t
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which gives the SDE in the domestic risk-neutral measure:

T
dfrf;_)r = O'tTdI/Vt + (/ Utsds - PtUtX) O'“-dt
t

This equation is valid for rate-dependent volatility as well and it is relatively
straightforward to extend it to multiple drivers and to simple compounded rates as
in the LIBOR market model.

We end this section by considering a commaodity futures contract quoted in a
foreign currency. Assuming alognormal model, we have

dFyr = o Fird I’V,ffor

where W/ now denotes a Brownian motion in the foreign risk-neutral measure.
Viewed in the domestic currency, the numeraire is X, B which gives the Radon-
Nikodym derivative

Bdom
_ !
X, B/ X,

M,

for the transformation to the domestic risk-neutral measure. We then obtain the
following SDE for the futures values

dFr = oir Fird I’foor - prITU[)( Firdt

14.6 Quantos

A quanto contains a payment in anon-natural currency for the product. An example
isgiven by aproduct that pays the quote of aforeign stock in the domestic currency
instead of in the foreign currency. This allows an investor to take a view on the
level of the stock value without additional FX exposure. For example, it enables
a European speculator to follow trading advice of American media without being
exposed to fluctuationsin EURUSD. We do not present an extensive list of possible
quanto products, but rather consider two examples after which we believe the reader
is able to model the most general quanto.

For the first example, let S be a domestic tradable and let the quanto have the
payment S7 in a foreign currency at time 7. Viewed in terms of the domestic
currency, thetime 7" value of the quantois Vr = St X7. Usinglognormal dynamics
of the underlying and the FX rate, the dynamicsof S, X; are given by

d(S:X,) = 2rf™ — ¢l 4 poSoX) S, X, dt
1/2
+ ((Uts)z + (UtX)2 +2pUtSUtX) StdeI’Vf

from which the quanto can be priced.
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For_ the second example, consider a quanto caplet paying (L_‘;OT“T, - K)+ at
maturity 7', where the strike K and the payment are in the domestic currency. This
product can be priced by using the evaluation of LE"T'T, in the domestic 7’-forward
measure which can be obtained from the SDE for df,'®" that was derived in the

previous section.

14.7 Volatilitiesand Correlations

Just as for equities, the volatility of the forward can be backed out from quotes on
European call options. The forward volatility can then be converted to a volatility
for the underlying X by using therelation F, = (P%™)~! P2, .

When pricing higher-dimensional derivatives it is sometimes necessary to
include the correlation p;; ;x between FX rates X/ and X/*. Using lognormal
dynamics, we derived the relation
Ojic = 04y + Oy + 201, jk01j Ok
in Sect.14.2. As the volatilities can be calibrated to liquid market quotes, the
value of the correlation can be backed out. This value is referred to as the implied
correlation.

By doing some algebraic manipulations, we find that the correlations are
constrained by

2 2 2
\/1 ~ Pijjk \/1 = Pjkki \/1 = Phiij
= Pij.jkPjk ki \/1 - ,0,%,-,,7 + 0jkkiPriijy/ 1 — P,-zj,jk ~+ Pki.ij Pij.jk \/1 - P?k,ki

To find theimplied correlations p;; x; for j # k, weusetheidentity F*' = F* FJ!
to conclude that ox,d W' is equal to ox;d WX + a;;d W/' up to a drift term.
We arrive at

PijklOki = PijkjOkj + Pij,j10]1
& 20 k10ij Okl = —2pij,jk0ij Ok + 20ij j10ij 01
2 2

_ 2 2 2 2
= —0j; +0j; + 0, +0;; —0;; =0}

_ 2 2 2 2
=0 —0j T 0j — 0

In this case it can be shown that the correlations are constrained by the relation

Pij ki Pik i Pil jk + Pik.1j Pil ik Pij.jk + Pil.jkPij.jl Pikkl T PijkiPikkjPillj

— PikkjPilikPij.ji T+ Pij, jkPikkiPirlj =0
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14.8 Volatility Interpolation

The FX market is global and trading takes place 24 hours a day. However, when a
local center, e.g. Tokyo for trades in yen, is closed, the trading activity decreases
for that particular currency. The outcome is that the local volatility decreases by
a certain factor on such days. To be able to calibrate to a given implied volatility,
the local volatility therefore has to be increased on business days. This effect is
important as options on currency pairs are often found to be liquid with tight bid-
offer spreads. Theimpact is particularly visible for short-dated options.

The factor by which the volatility should be multiplied depends on whether the
local trading center is closed because of aweekend or a holiday. It aso depends on
if any of the major trading centers London, New York and Tokyo are closed. Certain
days need to be weighted with a factor larger than 1, indicating a higher trading
activity than normal. An example is FX options involving SEK that had a period
extending over September 14, 2003, the day of the Swedish referendum on the euro.

14.9 Numeraire

When dealing with foreign exchange, there are N(N — 1)/2 currency pairs to
keep track of for N currencies. For N large, this number can get uncontrollable
in practice as we need to keep track of the spot, the volatility and other variablesfor
all currency pairs. An aternative is to use the currenciesthemselves as fundamental
objects rather than the currency pairs. For this approach to succeed, it is necessary
to find something that the currencies can be valued againg, i.e. to find a suitable
numeraire.

The numeraire should be a tradable product for which everyone in the world
agrees upon the price, eg. gold. A counterexample is given by natural gas or
electricity which are expensive to transport and therefore differ in price between
different regions of the world. The numeraire does not have to be a commodity
but could, for example, be a US treasury bond. The beautiful thing about using a
numeraire for currenciesis that it cancels out when computing quotients to obtain
currency pairs. The choice of numeraireisthereforeirrelevant and we can assumeit
to have the most well-behaved properties.

Let X' denote the value of currency i in terms of the numeraire. As the currency
pairs are obtained from X% = X7/X/, it is sufficient to keep track of the N
variables {X'} instead of the N(N — 1)/2 variables {X"/},. ;. Furthermore, the
inverse relation and the cocycle relation are automatically satisfied as

X/ = X0 /X = (xT/x7) " = (x)
XUxt=x/x).x//x*" =X/ x* = x*

It means that we no longer need to keep track of any constraints.
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The use of a numeraire can be helpful in constructing consistent FX models.
Indeed, if we succeed in finding models for the X's such that the process for X/
does not depend on X or X/ separately, but only on the combination X’/ X/, the
model is closed under the inverse relation and the cocycle relation. Furthermore, the
volatilities and correlationsfor { X} can be chosen freely and are not subject to any
constraints asisthe casefor { X/}, see Sect. 14.7.

Inreal life FX trading, the (money market account in) dollar can be considered
as a numeraire. The reason is that for most currencies, the most liquid currency
pair is the one with the dollar as the second currency. Quotes on currency pairs not
involving the dollar are obtained by using the dollar as an intermediary. The dollar
is then the domestic currency according to the convention used in the introduction
to this chapter.

From a modeling point of view it might not be the best idea to use the dollar as
a numeraire as this amounts to singling out one of the currencies. The advantages
of using a currency numeraire, however, are that it is not necessary to involve any
external asset class (such as commaodities) and that there are now only N — 1 instead
of N variablesto model.

14.10 Conventions

As the conventions used in foreign exchange markets can be confusing, we find it
worth to summarizing them. The rules which we give below are valid in most cases
and in particular for the major currencies. However, the reader should be aware of
the fact that there exist many exceptions.

An FX rate is written as CCY1CCY 2 or CCY 1/CCY 2, stating the price of one
unit CCY lintermsof CCY 2. CCY liscalled the base currency and CCY 2 theterms
currency or quoting currency. The quotation is usually such that CCY 2 isworth the
least of the currencies, resulting in a rate larger than 1. The main exceptions are
EUR, GBP, AUD, NZD, FJD, TOP, WST, PGK, BWP, SBD, USD, wherethe earliest
currency inthelistisCCY 1. For example, asterling-dollar quote (called the cable by
practitioners) can have theform GBPUSD = 1.56269. There are many exceptionsto
thisrule such as SEKPLN which currently islessthan 1. These conventionsapply in
the interbank market. In local markets, on the other hand, the retail and commercial
market participants prefer to see the domestic currency alwaysas CCY 1 or CCY 2.

Most of the liquidly traded FX rates have the dollar as one of the currencies.
When neither of the two currencies are the dollar, the FX is said to be a cross rate
and the quote is often determined indirectly via the dollar. An exampleis given by
JPYINR, for which the bid price can be found by dividing the bid price of USDINR
with the offer price of USDJPY. Because of the particular importance of the euro,
rates such as EURGBP are often not considered to be cross rates. Along the same
lines, GBPCHF is often considered to be a euro cross rather than a dollar cross
because of the high liquidity of EURCHF and EURGBP.
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In FX markets, the date when cash changes hands is called the value date.
The standard is that the value date is equal to the spot date, but it can be both before
and after. Trades with value date before the spot date are most often done as cash
deals, where the settlement date coincides with the trade date. Trades settled after
the spot date are forward contracts.

The spot date is determined from the trade date in the following way: use a
settlement lag of 2 business days and compute two spot dates using the calendars of
the trading centers belonging to the constituting currencies. If one of the currencies
is the dollar, use the non-dollar date, otherwise use the later of the dates. If the
resulting date is a business day in both trading centers as well as a New York
business day, the spot date has been found. If not, the spot date is the next day
that isabusinessday in New York aswell asin the trading centers belonging to the
congtituting currencies. For instance, the GBPUSD spot date is the business day in
both New York and London that is as few London business days as possible (but not
lessthan 2) after thetrade date. Exceptionsto thisruleinclude USDCAD, USDRUB,
USDTRY, EURRUB, EURTRY, CADRUB, CADTRY, TRYRUB, which have a
settlement lag of 1 business day, and certain Middle Eastern and Latin American
currencies. Furthermore, it is not necessary to require the spot date to be a New
York business day for currency pairsthat are not dollar crosses, e.g. EURSEK.

When defining payment dates for option and forward contracts in FX markets,
the standard is to use the modified following holiday adjustment. The adjustment is
made so that the resulting payment date is a business day in New York as well as
in the trading centers of the constituting currencies. Furthermore, the end-of-month
ruleisused. The expiry and delivery dates are determined asin Sect. 3.11 when the
tenor is expressed as a number of months or years. For tenors which are written as
a number of days or weeks, on the other hand, the expiry is obtained by adding the
tenor to today’s date. If the date obtained this way is a holiday, the following day
adjustment is used conditioned on that the expiry should be a business day in both
currencies. Observethat in thisinstance we do not require the expiry to beaUSbusi-
nessday for crossrates. The delivery dateis the spot date cal culated from the expiry.

The remainder of the section surveys the various option conventionsused in FX
markets. For this purpose, we recall the Black—Scholes formula and the delta for a
call option:

In(PI9X,/(PPO™K)) 1
Vi= BFXNGs) — PETKNGL) . da = T 2 o T

AC = PrfYQrN (d+)

Because of the 1-1 correspondence between the strike and the delta, it is possible to
use the latter to define the moneyness of an option. Indeed, it is standard to quote
implied volatilitiesin termsof deltasfor FX markets, as opposed to equities, interest
rates and commodities markets for which strikes are used. FX options are quoted as
the ATM implied volatility and the 25% risk reversal and strangle. For options on
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liquid currency pairs, the 10% risk reversal and strangle are also given. They give
the traders access to the tail behavior of the probability distribution.
The 25% risk reversal isrelated to implied volatilities viathe relation

o (A =25%) — o (AP = —25%) = RRys
The 25% strangle, on the other hand, is related to option prices through
VE(AC = 25%) + VP (AP = —25%)
= BS® (A® = 25%, oarm + STRasw) + BS” (A" = —25%, oatm + STR2s0)

where the Black—Scholes formula has been used on the right-hand side for the
computation of the option price. A isrelated to the strike through the Black—Scholes
formulausing avolatility of oatm + STRs%. Thisis fundamentally different from
A that is related to the strike via the market volatility. For instance, the strike
corresponding to A® = 25% is determined through the Black—Scholes formula
using the volatility o (A = 25%). The same relations apply to the 10% risk
reversal and strangle.

Because two different types of deltas are used, the volatility smile needs to
be backed out numerically from the above relations. Fortunately, it can be shown
(Reiswich and Wystup (2009)) that for small values of the risk reversal, the
following approximation works well:

1

3 (0 (A€ =25%) + o (AP = —25%)) = oatm + STRos%

fromwhich it is possible to back out the implied volatilities according to
1
o (AC = 25%) = OoaTM + ERst% + STRy50

1
o (AP = 25%) = OATM — ERst% + STR25%

The strangle usualy only varies sowly with time while the risk reversal is
stochastic and has arelatively high correlation with the spot. The 10% risk reversal
and strangle are in general tightly linked to their 25% counterparts.

The deltas appearing above are not necessarily equal to the spot delta Z—JV(, but
several different versions are used depending on the currency pair and on the tenor
of the option. For instance, it is common to consider the forward delta, defined as
the number of forward contracts necessary to hedge an option position:

AC _ dv
S d(X, PlY — KPEm

= (P AC = N(dy)
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Black—Scholes formula gives the option price in the domestic currency. It is also
common to state the price in the foreign currency. It is then equa to V//S. The
currency with respect to which the priceis measured is called the premium currency.

Recall that the spot delta states the amount of the foreign currency that needsto
be purchased to hedge the option position. If the option priceis paid in the foreign
currency, we already have the amount V/ X in that currency. The remaining amount
Aadp = A — V/X that needs to be hedged is called the premium adjusted delta.
We also see that the number of forwards contracts necessary for the hedge should
be reduced by (Plf?r)_l V/ X, resulting in At, agj = (P,fgf)_1 (A=V/X).

The premium currency coincides most often with the base currency. The main
exception is USD which is always the premium currency. It means, for example,
that adjusted deltas are used for EURGBP but not for EURUSD.

The forward deltais useful when taking the interest rate risk into account in the
hedge. It is therefore used for long maturities or for large interest rate differentials
between the currencies. As a genera rule, the spot delta is only used when both
currencies belong to USD, EUR, JPY, GBP, AUD, NZD, CAD, CHF, NOK, SEK,
DKK and the maturity is less than or equa to 1Y. The forward delta is used
otherwise.

The delta convention is not only used in the definition of the risk reversal and
the strangle, but also for the ATM point. Indeed, the ATM definition A© = —APis
often used for short-dated FX options on liquidly traded currency pairs. The ATM
definition K = F isused otherwise.

14.11 FX Swapsand Cross Currency Swaps

Asfinancial institutionsfind it easier and cheaper to borrow in the domestic market
than in foreign markets, they often follow a 2-step procedure to raise foreign cash.
A loanisfirst taken in the domestic currency after whichit is converted to asynthetic
loan in a foreign currency by using an FX swap. An FX swap consists of a spot
exchange of currencies followed by a forward exchange in the opposite direction.
The spot and the forward amount are equal for one of the currencies. The spot
amount for the other currency is obtained from the spot FX rate while the forward
amount is such that the swap prices at par, which means that the amount can be
computed from the forward FX rate.

FX swaps, or equivaently, FX forwards, are usually liquidly traded out to 1Y.
The natural extension to longer maturities is cross currency swaps. Because of
their long maturities, the interest rate effect is more important than the FX effect
for these products. Cross currency swaps are for this reason often handled by
the IR desk and not by the FX desk. The most popular type of cross currency
swaps exchanges 3M USD LIBOR for 3M LIBOR in another currency. A spread
is added to the non-USD leg so that the swap is valued to par. At the start of the
swap the notionals of the legs are related through the FX rate and are exchanged.
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At each coupon payment date the notional of the leg paying LIBOR flat is reset
according to the prevailing FX rate. For instance, assume that counterparty A
enters a cross currency swap with counterparty B where JPY 3M LIBOR — 20bp
is exchanged for USD 3M LIBOR and 1 basis point (bp) is defined as 0.01%.
Counterparty B then has to pay counterparty A the JPY notional N at spot in
return for the dollar amount Ny's° = N¥*Y/FX,, where FX, is the USDJPY spot
FX rate. After 3M time counterparty A pays (JPY 3M LIBOR - 20bp)§*" NP¥ and
receives (USD 3M LIBOR)§YSP NP, Furthermore, A receives NyP — NP =
NP — NFY /EX 3y (or hasto make apayment if the anount is negative). The same
procedure repeats itself after 6M, 9M, etc.

The financial literature is almost exclusively concerned with a different type of
cross currency swap for which the notionals are only exchanged at initialization
and at the final payment date. As all our arguments apply to these products as well
and because they are not as commonly traded as the cross currency swaps that we
described above, we omit any further discussion of thistype of cross currency swaps.

14.12 Credit and Liquidity Risk

We describe how certain FX relations break down in the presence of credit risk,
supply and demand, liquidity, etc. The discussions can be viewed as a continuation
of the end of Chap. 13, in which the corresponding pure interest rate effect was
considered. We start by considering collateralized FX forwards and revisit covered
interest rate parity. With the new assumptions, the replication of forwards does not
succeed asthere are credit and liquidity premiaembedded into the loans.

Attempts at improving the replication are unsuccessful as well. For instance,
instead of taking loans covering the full tenor of the forward contract, it is possible
to reinvest using overnight loans. The proceeds can be locked in using OIS. There
are several reasons why this replication strategy is not exact. First of al, thereis
still a credit risk on the loans, even though it has been reduced to overnight risk.
Secondly, thereis arisk of default for the OIS counterparties. Thereisalso arisk of
default for the counterparty of the FX forward, with an associated replacement risk
of the FX position. Thisrisk isparticularly big asthewhole notional isinvolved (and
not just coupon payments as for single currency swaps). Finally, the overnight rates
used in the OISs are based on fixings from banks without commitment to trading.
The consequenceis that the proceeds of the overnight reinvestment strategies do not
exactly cancel out the floating legs of the Ol Ss.

Despite the fact that a strategy of using OISs does not exactly succeed in
replicating FX forwards, it can berelatively close. It meansthat it makes senseto let
the FX forward curve inherit features of the OIS curves such as jumps at monetary
policy meeting dates and the possible existence of (positive and negative) spikes.

During the credit crisis that started 2007, the breakdown of covered interest
rate parity became particularly obvious due to dollar shortage. European banks had
problems obtaining unsecured dollar loans while US banks were reluctant to lend
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dollars. To raise dollars, the European banks took loans in European currencies and
used FX swaps or cross currency swaps to convert them into dollars. This created a
one-sided pressure on the FX forward (and cross currency swap) markets which led
to atheoretical arbitragethat could not be picked up for the reasons described above.

The effects discussed here have an interesting impact on the pricing of cross
currency swaps. To understand thisthoroughly, we need amore detailed understand-
ing of the contract specifications. Cross currency swaps (and not too short-dated
FX forwards) are most often traded collateralized with a choice of collateral from
severa currencies. Thereceiver of the collateral hasto pay the overnight interest rate
for the currency that was posted as collateral. Because of the reasons mentioned
above, the posting of collateral in one currency cannot replicate the posting of
collateral in a different currency. Thus, the price of a cross currency swap depends
on the choice of collateral currency. The consequence is that the price of a cross
currency swap should be computed using the cheapest choice of collateral currency.
It means that the discounting in a cross currency swap should be done using the
OIS curve corresponding to the cheapest collateral currency and not to the native
currencies. Observe that this argument is not restricted to cross currency swaps as
CSA agreementsthat allow for collateral from a choice of currencies can be found
for various product types, such as single currency swaps.

Consider a cross currency swap between CCY1 and CCY 2, and assume that
CCY 2 is the cheapest collateral. CCY 2 cash flows should obviously be discounted
with the CCY2 OIS curve. CCY1 cash flows, on the other hand, need to be
discounted taking into account that CCY2 is the collateral. The result isa CCY1
discount curve that prices cross currency swaps to par and is different from the
CCY 1 OIS curve. The consequenceisthat we for each currency end up with several
discount curves, depending on the allowed collateral.

The currency that is cheapest to post as collateral today might not coincide
with the cheapest collateral in the future. By using forward curves, it is possible
to account for deterministic changes in the cheapest collateral. The complexity in
the pricing can be increased one more step by taking into account stochastic changes
in the choice of the cheapest currency. Theresult is the inclusion of atype of option
premium in the cross currency swap price.

Thereiscurrently acontroversy asto whether the pricing actually should include
the possibility to replace collateral during the lifetime of a cross currency swap as
there have been disputes in the situation when one of the counterparties has asked
for such a replacement. The pricing of CSA regulated contracts gets even more
complicated asit is common to not only allow currencies as collatera but also other
assets, e.g. government bonds.
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Appendix A
M athematical Preliminaries

A.1 Measure Theory, Random Variables and I ntegration

A o-algebra F over aset Q2 is anon-empty collection of subsets that contains the
empty set @ and isclosed under the operationsof taking complementsand countable
unions. An example is the Borel o-algebra defined as the smallest o-algebra
containing the open setsin atopological space. A measure v isafunction 7 — R
that satisfies v (&) = 0 and is o-additive: V(U2 4;) = > 72 v(A4;) for {A; € F}
pairwise digoint as subsets of 2. A measure P satisfying P(2) = 1 iscadled a
probability measure.

X : Q — Q' issadtobemeasurable (with respect to the o-algebras F and F) if
X~1(A") € Fforevery A’ € F'. If the measure on F is a probability measure then
a measurable function is referred to as a random variable. We are only concerned
with the case when @’ = R” and ' is the corresponding Borel o-algebra. Unless
stated otherwise, we assume that n = 1 as the generalization to arbitrary n is
often straightforward. An example of measurable functions is given by the simple
functions that by definition can be writtenas > 7_, ¢;14, wherec; € R, 4; € F
and 14 istheindicator function with the property that 1 4(w) isequal to 1 if w € A
and 0 otherwise.

Theintegral of apositivesimplefunctionisgivenby > /_, ¢; P(4;). Theintegral
Jo XdP of a positive random variable is defined in the Lebesgue sense as the
supremum of integrals over simple functions smaller than X. If [, [X|dP < oo
then X is said to be P-integrable. The integral is then defined as the difference
between the integral s over the positive part and the negative part.

For arandom variable X, the probability density function (PDF) p = py : R —
Ry isdefined by p(x)dx = P(X~'([x,x + dx])), see Fig. A.1. The expectation
E[X] of X is by definition the integral [, XdP which by a change of integration
variable can be expressed with the PDF as [, xp(x)dx. We are often not interested
in the set © of events but only in the probabilities for a random variable to attain
its various values. This is exactly the information contained by the PDF or the
cumulative density function (CDF) F(x) = [~ p(x')dx’.

C. Ekstrand, Financial Derivatives Modeling, DOI 10.1007/978-3-642-22155-2, 297
© Springer-Verlag Berlin Heidelberg 2011



298 A Mathematical Preliminaries

Fig. A.1 Relation between a
random variable and its PDF

Y

A.2 The Gaussian Distribution

A normally distributed NV(u,0?) variable X is a random variable with p(x) =
exp((x — w)?/202)/v/270. A standard normal random variable has © = 0 and
o = 1. The normal distribution is aso referred to as the Gaussian distribution.
In higher dimensions, it is defined by

plx) = e (30— )

1
V) det(T)

where u € R" and X € R"*" is symmetric and positive semi-definite. The character-
istic function

, 1
E [e’kTX] — exp (ikT;L - —kTEk) . keR"
2
can be computed by diagonalizing . The moments can then be calculated
through
d’ .
——F [e’kTX]
i/dpJ k=0
and we see in particular that the Gaussian distribution is completely determined by
its expectation E[X] = p and covariance Covar(X) = X.

X = {X;} being a Gaussian is equivalent with A7 X being a 1-dimensional
Gaussian for an arbitrary vector A. Indeed, if X isa Gaussian then

E[X']=

. 1
E [e’k“] — exp (ikkT,u - Ek/\TE/\k) . keR

which shows that A7 X is a Gaussian with mean A7 p and variance AT 2.
Conversely, if AT X isa Gaussian then



A.3 Copulas 299

ikATX | _ . _l 2
E[e ]—exp(lkm st), keR
where

m=EMNX]=ATu
s =Va(A\Tx)=1Txz2A

Inserting thisin the above equation with k = 1 showsthat X is Gaussian.
The covariance is a diagonal matrix if {X;} is a Gaussian with independent
components. The converseis also true as

E [eikTX] KT p—4kT sk _ l—[elk/uj Isjkd _ l—[E ik; x,

and the characteristic function can be written in product form if and only if the
random variable has independent components.

A.3 Copulas

A functionC : [0, 1]" — [0, 1] satisfying:

e C(u=0if3k;u, =0
e C(u)=u;ifuy =1,Vk #j
e (Cisn-increasing

is called a copula. The n-increasing property means that the weighted sum of the
copula evaluated on the vertices of an arbitrary n-dimensional rectangle must be
positive, where the weight isequal to 1 if thereis an even number of lower pointsin
the rectangle and —1 if there is an odd number. For example, in two dimensions the
condition reads:

e C(u, Vo) = C(up,v2) — C(Up, Vi) + C(up,vp) > 0, VU > Up,Va > vy

Sklar'stheorem. Let Fx(xl,)Cz, c. ,xn) = P(X1 < X1, X2 < X2,..., X, < X,,)
be the cumulative density function for a random variable X = {X;}/_, and
Fx, (x;) = P(X; < x;) the marginal functions. Then there exists a copula C such
that

Fy(xi,xz...,x0) = C(Fx,(x1), Fx,(x2), ..., Fx, (x2))

The copula is unique if the marginal functions are continuous. Conversely, for C a
copulaand { Fy, }; cumulativedensity functions, Fx (xi, x» ..., x,) defined asabove
is a multivariate cumulative density functions with marginal distributions { F; };.
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The theorem can be proven by defining the copulaas
C(Ur,Un, ..., Uy) = Fx (Fy,'(x1). F,'(x2). ..., Fx ' (x2))

The statement then follows by identifying the three defining conditions for a copula
with corresponding necessary conditions for a multivariate cumulative density
function. O

Copulas are commonly used for the problem of constructing a higher-
dimensional random variable from a set of margina distributions. Perhaps the
most popular copulafor this purposeis the Gaussian copula. Thisis the copulathat
relates a Gaussian random variable to its marginal distributions. For example, in
two dimensions we use the marginal distributions

Fy,(xi) = N(x;) := e ?%dz

&L

and the joint distribution
P(Xl < Xl,Xz < )Cz)

—(Z —2p22+3) /2(1 - p*))dzdo

27T V1— / /
to obtain the form

C(up, )

22 2p2122+25) /2 (1 — ))d21d22

) ‘(uz)
27{,/1 — / /

of the copula.
Many of the popular copulas belong to the class of Archimedean copulas
defined by

Cup, s, ..., 1) = ¢l <Z¢>(ui))
i=1

where ¢ : [0, 1] — [0, oo] is acontinuous strictly decreasing convex function with
¢ (1) = 0. ¢[71(2) isthe “ pseudo-inverse” defined as ¢~ (2) for z € [0, ¢(0)] and 0
for z> ¢(0). An exampleisthe Clayton copula defined by

pwy=u’—1, 6>0

An important property of the Clayton copula and the Gaussian copula is that
they can interpolate between the instances of complete independence and complete
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dependence of the components. For example, in the 2-dimensional case, 6 = 0 and
p = 0 givesindependence: Fx (xi, x2) = Fyx, (x1)Fx,(x2), whiled — occandp =1
gives complete dependency Fx (xi, x2) = min(Fy, (x1), Fx,(x2)).

A.4 Processes

A set of o-algebras {F; };<; iscaled afiltration of F if every setin F; aso belongs
to F; and F, for j > i, where ] isthe positiveintegersor the positive real numbers.
{X;} is caled a (adapted) process if for every i, X; is a random variable that is
Fi-measurable (for a fixed image o-algebra 7). We assume that the subsets of
null sets (sets with measure zero) in F are included in F, (and therefore in F;
for al i). When I = R4 we assume that the filtration is right continuous, F; =
N;>;F; for al i. Furthermore, for / = R4 we say that a process is continuous
if the paths X(w) : R+ 2 i — X;(w) € R are continuous almost surely (a.s.),
i.e. for al w in the complement of a null set. A process is sometimes referred to
as a stochastic process to emphasize the dependence on the set of outcomes 2.
A process that only depends on the index i and not on w € 2 is said to be non-
stochastic.

Ex: Let 2 = {hh, ht, th, tt} be the set of outcomes after tossing a coin twice and
{Fi}i=0.12 thefiltration such that F; isthe o-algebra of information available after
the i:th toss, eg. 71 = {@, {hh, ht}, {th, tt}, {hh, ht, th, tt}}. If we make a bet on
whichwewin $1 on headsand lose $1 on tails, the process { X; };=¢.1.» describes our
earnings. Xo(hh) = $0, X,(ht) = $0, X,(th) = $0, X, (tt) = $0; X,(hh) = $1,
Xl(ht) = $I, Xl(th) = —$1, X (tt) = —$1 and Xz(hh) = $2, Xz(ht) = $0,
X, (th) = $0, X, (tt) = —$2.

A5 Brownian Motion

A standard Brownian motion isa process W;, t > 0 satisfying

e Foreachs >0,t >0, Wiy — Wy ~ N(0,1)

s {W,,, — W,} areindependent for given0 < 7y < --- <1,
° WO =0

e W, iscontinuousin ¢

There are severa possible techniques of constructing new Brownian motions
from a given one. For example, it is straightforward to show that the following pro-
cesses satisfy the above conditions and are therefore standard Brownian motions:

° CVI/[/CZ
o tWyyift>0,Wy=0
o {W, — Wi—i}o<i<s fOrany fixeds > 0
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The maximum of a standard Brownian motion has the distribution

2 [e/e)
P(maxo<;<r W; > m) = — / e—xz/zrdx
V LT m

Thisfollowsfrom

P(maxW,>m)

0<t<T

:P(max VI/,>mAWT>m)+P(maxW>mAWT<m)

0<t<T 0<t<T
:2P(maxm>mAWT>m):2P(WT>m) O
0<t<T

In the second step of the proof, we used the fact that if a Brownian motion hits
thelevel m att < T, thereisan equal probability of it ending up abovem at T as
of it ending up below m at T'. Indeed, for every Brownian path ending up above m,
thereisamirror path that ends up below m. The mirror path is obtained by reflecting
the Brownian path in the point m after the time T when this point isfirst hit:

-~ W, t<rt
W, =
2m—W;, t>r1

The method of reflecting Brownian pathsis called the reflection principle.

Letting T — oo in the above result reveals that a Brownian motion hits every
fixed point m with probability 1. This brings us to the question of what happens if
we allow the point to move.

The probability of a standard Brownian motion to hit a point that moves linearly in
timeis given by

P(as b) = P(El[ € [0,00)“/Vt >a+ bl) — e—2a+b+

By definition, a4+ = max(a, 0) and similar for 5. Asthe statement is obviously
truefora <0orb < 0,weleta,b > 0. Let g(x) bethe probability that the process
W, — bt hitsthe point a if itiscurrently located at x < a. With p(¢/, x’, ¢, x)dx’ the
probability of the processto end upin [x’, x’ + dx’] at ¢’ conditional on that it was
inx at¢, weobtan

g(x) = / ple.x'.0.0)q(x)dx' + €

—00

The term £ contains information regarding paths that crosses the level a before
time €. Obvioudly, £ tends quickly to zero when ¢ — 0. Using the backward
Kolmogorov equation (see the main text, Sect. 3.7), we obtain
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1
—bg. + qux =0

Assuming for a moment that the boundary condition ¢ (—oco) = 0 holds, we obtain
together with ¢(a) = 1 the solution

q(x) — eZb(x—a)
The statement follows by setting x = 0.

It remains to show that ¢(—o0) = 0, or equivalently that the probability for a
standard Brownian motion to exceed a + bt tendsto zero fora — oo and b > 0.
But thisfollowsfrom the above expression for the maximum of astandard Brownian
motion. Indeed, for small ¢ the probability goesto zero because of the large a while
for large ¢ the probability goes to zero because of the linear increase in the level
coming from b. |

The process oW, + ut is referred to as a Brownian motion with drift . and
volatility o. Thefollowing statement is useful in the analysis of Brownian motions:

The joint distribution of a Brownian motion and its maximumis given by
P(oWr + uT € [x,x + dx) /\OmaXT(oW, + ut) € [m,m + dm))
<i<

_22m—x)
V2mobT3

x<m,0<m

exp (—(x — uT)?/20%T — 2m(m — x)/crzT) dxdm,

Using
P@Et €[0,T)|W; >a+ bt AWrp € [x,x + dx))
=P@Et [0, 1)|tWi)s >a+bt ATWyr € [x,x 4+ dx))
=P@Et [0, D)W >a/t+bAWyrelx,x+dx)/T)
=P@Ete[l/T,00)|W,>at +bAWyrelx,x +dx)/T)
=PWyrelx,x+dx]/T)Pa/T +b—x/T,a)
we obtain
P@Et €0, T)|oW; + ut >mAoWr + uT € [x,x + dx))
=P@Etel0,T)|W;, >m/oc—ut/oc AWr € [x,x +dx)/o — uT/o)
=PWyrelx,x+dx)/oT —pj/o)P(m/oT — /o —x/oT + pu/o,m/o)
dx
Va7 o0

The statement follows by taking the m-derivative. |

—(x — puT)*/20°T —2my(m — x)4./0°T)
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Thefirst hittingtime t,, = min{¢t|oW, + ut > m} of thelevel m > 0 for a Brownian
motion with drift has the distribution

m
P (tm € [t,t + dl)) = —e—(X—Ml)z/Zaztdt

V2mo?t3
Proof:

P(t, <t) = P(max (oW, + ut’ > m))
0<t/<t

/ P(oW, 4+ ut € [x,x +dx) A max (oW, + ut’ > m))
—00 0<t’'<t

o0
+/ P(oW, + ut € [x,x + dx))

- \/;— / " ot 202 2mm—) [0
2702T J-oo

e—(x—ut)z/Zazt dx

1 o0
S
2702T Jm

— ompje? —m—,ut) (—m—}—ut)
=e N|l——— ||+ N[ —— O
( ot oAt

A.6 Total Variation and Bounded Variation

Let 7 be apartition of [0,¢], i.e.m = {}/_ywith0 =1 <t <+ <t, = 1.
For /' : R — R, consider

n—1

V;ﬂ(t) = Z | ftiv1) — f(@)]”

i=0

The p-variation of f is defined as the function V}”(z) = limjzj—0 V}fﬂ (t), where
thenormismax;{|t;+1 —t;|}. Important special cases arethetotal variation (p = 1)
and the quadratic variation (p = 2). Thetotal variation of aprocessis defined point-
wiseon @, VE(r,w) = V)%(w) (¢). A processis said to be of bounded variation if the
total variation Vy = V} isfinite ason every compact timeinterval.

A.7 Martingales

For an integrable random variable X, the conditional expectation E [X,] =
E[X;|F], s < t is by definition the as. unique F;-measurable variable Y, that
satisfies
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E [Ys]]-A] =E [Xl‘]]-A] 5 VA e -Fv

The conditional expression fulfills the double expectation theorem:
Ei[Ey [X:]] = Es [X:], s<s <t

An integrable process X; with E [X,] = X, Vs, is caled a martingale. For
a stopping time 7', i.e. a function T: Q — [0, oco] with T71([0,¢)) € F; V¢, the
process X T defined by X = Xmin¢.) is called the process X stopped at time 7.
Thus, based on the information available at ¢ the stopping time determines whether
X should continue to be stochastic after ¢+ or if it should be constant. If X is a
martingale, thensois X 7.

A processis said to be alocal martingaleif there exists aset {7;}2,, of stopping
times satisfying 7; < T;4+; as. foral i and T, — oo as. wheni — oo such
that 170X, isamartingale for all i. The factor 17y has been introduced so
that processes with X, non-integrable can be included in the definition. We have
chosen to only provethe statementsin this Appendix as applied to martingales. The
proofsfor the general case of local martingales are often straightforward but will be
omitted in order to not obscure the basic ideas of the proofs.

A continuous local martingale of bounded variation is constant a.s.
Assumefirst that |V (¢)| < m a.s. for al ¢. For agiven partition = we have

(X§+1 - Xt?):|

n—1
=E |:Z (Xti+1 - Xfi)2:| =E |:m’aX |Xl‘i+1 - Xl‘i| V(t):|

i=0

E[(X - Xo?| = E[x2=X}] = E {H

i=0

As the integrand max; \X,I. =Xy | V(t) is uniformly bounded and converges to
zero as ||| — 0 as, the dominated convergence theorem for integrals proves that
E[(X; — Xo)?] = 0. Theintegrand is positive so we must have X; = X, as.

For the general case, note that the above part of the proof holds for X, tT’" with
stopping time 7,, = inf{t > 0|V (t) > m}. Thus, X,T”’ = X, as. The finiteness of
V(t) implies that 7,, — oo as. when m — oo from which it follows that
X, =Xy as. O

A process that can be decomposed into a sum of a local martingale and
a bounded-variation process is caled a semimartingale. The two parts in the
decomposition are referred to as the local martingale part and the compensator
part. By adding a constant to one of the parts and subtracting it from the other,
we can always assume that the compensator is zero at ¢ = 0. The processis said to
be a continuous semimartingale if both parts in the semimartingale decomposition
are continuous. It then follows from the above statement that the decomposition is
unique.
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Let X be a continuous local martingale. Then, for all ¢, V)%ﬂ(t) converges in
probability to (X),, where the quadratic variation (X) is the unique continuous
bounded-variation process starting at 0 such that X2 — (X) isalocal martingale

First of all, aset of random variables {Y;} is said to convergeto Y in probability
if im5eo P(1Y; —Y| > €) = 0. For agiven partition = of [s, t] we have

E, [xf Y- w} _x
= ZE [ lit1 Xt% - (X _Xti)z] =0

Taking thelimit ||z || — O provesthe statement formally. It remainsto provethat the
integral and the limit can be interchanged and that the limit exists. This part of the
proof adds nothing to the understanding of martingal es necessary for this book and
isthereforeomitted. As VX . (¢) isanincreasing function of ¢, the quadratic variation
must be of bounded variation. The uniqueness follows from the uniqueness of the
semimartingal e decomposition. |

Motivated by the polarization identity

Xivr1 — X)) Yiq1 = Y3)

(((Xz+l + Yig) = (Xi + Y))* = (Xi1 — Yig) — (X _Yi))z)

-I>I>—‘

where X; = X(t;) and Y; = Y (t;), we define the covariation for two continuous
local martingales as

(X.¥) = (X +¥) = (X 7))

It isthen straightforward to generalize the above statement:

For X, Y continuouslocal martingales, XY — (X, Y) isamartingale

An immediate consequence is that the product of two continuous martingales
is a semimartingale. From next statement it follows that a continuous process with
bounded variation does not contribute to the covariation:

(n, Xy = 0 if u is a continuous process with bounded variation and X is a
continuous semimartingale
Consider

n—1 n—1

Z I'Ltl“rl Mtl th+1 th) < max |th+1 th | Z |I'Ltl+l Mtl
i=0 i=0
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The second factor on the right-hand side convergesto the total variation of « when
x| — 0. As X is continuous, the first factor converges uniformly to 0 on the
interval [0, z]. The statement therefore followsin the limit ||z || — 0. |

A Brownian motion is obviously a continuous martingale and must therefore
have unbounded variation. The quadratic variation is given by:
(W), =t for W a standard Brownian mation

As

W2 = (W), + martingale

is the unique semimartingale decomposition of W2, the statement holds if we can
provethat W2 — ¢ isamartingale. This follows from

-1
E [VVIZ - sz] = E; |:nz (I/Vtinrl - I/Vt’z)]

i=0

n—1 n—1
= E; |:Z (Wi — Wt,~){| = Z (tiq1—t;)=1t—s 0
i=0 i=0

A.8 Integralswith Martingales

A process . of bounded variation induces a (signed) measure v on thetime-axisR
by letting it be pathwise defined on Q: v, ([a, b]) = e (b) — e (a). The integral
fot Hdp = fot Hdv of continuous processes H over bounded-variation processes
can bedefined in the Lebesgue sense. In particular, it is possible to definetheintegral
over (X) if X isacontinuous martingale.

For X acontinuous martingaleand H a continuous process the integral fot HdX
is defined by

n—1
Z Hti (Xti+1 - Xti)
i=0

inthelimit ||| — 0. The integral is obviously a continuous martingale itself. The
expectation of the square of the above expressionis equal to

E Z Hy, H’j (Xti+1 - Xfi) (ij+1 - th)

i

-y [Z H2E, (X, - X,,.)ﬂ
E [Z HZE, [ X2, - X}]}
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=E |:Z HSEU [(X>l‘i+1 - (X>l‘i]:|
i

=E |:Z H[% ((X)ti+l - (X)tl):|

Inthelimit ||| — 0 we obtain

£ [( [ de)z] — e[ [ maw]

Note that the integral on the right-hand side is finite a.s. as H is continuous on the
bounded interval [0, ¢]. As usual, the results can be extended to continuous local
martingales X .

When X isaBrownian motion, the approximating sum for theintegral consists of
independent normally distributed variables. The integral is therefore also normally
distributed. It has zero mean (asit is a martingal€e) and the calculation above gives
thevariance. Thus, [ fd W, ~ N (0, [ fdt) if f isnon-stochastic.

By separating a continuous semimartingale into its local martingale part and its
bounded-variation part Y = X + u, the integral of continuous processes H over
continuous semimartingalesis defined by

/HdY:/HdX+/Hdu

A.9 |tosLemma

Let X : @ — R be a continuous martingale and f a C? real-valued function
defined on an open set containing the range of X. Then,

f(X) = f(X0)+/0 fxdX + %/0 fxxd(X), as

For a given partition = we have

n—1

fX) = f(Xo) =D (f(Xyy) = f(X)

i=0

n—1 n—1

= Z Jx(Xy) (Xl‘i+1 - Xl‘i) + % Z Jxx (&) (Xl‘i+1 - Xfi)2
i=0

i=0
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where §; € [X,, X, ]. The first sum converges to fO’ fxdX when ||z]| — O.

It remainsto show that the second sum convergesto % fo’ fxxd{X), or equivalently
that

n—1 n—1

J = Z Sxx (&) (Xti+1 - Xl‘i)z - Z Jxx (Xy) (Xl‘i+1 - Xfi)2 —0

i=0 i=0
Clearly,

n—1

1= C Y (K = X)". € = max] fiox (5) — frx (X,)]

i=0

Assuming | X| < m we seethat C — 0 when ||| — 0 while the sum converges
to (X)) which is finite a.s. For unbounded X the proof follows by considering the
stopped processes X,T”’ with stopping times 7,, = inf{r > 0|V, > m} so that
T,, — oo as. O

It isstraightforward to provethe multidimensional generalization of 1to’slemma:

Let X : @ — R be a continuous ssmimartingale and £ (¢, X) a C'? real-valued
function defined on an open set containing the range of (¢, X,). Then a.s..

t t 1 t
76.x) = f0. X0+ [ e x0dur Y [ foaxi+s Y [ fugatxx)
0 —~Jo 2 7 Jo
Expressed in terms of infinitesimals:
1
df = fidt +)_ fr,dX; + Efo,.xjar(x,»,X,»)
i ij

Ito’'s lemma can be remembered through the product rule dX;dX; = d(X;, X;)
((dW,)* = dt for aBrownian motion) and all other differential products equal to O.
When f(X,Y) = XY, Ito’'slemma becomes the product rule of differentiation:

d(XY) = XdY +YdX +d(X.,Y)

A.10 Lévy’'sCharacterization of the Brownian Motion

A continuous local martingale X that satisfies (X);, = ¢t and X, = 0 isa Brownian
motion

Setting X, = X, — Xo— 3 (X),, Ito'slemmaimpliesthat exp (X/) isamartingale
for an arbitrary martingale X. Using (X)), = ¢ and X, = 0 we see that

1,
Y, =exp CTX,—EGZ‘
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isamartingale. Rearranging the martingale condition Y, = E,[Y;] gives

E,[exp (o (X; — X,))] = exp (% (t—s) 02)

As this is the generating function for the Gaussian distribution, we conclude that
X, — X, isN(0,t — s)-distributed and is independent of F;. O

A.11 Measure Changeand Girsanov’s Theorem

Let P, betherestriction of P to F;, i.e. P; is F;-measurable and satisfies P,(A4) =
P(A)foral A € F,. For agiven set Q with filtration {; }, two measures P and Q
are said to be equivalent if for al ¢, the restrictions P, and Q, have the same null
sets. Equivalent measures are rel ated by the Radon-Nikodym derivative which isthe
process M, defined by Q,(A) = fA M,dP; foral A € F,. For A € F; it follows
that

E?[MEF M X114 = EP [E] [M,X,]14]
=EP[E] M X,14]] = E” [M,X,14] = EC [X,14]
and from the definition of conditional expectation we conclude that
EsQ [X/] = Ms_lEsP (M X]
for X, a Q-integrable process. We concludethat X; isa Q-martingaleif and only if

M, X, isa P-martingale. In particular, setting X, = 1 in the above equation proves
that the Radon-Nikodym derivative M, isa P-martingale.

Let X be a continuous P-semimartingale with compensator x”. Then X is a
continuous Q -semimartingal e with compensator

1l =pu” + (X, InM)
The product rule of differentiation implies that
(X =" —(X,InM)) M
=/(X—/LP —(X.InM))dM +/Md (X —pn?)
—/Md(X,InM) + (X —uf — (X, InM), M)

By using an approximating sum of theintegral, the third term on the right-hand side
can be seen to be equal to —(X, M). As continuous processes of bounded variation
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do not contribute to the covariation, this term cancels with the fourth term. The
first two terms on the right-hand side are continuous P-martingales from which we
concludethat the left-hand sideisacontinuous P martingaleaswell. Thefirst factor
on the left-hand side must therefore be a continuous Q-martingale. O

Let W beaBrownian motionin P. Then W — (W, In M) isa Brownianmotionin Q.
The previous statement implies that W — (W,InM) is a continuous Q-
martingale. As

(W — (W.InM))|,—y =0
(W — (W.InM)), = (W), =1

the statement follows from Levi’'s characterization of Brownian motions. O
It is now straightforward to prove Girsanov’s theorem:

Let [ .
M, =exp(/ QdeS——/ Gfds)
0 2 Jo

where 6, is integrable with respect to the Brownian motion W; in the measure P.

Then
t
W,—/ Osds
0
isa Brownian motionin Q.

The statement follows from the identity
t t
<W,/ Qdes>:/ Osds |
0 0

A.12 No-Arbitrage Pricing

Weuseaset {X'}7_, of strictly positive continuous semimartingalesto represent the
set of tradable assetsin afinancial market. By abuse of notationwe also let {X'}7_,
denote the prices of these assets. We assume that the holding of the assets does not
result in any cash flows (e.g. dividend payments) and that the assets can be bought
or sold at any time in unlimited quantities. Based on these assumptions we develop
amodel for asset pricing. This section serves as a bridge between the Appendix and
the main text. Some of the definitions and results reviewed here can also be found
in Chap. 1 and Sect. 3.8.

A trading strategy ¢ is an R"-valued process describing our holdings ¢’ of asset
X'. Thevalueof the corresponding portfolioisgivenby V, = 3", ¢! X/ . Tosimplify
notation we suppress the summation and write V; = ¢, X,. We restrict ourselvesto
continuous strategies satisfying
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t
¢tXt = ¢0X0 +/ ¢uqu
0

The infinitesimal version reads d(¢,;X;) = ¢,dX, which means that the price
fluctuations in the portfolio come solely from changes in the asset prices. Such a
strategy issaid to be self financing, i.e. thereisnoin- or out-flux of money. Examples
include:

e ¢ constant: it is then possible to move ¢ outside the integral and the above
relation istrivial

e If X isa standard Brownian motion and the portfolio value satisfies 0V /dt =
—(1/2)3*V/0X? then ¢ = 9V /03X isself financing. This followssince

t taV
Vi =W dV =V, —dX
t o+/0 o+/O %

holds because of 1to’s lemma.

A sdlf-financing strategy ¢ is said to be an arbitrage strategy if there exists a ¢
forwhich Vy, = 0,V, > 0 as.and P(V; > 0) > 0. By restricting ourselves to self-
financing strategies without arbitrage, we exclude strategies with risk-free gains.

Instead of valuing the assets in dollar terms, the valuation can be done relative
to one of the assets. The asset with respect to which the valuation is doneis called
the numeraire and by a reordering we can assumed it to be X°. The values of the
assets are then given by (1, X'/X°, ..., X"/ X°). The concepts of arbitrage and
a self-financing strategy are preserved when using a numeraire. For example, the
preservation of the self-financing property follows from

d(¢X' (X)) =X d(X) + (X)) d(pX) + d (pX", (X))
=X d(X")7 + (X)) T'pd(X) + ¢d (X', (X))
=¢d (X' (X))

Absence of arbitrageimpliesthat if there is a non-zero probability for X/ /X to
be greater than X/ X then there must also be a non-zero probability for it to be
smaller than X}/ X ). By reweighing the probabilitiesit is then possible to turn this
processinto amartingale, i.e. there exists a probability measure Q equivaentto P
such that the processes X' / X © are martingal es. The strict mathematical proof of the
fact that this can be done simultaneously for al i does not provide us with further
insights and is therefore be omitted. We only need the reverse statement:

If there exists a measure Q such that { X’/ X%} are local martingales then there do
not exist any self-financing strategies with arbitrage.
As

Vi/ X2 =X /X0 = Vo/ X3 + / pd (X'/X°)
0
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isa Q-martingale, we have E[V,/X?] = V,/X{.1f Vo = 0 and V; > 0 as. then
V; = 0 as. which provesthat ¢ cannot be an arbitrage strategy. |

We now describe how to price contracts under this framework. In financial
mathematics, one is often faced with the problem of finding the value V;, of a
contract from the knowledge of its value Vr at a future time. We assume that the
contract can be replicated with a self-financing strategy V = ", ¢/ X' in terms of
some basic assets { X'}. Whether it is really possible to represent (or approximate)
V insuch away isusualy clear from the context. We then use one of the assetsasa
numeraire N, and assume the existence of a martingale measure, i.e a measure such
that (X°/N, ... X"/N) are martingales. This assumption excludes the existence of
arbitrage strategies. As ¢ is sdlf financing, V/N isamartingaleand

Y _p [ﬁ}

No Nr

Thenumeraire N is often chosen to be asimple tradabl e such as a zero-coupon bond
for which we know both thevalue at T and today’s value. The only unknown in the
above eguationis V, which therefore can be computed. Observe that the expectation
istaken under Q and not under the real-world measure.

The pricing equation might seem rather abstract at first sight. For example, it is
not at all clear at this point how to find the measure Q. However, we use this pricing
model throughout the book and hopefully it will be clear how to implement and
useit.

When using the pricing model, we need to choose anumeraire, find a correspond-
ing measure for which the tradabl es are martingal es and then cal cul ate expectations.
It is often necessary to do the computations for more than one numeraire and
measure, for example, when the pricing is done in one measure and the calibration
in another. From the identity

P P 0 o (NS NF
Vo = N /VT/NTdP = N /VT/NT s K0
0 T

we see that changing numerairefrom N to N € implies a change in measure from
dP todQ = MdP,with My equal to N N2 /NZN} .
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Basket options, 180
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Cash deals, 292
CDF, see cumulative density function
CDSs, see swaps, credit default
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CIR model, see Cox-Ingersoll-Ross model
CMS spreads, 237
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CMSs, see swaps, constant maturity
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Conventions
caps, 228
foreign exchange, 291-292
yield curve instruments, 238-240
Convexity adjustment, 37
futures, 38-39, 247248
interest rates, 231-236
Copulas, 177-180, 299-301
for CM S spreads, 63
Correlations
2-factor model, 215
calibration, 190-191
commodities, 204, 210-211, 214-218
constraints, 215
currency dependence, 189-190
equities, 200
factor reduction, 218
foreign exchange, 289, 293
hedging, 71, 189
implied, 289
instantaneous, 180
inter-, 214
interest rates, 244, 251-252, 261, 270-271
intra-, 214
local, 180, 190-191
Shoenmakers-Coffee model, 217
terminal, 180
uncalibrated, 58-59
volatility skew, 120-121, 123, 134, 138,
196
Cox-Ingersoll-Ross model, 101
Crack spreads, 204, 214
Credit risk, 7273, 276-277, 295-296
swaptions, 229-230
Credit Support Annex, 275
Credit value adjustment, 72
CSA, see Credit Support Annex
Cumulative density function, 297
Cumulative normal function, 27
CVA, see credit value adjustment

Daily settlement, 38
Day-count conventions, 223, 238-240
volatilities, 30
Day-count fraction, 223
Debt value adjustment, 73
Delivery date, 41
Delta, 54
forward, 293
FX conventions, 293-294
premium adjusted, 294
vega adjusted, 137-138
Deposits, 238

inyield curve construction, 238, 240
overnight (O/N), 5, 41, 238
tommorow next (T/N), 238
Derivatives, 3
exotic, 46
vanilla, 46
Digital options, 10
American, 170-171
for static replication, 11
FX, 282-283
hedging, 69-70
higher dimensional, 186188
Discount factor, 4
Distributions
Cachy, 148
chi-sgquare, 99
gamma, 98
Gaussian, 148, 298-299
generalized hyperbolic, 151
generalized inverse Gaussian, 150
hyperbolic, 154
inverse gamma, 150
inverse Gaussian, 149
Lévy, 148
non-central chi-square, 99
normal , see distributions, Gaussian
normal inverse Gaussian, 154
Pareto, 148
Poisson, 141
stable, 148
variance gamma, 152
Dividend yield, 197
Dividends, 196
Drift, 22
Dupire's equation, 114
DVA, see debt value adjustment
Dynamic replication, 7, 19-42
Dynamics, see volatility dynamics

Effective date, 238
End-of-month rule, 40
foreign exchange, 292
yield curve instruments, 238
EONIA, see euro overnight
index average
Euro overnight index average, 274
European options, 10
asymptotics, 13
constraints, 13-14
for static replication, 10-13
naive replication, 19-20
no-arbitrage conditions, 13-14
Expiry, 41

Index
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Federal funds rate, 274
Feynman-Kac theorem, 34
First delivery date, 202
Fixed rate, 225
Fixing date, 41
Floating rate, 225
Floorlets, 227
Floors, 228
Fokker-Planck equation, see Kolmogorov
forward equation
Forward, 9
Forward contracts, 9
Forward interest rates, 223
Forward rate agreements, 224, 238-239
inyield curve construction, 238
FRAS, see forward rate agreements
Free-boundary problem, 171
Fundamental solution, 164
Fundamental theorem of asset pricing, 35,
312-313
Futures contracts, 38, 239
inyield curve construction, 238, 240
options on, 39
rolling, 203

Gamma, 56
Gammafunction, 97
Gaprisk, 275

Girsanov's theorem, 311
Greeks, 54

Green's function, 32, 50-51

Heaviside function, 10
Hedging, 44, 53-69
Heston model, 133
HIM model, 246
Holiday adjustment, 40
Hull-White model, 258

i.i.d. variables, 142

IMM dates, see International Monetary Market
dates

In-the-money options, 10

Incomplete market, 154

Index options, 180

Infinitely divisible, 147

Inflation, 204

Initial margin, 38

Interbank markets, 291

International Monetary Market
dates, 239
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International Swaps and Derivatives
Association, 275

ISDA, see International Swaps and Derivatives
Association

ISDA master agreement, 275

ITM options, see in-the-money options

Ito’s lemma, 22, 308-309

for jump processes, 145

Jensen’s inequality, 37
Jump models, see Lévy models

Kolmogorov
backward equation, 33
forward equation, 33

Lévy flights, 148
Lévy models, 139-155

inyield curve modeling, 253-257
Lévy-Ito decomposition, 143
Lévy-Khinchin representation, 144
Last delivery date, 202
Last trade date, 202
Leverage, 43
Leveraged strategies, 23
LIBOR market models, 265
LIBOR rate, see London interbank offered rate
LIBOR-in-arrears, 231
Liquidity, 71
Liquidity risk, 236-237, 277, 295-296
LMMs, see LIBOR market models
Local correlation models, 191
Local volatility models, 107

inyield curve modeling, 249-250
London interbank offered rate, 223

Market risk, 44
Markov-functional models, 262
Martingales, 35, 304-308
Mean-reversion factor, 90
Mean-reversion level, 90
Measure, 297

change of, 34-35, 310-311, 313

domestic, 281

equivaent, 310

foreign, 281

forward, 35

Lévy, 142

Poisson random, 142

random, 142
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risk-neutral, 36
spot, 266
terminal, 250
Method of images, 84
Moment matching, 181-182
Money market account, 35
Monte Carlo ssimulation, 52
early exercise, 174
early exercise greeks, 175-176

No-arbitrage assumption, 5-7, 312
Numeraire, 22, 312
in foreign exchange, 290-291

OISs, see swaps, overnight index

OTC contracts, see over-the-counter contracts
OTM options, see out-of-the-money options
Out-of-the-money options, 10
Over-the-counter contracts, 37

Par value, 9
Parity
barrier options, 16
covered interest rate, 282, 295
enter-into and callables, 174
foreign exchange, 282
put-call, 12
Partial differential equations, 23
Path-dependent derivatives, 159
PDEs, see partid differential equations
PDF, see probability density function
Pegged currencies, 281
Perturbation
local volatility processes, 108-113
stochastic volatility processes, 123-130
Predictor-corrector method, 104
Premium currency, 294
Present value, 3
Probability density function, 297
Processes
Bessel, 98
Brownian bridge, 91
CEV, see processes, constant elasticity of
variance
compensated Poisson, 142
compound Poisson, 142
constant elasticity of variance, 93, 101-102
jump, see processes, Lévy
Lévy, 140
lognormal, see Brownian motions,
geometric

Index

mean-reverting, 91
Ornstein-Uhlenbeck, 90
Poisson, 141
squared Bessel, 100
stable Lévy, 148
Product rule for stochastic differentials, 22,
309
PV, see present value

Quantos, 288
European FX option, 283
Quoting currency, 291

Radon transform, 190
Radon-Nikodym derivative, 310
Rebate, 161

Replacement risk, 275

Reset date, 41

Right way risk, 73

Risk reversal, 293

SABR model, 134
extrapolation, 234-236
SDEs, see stochastic differential equations
Seasonality, 207-208
Sensitivity, 44
Settlement date, 40
Settlement lag, 40
Short rate, 222
models, 260
Skew, 31
Smile, 31
Snowballs, 175
SONIA, see sterling overnight index average
Spot date, 40
foreign exchange, 292
Static replication, 7, 9-18
foreign exchange, 282-283
interest rates, 224-226
of barrier options, 16-18, 167-168
of forward contracts, 9
of non-linear payoffs, 10-13
Sterling overnight index average, 274
Sticky-delta models, 31
Sticky-strike models, 31
Stochastic differential equations, 22
linear, 82
lognormal, 82
mean-reverting, 91
non-analytic, 102-104
normal, 84
quadratic, 88
shifted lognormal, 86
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Stochastic volatility models, 119-138
in foreign exchange, 285-286
inyield curve modeling, 250-253

Strangle, 293

Strategy, 5, 311
arbitrage, 5, 312
self-financing, 5, 312

Subordinator, 149

Swap market models, 266

Swaps
autocdlable, 174
basis, 278
calable, 174
constant maturity, 233
credit default, 73
cross currency, 294, 296
enter-into, 174
forward starting, 226
FX, 294
inyield curve construction, 238, 240
in-arrears, 233
interest rate conventions, 239-240
overnight index, 273
vanillainterest rate, 225
variance, 169
volatility, 169

Swaptions, 228
Bermudan, 174-176
cash-settled, 229
early exercise, 16
physically settled, 229

Swing options, 214

Target redemption notes, 174, 175
TARNS, see target redemption notes
Tenor, 40

Tenor structure, 226

Tension spline, 66

Terms currency, 291
Theta, 55

Underlyings, 3

Value date, 292
Vanna, 58
Variable freezing, 180-181
Variation margin, 38
Vega, 54
Volatilities
commodities, 214
equities, 200
foreign exchange, 289
implied, 30
interest rates, 269270
local, 30
local and stochastic, 135-136
lognormal, 25
separable local, 211
terminal, 180
time-weighted interpolation, 290
Volatility dynamics, 32, 66-68
jump processes, 154-155
local volatility processes, 117
stochastic volatility processes, 136-138
Volga, 58
Volumerisk, 214

Warrant, 195
Wrong way risk, 73

Yield curve, 236

Zero-coupon bonds, 4
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