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Extension of Stochastic Volatility Models with Hull-White
Interest Rate Process

L.A. Grzelak, * C.W. Oosterlee, S. van Weeren *

Abstract

In recent years the financial world has focused on accurate pricing of exotic and hybrid products
that are based on a combination of underlyings from different asset classes. In this paper we present
an extension of the stochastic volatility models by a stochastic Hull-White interest rate component.
It is our goal to include this system of stochastic differential equations in the class of affine jump
diffusion - linear quadratic jump-diffusion processes (Duffie, Pan and Singleton [I1], Cheng and
Scaillet [8]) so that the pricing of European products can be efficiently done within the pricing
framework of Carr-Madan [7].

Key words: hybrid products, Schébel-Zhu-Hull-White framework, stochastic volatility and
interest rate model, affine jump-diffusion process

1 Introduction

In this paper we present a flexible multi-factor stochastic volatility (SV) model which includes the term
structure of the stochastic interest rates (IR). Our aim is to combine an arbitrage-free Hull-White IR
model in which the parameters are consistent with the bond prices implied by the zero coupon yield
curve. In order to perform option valuation using the fast Fourier transform we aim to fit this process in
the class of Affine Jump Diffusion (AJD) processes [11] (although jump processes are not included in this
work). We specify under which conditions such a general model can fall in the class of AJD processes.
We also apply the model to price some hybrid structured derivatives, which combine the different asset
classes: equity and interest rate.

A major step, away from the assumption of constant volatility in derivatives pricing, was made by
Hull and White [I7], Stein and Stein [33] and Heston [16], who defined the volatility as a diffusion
process. This improved the pricing of derivatives under heavy-tailed return distributions significantly
and allowed a trader to quantify the uncertainty in the pricing. Since the development of the stochastic
volatility models, they have become very popular for derivative pricing and hedging, see, for example, [13],
however financial engineers have developed more complex exotic products, that require additionally the
modeling of a stochastic interest rate component. A derivative pricing tool in which all these features
are explicitly modeled has the potential of generating more accurate option prices for hybrid products.
These products can be designed to provide capital or income protection, diversification for portfolios
and customized solutions for both institutional and retail markets. Because of these features, the hybrid
market expands rapidly.

The approach proposed by Carr and Madan in [7] for pricing European options with the Fast Fourier
Transform (FFT) technique is state-of-the-art for parameter calibration in the financial industry. It relies
heavily on the availability of the characteristic function of the price process, which is guaranteed if we
stay within the AJD class, see Duffie-Pan-Singleton [11], Lee [20] and Lewis [2I]. We examine the effect
of correlated processes for asset, stochastic volatility and interest rate on the option prices through a
comparison with, for example, the Heston model. In the evaluation of the empirical performance of the
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alternative option pricing models, we use both the relative difference and the implied Black-Scholes [4]
(BS) volatility as measures of systematic error.

The plan of this paper is as follows: In Section 2 we perform the analysis for the Schobel-Zhu-
Hull-White stochastic volatility and interest rate model; In Subsection 2.1 we explain the general AJD
framework and in Subsection 2.2 we show that the Hull-White process fits nicely into the framework.
Subsection 2.3 is the heart of this paper, where we show that the hybrid model of interest admits a semi-
closed form for the characteristic function. Subsection 2.4 discusses an alternative hybrid model, the
Heston-Hull-White model. In Section 3, numerical experiments are performed with the Heston, Heston-
Hull-White and the Schébel-Zhu-Hull-White models. We start with model calibration in Subsection 3.1,
after which a variety of hybrid products are priced in subsequent subsections. Section 4 concludes. The
lengthy proofs of the lemmas are placed in the appendices.

2 Extension of stochastic volatility models

In this section we present a hybrid stochastic volatility model which includes a stochastic interest rate
process. In particular, we add to the SV model the well-known Hull-White stochastic interest rate
process [I8], which is a generalization of the Vasicek model [34].

We consider a three-dimensional system of stochastic differential equations, of the following form:

dSt = ’I’tStdt + O':tDStthS (].)
d’f’t = )\(F)t — 'I"t)dt + T]thT (2)
do, = —rk(oy—0)dt+~o; PdWY7 (3)

where p is an exponent, x and A control the speed of mean reversion, 1 represents the interest rate
volatility, and yo!~P determines the variance of the o, process. Parameters & and 6, are the long-run
mean of the volatility and the interest rate processes, respectively. W are correlated Wiener processes,
also governed by an instantaneous covariance matrix,

AWSAWS  dWSdWe  dWSdWT 1 peo Por
S = | dwgdwg dwedwe dWedWy | = | pes 1 per | dt. (4)
AWrdWE  dWrdwe  dWTdwy Prs Pro 1

If we keep r; constant and p = %, we have the Heston model [16],

dS; = rSudt+ /7S dW7,
doy = -kt (at — EH) dt + VH@th”.

For p = 1 our model is, in fact, the generalized Stein-Stein [33] model, which is also called the Schébel-Zhu
[30] model,

dS; = rSidt+ o S, dW?,
2
dyt = —2/»6 <’Ut + O'tE + ;}g) dt + 2’)/\/11715th0,

in which the squared volatility, v; = o7, represents the variance of the instantaneous stock return.

It was already indicated in [I6] and [30] that the plain Schobel-Zhu model is a particular case of
the original Heston model. We can see that, if @ = 0, the Schobel-Zhu model equals the Heston model
in which k¥ = 2r, 7% = 42/2k, and v = 27. This relation gives a direct connection between their
discounted characteristic functions (see [23]). Finally, if we set r; constant, p = 0 in equations ,
and zero correlations, the model collapses to the standard Black-Scholes model. In the following we will
choose the parameters in the equations , and such that we deal with a Schobel-Zhu-Hull-White
model. In [I4] and [§] it is was shown that the so-called linear-quadratic jump-diffusion (LQJD) models
are equivalent to the AJD models with an augmented state vector.



2.1 Affine jump-diffusion processes

The AJD class refers to a fixed probability space (2, F, P) and a Markovian n-dimensional affine process
X} in some space D C R™. It can be expressed in the following stochastic differential form:

dXt = /,L(Xt)dt + J(Xt)th + dZt,

where W, is Fi-standard Brownian motion in R”, u(X¢) : D — R", 0(Xy) : D — R"*" Z; is a
pure jump process with a fixed probability distribution v on R™ and arrival intensity {A (X¢) : ¢ > 0}
for arbitrary A : D — [0,00) with jump transform ¢(c) = fR" e“**dy(z) for any ¢ € C". Moreover,
for processes in the AJD class it is assumed that drift, volatility, jump intensities and interest rate
components are of the affine form, i.e.

w(Xy) = ag+arX, for any (ag,a;) € R™ x R™*™,
AXy) = bo+bi Xy, for any (b,b) € R x R",

o(X)o(Xy)" = (co)ij + (01)3;‘Xt, for arbitrary (cg,cp) € R™*™ x R™"*™X™,
r(Xy) = ro+r{ Xy, for (r,m1) € R x R™.

Then for a state vector, X;, the discounted characteristic function (CF) is of the following form:
Bu, X, 1,T) = BE (e I rodstioXa | 7))  pAn)+BT (00X,

where the expectation is taken under the risk neutral measure, Q. For a time lag, 7 := T — ¢, the

coefficients A(u,7) and BT (u, 7) have to satisfy certain complex-valued ordinary differential equations
(ODEs) [11]:

1

—A(u,7) = —ro+BTag+ iBTCOB +0(<B-1) (5)
1

—B(u,7) = —-r+d'B+ 5BTclB +by(sB—1). (6)

The dimension of these ODEs corresponds to the dimension of the state vector, X;. Typically, multi-
factor models provide a better fit to the observed market data than the one-factor models. However, as
the dimension of SDE system increases, the ODEs to be solved to get the CF are increasingly complex.
If an analytical solution to the ODEs cannot be obtained, one can apply well-known numerical ODE
techniques. This may require substantial computational effort, which essentially makes the model useless
for practical applications. Therefore, in this paper we will set up a model for which an analytic solution
to most of the ODEs appearing can be obtained. We will not consider jumps in this paper, so the bg-
and bi-parts in ,@ disappear.

For several years now the pricing of plain vanilla options is common practice in the Fourier domain.
These solution methods rely on the availability of the CF of the logarithm of the stock price. Although
originally based on the Gil-Palaez inversion formula [35], the popularity of numerical integration and
Fourier transformation increased with the efficient pricing method by Carr and Madan [7], with which
vanilla options for a whole range of strikes can be priced in one computation. In 1D, a damped version
of the European call price with damping factor «, strike K, and maturity 7" can be expressed in the
following form:

e

—alog K +oo )
ner,K,a)=———=R (/ ewlong/JT(u)du) ,

™ 0

with 4 the imaginary unit, (-) denotes taking the real part of the expression in brackets, and

EQ (67 ftT rsds glog (ST)(1+a+iu) |]:t)

vr(u) = a+a? —u?+iu2a+1)

Here the expectation under the risk neutral measure, Q, can be recognized as a discounted CF, i.e.,

¢ ((u — Z(l + Oé)) 7ST; t7 T) = EQ (67 ftT rsds€(1+o¢+iu) log (ST)|ft) )



The pricing algorithm assumes the existence of the CF of the log stock price, which is often available in
analytic form (although the density is not known in closed form). The trapezoidal rule formula for the
Fourier transform of the option price reads,

—ak; N . . 1
T, T, k) ~ e 7T R {Au (Z w%rl)(yfl)ez(n—l)Aubd}T(un) —5 (g(ur) + g(uN))> } )

n=1

with the imposed condition, A, Ay = 27 /N, and where kj = —b+A,(j—1),j=1...Nandb= NA/2 €
R, the lower boundary of the log-strike domain. Further, g(u) = e ™9 (u), and wy = exp(—2F*)
provided that g(uy) = g(0).

The expression can be easily computed with the help of the FFT. The availability of such a pricing
formula is particularly useful in a calibration procedure, in which the parameters of the stochastic
processes need to be approximated. In practice, option pricing models are calibrated to a large number
of market observed call option prices. It is therefore desirable for such a parameter estimation procedure
to be highly efficient. A (semi-)closed form for an option pricing formula is mandatory.

In fact, for the CF resulting from hybrid SDE system (1)), (2), (3) the choice of damping parameter o
is quite sensitive and requires numerical testing. There exist however alternative highly efficient pricing
methods, also based on the availability of the CF, that do not require a damping parameter, like the
CONV method [22], or the COS method [12] based on Fourier cosine expansions.

2.2 The Hull-White model

Here, as a start, we consider the Hull-White, single-factor, no-arbitrage yield curve model in which the
short-term interest rate is driven by an extended Ornstein-Uhlenbeck (OU) mean reverting process,

d’l"t =A (Gt — Tt) dt + ’I’]thT (7)

where 0; > 0,t € RT is a time-dependent drift term, included to fit the theoretical bond prices to
the yield curve observed in the market. Parameter n determines the overall level of volatility and the
reversion rate parameter A determines the relative volatilities. A high value of A\ causes short-term rate
movements to damp out quickly, so that the long-term volatility is reduced.

In the first part of our analysis we present the derivation for the CF of the interest rate process.
Integrating equation , we obtain, for ¢t > 0,

t
re = roe M+ )\/ e =90 ds + 77/
0 0

t

e Mg,
It is easy to show that r; is normally distributed with

t
EQ (r| Fo) = roe > + / e =99 s,
0

and
2

VarY (re] Fo) = 727—)\ (1 — 672)\(1578)) .

It is known that
Jim E? (14| Fo) = 64,

i.e., for large t the first moment of the process convergences to the time-dependent drift.
In order to simplify the derivations to follow we use the following proposition (see Arnold [3], Ok-
sendal [27]).

Proposition 2.1 (Hull-White decomposition). The Hull-White stochastic interest rate process (@ can
be decomposed into ry = T + Yy, where

t
P = e Mrg + A/ e Mt=9)g ds,
0

and
dry = —Ardt + nthQ, with 79 = 0.



Proof. We have dry = dry + dip, with diy = —Adt + A0idt, g = 1. Thus,

dre = —Nipdt +ndWE — Mpydt + N0,dt
= —A(re — h)dt +ndWR — Xpydt + N0y dt = N0, — ry)dt + ndW2

O

The advantage of this transformation is that the stochastic process r; is now a basic OU mean
reverting process, determined only by A and 7, independent of function ;. It is easier to analyze than
the original Hull and White model [17].

We investigate the discounted conditional characteristic function (CF) of spot interest rate 7,

oW (u, T, T, T) = Eg (6_ Ji radstiurr |~7:t)

_ E;@ (6_ ftT wsds-ﬁ-iuwTe— ftT Tsds+iur |ft)

. . ~
_ wsds+zuwT¢HW (u,7,t,T),

and see that process 7 is affine. Hence according to [II] the discounted CF for the affine interest rate
model for v € C is of the following form:

bW (u’ 'Ft’ 7-) = E? (67 j‘tT Tsds+iurT ‘Ft) _ eA(u,‘r)JrB(u,‘r)Ft7 (8)
with 7 = T — t. The necessary boundary condition accompanying is ¢rrw (u,7,0) = €™, so that,
A(u,0) = 0 and B(u,0) = iu. The solutions for A(u,7) and B(u, T) are provided by the following lemma:

Lemma 2.2 (Coefficients for discounted CF for the Hull-White model). The functions A(u,T) and
B(u,7) in (§) are given by:

Uk —Ar 1 —2Xr s —Ar)2
Au,7) = N AMr—2(1-e )Jri(lfe ) —zuﬁ(l—e )
1 ,n? —onr
7§u25 (1 e 22 ) y
B(u,7) = iue M — % (1- e*”) .
Proof. The proof can be found in Appendix O

By simply taking v = 0, we obtain the risk-free pricing formula for a zero coupon bond P(t,T):
orw (0,1, 7) = EP (e*ff rsds . 1|ft) = P(t,T) = ™ J¢" $:ds+A0N+BODT

Moreover, we see that a zero coupon bond can be written as the product of a deterministic factor and
the bond price in an ordinary Vasi¢ek model with zero mean, under the risk neutral measure Q. We
recall that process r; at time ¢t = 0 is equal to 0, so

T
P(0,T) = exp (—/0 Ysds + A(O,T)),

which gives
2

__ 90 9 _ (g oAT2
wT_—aTlogP(O,T)—i—8TA(O,T)_f(O,T)+2)\2 (1—e)7,

where f(t,7T) is an instantaneous forward rate.

This result shows that ¥ can be obtained from the initial forward curve, f(0,7). The other time-
invariant parameters, A and 7, have to be estimated using market prices of, in particular, interest rate
caps. Now from Proposition we have 0, = %%wt + ¢ which reads,

2

19 Mg -2
,\atf(o’tH%?(l e )

Moreover, the CF, ¢pw (u,rs, 7), for the Hull-White model can be simply obtained by integration of 1)
over the interval [¢,T].

0, = f(ovt)+



2.3 Schobel-Zhu-Hull-White hybrid model

In this section we derive an analytic pricing formula in (semi-)closed form for European call options under
the Schobel-Zhu-Hull-White (SZHW) asset pricing model with a full matrix of correlations, defined by
. For the state vector X; = [St,rt,at]T let us fix a probability space (2, F,P) and a filtration
Fn = {F : t > 0}, which satisfies the usual conditions. Furthermore, X; is assumed to be Markovian
relative to F;. The Schobel-Zhu-Hull-White hybrid model can be expressed by the following 3D system
of SDEs

dSt = rtStdt + O'tStthS,
d’f‘t = )\ (Ht — ’f’t) dt + 'I’]dI/I/vtT7 (9)
doy = —k(op—7)dt +~ydW7,

with the parameters as in equations , , , and p = 1.
By extending the space vector (as in [§]) with another stochastic process, defined by v; := o7, and
choosing z; = log S;, we obtain the following 4D system of SDEs,

det = (’If:t + ¢t - %’Ut) dt + UtthS
dvy = (—21),5/{ + 2Kk040 + 72) dt + 20yydW7
doy = —k(o¢ —0)dt +~vdW7,

where we also used r; = 7y + 14, as in Subsection Note that 6; is now included in ;. We see that
model is indeed affine in the state vector X; = [z, T4, vy, at}T. By the extension of the vector space
we have obtained an affine model which enables us to apply the results from [II]. In order to simplify
the calculations, we introduce a variable x; := x; + ¥; where ¥, = fot Psds and

1
diy = (7= v)dt+ o dW7.

According [I1] the discounted CF for u € C* is of the following form,

bszmw (X, t,T) = B (e i redseinr| ) (11)

= o [T wedstin® (197,001 GO (e— 1T Fsds+z‘uTX*T|_7_—t) (12)

— o [ wsdstinT [T 97,007 JA(um)+BT (u,m)X] (13)

where X} = [#, 7, v, 04)7 and B(u,7) = [By(u,7), B, (u,7), By(u,7), By(u,7)]". Now we set u =

[u,0,0,0]T, so that at time T" we obtain the obvious boundary condition:
¢szmw(u, X5, T,T) = EF (ewTX*(T)U:T) = X = g,

(as the price at time T is known deterministically). This boundary condition for 7 = 0 gives B, (u,0) =
iu, A(u,0) =0, By(u,0) =0, B,(u,0) =0, B,(u,0) = 0. The following lemmas define the ODEs, from
and @, and detail their solution.

Lemma 2.3 (Schobel-Zhu-Hull-White ODEs). The functions A(u,7), By(u,7), By(u,7), By(u,T),
B (u,7), u €R, in satisfy the following system of ODEs:

d
7Dz = Oa 14
dr (14)
d
—B, = 14 B,—)B,, (15)
dr
d 1 1, 5 9 19
—B, = —=B,—2kB,+ - (Bw + 450z o By By + 4y Bv) , (16)
dr 2 2 ’
d 1
ar e = 2xk0B, —KkBs + ) (znpw,rBwBr + 279p4,0 Bx Bo + 407y pr 0w Br By + 4’72BvBo) > (17)
-
d 1 1
diA = BU72 + Boro + 533772 + §B<2772 + BUBT"TYPT‘AP (18)
-



Proof. The proof can be found in Appendix O
Lemma 2.4. The solution to the system of ODFEs, specified by , , @, and @ s given

by:
Bm(uaT) = iu,
By (u,7) = (1+iuw)A ™t (1—e ),
B—D ([ 1—e P
B =
o, 7) 20 \1—-e70G)’
where 3 = (k — pyoyui), D =+/f% — day, 0 = 24% with a = —%u(z +u), and G = g;—g. Furthermore,
D — - 12 (7D . : .
ez’ 16kobsinh® (Z2)  np, pdu(l + iu) 207ypr 0 (1 + iu)b
B,(u,7) = <eTDG> ( D + ;y Fl(u,T)—l—ng(u,T) ,
with
2, 2G, _:p 2(e2(P=20 — 1)  2G (1 — e 2(DH2N)
) = S - e oy )
4 2 2 . 2™ M1+ ePT)  2¢DT 2
F _ 2 ( 777(D+2,\)) _ _
2(u,7) D D-ax Dyax \°° D D-21 D+2))’
and
—Ds
(8~ D)s —2log (%) (iu+1)2(3+e 2™ —de ™ —27))
Alu,7) = e — 533 + Fs5(u, 1),
with
T 1
Fs(u,7) = / B, (u,s) (/w + 5'}/2Bg(u7 s) + npr.ovBr(u, s)) ds. (19)
0

Proof. The proof is presented in Appendix [A3]
A closed form expression for the CF of the SZHW model with zero correlation between the equity
and interest rate and between the interest rate and volatility processes is presented in Appendix[A4] O

Now, since we have found expressions for the coefficients A(u, 7) and BT (u, 7) we return to equation
(11) and derive a representation in which the term structure is included. It is known that the price of a
zero coupon bond can be obtained from the characteristic function by taking u = [0, 0, 0, O]T. So,

T
¢szaw (0, X, T) = exp <—/ wsd3>¢SZHW(07Xt*77—)
¢

T
exXp <_ / wsds> exXp (A(Ov T) + Bx(oa T)‘rt + BT(O’ T);t + BU(O’ T)vt + BJ(O’ T)Jt) !
t

Since 79 = 0 we find,
T
P(0,T) = exp <—/ wsds> exp (A(0,7) + B (0,7)xo + By(0,7)vo + B, (0,7)00),
0

with boundary conditions B, (0,7) =0, B,(0,T) =0, B,(0,T) = 0 and
1 T n? (1 1
A(0,T) =0 | Bi(0,5)%ds = = (o + TA+2e M — —e7 2T ).
(0,7) 57 /0 (0,s)“ds E (2 +TA+2e 5¢

We thus find,
T
P(0,T) = exp <—/ psds + A(O,T)).
0

By combining the results from the previous lemmas, we can prove the following lemma.



Lemma 2.5. In the Schébel-Zhu-Hull- White model, the discounted characteristic function, ¢pszuw (u, X, t,T)
for log St, is given by

bszrw (u, X, t, T) = exp (Au,7) + Bo(u, 7)ar + Bolu, 7)re + Bu(u, 7)o + By (u,7)en ),

where By, B,, B,, By, are given in Lemma 2.4, and

Au,7) = — /T Ysds +iu /T Ysds + A(u, 7) = O(u, 7) + A(u, 1), (20)
¢ ¢
with
O(u,7) = (1 — iu)log <];((%j))) +(1- zu)% <(T —-t)+ % (e —e ™) — % (e7M — 62)\t)> .
(21)
Proof. The proof is straightforward from the definition of the discounted CF. O

2.3.1 Numerical Test

Lemma [2:4] shows that most of the terms for the SZHW process can be obtained analytically, except
the Fs-term (|19, which requires numerical integration of the hyper-geometric function oF; [25]. There
are several ways to solve this integral. The simplest being the application of a basic integration routine.
In Figure [1] (left-side picture) the numerical solutions obtained with the composite trapezoidal rule for
N =100 and N = 1000 points are compared. The parameters chosen are:

So=1,A=0.04,k =0.5,7 = 0.04,y = 0.01, pz , = —0.1, pz, = —0.2, p., = 0.4, 79 = 0.05,v9 = 0.05.
(22)
It is shown that the use of approximately 100 integration points gives a fully satisfactory accuracy for
our purposes. Figure [1| (right-side picture) shows that for higher values of 7 in the error increases.
However the relative error remains acceptable.

1000 T T T T 0.12
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Figure 1: Left: Numerical solution of R(F5(u, 7)) with the trapezoidal rule, comparing N = 100 with
N = 1000 points. The lines are varying with respect to parameter 7 in € {1,...,30}, other
parameters as in . Right: The absolute difference between R(Fs3(u, 7)) and the “exact” solution.

Furthermore, for the same parameter set and fixing 7 = 20, Figure [2| compares for a different number
of integration points, IV, the convergence of the real part of F3(u,7) to the “exact” solution (with 220
points). It is shown that 32 points already give an accurate numerical approximation. Table compares,
for 7 = 10, the accuracy for different values of N when evaluating integral for a fixed u-vector
consisting of 200 points, with the CPU time needed to compute the integral included. So, for each
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Figure 2: The influence of the number of integration points on the real part of the integral F3(u,T) for
7 = 20 years.

element of u the numerical integration is performed. The squared sum error (SSE) in the Table [1] is
defined as follows

SSE = Z {?R(Fg(u,T)) - R (ﬁg,(u,T)) }2 |

u
where F3(u,T) represents the solution obtained with N = 22° grid points, and ﬁg(u, 7) is the approxi-

mation. A linear computational complexity is observed for the numerical integration, as expected.

Table 1: Trapezoidal integration errors of F3(u,7) with 7 = 10 for a whole set of u-values, consisting of
200 points.

n(N=2") |4 5 6 7 8 9
SSE 22x10T | 78x 10T [41x102[25x103 [ 15x10 %[ 92x10°6
CPU time [s] | 0.07 0.15 0.25 0.40 0.66 1.12

2.4 Heston-Hull-White hybrid model

It was stated, see, for example, [26], that it is not possible to formulate a so-called Heston-Hull-White
hybrid process, which belongs to the AJD class, with a full matrix of correlations. For this, restrictions
regarding the parameters or the correlation structure have to be introduced. One possible restriction
is to assume that the interest rate process, 7, evolves independently of the stock price, S;, and the
volatility process, o, while the other correlation is not equal to zero, i.e., thS AW =0, dW7dW] =0
and thS dW¢ = pdt. A second option is to solve the problem under the assumption that dWZdW;] =0
and additionally that 42/4 = k& [26]. It may, however, be difficult to apply this latter model in practice,
as the economical meaning of the parameter relationship is difficult to interpret. We therefore compare
the SZHW model with a HHW model in which two of the correlations are set to zero.

Lemma 2.6 (HHW model with zero correlation). The Heston-Hull-White model defined by with

p= %, interest rate process @), stochastic volatility (@), and correlations defined by with pr s = 0

and py s = 0 has the following discounted characteristic function:

¢)HHW(U7Xt7taT) = ¢H(uaxt,th) exp (Br(uvT)rt + AHW(U»T)) )

10



where

6r(w, X, t,T) = oxp (An(u,7) +iuz, + Bo(u,7)o0), (23)
An(u,7) = %f ((5 — D)r —2log <1_£6GD>) , (24)
By(u,r) = 2 ;2D <11_ Gee_DD> , (25)
By(u,m) = 1+ ' (1—e?7), (26)

Amw(ur) = (”;T (1 + i) — UQBT(u,T)> 1 0(u,7), (27)

with G = %7 B=(k— pgoyui), D=1/5%—4day, a= —%u(z +u), and O(u,7) defined in .
Proof. The proof is analogous to the proof of Lemma [2:4] O

The next lemma describes an analytic relation between the Heston model and the Schobel-Zhu-Hull-
White hybrid model.

Lemma 2.7. The relation between the Schébel-Zhu-Hull-White model as defined in @ and the plain
Heston Model can be expressed as follows,

—Dr
(8- D)r —2log <7G6G71*1
4~2

dszaw (u, X9, 7) = exp BU(U7T)UO+BT(u7T)r0+;4v(u?7)_ ) G(u,T)

= d)H(’Uﬂ [$0708]T7K/Ha,yH7EH7T)G(u7T)a

with gfmm (@/, By, B, as in Lemma 2.4, and k¥ = 2k, 47 =2+, 7 = 42/2k and

(B — D)1 —2log (%)

G(u, T) = €xXp Bm(ua T)xO + B, (uv T)UO + 472 )

with B, and B, from Lemma 2.4.

Proof. The proof is straightforward by the definition of the characteristic functions. O

3 Calibration and pricing under the hybrid model

For exotic financial products that involve more than one asset class, the pricing engine would preferably
be based on a stochastic model which takes into account the interactions between the asset classes. It
is interesting to evaluate price differences between the classical models and the SZHW hybrid model
presented here. For this purpose we have introduced several hybrid products, treated in subsequent
subsections. The pricing is done using a Monte Carlo method.

Before we can price these products, however, we need to calibrate the models, i.e., to find the model
parameters so that the models recover the market prices of plain vanilla options well. This calibration
procedure relies heavily on the characteristic function derived in the previous section and the appendices.

Remark (Monte Carlo simulation and negative variance). For the pricing of financial derivatives, Monte
Carlo methods are commonly used tools, especially for products like hybrid derivatives for which a
closed-form pricing formula is not available.

Because of discretization techniques like the Euler-Maruyama or Milstein schemes (see, for example,
[31]) a Monte Carlo technique may sometimes give a negative or imaginary variance in the SV models.
This is not acceptable. The basic Euler-Maruyama discretization of the general SV model for a given
time step A; reads,

Ot4+A;, = (]. — /iAt)O't + I{EAt + ’}/O'tlip\/AitZ.

11



with Z being a standard normal random variable with cumulative distribution function ®. For a given
o¢ > 0, the probability of ;1 A, being negative equals to

(28)

Prob (Ut+At < 0) - P ((KJAt - 1)0t - lﬁ'/O'At> ]

vo PVA,

Formula shows that for A; — 0 this probability goes to zero, but even a small time step may
cause the variance to become negative. In the literature, improved techniques to perform a simulation
of the AJD processes have been developed, see [6], [2]. An analysis of the possible ways to overcome
the negative variance problem can be found in [24]. We have chosen the so-called absorption scheme,
from [24], where at each iteration step max(oi4a,,0) is taken.

3.1 Calibration of the models

In this section we examine the extended stochastic volatility models and compare their performance to
the Heston model. We use financial market data to estimate the model parameters and discuss the effect
of different models on the implied market volatility. For this purpose we have chosen the CAC40 call
option implied volatilities of 17.10.2007. Implied volatilities were calculated from settlement prices using
BS option pricing formula for the Heston model, the HHW model (as in Lemma 2.6) and the SZHW
model.

We perform the calibration of the models in two stages. Firstly, we calibrate the parameters for
the interest rate process by using caplets and swaptions. Secondly, the remaining parameters, for the
underlying asset, the volatility and the correlations, are calibrated to the plain vanilla option market
prices. All the models are calibrated with an initial variance vy = 0.02702 obtained from the calibration
of the Heston model. Tables[2]and [3] present the estimated parameters and associated squared sum errors
(SSE) defines as,

SSE = znjzm: (c (T, Kj) — O(Ti,Tj))z,

where C(T;, K;) and C (T;,T;) are the market and the model prices, respectively, T; is the ¢th time to
maturity and K is the jth strike.

The tables show that all the models are calibrated reasonably well. The calibration error is the largest
for the HHW model. We cannot observe any similarities in the parameters obtained for the different
models.

Table 2: Parameters estimated from the market data (model of Hull-White), rg is assumed to be the
earliest forward rate.

parameters 70 A n SSE
Hull-White | 0.01733 | 1.12 | 0.001 | 0.001

Table 3: Parameters in the stochastic volatility models 7 and , estimated from the market data.

parameters r K I ~y Px.r Pz.0 Pr.o SSE
Heston 0.0327 | 0.0125 | 0.5999 | 0.1248 - -0.6461 - 1.2 x 107
Heston-H-W - 0.7463 | 0.0311 | 0.0811 0 -0.1247 0 5.0 x 1072
Schobel-Zhu-H-W - 0.0063 | 0.6446 | 0.0124 | -0.3864 | -0.6714 | 0.177 | 9.0 x 10~*

Figure [3] indicates how well the different models replicate the market smiles and skews. The pattern
of implied volatilities shows that for short maturities the fit of the SZHW model outperforms the Heston
model, however, for long maturities the latter one gives a slightly better fit. The results also show that
the HHW model gives a higher implied volatility for short maturities and high strikes, whereas it is lower
for long maturities than the implied volatilities generated by the other models.
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Figure 3: Implied market volatilities compared from settlement prices for the Heston’s, the HHW and
the SZHW model.

3.2 Variance swaps and cliquet options

Cliquet options are very popular in the world of equity derivatives [37]. The contracts are constructed
to give a protection against downside risk combined with a significant upside potential. A cliquet option
can be interpreted as a series of forward-starting European options, for which the total premium is
determined in advance. The payout on each option can either be paid at the final maturity date, or
at the end of a reset period. One of the cliquet type structures is a Globally Floored Cliquet with the
following payoff:

M
(ty =0,T) = B (e Jo' reds max (Z min (A, , LocalCap) ,MinCoupon) |.7-'0) . (29)
i=1
Here A;, = max (LocalFloor, SS“' — 1), t; = i%, with maturity 7. M indicates the number of reset
ti—1

periods. We notice that the term A;, can be recognized as an ATM forward starting option, which
is driven by a forward skew. It has been shown in [I5] that the cliquet structures are significantly
underpriced under a local volatility model for which forward skews are basically too flat.

Since the forward prices are not known a-priori, we derive the values from the so-called forward
characteristic function. If we define X7 as a state vector at time 7 then the forward characteristic

13



function can be found as
Or(u Xy 7,T) = B (e i redeen X 5y )

= EQ (eI et e g (u, X, 1, T) | )

— LAl RO (e—fg reds—iuT X« +BT (0,t*, T) X« 7"()).

In the case of the plain Heston model, for u = [u, 0], the forward characteristic function reads:

brr(u, Xp, t*,T) = AT IEQ (BBG(U’T*)W

), (30)

where 7 = T — t* and Ay (u,7*), By(u,7*) are the Heston functions from (24)), (25). The expectation
under the risk neutral measure in can be recognized as the Laplace transform of the transitional
probability density function of a Cox-Ingersoll-Ross model [9], which is given by the following lemma:

Lemma 3.1 (Laplace transform of for Heston volatility process). The Laplace transform of the equation
given by @ for Heston stochastic volatility process has the following form

r ) B 1 ki exp e B(u,t*,T)og
° 1~ 2 (1 e=) B(u, t*,T) - Z(1—c ") Bur1))

Proof. A detailed proof can be found in [32] or [I]. O

EQ <6B(u,t*,T)vt*

Figure [4 shows the performance of all three models applied to the pricing of the cliquet option
defined in . We choose here T' = 3, LocalCap = 0.01, LocalFloor = —0.01 and M = 36 (the contract
measures the monthly performance). For large values of the MinCoupon the values of the hybrid under
the three models are identical, which is expected since a large MinCoupon dominates the max operator
in and the expectation becomes simply the price of a zero coupon bond at time ¢t = 0 multiplied by
the deterministic MinCoupon. We also see that the Heston model generates lower prices for small values
of the MinCoupon.
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Figure 4: Pricing a cliquet product under different models with the underlying index CAC40. Left: the
price of a globally floored cliquet as a function of MinCoupon given by for T = 3 years and M = 36.
Right: The absolute difference between two models decreases with MinCoupon.
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3.3 A diversification product

Other hybrid products that an investor may use in strategic trading are so-called diversification products.
These are based on sets of assets with different expected returns and risk levels. Proper construction
of such products may give reduced risk compared to any single asset, and an expected return that is
greater than that of the least risky asset [I9]. A simple example is a portfolio with two assets: a stock
with a high risk and high return and a bond with a low risk and low return. If one introduces an equity
component in a pure bond portfolio the expected return will increase. However, because of a non-perfect
correlation between these two assets also a risk reduction is expected. If the percentage of the equity in
the portfolio is increased, it eventually starts to dominate the structure and the risk may increase with
a higher impact for a low or negative correlation [T9]. An example is a financial product, defined in the
following way:
(ty =0,T) = EQ (e o rsds ax (O,€~ Sl +(1-0)- BT) |_7:0>
So By

where St is the underlying asset at time T, By is a bond, ¢ represents a percentage ratio. Figure
shows the pricing results for the models discussed. The product pricing is performed with the Monte
Carlo method and the parameters calibrated from the market data. For ¢ € [0,1] the max disappears
from the payoff and only a sum of discounted expectations remains. The figure shows that the Heston
model generates a significantly higher price, whereas the HHW and SZHW prices are relatively close.
The absolute difference between the models increases with percentage ¢.

1.14

.
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Figure 5: Pricing of a diversification hybrid product under different models. Left: The Heston model
generates a significantly higher price for increasing [ = £ - 100%, , whereas the HHW and SZHW prices
are relatively close. Right: The absolute difference between two models increases with percentage .

3.4 Strategic investment hybrid

Suppose that an investor believes that if the price of an asset, S}, like oil, goes up, then the equity
markets under-perform relative to the interest rate yields, whereas, if S} drops down, the equity markets
over-perform relative to the interest rate [19]. If the prices of S} are high, the market may expect an
increase of the inflation and hence of the interest rates and low S} prices could have the opposite effect.
In order to include such a feature in a hybrid product we define a contract in which an investor is allowed
to buy a weighted performance coupon depending on the performance of another underlying. Such a
product can be defined as follows,

H(ty=0,T) = E° (e—ff “‘dSVTU—'o) with (31)
L S L S
Vr = max <07€' ﬁ +(1- f)‘;) Ls1>sy + max (07 (1- é)ﬁ +- S:(:) Lsi<si
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where 0 < / is a weighting factor related to a percentage, Lt = Zi\il P(T,t;) with t; = T is the T-value
of projected liabilities for certain time ¢5;, with £ > 1 — /.

Figure [6] shows prices obtained from Monte Carlo simulation of the contract at time to = 0 for
maturity T = t; = 3 and time horizon t); = 12 with one year spacing. Since we did not model the
second underlying process, S¥., we assume that S: > S}. We see that for ¢ € [0,1] the maz over the
sum of performances disappears and the hybrid can be relatively easily priced, i.e., separately for both
underlyings (Lo/Lr and St/Sp). The difference between the stochastic models becomes pronounced
for £ > 1 since then the correlation plays a more important role. The absolute difference between the
different models for ¢ < 3 remains below 5 x 1073, whereas it more significant for high £. The right-side
figure shows that for large ¢ the prices of HHW and SZHW are relatively close, whereas the Heston
model gives higher prices.
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Figure 6: Left: Discounted payoffs of the strategic investment hybrid with the Heston, HHW and SZHW
models in dependence of [ = £-100%. Right: Price difference between two different models.

4 Conclusions

In this paper we have presented an extension of the Schobel-Zhu stochastic volatility model with a Hull-
White interest rate process and evaluated it by means of pricing structured hybrid derivative products.
The stochastic differential equations are driven by mean-reverting processes. The aim was to define a
hybrid stochastic process which belongs to the class of affine jump-diffusion models, as this may lead
to efficient calibration of the model. We have shown that the so-called Schobel-Zhu-Hull-White model
belongs to the category of AJD processes. No restrictions regarding the choice of correlation structure
between the different Wiener processes appearing need to be made. Due to the resulting semi-analytic
characteristic function we were able to calibrate the model in an efficient way by means of the Carr-Madan
pricing technique.

It has been shown by numerical experiments for different hybrid products that under the same plain
vanilla prices the extended SV models give different prices than the Heston model.

The present hybrid model cannot model a skew in the interest rates, which will be part of our future
work.
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A Proofs of various lemmas

In this appendix we have placed the proofs of the various lemmas.

A.1 Proof of Lemma 2.2

Proof.
We depart from ¢ gy (u, x4, 7) = exp (A(u, 7) + B(u, 7)) (with B a scalar function) and find ¢ gy (u, 4,0) =
exp (tux), since A(u,0) = 0 and B(u,0) = iu. According to we have to solve the following system
of ODEs i )
714 = —T0 + BT(lO + *BTCOB,
dr 2

d 1
B=-m+ al B + 5BTclB,
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with dx; = —Ax;dt + nthQ, re = x¢, and initial condition xy = 0. Now, we recognize that ro = 0,
r1=1,a0 =0, a1 = =\, o(xt)o(x;)T =n% co =n? and ¢; = 0. Therefore, the system of ODEs reads

d 1
A= *BQ 2
dr 2 g
d
—B=-)AB-1
dr
where the second equation equals d (Be’\T) = —edr, with solution:
1
B(u,7) = idue " — X (1- e 7).
The first equation gives,
2,2 2
n-u —2\T n — AT —2AT n —AT 2
dA = (—2 QZUﬁ (e )+ﬁ(1 e ) >d7’,
with solution,
N N 2
Awr) = 2 (m (-4l e%)) N
L on —2A7
——u 2 (1 e )
This concludes the proof. O]
A.2 Proof of Lemma 2.3
Proof.
We need to find the solution of:
d 1
EA(U, 7y = —ro+BTag+ iBTcoB,
d 1
EB(U,T) = —r+aB+ §BT01B.
For the space vector X} = [Z¢, T, vt, at]T we have
0 1 —% 0 0
_ 50 10 =x 0 0 _ |1
a'O_[O707’Y7K:U} , a1 = 0 0 — 9% 2KT 5 7"0—0, = 0 5
0 O 0 —K 0
and
v NP 209z OVPz0
o T __ n 2770'Vpr,v Y Pr,o
Yi=o0(Xy)o(Xe)" = dvy? 2072
2
This leads to
00 0 0 (0,0,1,0) (0,0,0,mpz,r) (0,0,27pzv) (0,0,0,7pz,5)
o e, | (0,0,0,0)  (0,0,0,27ypr.0) (0,0,0,0)
0 0 0 R (0,0,442,0) (0,0,0,2+?)
72 (0’ 07 07 O)
With . .
22:1 21:1 Bi[s1(1)}:,; B;
}BTclB _t 23:1 Z%:l By[s1(2)]:,;B; ’
2 22:1 21:1 Bi[s1(3)]:,; B;
Dim1 Zj:l Bi[s1(4)]:,;B;



(with i = 1,...,4 representing x,v,r,c) we obtain the following system

0 0 0 O 0 B,
dA 0 1 n”? 0 nyp B
-V = BmmevaBa 5 Ba:aBrvauBa " " 3
dr [ ] 72 + 2 [ ] 0 0 Bv
KO ~? B,
dd; 0 0 0 0 0 B, 0
@7#71+1—A00 B | (1|0
dr’d%*o -3 0 -2 0 B, S|
B, 0 0 0 266 -k B, So
dr
where
S1 = Bi + 4’7pw,vB:va + 472B12;a
Sy = 20pyrBuBy + 2vpy 0 Bo By + 40vpy0 Br By + 492 B, By
So, we find the following system:
d
- Dy = 07
dr
d
—B, = 1+B,— )\Brv
dr
d 1 1
7Bv = _7Ba: -2 BU P S
dr 2 wB 55
d 1
78 = 2koB, — KBy, + 552,
d 2 ol 1 o
— = B,y + B,ko+ =B:n"+ =B.v" 4+ B;BrnYpro-
dr 2 2 ’
O
A.3 Proof of Lemma [2.4]
Proof.
In the 1D case, i.e., u = [u,0,0,0]” we start by solving the ODE for dB,.,
d .
—B, + AB, =iu+1.
dr
Standard calculations give
/ d(e’\sBr(u,s)) =(1 +zu)/ eMds, ie.,
0 0
AT 0 . 1 AT 1
e By(u,7) — "B (u,0) = (1 4 iu) e Ty )
Using the boundary condition, B, (u,0) = 0, gives, B.(u,7) = (1 +iu)A~! (1 —e™7).
The ODE for B, now reads (using B, = iu):
d L. 2 2 ,
—B, = —zu(i+u)+2v°B; —2B,(k — Ypgvit).
dr 2
In order to simplify this equation we introduce the variables o = —3u(i + u), 8 = 2(k — ypyviu) and
6 = 2v2. The ODE can then be presented in the following form:
dp —a- BB, + 0B (32)
dr " Y v

20



Following the calculations for the Heston model the solution of reads,

B —D 1—e 7P
B’U(u7T): 20 <1—6_TD (b)) 1)

where a = 8+ D/20, b= 3 — D/20, and D = /32 — 4af. This solution can be simplified to

1— efTD
Bur) = (75

with G = (68— D)/(8+ D).
Next, we solve the ODE for B,,

d

IBU = 2k0DB, + npx,rBzBr + 2n7pr,vBer + (’pr,aBa: + 2’72Bv - '“5) B;.
=

We introduce the following functions,

C(T) = 25531) + npm,rBzBr + ZU’YPT,UBTBIM
5(7—) = 7pm,on + 2')/2Bq, — K.
This leads to the following ODE
d
EBU —&(1)Bs = ((7),

whose solution follows from,

& (o) -cen(- [ 04)

exp (— /OT §(s)ds> B, = /OT ¢(s) exp (— /Osg(k)dk> ds.

So, finally, we need to calculate

Bo(u,7) = exp ( /0 Tg(s)ds) /0 " ¢(s)exp (- /0 Sg(k)dk>d3+ Const.

B,;(u,0) = 0

or

For this, we start with the integral for £(k):
/ E(k)dk = / (Vpw,0iu+ 292 B, — k) dk
0 0

= us — kS + 2 2b/s ﬂ dk
- ’ypx7g ’y 0 1 — 6_kDG

Ds — (G —1)log(1 — G) + (G — 1) log(eP* — G)>

= Yppolus — ks + 2v%b <

DG
- . (B—D)Ds (8- D)(G —1)log(%)
= (eoiu—r)s+—7p 2GD
B 3D\ (B-DG-1), PG
= (fypzﬁzu K+ 5G >s+ Yeh) log( e )
SD*G
= 015+0210g(61?)

where C, = (vpm,iu— K+ ﬁ;—GD), Cy = %7 B = 2(k — ypgoiu), D = +/3?—4af and

G = %- After substitution of these quantities, we find that C; = D/2 and Cy = —1.
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Next, we need to calculate the exponent of the integral of &:

exp (/Osg(k)dk) — exp (Cls+02 1og(681[)__GG)> = exp ( 5 > ( GG)

and we can include (¢ in the integral,

/T (s oxp <_/85(k)dk>d8 = /OT (2kG By + npxr B2 By + 201ypr.w By B, eXP( g ( ) s.

This integral is split into three parts. The first part can be solved analytically,

T - b, esD_G —sD b, -G
/0 2ko B, e ( - )ds QHO'b/ (1_6 sDG) ( e

2K0b — 5D

- 1-G (le SDG> —G)ds
2k0b 77D

T 1-G (2~ 1) ds

16x0b sinh2 (%)

1-G)D

ds

The second part can be solved analytically as well,

T sD __ T s sD _
/0 Npur By Bre”7? <61_GG> = /0 Moz riu(l+ iA1= e e T (el - GG> o

_ Mpapiu(l +iu) /}*%(pf“)(esf’f@ds
0

(I-G)A
NPz riu(l + iu)
= WAI(U7T).
where
2, o 2G, _:p 2(e2P=20) — 1) 2G (1 — e 2(P+2V)
A =—(e2 —1 —(e7 2 —1)— 33
and the third part reads,
T _p, (e -G 21v0r0 [T Dy D
20YpryBrBye” 2° () ds = —— B.B,e 2% (e*” — G) ds
| ) S
2pyprp(L+iw) (T o 1-eP N\ b
- w 0(1—6 ) 1_6_SDG e 2 (6 —G)dS
_ 277’7?;,71(16;;-)\7;1&)}) /T 67%5(D+2)\)(6Ds o 1)(68/\ _ 1)d8
- 0
20ypr0 (1 + iu)b
w(Bl(u, T) + BQ(U,T)),
where
4 2 2
B = _— 4
1(,7) Dt toran (34)
TA Dt Dt
_ Cirpyon) (26700 +e7T) 2e77 2
Byur) = (e7F ) ( D D-2x D+2\) (35)

So, finally, we have:

Batr) = o ([ ) [“cwew (- [ coar)as

ez 16k5bsinh”® (Z2)  pp, piu(l + iu) 20y prv (1 + iu)b
- + ) Al(u P

D_G D ) )+
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with A; (u,7) from (33), Bi(u,7) from and Bz (u,7) from (35).
Now, we solve the ODE for A(u,7):

d 1 1
—A = Bv'72 + BUFLE + 7337)2 + 7B§’72 + BUBT"TYPT oy
dr 2 2 ’
with solution,
T T 1 T 1 T T
A(u, 1) — A(u,0) = 72/ Byds + HE/ Byds + 5772/ B2ds + 572/ B2ds +777pm,/ B, B,ds.
0 0 0 0 0
Or,
_ (2 1 900 ! _ 1y
Alu,7) = v*B, + 57 B: ) ds+ B, | ko + 57 B, + 1prsyB; | ds (36)
0 0
Az (u,T) As(u,T)

In order to find A(u,7) we have to evaluate the integrals A; and As. Integral As involves a hyper-
geometric function (called the o F} function or simply Gaussian function), which is computed numerically
here. For integral As we have two representations,

(6—D)s —2log (%)

AQ (U'a T) = 472 - A4(U, T)a or
(B4 D)s —2log (%)

Ag(u,7) = 12 — Ay(u, 7), where
(iu+1)2(3 + e 2™ —de™™ — 27))

A4(U,’T) = 2A3 N

Since in As(u, ) a complex-valued logarithm appears, it should be treated with some care. It turns out
that the second formulation gives rise to discontinuities which may cause inaccuracies. According to [23],
an easy way to avoid any errors due to complex-valued discontinuities is to apply numerical integration.

We know that the price of a zero coupon bond can be obtained from the characteristic function,
dszaw(u, Xy, t,T), by setting u = [0,0,07O]T. So,

P(t?T) = ¢(07Xt77—)

T
= €exp <_ / 1/}st> €Xp (A(O7 T) + Bz(()? T)xt + BT(07 T)?t + BU(07 T)Ut + BG(O7 T)Ut)‘
t

Since 79 = 0, we have P(0,T) = exp (f fOT wsds) exp (A(0,7) + B (0,7)xo + By(0,7)vg + B, (0,7)00)
and it is easy to check that B,(0,T) =0, B,(0,T) =0, B,(0,T) = 0, and,

1 T
A(0,T) = 5772/0 B,.(0,5)%ds
2

_ (1 or 1 o
= 23 (2+TA+26 e )
Therefore, P(0,T) = exp (7 fOT Peds + A(O,T)), or, log (P(0,T)) = — fOT sds + A(0,T), which finally
gives us:

Yy = _ 9 P(0 T)+iA(O T) = £(0 T)Jr"—z(l—e—”)2
T ar T\ T er Y ‘

Since 19 = f(0,0) = ro, where rq is the initial value of the interest rate process r;.
With u = [u, 0, O,O]T, we find:

dszaw (u, Xy, t,T) = exp (E(u, T) + By (u, 7)xy + By (u, 7)1y + By (u, T)ve + By (u, T)O't)v
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with

A(u, 1)

T T
—/ wsds—i—iu/ psds + A(u, T)
t t

= (iu—1) /tT <f(07s) + 27’)\22 (1 - e’\s)z) ds + A(u, 1)

2)2

= (1 —iu)log (Z((%,g)) + (1 - zu);? ((T —t) + % (e — e )

T 2 T )
= (1- zu)/t d (log(P(0,s))) + (1 — zu)n—/t (1—e ™) ds+ A(u,7)

1
2)

(e—QAT _ 6—2)\t)> +A(U,T),

and A(u,T) as in (36).
The discounted CF for the Schobel-Zhu-Hull-White hybrid process is now determined, and reads,

dszaw (u,Xo,7) = exp (ﬁ(u, 7) + By (u, 7)xo + Br(u, T)ro + By (u, T)vg + Bo (1, T)Jo),
where:
B,(u,7) = iu,
By(u,7) = (1+iuw)A™ ' (1- e*AT) ,
_ B-D ([ 1- e~ 7P
By(u,m) = 20 1—e PG )"
D . 12(1D ) . )
ez7 16kabsinh” (T~ 2 tU(1 4+ du 20vpr (1 4+ 2u)b
B,(u,7) = <6TD —G) ( ) () + 1Pe, )(\ )Fl(u,T)—i——n’yp’ E\ ) FQ(U,T)) ,
~ PO, T 2 2 1
A(u,7) = (1 —1u) <10g < P((%, t))) + 277? <(T —t)+ 3 (eiAT - e*)‘t) ~ 5% (e*QAT - e”‘t))) + A(u, 1),
and,
(8 = D)s —2log (Geéiil) (iu+1)2(3+e 2™ —de ™ — 27))
A(u7 T) = 472 - 2)\3 + F3 (u7 T)7
2, :p 2G D 2 (e%(D_Q)‘) — 1) 2G (1 — e_%(D‘f'Q)\))
) = S - D F oy o )
4 2 2 , 2™\ (1 +ePT)  2¢PT 2
F - = —37(D+2X) _ _
2(u,7) D+D—2)\+D+2)\+(e ’ ) D D_2x D+22)’
T 1
F3(U'a T) = / B(r(”v 5) ('%U + 57230 + npr,a'YBr) ds.
0

O

A.4 Exact solution for Schébel-Zhu-Hull-White model for p,, = 0 and p,, =0

Here we present the closed form solution of the SZHW model with the correlations py, = prs = 0.

Then, coefficient B, reads
By(u,7) = < ;%T ) (16lwbsmh2 (Tf)> .
e — G D
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The integral that we have to deal with to calculate coefficient A is of the following form:

Fy(u,7) = /TBJ (ﬁ5+;7230> ds:nE/TBgdsqL}v?/TBgds
0 0 0
= _g@DUb<DT+4\/> <Arctanh( Arctanh(\/i)) — @) log ((;D_GG)>

_%(( 1-2vVG 4268 +G?)log (1+iGH) + (~1+2VG — 26% + G2 10g (14 G1))
ST (1) () (1-6) (V8 -1) (1) s 1 i61) 07
8v2k4F

) (G (1 —e'T —|—6G—4€%G—|—G2> —DBDTT—FDGT)

—DSEZZ;(,Z?UZITDT) (ePT-G)(G-1) <(\/§ — 1)210g (e% - i) (\/>+ ) log (e% - iGi)>

8v2k4E?

g e (e N G AR

This expression can be confirmed with the help of Mathematica, for example.
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