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Abstract

This thesis captures the calibration of a FX hybrid model: The FX Black-Scholes Hull-White model. The main
focus is on the calibration of the parameters in the Hull-White process: The mean reversion and the volatil-
ity parameter. The latter is commonly calibrated as a time-dependent parameter, whilst the mean reversion
parameter is not. This thesis covers the calibration of the mean reversion as a time-dependent parameter. A
known method from the Literature ([1], [24]) is researched, where we calibrate the mean reversion indepen-
dently from the volatility parameter to the ratio of two swaptions with the same expiry but different tenor.
In our research this method is extended to the negative interest rate environment by assuming that the swap
rate follows a shifted lognormal distribution instead of a lognormal distribution. We show that a specific set
of swaptions can be chosen, so that the calibration problem is simplified. This choice leads to sequential cal-
ibration of convex optimization problems. Numerical results of calibration to artificial and market data are
presented, where we compare our method to picking the mean reversion parameter arbitrarily. The findings
suggest that the choice of mean reversion parameter affects the calibration procedure. Therefore, we argue
that a calibration method for the mean reversion would be appropriate.

Besides the focus on the Hull-White process, the calibration of the volatility parameter in the FX Black-
Scholes process of the hybrid model is investigated. For the calibration of the FX volatility parameter ATM
options on FX rates are used. Numerical results of calibration to artificial and market data are shown. A
typical problem of calibration in the industry is discussed: Precision for late maturities. The results in this
thesis suggest that this problem could be solved.

For research on homogeneity constraints on the time-dependent parameters, the performance of delta-
hedgingis investigated. The delta-hedging is performed in a simple Black-Scholes world with time-dependent
volatility. We show that given a fixed amount hedges beforehand and interest rate zero, there exists an optimal
distribution of time points that will lead to equal variance on the profit and loss for every volatility function
that has equal implied volatility from #; to maturity 7. Using this strategy, the homogeneity of the volatil-
ity parameter has no impact on the performance of delta-hedging. Therefore, in this thesis no homogeneity
constraints are used for the calibration of the time-dependent parameters.

Keywords: Hull-White model, time-dependent parameters, Hybrid models, calibration, swaption, Black-
Scholes Hull-White model, Foreign Exchange market, FX, hedging, delta-hedging.
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Introduction

In October 1987, a stock market crash took place on Monday 19th, which is well known as Black Monday.
Although this was a terrible experience for the whole world, the computational finance engineers learned
something. The constant volatility in the Black-Scholes is not correct for the pricing of deep in-the-money
and out-of-the-money options [34]. From that point onward we observe an implied volatility smile in the
market. Today we still use the implied volatility. Some financial products in the market are not quoted on the
price of the product, but on the implied volatility, e.g. swaptions.

In 2008 the world experienced another stock market crash. Again a terrible experience, but once more
an educational experience for the financial engineers. Prior to this crisis in 2008, the probability of default
was considered negligible when pricing interest rate products [26]. However, in this crisis a lot of companies
bankrupted, and the financial engineers learned that the probability of default cannot be neglected. Incorpo-
rating the probability of default in the pricing of financial products led to the introduction of the multi-curve
framework [40] [19], which will be discussed in Section 2.3.

These two examples demonstrate that research in financial modeling is important. Perhaps one day the
financial engineers are so good at modeling, that market crashes will not take place anymore. This thesis fo-
cuses mainly on the modeling of interest rate. Especially, the last five years modeling interest rate has become
more interesting. Ten years ago, no one would argue that negative interest rates are possible, but today we
are actually experiencing negative interest rates in the market. The Hull-White model [13] is a popular model
for the modelling of interest rates. The Hull-White model had one drawback ten years ago; It allows negative
interest rates. Over time the Hull-White model has become even more popular, as financial engineers slowly
began to understand that negative interest rates are possible. The drawback of allowing negative interest rates
turned into an advantage, and the Hull-White model got even more popular over time.

A difficult and computational expensive task is the calibration of models, e.g. Hull-White model. Calibra-
tion implies finding the best set of parameters, for which the quotes in the market correspond with the prices
computed by the model. Traders use these calibrated parameters for trading purposes, e.g. hedging. Well
calibrated models will improve the performance of the traders, and in turn traders will be better at provid-
ing liquidity in the markets. This is a necessity, especially in extreme down turns of financial markets as we
recently experienced in March 2020. During these perilous times, liquidity seems to disappear from the mar-
ket, which is horrendous for market participants (e.g. pension funds). Therefore, researching mathematical
models for pricing of financial products is important. This thesis covers the calibration of Hull-White model
and the FX Black-Scholes Hull-White model with time-dependent parameters.

1.1. Mathematical framework

The mathematical financial framework used in this thesis is discussed in this section. For some readers this
might be basic knowledge. Nevertheless, it is important to clarify the notation used in the thesis. In order
to build this financial framework, definitions will be stated one-by-one. We start with the definition of the
risk-free rate.

Definition 1.1.1. (Risk-free rate) The risk-free rate r(t) represents the interest rate one can obtain in the
market without any risk, e.g. risk of the counterparty defaulting. The risk-free rate can be computed from
from financial instruments available in the market.
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In mathematical finance, we often use the risk-neutral measure for the computation of prices of financial
products. In order to use this measure, we have to define the money-market account. The money-market
account is closely related to the risk-free interest rate.

Definition 1.1.2. (Money-market account) The money-market account M(t) represents the value of the
bank account at time ¢. It is driven by the risk-free rate r(¢) in the following differential equation:

dM(r) = r(t)M(r)dt, (1.1)

where we have that at the beginning M(fy) = 1. Therefore, as solution we obtain:

t
M(1) = el 9%, (1.2)
The money-market account is used for discounting purposes under the risk-free measure.

Besides the money-market account, zero-coupon bonds can be used for discounting under the T'-forward
measure. The definition of a zero-zoupon bond is given below.

Definition 1.1.3. (Zero-coupon bond) A zero-coupon bond (ZCB) is a bond that does not pay any coupons
during its existence. A ZCB merely pays one at maturity time T. The value of a ZCB at time ¢ with maturity T
is denoted as P(¢, T), where P(T, T)=1and T = t.

Definition 1.1.4. (Annuity factor) The annuity factor is defined as a linear combination of zero coupon
bonds:

m

Aim(t)= ) TP, Ty), (1.3)
k=i+1

where 7y = Ty — Tx—;. The annuity factor is used as a discount factor under the Annuity measure.

Definition 1.1.5. (Simple compounded forward libor rate) The libor rate is the London Interbank Offered
Rate. This is an interest rate for which a group of banks in London lend money to one another. The simple
compounded forward libor rate is used as the floating rate of financial interest rate products like swaps and
swaptions. The libor rate is defined by zero coupon bonds in the following way:

P(t) Ti—l) - P(t) Tl)

[l'(t):: [(t, Ti—lyTi): ‘L',-P(t, Tl) » (14)

where 7; = T; — T;—;. Equation (1.4) will be used frequently for the derivation of financial products in this
thesis.

In this thesis we will cover the Hull-white model, which is part of Heath-Jarrow-Morton framework [10].This
framework contains various interest rate models, e.g. Hull-White model. For details on the Heath-Jarrow-
Morton framework see [10] or [25]. For this thesis we will need the instantaneous forward-rate. By using the
instantaneous forward rate we can obtain r ().

Definition 1.1.6. (Instantaneous forward-rate) The instantaneous forward-rate is defined as:

ro. e 0
fro,1):= aTlog(P(o,T)). (1.5)

In the Heath-Jarrow-Morton framework the short rate r(¢) is defined in the following way:

Definition 1.1.7. (short-rate) Tthe short-rate process r(f) under the Heath-Jarrow-Morton framework is
given by the limit of the instantaneous forward rate [25]:

r()=f (0.

From Definition 1.1.7, we can compute r (), which will be needed for the calibration of the Hull-White
model. Next, the concept of change of measure will be discussed.
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Measure changes

In mathematical finance, we price financial products under various probability measures. One often changes
measure in order to simplify the payoff of the products, and obtain an exact pricing. For the switching
between two measures Girsanov’s theorem is used. Girsanov’s theorem describes how the dynamics of a
stochastic process change when a different measure is considered. For this method a so-called numéraire is
used, which is a tradable unit of measure that the other prices are expressed in. Girsanov’s theorem is very im-
portant, as it gives us the possibility to move from working under the real world measure P to the risk-neutral
measure Q. Besides this change of measure, Girsanov theorem allows us to perform other measure changes
as well. In this thesis we frequently change measure from the risk-neutral measure to the T-forward measure,
as discounting with zero coupon bonds is often more favourable than discounting with the money market ac-
count. Also the annuity measure is used in this thesis. Below the notation of the Risk-neutral, 7;-forward and
Annuity measure are denoted:

* Risk-neutral measure (), where the money market account is the numéraire. Computing expectation
under the risk-netural measure, is denoted as E?]...]

¢ T;-forward measure, where the zero coupon bond P(t, T;) is the numéraire. Computing expectation
under the T;-forward measure, is denoted as E”i[...]

¢ Annuity measure, where the annuity factor A; ;,;(¢) is the numéraire. Computing expectation under the
Annuity measure, is denoted as E""[...]

1.2. Interest rate products

For the calibration of FX hybrid models, one needs financial interest rate products to calibrate the model to.
In this section we will discuss some of the various interest rate products that our available in the market.

Definition 1.2.1. (Interest rate swap) An interest rate swap (IRS) is a contract that allows one party to receive
a fixed interest rate K and the counterparty receives a floating rate over multiple periods. The floating rate
is denoted as ¢(¢), which commonly is the libor rate as in Definition 1.1.5. How much one would like to pay
or receive is stated by the notional amount N. When the contract states that you pay the fixed rate K and
receives the floating rate ¢(t), we call a payer’s swap. Vice versa we call it the receiver’s swap. The value of the
interest rate swap is given by

m
Vswap (o, T, Tm) =a Y Tk N(€k(T-1) - K). (1.6)
k=i+1

a denotes whether the swap is in the form of the payer or the receiver; @ = 1 for payer and a = —1 for receiver.
N is the notional amount. 7y = Ty — Tx—; denotes the passed time from the previous payment. In this thesis
we merely consider swaps with equidistant payments, which makes t independent of k. As no other types of
swaps will be discussed in this thesis, we will refer to interest rate swap by swap.

Definition 1.2.2. (Swap rate) The swap rate S; ,, () is the strike value K thatleads to a value of the swap being
Zero.

Theorem 1.2.1. The swap rate S; ,,(#) is given by:

P(t,T;) — P(t, Tin)
Sim®) = . (1.7)
b Ai,m(t)

Proof. Wewill follow the proof as in [25]. Consider a swap with life span (T}, T);,) and payment dates T;1, ..., Tr.
Under the risk neutral measure, we obtain for the value of a swap at time #g:

M(1 n
Vet T To) = E°[ S0 0 3 w64 () = K| (00)
k=i+1

& M(%)
=a-N- E? Tk
v

(Cx(Ti) = K| F (10)-
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For now lets consider the a = —1 case. The proof for @ = 1 is similar and can be found in [25]. We will swap
from the risk-neutral measure to the T}.-forward measure. We obtain:

m
Vswap(to, Ti, T) = =N+ Y [ETk[TkP(toka)(fk(Tk—ﬂ—K)lg’(l‘o)
k=i+1

m m
=N- Y TePlto, TOK=N- Y 11P(ty, TOE [0 (Tr-1)|F (£o)].
k=i+1 k=i+1

Note that ¢ (Tj-;) is a martingale under the Tj-forward measure, therefore: ETk[£4 (T 1)1 F (t9)] = £ (20).
We can use the definition of ¢ (%) and the method of a telescope series to obtain:

mn mn P(ty, Tr—1) — P(ty, Ti) mn
3 Py, TOli(to) = Y. Plty, Tp) —2—2 © K = Y Py, Ti1) = Plto, Te) = Plty, Ty) — P(to, Tyn).-
k=i+1 k=i+1 P(to, Ti) k=i+1

We obtain for the value of the swap:

m
Viwap(to, Ty T) =N+ Y 1kP(tg, T) K =Tk - N - (P(to, T;) = P(to, Tpn)). (1.8)
k=i+1
Setting the value of the swap to zero and isolating K gives the result. O

Lemma 1.2.2. The value of a swap is given by:
Vswap (o, Ti, Tm) = - N - Aj m (%) (Si,m(to) - K), (1.9)
where a = 1 represents the payer and a = —1 represents the receiver.

Proof. By rewriting Equation (1.8) using the definition of the annuity factor and swap rate the result follows
for the receiver swap. The payer swap can be obtained in a similar fashion. O

Definition 1.2.3. (Caplet / Floorlet) A caplet provides insurance may the floating rate go below a predefined
level K (the cap-rate) at a future time T;. How much one would like to pay or receive is stated by the notional
amount N. The payoff of a caplet is given by:

Veapled(Ti) = 1;Nmax (¢;(T;-1) - K,0), (1.10)
where 7; = T; — T;_;. The floorlet is the other way around, and the payoff is given by:

VEtoorter(T) = 7i Nmax (K = £;(T;-1),0). (1.11)
Caps and floors are sums of respectively caplets and floorlets.

Definition 1.2.4. (Swaption) A Swaption is an option on a specific underlying swap; one has the possibility
to buy a specific swap at maturity for a strike price K. There are two types of swaptions; the payer and the
receiver. These can be thought of as a call and a put. The payoff of the swaption is given by the following:

m
Vswpe(T;) = max (Vswap (T;),0) =N-max(a > rk(ék(kal)—K),O), (1.12)
k=i+1

where a determines if it is a payer or receiver swap. T; is the maturity of swaption, also known as the expiry.

T, is the maturity of the underlying swap, also known as the tenor. 7j = Ty —Tk—, represents the time between
two payments. N is the notional amount.

Definition 1.2.5. The strike price of a swaption with expiry T; and tenor T, is called at the money (ATM) if
and only if
P(ty, Ti) — P(to, Trm)

ZZLH_ITICP(IO) Tk) ’

We call a payer swaption out of the money (OTM) when K > K7 and in the money (ITM) if K < K4rps. For a
receiver swaption it is vice versa; out of the money (OTM) when K < K47y, in the money (ITM) if K > Karpy.

K =Karm = Si,m(t) = (1.13)
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Theorem 1.2.3. The value of a swaption at time fy with maturity 7; on a swap with payment dates T;,..., T,
is given by
Vawpt (1o, i, Ton) = N+ Ai (1) "™ | max (S5, (T3) = K0, 0) | F(10). (1.14)

Proof. We follow the proof as in [25]. For the value of a swaption under the risk-neutral measure, we have by
using Theorem 1.2.2 and Definition 1.2.4:

M(1)

szpt(tOy Tl; Tm) N [EQ[ (T
1

ax (A, m(T)a(Si,m(T) - K,0)|F (10)]

By performing a change of measure from the risk neutral measure to the annuity measure, we will obtain the
result. The corresponding Radon-Nikodym derivative is given by:

Aj,m(T}) M (1)

ALy = R0 1.15
¢ (0 Aim(To)M(Ty) (1.15)

Performing the change of measure gives:

i,m M(t) . ‘M(Ti) Ai,m(to)
Vsuwpelto, Tty Trn) = N-E [M(Tl ”’"(T’)M(to)m

ax (a(Si,m(T) - K),0)|F (1)
= N Aj (1) -E"™ | max (@(Si,m(T1) = K),0)| (1)

O

By Theorem 1.2.3, we have the value of a swaption at time #; expressed in an expectation. S; ,,(?) is a
martingale under the swap measure, since S; ,,(¢) is divided by the numéraire A; ,,(¢). Therefore, we have
that S; ,,(#) is driftless under the swap measure. We can use Black’s formula to determine the value of a
swaption. We can assume S; ,, to be lognormal or normal, which will lead to two different pricings. Typically
one chooses a lognormal distribution. However, lognormal does not allow negative interest rate, unless one
shifts the distribution. Years ago, it was thought that negative interest rates were not even possible. Therefore,
lognormal was considered as the optimal choice. However, today we encounter negative interest rates, which
gives issues for the lognormal distribution. Today there are quotes on the implied volatility for both normal
and shifted lognormal distriubtion. The market data used in this thesis consists of implied volatilities from a
shifted lognormal distribution.

Theorem 1.2.4. When assuming that the swap rate is a lognormal process:
dSim(D) =07}, SimdW" (1),
the value of a swaption at time £ is given by (Black’s formula [3]):
Vsupi (0, Tiy Trm) = N Ay i (10) (@S 1,m (10)D(adh) — Ka®(ady)),

where « = 1 for the payer swaption and a = —1 for the receiver swaption. ®(-) is the standard lognormal CDF.
With the following for d; and dj:

log (222 ) + Lot Y2(Ti - 1)

d, = 7 . ,dgzdl—Ule\/Tl’—t().
o T;—to ’

i,m

Alternatively one can reach a similar result when assuming a Normal distribution [5]:

N T

o T; &2
Vﬁ;pt(to,Ti,Tm)=NAi,m(to)(d(5i,m(to)—K)CD(ad)+—l'm2ﬁ e 2
d= Si,m(to)_
Uf.\,’mm'

Notice the superscripts on the V and o indicating whether it is from lognormal or normal assumption; L for
lognormal and N for normal.
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Proof. We will derive the proof for the payer version of the swaption assuming a lognormal distribution on
the swap rate. If we now assume alognormal distribution on the swap rate with volatility 0'{.‘ o 1€ Si,m follows

a geometric brownian motion with volatility Uf ,, under the swap measure:

I 2

. _ Ui,m _ L i,mp_ywim
dSi,m(t)=Uf,mSi,de"m(f) o Syl = Sim(t)eF w+ak, (Wimn-w (to)).

Then we can work out the expectation:

E"™ [ max ((Si,m(T}) —K),o)\ﬂ(to)] =E"[(Sim(Ti) = K)Ls, 1>k | F (0)]

=" [Si,m(Ti)]lsi,m(TibK

g(to)] —EY™ [Kllsi,m(Ti)>K

g(to)].

Rewriting the subscript of the indicator function gives us

. (ol 2
@k, 2 . m log Simlo)y _ Tim_ .y
—_Lm . ) W i 0
SunlT) > K> Syttgre™ - Tmweolu @ @-wina o o, 5 8 — ~id,
(0 i— o
,m

where Z is standard normal. We obtain:

L 2
(”i,m)

[ i _tm oy oL o .
[El’m[max((slym(Tl) _K),O)] — [Elym[sl,m(t())e > (T;—1to) Ui,m T; tOZ]lstZ] _[El,m [K]IZSdZ]

dy (th‘:m)z 1 2 dy

= Si,m(to)f e 7 ol VIims —o-Tqs— [ kds
—00 2m —00
dy 1 (s+0£mmﬂ

= Si,m(to)f Ee_fds—lﬁb(dz)
—00

= Sim(10)®(da + 07,/ Ti — to) — KO(dy).

Defining d; :=dy + ofm\/ T; — 1ty gives the result. The proof of the lognormal receiver version can be derived
in a similar manner. This ends the proof for the lognormal case.
Assuming a normal distribution on the swap rate, we have the following:

dSim(D) =0, AW (1) = Sim(1) = Sim(t) + oL, (W™ (1) - W™ (19)).
Then we can work out the expectation:
E"™ [ max ((Ss,m(T:) = K),0)|Z (10)] = E""[(Si,m(T1) = K)Ls, ,, (1> | F (10)]
=E""[Si,m(T) s, 1>k | F (10)] =" [K s, >k | F (10)].
Rewriting the subscript of the indicator function gives us:

Si,m(to) -K

Si,m(T1) > K= S m(t) +aN (WO (6) =W (1)) > K= Z < —2—— =
ism (L im(t0) + 0 ) oN VTi—1o

where Z is standard normal distributed random variable. We obtain:

E"™ [ max ((Si,m(T;) - K),0)] = E"™ [(Si,m(10) + o2, (W (1) - W(to))llzsd] —[Ei'm[KHZSd]

2 _2 _2
d e 2 a N ez d ez
=Si,m(t0)f ds+[ O mV Tl-—tos—ds—Kf ds
—oo o0 2m —00
— 1

2
2m 2m
oM VNTi—to g
:Si,mcD(d)_,Te 2- —K®(d)
Uﬁ\,fm Ti—ty 2
=(Si,m(t0)—K)(D(d)+Te 2
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By assuming the swap rate to follow a lognormal distribution, negative swap rates are not allowed. Con-
sequently, negative interest rates are not allowed, which is incorrect. To dissolve this problem, one can shift
the lognormal distribution by a shift parameter. In the market, prices are given for shifted lognormal distri-
butions with various shift parameters. The following theorem gives the pricing of a swaption under shifted
lognormal. A broader overview of methods for pricing in a negative interest rate environment can be found
in [35].

Theorem 1.2.5. The value of a swaption at time fy with strike K and notional N assuming a shifted lognormal
distribution on the swap rate is is given by (Black’s formula):

Vupi (0, Tiy Trm) = N Ay i (10) (aS1,m (10) D (@) — Ka®(ady)).

Where S; (1) = S (D +s, K = K+ s, ®() is the standard normal CDF, a = 1 for the payer swaption and
a = —1 for the receiver swaption. With the following for d; and d,:

log(322) + Yo )2(T; - o)

d, = T . ,ddeI—UlI-"m\/ T; — to.
T m T, —to

Proof. Assuming a shifted lognormal distribution on the swap rate with volatility of , and shifting parameter
s, gives [25]:

d(Si,m (D) = 0%, (Sim () + $)dWP™ (1),

We define the shifted swap rate Si,m(t) = S;,m(t) + s. Note that the dynamics of the shifted swap rate are the
same since s is constant, so dS i,m(t) =dS; m(t). Therefore, we obtain the following:

d(Sim() =0F,,(Sim(D) + )dW" ™ (1) = 0%, §i (AW (1),
We know that the value of a swaption is given by the following:

szaption(lbr T;, Tm)=N- Ai,m(to) . [Ei’m [max(a(si,m(Ti) - K),O) |g(t0)]
= N Ai (o) -E"™ | max (@(Si,m(T1) - 5= K),0)| # (10)|
= N Aj (1) -E"™ | max (a(Si,m(T) = B, 0)|# (1),

where K = K + s. By using Black-76 formula, we obtain the result. O

1.3. Structure of thesis

This introduction provides the reader with some knowledge on financial mathematics and interest rate prod-
ucts, that is needed to understand the thesis. The next two chapters will focus on interest rate, where in
chapter two some light will be shed on interest rate modeling and chapter 3 dives into the calibration of the
Hull-White model. Afterwards, we extend the Hull-White model to the FX Black-Scholes Hull-White model
in chapter 4, where we discuss the BSHW model and its calibration. In chapter 5, we discuss the influence
of time-dependent parameters on the delta-hedging process. At the end, in chapter 6, we summarize our
findings and reflect on the thesis. In the Appendix, one can find the calibration algorithm and some exam-
ples of calibration. Market data has been retrieved from the Bloomberg Platform. Excel has been used for the
retrieval of the data from Bloomberg and coding has been done in Python.






Interest rate modeling

This chapter covers aspects of interest rate modeling that we need for the calibration of the Black-Scholes
Hull-White model. This chapter covers three topics. First the Hull-White model will be discussed. Afterwards
the construction of the yield curve is considered. At the end, the multi-curve framework is explained.

2.1. The Hull-White model

The Hull-White model [12] is used for the modeling of interest rates. It is a no-arbitrage yield curve model
in which the interest rate is driven by a mean reverting process. It comes in two variants; the one-factor and
two-factor. In this thesis the one-factor is discussed, and by Hull-White model we refer to the one-factor
Hull-White model. The dynamics of the Hull-White model are given by:

dr(0) =A@ (O - r()dt+n)dW; (1), r(to) = ro, 2.1)

where A(#) is a time-dependent mean reversion term, 6(#) is a time-dependent drift term, n(¢) is a time-

dependent volatility term and W, (¢) := W;@ (#) is the Brownian motion under measure Q.

t
Ol(t)dt

We woule like to obtain an expression for r(¢). Using Itd’s lemma, with y(z) = ef f r(t) gives us:

a(effo A(t)dtrm) a(effto A(t)dtr(t))
dr+
ot ar ()

= Anelo M08 L pdr 4 el MO g gy,

dy(t) = dr (1)

By substitution of the Hull-White dynamics we obtain

dy(1) = (D00 P 1 4 n(r)eln MO g, (1)),
For ease of notation, we define the following:
E(A), 1) = E(2) 1= el 1097, 2.2)
Integrating gives the solution for y(#):
t t
y(1) = y(to) +f )L(z)@(z)E(z)dz+f Nn(2)E(z)dW,(2). 2.3)
to fo
Substitution of y(t) gives the result:
r="C 4 L ["AweE@dzs —— [ n@E@dw, @ 2.4)
Et) " ED J; ED Jy " re '

From the expression of r(#) in Equation (2.4) we find that r(#) is normally distributed. The mean is given by:

o 1

[E[r(t)|<@[0] = m + m

t
f A(2)0(z2)E(z)dz. (2.5)
to
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The variance can be obtained with help of [t6 isometry:

vr (A0, m(0), t) = v, () := Var[r ()| F, | = f” (2)E*(2)dz. 2.6)

E2(1)

The Hull-White model belongs to the class of affine processes [25]. Therefore, the price of a zero coupon
bond has the following form:
P(t, T) = eAGT-BEDI(0), @2.7)

The dynamics of the ZCB under Hull-White and risk-neutral measure are given by [24]:

dP(t, 1)
P(t,T)

=r(0)dt+n@)B(t, T)dW,(1). (2.8)

The functions A(¢, T) and B(t, T) satisfy the so colled Ricatti ordinary diferential equations. By solving this
system of Ricatti ordinary differential equations, one can find the solutions for A(¢, T) and B(t, T). For the
Hull-White model with time-dependent parameters, A(¢, T) and B(t, T) are given [24] by:

B(A(1),t,T)=B(t,T): —E(t)f ) du, (2.9)
AA@®),n@®),1,T)=A(t,T):=1lo (P( ’ ))+B(t nf'(© r)—le(r vy (1, 1) (2.10)
L), L, = ’ =log P(O, t) » ) 2 ) r\t o), .

with v, (¢, fp) the variance of the short rate process as in Equation (2.6) and f’ (0, t) the instantaneous forward
rate as in Definition (1.1.6). One of the goals in this thesis is to find functions A(#),0(¢) and n(¢) such that it
matches market data. The function 8(¢) can be derived from the zero coupon bond curve or yield curve. In
the Hull-White model 6(¢) is given [24] by:

2

1 1
0= — 2 fro, 0+ fro, 0+ > (/1([)61,‘2

P
103t Y(0,0+ Y0, t)) @2.11)

where f7 (0, ) is the instantaneous forward rate as in Definition 1.1.6 and Y (¢, T) is given by:
T
Y(t,T) =f n* () B? (u, T)du.
t

2.1.1. Negative mean reversion

During calibration of the time-dependent Hull-White model, we can encounter negative values for the mean
reversion parameter A(f). In this thesis, we are modelling the Hull-White model with a time-dependent mean
reversion parameter A(f). In recent research on calibration of the mean reversion parameter, there seems to
be a general consensus that negative mean reversion parameter should be allowed [33]. However, if A(?) is
negative for all £, we do obtain some mathematical problems. For constant A(#) the expectation of r(f) is
given by:

t
Elr (0| F ()] =roe M+ 4| 0(z)e M2dz. 2.12)
ty

Note that rge ™+ goes to oo or —co if ¢ — oo for negative A, depending on ry being positive or negative. There-
fore, the dynamics of the interest rate seem to explode for negative constant A if A — oco. Also, the variance
given in Equation (2.6) is unstable for ¢ — oo, since E(t) — 0 for t — co with negative mean reversion A(#). The
mean reversion parameter determines how fast the dynamics will follow the long term mean 6(t). If we have
a negative constant A we will move away from the equilibrium, and by each step, moving away from the long
term mean 6(t). Therefore, intuitively and the extreme case ¢ — oo indicate that a negative mean reversion is
not suitable.

Besides the mean of the Hull-White process, we can also experience problems in the computation of zero
coupon bonds as in Equation (2.7). For large A(z), we find that E(#) as in Equation (2.2) is close to zero.
Consequently, |A(t, T) — B(t, T)r(¢)| can become very large. Therefore, we have unstable behaviour of the
analytical expression of the zero coupon bond. In Figure 2.1, we can observe this unstable behaviour for a
negative time-dependent mean reversion parameter.
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Value of A(t) over time Analytical expression ZCB
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Figure 2.1: On the left we can find a calibrated A(#) to USD swaption data. This calibration can be found in the appendix in Figure C.3.
On the right we can find the P(0, T) computed by the expression in Equation (2.7). A constant volatility parameter n = 0.01 has been
picked. Discount curve is observed from the market.

Although, itis against the nature of mean reversion, “past and recent developments all suggest that the use
of negative mean reversion values is indispensable” [33]. Also in [24] negative mean reversion parameter is
allowed. There seems to be some market consensus that the calibration benefits of allowing a negative mean
reversion parameter outweighs the negative aspects of a negative mean reversion parameter in certain cases.
Although, one caveat has to be made. Extrapolating the Hull-White model beyond the calibration regime can
easily lead to overestimation of exposures and CVAs for longer-dated trades and portfolios [33].

Although it is theoretically hard to justify in the limit cases and for large negative mean reversion param-
eters we obtain problems in the analytical expression of the ZCB, for this thesis we tend to accept negative
mean reversion parameters for negative A(t) if the negative values occur for a short period of time and do not
occur frequently, since the improved calibration outweighs the negative aspects and the resulting calibration
by the Hull-White model may outperform an alternative model.

2.1.2. Hull-White model under T-forward measure

In this thesis it is important to consider the Hull-White model under the T-forward measure, as working un-
der the T-forward measure is advantageous when pricing interest rate products, e.g. swaptions. The Radon-
Nikodym derivative Agr to change measure from risk-neutral to T-forward is given by:

P(t,T) M(t)

Yot = 5ot M

(2.13)

Then by Ité’s lemma, the dynamics of the zero coupon bond from Equation (2.8) and the Definition 1.1.2 of
the money-savings account M(?), we obtain:

ro M) (1 _P(,T)
HOE T (—M(t) AP, )= 5 dM(t))
_ M) P(t,T) 0

= B ) M® n(®)B(t, T)dW™ (1),
dxlé(r)

= =n(0)B(t, AW ().

AGW
with B(t, T) as defined in Equation (2.9). We obtain for the Girsanov kernel [25]:
dw@() =B, dt+dW T (1). (2.14)
Applying this change of measure to the Hull-White dynamics gives us:

dr(t) = (D@ + r()dt+n(O (OB, T)dt+dW T (1) (2.15)
=/1(t)(é(t)+r(t))dt+n(t)dWT(t). (2.16)



12 2. Interest rate modeling

A~ 2
With 6(¢) =0(1) + %. Zero coupon bond dynamics under the T-forward measure are given by:

dP(t, 1)
P(t,T)

= r(pde+n(0B(t, T)(n(t)B(t, T)dt+ dWT(t))

= (r(t) +n2()B(t, T))dt+17(t)B(t, Tdw?’ (.

2.1.3. Options on zero-coupon bonds under the Hull-White model

In this section we will derive how to price an option on a zero coupon bond. We will need this for the pricing
of swaptions. Note that in this case we have two maturity times. Maturity time T; of the option and maturity
time T}, of the ZCB. We have that T; < T,;,. We have the following pricing of the option on a ZCB:

M(tp)

VZCB (1, T;) =E9Q
(0 z) M(T)

max(a(P(T}, Ty) - 10,0)))9(1.*0)],

where a =1 for a call and a = —1 for a put option.

Theorem 2.1.1. The value of a put option with strike price K and expiry 7; on a zero coupon bond with
maturity T}, can be calculated by the following formula

VICB (1, Ty)

_ JATLTw (% B(T;, Tyn) fur (T))+ 3 B2 (T3, Tin) 02 (T7)

=e Vi im | Kd(dy) — e o tmHr T2 B I Vi WD @ () |. 2.17

0% (ko) (ar)) (2.17)
. log(R)—B(T;, Tp) (T N o ) . .

with dy = PEQEILIBID gy = dy — BTy, T 0, (T, () =ET[r(8)] 4] as in Bquation (2.18)

02(1) = VarTi[r(t)|#,,] as in Equation (2.19), and ®(-) the standard normal CDF and K = Ke~A(fi:fm),

Proof. We follow the proof as in [25]. By a measure change from the risk-free measure to the T;-forward
measure, the pricing equation is given by:

VB (19, T)) = Plto, DE" | max(@(P(T;, To) — K),0)|F (1)

When we are dealing with affine short-rate models, we can rewrite the zero coupon bond P(ty, T) to obtain
the following:

VB (19, T)) = Plto, TOE™ | max(a(e T T BT _ k) 0))| 7 (1) |
= Plto, Te T TE™  max(a(eP 7T - R),00)| 7 (1)
Where A(T;, T),) and B(T;, Ty,) are given in respectively Equation (2.10) and Equation (2.9). Under the T;

forward measure, we have that r(¢) is normally distributed with the following expectation and variance, which
can be deducted from equation (2.16):

t
o 1 00ERdz 2.18)

0(t) :=E" [r(0)]|Fy] = =
ace) [r(0)|F4] 50 " 50 )y

YN T; _ 1 ft 20 g2
U () :=Var [r(t)\%o]_—Ez(t) ton (2)E~(2)dz. (2.19)

Knowing that (¢) is normally distributed with mean fi(¢) and variance v? ()
2(T3) = BTy, Ty (1) ~ A BTy, Ty f(Ti), BA(T;, To) 03(T))). 2.20)

Let a = —1, we derive the pricing formula for a put option. We can rewrite the value of the European option
on a ZCB to:

VP (10, T)) = Plto, T e " TE?  max((K - e*17),00)| 7 (1)

= Plto, T)e P TWEQ [(R = e T) 1 ¢ _pur g,

g(ro)].
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Let Z be a standard normal variable. Rewriting the subscript of the indicator function gives us:

log(K) — B(Ty, T) ii(Ty) _
B(T;, T vy (T7)

K —e*") >0 = B(T;, Trn) f(T;) + B(T, Ty) 0, (T;) Z < log(K) = Z < tdy,

where f 4 (,1)(x) is the standard normal PDF and for the upper integral range we have dy = mgﬁ#

Let ®(:) be the standard normal CDF. By splitting the integral, we obtain:

VPZCBUO’TZ') AT}, Tr) AT T [P (BTt (T)+ BTy T, (1)
—e irdm K(D(dz)_e irdm f (e i»Lm)lr irIm)Ur x)fW(O,l)(x)dx
P(t, Ti) —oo

. T LT Tt 1 (% ledtmiry)

= ATLTw) () — eATH T+ BT T (T + 5B (Ti,Tm)v,(Ti)_f o ’ dic

27 J-o

A ~ 1 N

= AT T (Rap(dy) — BT Tlir 10+ s X T 0Ty — BTy, T,) 0, (Ty)) ).

The pricing of a call option can be derived in a similar method. O

2.1.4. Swaptions under the Hull-White model
Under the Hull-White model we can derive a semi-analytical pricing of a swaption by Jamshidian’s trick [14].
At time tj the value of a swaption with expiry T; and tenor Ty, is given by

M(t)

swpt(yy - N.EQ
VSUPl(g) = N-E [M(Ti)

max(VSW“P(ro, T, T - m),o) ‘9(1‘0)] .
After a change of measure from Q to the T;-forward measure, we obtain for the value of the swaption

VSWPL(g) = N- P(ty, T;) -ETi [max(VS”’“p(tO, T;, Tm),o)(f}"(to)].

Using Theorem 1.2.2, we have for the value of a payer swap

m
VSWaP (£, T;, Tr) = N(P(t, T;) = P(t, T;)) ~ NK Y. 7xP(£, Ty,
k=i+1

and we obtain:

m
VSWAP(T;, Ty, Tm) = 1= P(T3, Trn) =K Y. T4 P(T;, Ty)

k=i+1
m
=1- ) cP(T;, Tp),
k=i+1

with ¢ = Kt for k=i+1,..,m—1and ¢, = 1+ K1,. By substitution, we obtain:

VP (1) = N P(to, T;) -E" | max 1~ S ceP(T:, 7,0)|# (o).
k=i+1

The ZCB P(T;, Tx) can be expressed as P(T;, Ti) = exp(A(T;, Tx) — B(T;, Ti) r(T;)) as shown in Equation (2.7).
We substitute and find:
m
k=i+1

We use the property derived in [14], also known as Jamshidian’s trick. we can change the maximum of the
sum to the sum of the maximum. Let 94 (r) a monotonically increasing sequence, where v (r),R — R*. We
want to evaluate the following:

A:max(K—Xk:wk(r),O). 2.22)
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Note that )" () is monotonically increasing, since ¥ (r) is monotonically increasing. Then there must be
avalue r* such that

K=Y yi(r™.
k
Now one can substitute K in Equation (2.22) and after some computations we obtain:

A:max(Zu/k(r*) —Zwk(r),o)
k k

max( 2 (yr") = (). 0

(wir™) =)

max (. (r*) =y (r),0).

T
%

We changed the maximum of the sum to the sum of the maximum. This trick can be applied at the maximum
of sum in expression (2.21). Choose ¥ (r*) = cr AT T-B(TuTIr" - Note that this is a monotone function,
since B(Tj, Tx) and cj are positive for all k. We obtain:

m m m
max(l— y CkeA(T,-,Tk)—B(T,-,Tk)r(Ti),0):max( y cpeA T =BT Tr™ _ y CkeA(Ti,Tk)—B(Ti,Tk)r(T,-)’0)
k=i+1 k=i+1 k=i+1

m
=y Ckmax(eA(Ti,Tk)—B(T,-,Tk)r*_eA(Tl-,Tw—B(Ti,Tk)r(T,-),0)
k=i+1

+

m

>

_ o _eA(T,-,Tk)—B(Ti,Tk)r(Ti)’0)’
k=i+

ckmax(Kk
1

AT, Ti)=B(T;, Ti)r*

where Kj = and r* can be found by solving the following equation:

m
1- Z ckeA(Tika)—B(Tika)r* =0.
k=i+1
We obtain as value for the swaption:
m A
VSUP (1) = P(to, T))-N- Y. ck[ET"[max(Kk—eA(T"'T")_B(T"'Tk]r(T"),0)|9(t0)].
k=i+1
We still have to determine the sum of the expectation. Note that it is a sum of European put options on
zero-coupon bonds.

VB (0, Ti, T) = Plto, THE™ | max Ry, - eATT0 =BT TINT) ) |

This pricing of European-type options on the ZCB under the Hull-White model gives us a closed-form solu-
tion.

Theorem 2.1.2. The value of an European swaption with expiry 7; and maturity T}, under the Hull-White
model is given by

m
VP ) =N- Y VP, T;, To),
k=i+1

A(T;, Ti)=B(T;, T)r™

where the the strike price Ki;=e and r* is determined by solving the following equation

m
Z CkeA(Ti,Tk)—B(Ti,Tk)r =1,
k=i+1

with ¢ =Kt fork=i+1,...,m—-1land ¢, =1+ K71y,
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The value of r* can be obtained by solving the following optimization problem:

Ul 2
argmin(\/(l— > CkeA(Ti,Tk)—B(Ti,Tk)r*) )

r*eR k=i+1

This optimization problem is a convex optimzation problem, which can be solved by iterative methods such
as Newton-Raphson. For these iterative algorithms, an initial guess of r* is needed. In order to obtain a
proper chosen initial guess, we perform a trick by interpolation on the inverse. The method is described in
Algorithm 3.

Algorithm 1: Method for finding proper initial guess.
A(T;, Ty)-B(T;, Ti)r*

e Pluginagrid % for r* in ;7 , | cxe . We obtain the grid y:

m =
7= Z CkeA(Tika)"'B(Tika)x
k=i+1

« interpolate y and X to find an interpolated value £ € X;pzerpoiatea Where the corresponding
interpolated J € Vinserpotatea 18 such that y = 1.

eReturn: X.

2.2.Yield curve construction

Construction of the yield curve is an essential part for pricing of financial products. In the market one can
find quotes for financial products, e.g. swaps, caps, etc. From these financial products one can get the zero
coupon bond values. These quotes are used for the construction of the yield curve. We compute the time 0
continuously compounded risk-free rate ry(¢) by the following relationship with zero coupon bonds [8]:

1
ro(t) = —;log(P(O, n). (2.23)

By the relationship between ZCB and r((#) in Equation (2.23), we obtain a set of datapoints for ry(). We can
interpolate the ry(#) data points to obtain the curve for r(f). From there, we once more use the relation in
Equation (2.23) to create the zero coupon bond curve, which is needed for our computations. There are mul-
tiple ways of interpolating these points. All with different advantages and drawbacks. In [8], various methods
for the construction of the yield curve are described: linear on rates, linear on the log of rates, linear on dis-
count factors, raw interpolation, piecewise linear forward, quardrating splines, cubic splines or monotone
convex.

Hagan and West [8] argue that the monotone convex method is the best method for the construction of a
yield curve. However, the monotone convex method does not create a smooth curve, only continuous. This
is a serious drawback of this method for our research, because the instantaneous forward rate is defined as a
derivative on the zero coupon bond curve:

ro. ) e 0
fro,1:= aTlog(P(O,T)). (2.24)

We are not able to compute the instantaneous forward rate properly when the zero coupon bond curve is not
smooth. This is poor for our applications of the zero coupon bond curve:

¢ For Monte Carlo simulation of Hull-White data, we compute 6(¢)

62

1 0
A(t) 0t2

r r 1 a
00 =| 305 5;/ 0D |+ 170, t)+§( Y(0,0+ Y0, r)), (2.25)

Highlighted in Equation (2.25) is the derivative of the instantaneous forward rate. In order to compute
this, we need the instantaneous forward rate to be smooth.

¢ For the calibration of the Hull-White model, we use theorem 2.1.2. In this procedure, we need the
instantaneous forward rate (0, T'). Therefore, we require the zero coupon bond curve to be smooth.
We do not need the instantaneous forward rate to smooth.
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Looking at the results provided by Hagan ans West [8], an optimal choice for calibration that does provide
a smooth curve is Hermite cubic spline interpolation. However, under this method another problem arises
when we compute by means of Monte Carlo methods. For the computation of 8(¢) in Equation (2.25), we
need a derivative of the instantaneous forward rate. Therefore, we need the derivative of zero coupon bond
curve to be smooth. It appears that this is not the case for cubic spline interpolation.

A method that does provide us with a smooth instantaneous forward rate is interpolation by Bezier curve
[9]. The Bezier curve B(t) for interpolation of data points P; is given by:

B(t) = i (") t'1-n""p; (2.26)
- l 124 .

i=0

where P; represents data point i for i € {0,1,...,n} and 0 < ¢ < 1. Although the Bezier interpolation method
provides a smooth instantaneous forward rate, it also comes with a drawback. The Bezier curve does not
pass through all data points, as can be observed in Figure 2.2. Because of this drawback, the Bezier curve is
not considered as an optimal choice for the construction of the market yield curve. Using the Bezier curve
or cubic spline curve gives different results for the calibration. In this thesis the cubic spline interpolation is
used for the calibration, and Bezier curve is used for validation of the calibration method by means of Monte
Carlo.

Discount curves
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Figure 2.2: Interpolation of EUR market data by cubic spline and Bezier curve. Data is retrieved from Bloomberg July 2020.

2.3. Multi-curve framework

Before the crisis in 2008, interest rate products were priced by the single curve method. Afterwards, the multi-
curve framework has been introduced. The single curve was not qualified for pricing in the post-crisis market
environment. In this section the multi-curve framework will be explained.

Consider a swap with the interchanges of interest payments are set to happen on Ty, 11, ..., T);. The
payments of swaps are done on a predetermined frequency, typically dependent on the type of product. For
EUR swaptions, the underlying swap usually interchanges interest payments every 6 months, whilst for USD
swaptions this is typically done every 3 months. For an EUR swaption we have T;,; — T; = 6m and for USD
swaption this is T;+1 — T; = 3m. This structure of dates is called the tenor structure.

A basis swap is a swap with two float legs that have different payment frequency. Under the risk-neutral
measure and neglecting risk of default, the price of a basis swap is given by [25]:

m mp

Tg, Tk
Viasisswap (10) = N - M(to)E? Oy (Thy-1) = Ciey(Tiy-1) | = 0. (22D
asisswap k1;+1 M(Tkl) 1 1 kZ:ZHl M(Tkz) 2\ k2

In reality, this basis swap value (spread) is not zero. It is safer to receive payments more frequently, as the
probability of default of the counterparty is never zero. In the market the basis swap spread is visible. In
Figure 2.3 the development of the basis swap spread during the crisis of 2008 is shown. Before 2007 this
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spread was close to zero, but during the crisis the probability of default of counterparties began to rise, and
as a consequence the basis swap spread increased.

EUBSV1 1 21 . 7000 - .2000 .2
22 .400 22.400 21.600 21.9000
FUBSVI ICPL CURNCY [T GP - Line Chart Page 1/7
Range |- EEOZECE Urrer EERCHGHECE ov. ~vos (IR currency (G
Pe Lower ETERE V10V, Avg Source M  ClEvents

B Last Price
T High on 11/21/08 4
— Averag 108

30

TSR

10

Figure 2.3: For a swap with maturity one the basis swap spread is shown for six months against three months EURIBOR rates. The figure
is obtained from Bloomberg in [26].

An example is given in order to obtain a more intuitive understanding why risk of default cannot be ne-
glected.

Example 2.3.1. Consider two contracts with the same counterparty. contract A pays two euros after two
years, and contract B pays you one euro after one year, and another euro after one more year. Both contracts
pay you 2 euros after 2 years. Assuming an interest rate of 0, both contracts would have the same value,
when we neglect the probability of default of the counterparty. When we take the probability of default of
the counterparty into consideration, contract A is cheaper than contract B. Let #pe fquir be a random variable
indicating the first time that a default of the counterparty occurs. We have for the value of contract A V4(?)
and contract B Vg (1):

VA(IO) = [EQ [2 ]'thfault>t0+2] = Z'P(tDefault > tO +2)!

VB(tO) = [E@[]- ° 15Defuult>t0+1 +1- ltDefault>t0+2] = P(tDefault >+ 1) + P(tDefault > 1y +2)

Since P(fpefauts > to+1) = P(tpefauts > to +2), we have that V4 (1) < Va(2).

The single curve framework, that was used before 2008, did not take into account counterparty risk prop-
erly. For the discounting of different tenor structures, the single curve framework uses one and the same
discount curve for the discounting. When using the the single curve framework, the information contained
in the Basis swap spread is neglected. Perhaps before the crisis, this was acceptable, as these spreads were
very small [2]. Post-crisis, the multi-curve framework was constructed. In the multi-curve framework every
swaption with different tenor structure of the underlying swap is discounted by the corresponding discount
curve with the same tenor structure [18]. In Figure 2.4 the EUR 1 day discount curve and EUR 6 months dis-
count curve is shown. Notice that difference (the spread) between the two curves is significant, we cannot
neglect it.
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Figure 2.4: The 1 day (1d) discount curve and 6 months (6m) discount curve is shown for euros is shown. Data is extracted from

Bloomberg in May 2020.



Calibration of the Hull-White model

By calibrating a model to market data, we are talking about finding a set of parameters such that the theo-
retical price reproduces the price observed in the market. Oftentimes, the market shows implied volatility
instead of the prices of the financial products. For swaptions this is the case. In that case one will calibrate
to the implied volatilities shown in the market. In this section the calibration of the single-factor Hull-White
model is looked into. Our goal is to find optimal A(#), 6(¢) and n(#) for a match with market data.

In the market we observe quotes from various financial products. From these products, a yield curve is
constructed. A yield curve represents today’s interest rate for any maturity [25]. From the yield curve, the
zero coupon bond curve can be created, in which one can observe the value of zero coupon bonds for any
maturity. In the Hull-White model the time-dependent long-term average 6(¢) can be expressed in terms
of the mean reversion A(t), n(¢) and the zero coupon bond curve as in Equation (2.11). As the zero coupon
bond curve can be obtained from the market, one will have the values for (), once A(t) and n(#) are known.
Therefore, one merely has to calibrate A(¢) and n(#). In this chapter we discuss how to calibrate A(¢) and n(?)
and show results. At the end we will look into the impact on xVA.

3.1. Calibration to swaptions
The first step of calibration is choosing financial products to calibrate to. Caps, floors or swaptions are gen-
erally used for the calibration of the Hull-White model. Caps, floors and swaptions are liquid products that
contain the required information [36]. In fact, Swaptions are most commonly used for the calibration of the
Hull-White model and can be considered as the optimal choice for calibration, because swaptions contain
information about correlation between different points on the discount curve [36]. Therefore, in this thesis
swaptions are used for the calibration.

As we are one step further by choosing financial products, we still need to specify the properties of the
swaptions we will use. The market provides various swaptions with different properties, e.g. strike value and
tenor frequency. The swaptions used for calibration in this thesis have the following properties:

1. The floating rate and fixed rate of the underlying swap of the swaption are paid at every tenor T; .

2. The distance between tenors of the underlying swap of the swaption is the same, i.e. 7 is the same for
all k.

3. Strike price K is at the money.

The first two conditions make the modelling of swaptions easier. Besides, these swaptions are more liquid in
the market than more exotic swaptions. Also, the third condition connects to this. At the money swaptions are
more liquid than in the money or out of the money swaptions. Most important of all, optimization algorithms
(root-finding methods) perform better when using at the money financial products [25]. For deep ITM or
OTM options, the Greek vega is close to zero, which causes issues in iterative methods, e.g. Newton-Raphson.
The last specification of swaptions we will be using for the calibration is the choice of expiries and tenors.
This choice is more extensive and will be discussed in Section 3.4.

We state the calibration optimization problem. Our goal is to obtain the set of parameters Q(z) = (7(), A(1))
such that our model gives the implied volatilities observed in the market. The optimization problem is given

19
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by the following expression:

2

Q= ar%g)lin\/zz (o7t ao, 13, 7, K) = oW (10, T;, T, K, (00 3.1)
i

The next step is choosing a method to solve the optimization problem. Before we get into this topic, a relax-

ation needs to made concerning the time-dependent parameters. In the next section we will go in detail in

the relaxation where we assume A(#) and 7(¢) to be piece-wise constant functions.

3.2. Piecewise constant functions

We would like to calibrate the Hull-White model using time-dependent parameters. We assume the time-
dependent parameters to be piece-wise constant function. This is typically done when calibrating time-
dependent functions [13]. In the Hull-White model we assume that n(¢) and A(¢) are piece-wise constant
functions. We may assume that the T3, ..., T, for both n(¢) and A() are the same, then the piece-wise constant
functions are given by:

no  if0=Ty<st<Ty Ao if0=Ty<t<Ty
1 ifTi<t<T, M ifTi<t<T,
n(t) =4 : WIGER: : ) (3.2)
NMpo1 fTpo1<t<Ty Apoy fTy1<t<Ty
Mn ift=T, An ift=T,

T1,..., Ty, will correspond to the expiries or tenors of the swaptions used for the calibration, depending on the
optimization problem. For this calibration, we have 2(n + 1) parameters that we need to calibrate. One way
to do this calibration is by taking at least 2(n + 1) instruments to calibrate to. In this Thesis, we will focus on
first calibrating the n + 1 parameters of A(#), afterwards calibrating the n + 1 parameters of n(z).

In this thesis we will work with piece-wise functions only, therefore we can make some relaxations by
replacing integrals with summations. Let AT; = T;4; — T;, we obtain:

Tk _
E(Ty) = elo A097 _ oZig LT

Replacing the integral by a summation has positive effect on the computation time of the calibration. One
can imagine, that during an iterative optimization process computing integrals over and over will be time
consuming. Therefore, the replacement by summation is essential for an optimal computation time.

3.3. Implied volatility of swaption

In the market the swaptions are quoted on the implied volatility. By observing Theorem 1.2.4, we can find that
the implied volatility of a swaption is related to the volatility of the swap rate, in the same way as an equity
option to the volatility of the stock under the Black-Scholes model. Therefore, the implied volatility of the

swaption is given by:
1 Ti
Uimp(to,Ti)=\/T ; f o;,m(0)dt,
i—lJdy

where 0 ,, is the volatility parameter of the swap rate dynamics. The idea is to approximate the volatility
parameter of the swap rate, and look into the ratio of two approximated swaption implied volatilities with
same expiry but different tenor. This ratio is independent of 7(#), hence it can be used for the calibration
of A(t). Afterwards, we calibrate 7(#) to the implied volatilities using the calibrated A(¢). In the first two
subsections we consider the case where the swap rate follows a lognormal distribution, afterwards we will
extend this to the shifted lognormal distribution in Section 3.3.3. The assumption of normally distributed
swap rates is not covered in this thesis.

3.3.1. Swap rate volatility
The swap rate and annuity factor are given by:
P(t,T;) - P(t, Tm)

m
Sim() = , Aim(D) = T P(t, T). (3.3)
l A m (1) " k:zm
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The dynamics of the swap rate are given by It6’s lemma:

P(t, Ti))_ (P(t, Tm))

d(Sim (1) =d(

Ai,m(t) Ai’m(t)
1 Si,m(t) )
e (d(Pet, T) - d(PCr, To) ) - A i)
Si m(t) 2 1
P d(Aym (D)) = ———d(P(, T))) = d(P(t, Tr))d (A, m (D)) ).
(Ai,m(t))z( ) (A,-,m(t))z( )

The dynamics of zero coupon bond and annuity rate or combinations of those are given by:

d(P(r, T)) = P(1, T)(r(de (0B, THdWO (1)),

m m m
d(A,-,m(t))zd( Y kP, Tk))= Y nd(P(t, T)) = Y. 1xP(t, To) (r()dt —n(6)B(t, T)dW? (1)),
k=i+1 k=i+1 k=i+1
2 m 2 2 m 2
(d(4im@)) = X 1P T (rode+n@ B, Todwm)] =2 Y 7P, ToB( T dr,
k=i+1 k=i+1

m
d(P(t, T))d(Aim (1) = P(t, T)(r(0de —n(OB(t, THdW(0) - Y. 14P(t, T)(r()de —n()B(t, TdW(1))
k=i+1

m
=n* (P, THB(t, T)) ). TP(t, T)B(t, Tydt.
k=i+1
Looking into the parts we need for the whole equation:
(1)
i,m
YL TP, T B(2, Ty)
Ai,m(t)

2
Sim(® (S0 TeP TOB(, )

2
d(A;m(D)] = Sim@On* (D dt,
(A,-,m(t))z( (D)) = Sim (Aim ()

(4P, ) = (P, T)) = Ssm(Dr (e = 2 (P, T, Ti) = P, Ty B, T JdW ),

Ai,m(t)
Si,m(t)
Ai,m(t)

dw®(n),

d(Ajm(D) = Sim(Or(0)dt—1(0)

YL TP T B(t, Ty)
(Ai,m(t))z

1
(Ai,m(t))z

(d(P(t, 1) = (P, T) Jd(Aim (1) = (0 (P2, TH B, T) = P&, Tr) B(E, T

Substituting these dynamics, we find for the dynamics of the swap rate:

2
Sium () T, TeP(E TOB(, T

i P(t, Ti)B(t, T
(Pt T0BU T~ P, i) (e, T, i PO TR TN

d(Si,m(0) =n*((

(Aim(®) (Aim()
P(t,T;)B(t, T;) — P(¢t, T,,,) B(t, T, P, T;)-P(t, T m. P(t, Ty)B(t, T
_nm(( (1, T)B(1 ;)‘. (;r m)B(t, Tw)) — (P(1,T1) — P( m()j)qzkzg)lzrk (1, Te)B( k))dw@(t)_ -
i,m im

Assuming that the swap rate follows a log normal distribution, we thus have:

2
(Zzl:i.;_l TkP(l', Tk)B(f, Tk))

d(Sim@) _ 20| - (P, OB, T - P(t, T B, T, ))ZZZ:"“T’“P(I’ TG, T"))
S' (l') —77 ] 2 y L y Ly ydIm y4dm ] . 2
Lm (Al,m(t)) Sl,m(t)(Al,m(t))
B (t)( (P(t, T;)B(t, T;) — P(¢t, Ty,) B(¢, Tm)) B kmzl-ﬂ T P(t, Ti)B(t, Tk))dW@(t) 3.5
7 St (D) At (D) Apn(D) ' '

Notice that the swap rate S; ;, (¢) is a martingale under the the annuity measure where the numéraire is A; ;,(¢)
by the definition of the swap rate S; ,,(t). A measure change does not influence the volatility term [4]. There-
fore, by performing a change of measure from the risk-neutral measure to the annuity measure, we obtain:

d(Si,m(t)):_ ((P(t,Ti)B(t,Tl-)—P(t,Tm)B(t,Tm))_ Zl:iHTkP(trTk)B(fer))dWi‘m(t) 56
Si,m(1) Sim(DAim(2) Ajm(1) ' '
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We find that the implied volatility of the swap rate S; ,,(¢) from 7 till T; is given by:

1 T P(t, T;))B(t, T;) — P(t, T) B(t, Ti) WL TRP(t, T)B(2, Ti) |2
aimp(ro,Ti,Tm,)=—[E[\/f nz(t)(( ’ : " ) Licin ) ‘ m]
AV Ti - t() to P(t) Tl) _P(t) Tm) Al,m(t)
(3.7
3.3.2. Approximation of swap rate volatility
In this section we follow the steps and results described in [24]. We have the swap rate S; ,,,(f) given by :
P(to, T
6 o PUTI= P T Bldm (P(1,T;) - P(£, T)
i,m\l)= = .
Lilin P Ty Jamlym 0P, Ty)
We use the following approximation of the denominator, where we freeze the at ¢ = f
P(tO;Tm) ul P(IOrTm) n n
_— T P(t, Ty) = E| —— T P(t, T) | F () | = TP (o, Ty). (3.8)
Pt P IOSE BTy 2 TP TO|F ] = 3, b Ty
Using this approximation, we define S; ,,;, which is an approximation of the swap rate S;
P(tg, Trm
. et (P T~ P4, Tw)  Plty, Ty) (P(t,T,-) )= 59)
o X7 TkP 0, Tk Y TkP (0, Ti) \P(t, Trn) e ‘
For the dynamics of S; ,, () we have:
& P(ty, Trm) P(t,T;)
dS; m(t) = d . 3.10
iom(0) (pats) (3.10)

Yt TP, Te)

Note that the dynamics of S,-,m(t) are easier to work with than the dynamics of S; ,,,(#). In contrast to the
swap rate S; ,,;(f), the approximated swap rate S; ,, is not a martingale under the annuity measure, but is a
martingale under the T),-forward measure. Therefore, by applying It6’s lemma and switching from the risk
neutral measure to the T,,-forward measure, we obtain the following driftless dynamics:

P(t, T;)
P2(t, Tyy)

d( P(t,T) ) ~
P(t,Ty))  P(t, Tp)
_ P, Ty)
© P(t, tw)

dP(t, T) - dP(t, Tpn)

n(O(B(t, Trm) — B(t, T))dWm (1).

Our goal is to obtain an approximation for the implied volatility under the annuity measure. Therefore, we
need to switch to the annuity measure. Under the assumption that the swap rate is lognormal distributed, we
obtain:

dSi,m(1) P(ty, Tm) P(1, T7) T
—— = — 0 (B(t, Tpy) — B(t, T1))dW ' (¢
Si,m (1) Sl-,m(t)zk’"z,.ﬂrkp(to,Tk)P(t,Tm)”( V(B Ton) = B0, T0) ®
= (P(t’Ti)_P(t,Tm))n(t)(B(t,Tm) B(t, T))dW "™ (1)
o P(t,T;) B . im
—dr1ft+P(t’Ti)_P(t'Tm)n(t)(B(t,Tm) B(t, T)))dW"™ (1)
~ drift + AL XS N (B(t, Ty) — B(t, T))dW ™ (¢).

P(t()) Tl) - P(t()r Tm)
Where in the last step the following approximation by freezing technique is performed:

P(t,T;) “E P(t,T;)
P(t,T)) - P(t,Tpy)  LP(t,T;) = P(t, Tp)

P(t, Ti)
P(tOY Tl) - P(IO) Tm) '

g(l’o)] =~
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As an approximation for the dynamics of the swap rate we obtain:

dSim(t) _ P(ty, T;)
Sim() Pk, T;) — P(to, Tr)

n(O(B(t, Tyn) — B(£, T}))dW ™ (1). (3.11)

An approximation for the implied volatility of S; ,,,(¢) is given by:

o~(r7"T)~—J;—¢fn Plio, 11 (mBuT)—BuTnfdt (3.12)
imp\t0y Liy Im) ~ \/m o P(t(),Tj)—P(tomi)T) yIm y L . .
For the B(t, Ty,) — B(t, T;) the following holds:
Tm E(1)
B(t, Tyn) — B(t, Tl)_E(S)f —d - E( )f mdu me,- %du— E(TL)B(T"Tm)

We obtain as approximation for the implied volatility of the swap rate:

B(T;, Ti) P (19, T})
VTi—t (P(to,T,)—P(to,Tm)
Only the latter part depends in Equation (3.13) depends in 77(#) and is independent of T;,. Therefore, the ratio
of two implied volatilities with same T; but different T, is independent of 1(#).

Timp(Ti, Tmy) _ B(Ti, Tm))|P (1o, Ti) = P(to, Tmy)|
Timp(Ti, Tmy) — B(Ti, Tyn)|P (o, Ty) = P(to, Tny)|

1] 2(H) E2(ndt. (3.13)

Uimp(Ti; Tm) =

(3.14)

Since Equation (3.14) is independent of (#), we can use it for the calibration of A(#).

mrkt
(tO»Tl’Tml’K) Uswpt(tO’Tl’Tml’K A(t))
argmin( f(A(1))| = ar min( ( e ) )
g (f( )) 8 \]Z mrkt(to, Ti, Ty, K) Uswpt(to’ Ti, Ty, K, A(2))

i swpt

3.3.3. Extension to shifted lognormal
In the shifted lognormal case we have that the dynamics of dS; ,,(¢) and dS; ;,(¢) + s are the same, where s is
a constant shift parameter. Therefore, the following holds

d(Sim(D+s) S m®) d(Sim(D)
Sim®+s — SimD+s Sim(D)

We would like to extend the method described in section 3.3.2 to the assumption of shifted lognormal. We
can follow the same derivation to obtain Equation (3.11):
dsS; m(t P(tp, T;
b8  rife+ o, 1)
Si,m(1) P(ty, T;) — P(to, Tim)

n(O (B, Ty) - B(£, T))dW ™ (1). (3.15)

By assuming shifted lognormal instead of lognormal distributed swap rate, we obtain:

d(Sim®+s) . Sim(t) P(ty, Ty)

_ . i,m
S0 75 ~dr1ft+Si,m(to)_'_sP(IO’TZ_)_P([O,Tm)n(t)(B(t,Tm) B(t, T}))dW"™ (1) (3.16)
~ drift + Pllo, 1) n(0(B(t, Tyw) — B(t, T))dW ™ (¢). 3.17)

(Si,m(to) + ) Ai,m (%) ’ ’
We obtain the following approximation:

1 (P(IOrTi))Z 2
Oimp(t0, Ti, Trm) = 2(0)(B(t, T) — B(¢t, Ty)) dt (3.18)

e " \ Ti_to\j (Sim(t0)+5) (Atm(to)) n ( " )

P(IOrTl
= v V. (1, T;)B(T;, T, 3.19
\/Ti—to|(3i,m(to)+s zm(to)‘ r(lo, TOB T, Tim). (5.19)

For the ratio of two implied volatilities with same expiry T; and different tenors T, and T}, gives:

Uimp(to» Ti» Tml) _ (Si,mz (o) + S)Ai,mz(to) B(T;, Tml)

= . (3.20)
Timp (1o, Ty Tms) (St (10) + 8) Aty (0) BTy, Toy)
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3.3.4. Alternative approximation of the implied volatility

Besides the approximation discussed in the previous two subsections, we can approximate the implied volatil-
ity in another way. Instead of applying the freezing technique in an early stage, we can apply the freezing
technique in a later stage for an approximation of the implied volatility. Instead of assuming a lognormal
distributed swap rate as in Equation (3.6), we assume shifted lognormal, and obtain:

d(si,m(nﬂ):_ Sim(D [((P(t,Ti)B(t,Tl-)—P(t,Tm)B(t,Tm))_ i1 TP T B, Ty) awim s (3.2
Si,m(t)+5 Si‘m(t)+s Si,m(t)Ai,m(t) Ajm (1)
. nw ((P(t,Ti)B(t,Tl-)—P(t,Tm)B(t,Tm))_(P(tyTi)*P(t,Tm)) Zl:HlTkP(I,Tk)B(LTk))dwi‘m(t) (3.22)
(Si,m(D+9) Ajm() (A m(0)? ’ ’

We have the following implied volatility under shifted lognormal:

(P(t, T))B(t, T;) = P(t, Tm) B(t, T))  (P(2, Ty) = P(2, Ta)) Z’ziﬂTkP(t,Tk)B(f;Tk))zdt‘ }
|-

Oimp(to, Ti, Tm,) =

1 [EI [Ti n2(2)
VTi—to [\ (S0 +5)°

Ajm (D) (Aim(®)?
(3.23)
By applying a freezing technique, we obtain the following approximation:
1 i p2n (P(to, Tp)B(t, Tj) — P(tg, Tm) B(£, Tr)) ~ (P(t0, Ti) = P(to, Tm)) XL, , | Tk P(to, T B, Tj) |2
O imp 10, Ty, Tn) = / 2( _ : ) 4
VTi=t0 \ o (Simlto)+5) Ab.m ) (A1)
(3.24)

For the ratio of two implied volatilities one obtains:

fTi nz(t)( (PUto, T B, T))=Ptg, Tm) )B(5,Tmy)) (P(to,T,-)—P(to,Tml))ZZQHIrkP(to,Tk)Btt,Tk))zdt
fo Aj,my (t0) (Ai,ml (to))2

fTi 772(”((P(to,Ti)B(t:Ti)—P(fO'Tmz)B(‘rTmz)) (P(IO'Ti)_PUO'T’"z))ercnzznlT’CP(IO‘Tk)B(t'Tk))Zdt.
- 7
o Ao )

O imp(to, Tis Tny) g Si,my (1) + 5
imp (0, Ty Tmp)  Siym, (1) +8

(3.25)

Mathematically, we cannot justify that the n(f) would cancel out in this equation. Not even when we take
into account that n(#) is a piece-wise constant function. When 7(¢) is a piece-wise constant function, we can
rewrite this to.

s le-fT,j“ ((P[L‘O,T[)B[t,T,»).—P(tO,Tml)B[t,Tml)) B (P(to,T,-J—P(to,Tml))kajmrkP(to,Tk)B(t,Tk))zdt
Timpt0, Ti» Tmy)_ Siymy (o) +5 =000 Aty (0) (Ai,ml(to))z
imp (10, Ti, Tmy) - Simy () +5 s ij+1(t)((P(tO,Ti)B(t,Ti)—P(to,Tmz)B(t,Tmz)) N (P(tovTi)—P(tovaz))ZZEHITkp(tOlec)B(thlc))2 ‘
j=01jT; Ai,my (o) (Ai,mz(to))z

(3.26)

Under the assumption of 7(¢) being a constant function, we do obtain a fraction independent from n(#):

£ ( (P(to, T B, T)~Pto, Trny )B(£, Ty )) (P(tO,Ti)—P(to,Tml))ZZZMrkP(to,Tk)B(t,TkJ)zdt
- - 2
Uimp(tOVTival) 5 Si,mz(t0)+s o Al,ml(tO) (Ai,ml[to))
Oimp (10, Tj» Tmy)  Siymy (T0) +5 fTi ( (P(tg, T))B(t,T))~P(ty, Trmy)B(t, Try)) (P(to,T,-)—P(ro,Tmz))ZZZH1 7 P19, Ty)B(2,Ty.) )2dt
fo

; - 2
Al'mz(tO) (Ai,mz(t()))

. (3.27)

We will use the approximation of ratio in Equation (3.27) to compare to the approximation in Equation (3.20).
For time-dependent (), it is hard to justify this approximation mathematically as 7(#) only cancels out by
taking it out of the integral.

3.3.5. Error on approximations

Mathematically it is difficult to quantify the errors on the approximations. For different parameters A(#), n(?),
T;, T, and zero coupon bond curve the error differs. In order to have an idea of the magnitude of the error,
an example is given in Figure 3.1. A caveat has to be made, the error differs per choice of A(?), n(¢), T;, T,
shift parameter and zero coupon bond curve.
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Figure 3.1: The error of the approximations can be observed in this plot. On the left the implied volatility is shown. On the right the
fractions of two implied volatility ratios are shown with Ty, = Tp,, + 1. Approximation 1 refers to Equation (3.20). Approximation 2
refers to Equation (3.27). In this example A(¢) = 0.05+0.01-sin(¢), n(#) = 0.0018 + 0.0005 - sin(¢#), T; =1, 7 =1, P(fp, t) = e 0011 and shift
parameter is zero.

From the experiments conducted for this thesis, it appears that approximation 2 from Equation (3.27) is
more accurate than approximation 1 from Equation (3.20). Still, we cannot justify the use of to mathemati-
cally justify the use of Equation (3.27) for time-dependent (). Besides, in Section 3.7.1 the calibration results
show that the computation time of approximation 2 is very large. Therefore, in this thesis we decided to focus
on approximation 1.

3.4. Choice of swaption set for calibration

The choice of swaptions used for calibration is not trivial. In Table 3.1 and Figure 3.2 one can find the at the
money shifted implied volatilities observed from the market for various expiries and tenors. The number of
parameters in the Hull-White model is limited, therefore it cannot fit the whole swaption matrix [32]. In-
stead, a set of swaptions for the calibration of the Hull-White model is selected. Two common selections [32]
are a co-terminal swaption set and a columnar swaption set, where co-terminal swaption set refers to the
counterdiagonal of the matrix and columnar to a specific row of the swaption matrix.

Expiries
ly 2y 3y 4y
6m | 0.109 | 0.112 | 0.133 | 0.153
ly | 0.099 | 0.111 | 0.133 | 0.149
2y | 0.106 | 0.121 | 0.139 | 0.150
3y | 0.118 | 0.135 | 0.148 | 0.157
4y | 0.129 | 0.142 | 0.153 | 0.161

Tenors

Table 3.1: Shown are at the money shifted lognormal implied volatilities of swaptions observed in the market in May 2020 with shift
parameter 3% and 7 = 0.5.
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Figure 3.2: Shown are at the money shifted lognormal implied volatilities of swaptions observed in the market in May 2020 with shift
parameter 3% and 7 = 0.5. The implied volatility surface shown in a graphical way.

A counter diagonal of the swaption matrix is known as a co-terminal basket of swaptions. The co-terminal
swaption set is commonly used for the calibration of the Hull-White model, partly because of hedging reasons
is argued in [24]. Also, the duration of counterparty exposure for swaptions from the co-terminal basket is the
same. This could be considered as beneficial, as one would like consistency in the products with respect to
counterparty risk. The choice may also depend on what intruments are in one’s portfolio. In [32] is argued
that for a single swap portfolio the co-terminal swaption set is ideal. Under the co-terminal swaption set, all
swaptions have the same amount of time of counterparty risk. In Table 3.2 one can find the 5 year co-terminal
swaption basket from the swaption matrix given above. In this thesis, the co-terminal basket is used for the
calibration of n(¢). In that way we use products that have the same counterparty risk, which is beneficial for

our calibration results.

5y co-terminal basket
Expiry | Tenor | Value | Strike
1 4 0.129 | ATM
2 3 0.135 | ATM
3 2 0.139 | ATM
4 1 0.149 | ATM

Table 3.2: The 5 year co-terminal basket of table 3.1 that could be used for the calibration of n(¢). The values in this table consist of the
counter diagonal of Table 3.1

For the calibration of A(#) we use another part of the swaption matrix. By a the subscript HW we indicate
that it is under the Hull-White model. In order to calibrate A(f) we approximate the ratios of two implied
volatilities with same expiry and different tenor by the following:

7 fonp 10> Tis Ty A (8,1, (20) + 5) Ay (10) BAD), T, Tyn,)

imp

a W (10, T;, Ty, A1) b (Si,my (10) + 8) A,y (t0) BAD), Ti, Try)

imp

(3.28)

The last term (The fraction of B’s) is the only term that depends on A(#). We can choose a suitable set of swap-
tions to create independence between the ratios. Recall that B(T;, Tr,) = E(T3) [, TTZ " ﬁdu with E(T;) given in
Equation (2.2). Let j = 1,..., k denote the specific set of T;, Ty, and T}, by a superscript. We choose a spe-
cific T/, T;, and T;),, suchthat T/ < T;, < T;,, andforalln,pe{l,...,k}, n # mthat (T, T), (T}, Tp,) = @.
Here (A, B) denotes the open interval from A to B. We obtain
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We find that m

merely depends on the value of A(#) between T; and T),,. Because we took a set of

swaptions in such a way that there is no overlap between the intervals from Tl.’ Tl.] for all j, we obtain in-
dependece between the swaption ratios for the calibration procedure. Having independence between the
swaption ratios gives us the opportunity to perform calibration in sequential style, instead of parallel (simul-
taneous) calibration. This reduces the computation time significantly, and therefore considered as a benefit.
Table 3.3 shows us an example of a set of swaptions that possess the desired property.

Expiries
ly 2y 3y 4y
6m | 0.109 | 0.112 | 0.133 | 0.153
ly | 0.099 | 0.111 | 0.133 | 0.149
2y | 0.106 | 0.121 | 0.139 | 0.150
3y | 0.118 | 0.135 | 0.148 | 0.157
4y | 0.129 | 0.142 | 0.153 | 0.161

Tenors

Table 3.3: Shown are at the money shifted lognormal implied volatilities of swaptions observed in the market in May 2020 with shift
parameter 3% and 7 = 0.5. In yellow and orange we can find an example of implied volatilities used for the calibration of A(¢), where
yellow represents the implied volatilities of Ty, and orange represents the implied volatilities for Ty, .

3.5. Choosing proper strike prices

At the money (ATM) implied volatilities are a common choice for the calibration purposes, since these implied
volatilities are the most liquid and vega is not close to zero [25]. For deep in-the-money and out-of-the-money
options vega is very small, which is problematic for some minimization algorithms, e.g. Newton Rapshon.
Therefore, in this thesis at-the-money strike prices are used. One particular way to obtain ATM strike values
is shown in [27]. In this article, the strike prices are chosen in the follwing way:

Ki(T;) =F(0,Ty)exp(0.1-\/Ty-6;)
6;=-15,-1.0,-0.5,0.0,0.5,1.0,1.5

Where T, is the expiry and F(0, T,) is the forward FX rates to T,. 6; = 0.0 leads to ATM strike value, §; <0 to
ITM and 6; > 0 to OTM. For swaptions ATM strike prices are defined as follows.

Definition 3.5.1. The strike price of a swaption with expiry T; and tenor Ty, is called at the money (ATM) if
and only if
P(ty, T;) — P(to, Trn)

K=K =8 m(fo) = .
ATM bma0 Zz’l:i+1TkP(t0’ Tk)

(3.31)

We call a payer swaption out of the money (OTM) when K > Krs and in the money (ITM) if K < K47 For a
receiver swaption it is vice versa; out of the money (OTM) when K < K41y, in the money (ITM) if K > Kar .

Combining the definition and the way of computing ATM strike prices in [27], Strike prices can be deter-
mined via the following formula:

K;(Ty) = Stm(to) exp(0.1-/T; -8 ),
5j =-1.5,-1.0,-0.5,0.0,0.5,1.0,1.5,

where § ; = 0.0 leads to ATM strike price.

(3.29)

(3.30)
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3.6. Optimization methods

Choosing suitable optimization method for our problem is an extensive task, and a whole study could be
devoted to the choice of the best optimization method for our problem. In this section, we will outline our
thought process of choosing a good optimization method for our problem.

A decision one needs to make is whether one will use a local or global optimization method for the cali-
bration. In our optimization problem, we can use initial guesses from the previous calibrated values for ()
and A(#), which can be considered as a first guess. Global optimization methods are considered to be more
complex [22], and look for the global optimum on all set of parameters instead of neighbours. For the first cal-
ibration, a global optimization method can be used. We argue that afterwards, a local optimization method
has the preference, since these will be faster and less complex.

Algorithm 2: Example of parallel calibration.

2
n(t)=argmin( Z( ?’uf’;i(to,Tl,Tm,K) Ump,(to,Tl,Tm,K A1), n(t))) )
() i

In this way every n; from the piece-wise function in Equation (3.2) is optimized at the same time.

Another choice that needs to be made is whether we are optimizing parallel or sequential. Optimization is
called parallel if it is applied only once and sequential if is applied multiple times in a row [22]. This depends
on our optimization problem. If we have dependence between the optimization problems, we cannot apply
the optimization multiple times in a row (sequential calibration), as one optimization can be effected by the
other. Therefore, in this thesis we decided to use parallel optimization if we have dependence between the
optimization problems. As we have shown in Section 3.4, we can choose a specific set of swaptions to create
independence in the optimization problem of the mean reversion parameter A(¢). In this case sequential
optimization can be performed, and is considered superior as sequential calibration is faster.

Algorithm 3: Example of sequential calibration.

fori=0,...,ndo

2
n;= argmin(\/( ;”Jll,ff(to, Ti, T, K) — Swpt(to, T;, T, K, A(1), n(t))) )
(1)

end
In this way every n; from the piece-wise function in Equation (3.2) is optimized separately.

For our calibration of the Hull-White model we encounter two optimization problems. Our first optimiza-
tion problem is the optimization problem for A(#) given by:

. okt (1, T], Ty KO 6§w%(to,Tf ), K A(D) 2
argmin . 7 o T (3.32)
M) ;nurpg(tOrT mz’K) Uswpt(to’T Tmz)K,A(t))
where A(?) is a piece-wise constant functions with the T;’s from the swaption as change time points. & ;';U’,’;g )

is given by the market and o/ r( ) is given by our approximation in Equation (3.19). Assuming A to be con-

swp
stant, we can find out how our objective function behaves. By having a constant A, we obtain that E(A, t) = e*
and B(A, 1, T) = — 4 (e”*7~" —1). For the fraction of the implied volatilities under the HW model, we have the
expression in Equation (3.20), which only depend on the B(A, T;, Ty, )/ B(A, T}, Tyn,). We have for constant A

B, Ti, Tpyy) _ —5 (€A Tm=T0 1) = ATny—T0 g (3.33)
B(/l, Ti: Tmz) _%(Q_MT'"Z_Ti) -1 e—/l(ng_Ti) -1 . .

Notice that the expression in Equation (3.33) goes to 0 if A — —co and goes to 1 if A — co. We have a disconti-
nuity in A = 0, where we have that
B(/1 Tl)Tml) imB(/eriJTml) _ Tml_Ti
Mo B, Ti, Try)  AMOBA, T, Trny) Ty — T
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which can be found by looking at the Taylor expansion. We look at the derivative of the expression in Equation
(3.33) to show that it is increasing, we have

d B(A, Ti, Tml) _ e/‘l(Tm2+Ti_Tm1) (Tml (eATmz — eATi) — Ti (eATmz — e/lel) _ Tm2 (eAT’"l —_ eﬂ,Ti))
dA B, Ty, Timy) (AT =T _1)2

(3.34)

Note that the expression in Equation (3.34) is positive for all A > 0 and 0 < T; < Ty, < Tjn,. Therefore, the
expression in Equation (3.33) is increasing, we have that the problem in Equation (3.32) becomes a convex
optimization problem. Since we have independence between the terms as shown in Equation (3.30), we can
use sequential calibration of our optimization problem in Equation (3.32). We obtain the following optimiza-
tion problem, that we have to solve for every implied volatility fraction.

swpt swp

mrkt(tOy T] T;!nHK) &Hwt(IO)T] TmlyKyAv) 2

A(t) for Tl.j <t< T,],;Z = argmin ( P T " 7
) omr K (o, T, Ty K G HW (10, T, T}, K,A)
We calibrate A(f) between T; and T}, as a constant. Therefore, the calibration of A(#) can be split into sub-
problems where we have non-linear convex optimization problems.
The second optimization problem is for n(#), where we use the A(¢) found in the previous optimization.

2
argmin( Z( gnurgi(tO)Tl)Tm)K) swpt(to’ le vaK A(t) Tl(t))) ) (336)
(1) i

where Uswpt( ) is computed by Theorem 2.1.2. This optimization problem is more difficult than the cali-

bration of A(t). In the computatlon of t( ) we have to optimize for r* as in Theorem 2.1.2. Due to this

swp
complex computation of the o1 swp t( ), the optimization problem in Equation (3.36) is non-convex [36].

Both optimization problems in Equation (3.32) and (3.36) are non-linear optimization problems. Numer-
ical methods for non-linear optimization are iterative. These iterative methods can be classified into two
categories [37]: line search methods and trust region methods. In the following two sections we go in detail

on both categories of methods.

3.6.1. Line searching algorithms

Line searching algorithms can be considered as classical methods for solving nonlinear optimization prob-
lems. Let {xy}, k =1,2,... be the sequence of points that are generated by an iterative method starting with
the initial guess xy. Let f(-) be the target function. Line searching methods work in the following way [7]:

e Calculate the search direction py from xy.
* Determine a suitable steplength a;. > 0, such that f(x; + arpi) < fk-
e Compute the new Xxj.: Xx+1 = X + ag Pk.
Examples of line searching algorithms are modified-Newton methods, quasi Newton methods and conjugate-

gradient method. In this thesis, the Newton-Raphson method [38] has been used as line searching method.

3.6.2. Trust region algorithms
In contrast to Line searching algorithm, trust-region methods check whether the new step is improving the
new iterative result. Let f(-) be the target function. The following steps are performed

¢ Determine the step sk.
* Accept step sy if the f(x + sx) compared to a predicted value exceeds a threshold.
¢ Compute the new xp,1: Xg1 = Xg + Sk if accepted, else xj41 = x.

Trust region algorithms have better performance on non-convex problems compared to line searching algo-
rithms [37]. We will give two examples of trust region methods.

The Levenberg Marquardt algorithm is a popular method used for the non-linear least-squares problems,
and can be considered as a trust region method [37]. One provides a guess estimate of the parameters x, and
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measured vector y. Let f be the cost function. We want to find the parameter vector x, such that y = f(x) = y.
Let € = y — y. This is an optimization problem where we want to minimize e”e. In the Levenberg Marquardt
algorithm a a linear approximation of the function f in the neighborhood of x is used as a basis [17]. The
Levenberg Marquardt algorithm from the scipy.optimize package in python has been used. There are three
criteria of convergence that are tested every iteration. if one of the tests satisfies, a convergence is reached.
Below we summarize the three convergence tests.

e ftol, the first criterion is the most straightforward. It determines if the change of the cost function is
lower than a predetermined threshold. If this is the case, we have a convergence.

e xtol computes the change of the variables and compares it to a predetermined threshold. It it is lower
than the predetermined threshold, a convergence is reached.

¢ gtol, the final convergence criterion investigates the Jacobian. The value of the cosines of the angles
between columns are computed. Then the maximum absolute value of these is taken and compared to
a predefined threshold. Again, if it is lower than the treshold, we have a convergence.

One question that arises is how to pick an appropriate predefined for the criteria. Do we choose them the
same or do we differ per convergence criterion. More details about the Levenberg Marquardt algorithm can
be found in [20].

Another trust region method is Powell’s Dogleg algorithm [30] [31] is a trust region method for non-linear
optimization. Just like the Levenberg-Marquardt algorithm, it provides solutions for non-linear least-squares
problems.

3.6.3. Choice of optimization algorithm

In [16] is shown that trust region often performs better than line search in an optical flow problem, and espe-
cially when we deal with non-linear and non-convex model. Also in [37] is argued that trust region perform
better on non-linear and non-convex problems. Based on these results, we argue that trust region methods
are more suitable for our optimization problem of 7(¢). For the sequential calibration of A(#) as we showed
that this problem is convex. Therefore, we argue that line search algorithms (e.g. Newton Raphson) can be
used.

3.7. Calibration results

Considering the results of the calibration, how can one judge whether the results are "good"? The value of
n(t) and A(#) are not known in the real world, so one cannot compare these results with the real world in that
way. In this thesis I used the following methods to gain insight in the performance of the calibration

¢ Speed. The calibration should be as fast as possible.

* Precision on market data. Considering the implied volatilities obtained by the Hull-White model with
the calibrated n(¢) and A(), we compare those to the implied volatilities from the market.

¢ Precision on artificial data. By creating data with known 7(¢) and A(t), we can find out how good the
calibration when we compare the calibrated A(¢) and 7(#) to the artificial A(¢) and n(z).

3.7.1. Artificial data

Using a zero coupon bond curve obtained from the market, we can simulate data choosing A(#) and n(?).
By doing this, we can actually measure how well the calibration of our method is by comparing our cali-
brated A(¢) and 7(¢). First we will look at two different approximation methods for the fraction of two implied
volatilities with same tenor but different tenor, and conclude that one is superior for calibration purposes.
Afterwards, we look into stress testing under the Hull-White model. At last, we test our calibration method to
data from the Cox-Ingersoll Ross (CIR) model.

Calibration of 1(7) under different approximations
In this part we generate artificial data from the Hull-White dynamcis. We compare the calibration of A(?),
where the fraction is approximated by Equation (3.20) and Equation (3.27). We will refer to Equation (3.20)
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as approximation 1 and to Equation (3.27) as approximation 2. By looking at both approximations, one can
observe that approximation 2 is more complex than approximation 1. By applying the freezing technique in
a later stage, we get a more complex approximation in return, which might result in better calibration. In
Figure 3.3 one can find a result of the calibration under both methods. Both methods seem to perform well
under artificial data with market curve observed from the market.

Calibration of A(¢) under different methods

(R PE S —
|
0.11 ~
— Artificial
= Calibrated parallel under approximation 1 A
=< p.104 —-- Calibrated sequential under approximation 1
—— Calibrated parallel under approximation 2
0.09
0.08 1

Figure 3.3: Calibration of A(#) under two approximation methods where approximation 1 is given by Equation (3.20) and approximation
2 is given by Equation (3.25). A(#) =0.1+0.02-sin ¢t and n(¢) = 0.01 +0.002-sin ¢. Calibration time for parallel under approximation 1 was
3.3 seconds. Calibration time for sequential under approximation 1 was 0.1 seconds. Calibration time for parallel under approximation
2 was 5 minutes.

In Figure 3.3 we can compare the methods of calibration of A(¢). Notice that the calibration by a sequential
method or parallel method for approximation 1 lead to the same calibrated A(#). This is exactly what we stated
in Section 3.4 by showing that we have independence by choosing a specific set of swaptions. We argue that
sequential calibration is superior over parallel calibration, since the computation time is significantly lower.
Comparing the calibration under approximation 1 to the calibration under approximation 2 in Figure 3.3, it
appears that the calibration is better fitted to the artificial A(#). By looking at the computation time, we argue
that parallel calibration under approximation 2 is not practical due to the large computation time. Therefore,
we decided to focus on approximation 1 for the research in this thesis. Still, we believe that for future research
more examination of the second approximation would be interesting.

Hull-White process stress testing

We generate data from the Hull-White model by choosing A(¢) and 7n(#) under the zero coupon bond curve
obtained from the market. By choosing different A(#) with corresponding 7(t), we test our calibration method.
Results can be found in Figure 3.4.
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Figure 3.4: Calibration of A(f) by approximation of the fraction in Equation (3.20). One can observe calibration of several A(f) with
corresponding 7(¢). Computation time for sequential calibration of lambda is 0.01 seconds by Newton-Raphson. Computation time for
parallel calibration of n(¢) is 13 seconds by Levenberg-Marquardt and 3 seconds under dogbox method. A(#) with corresponding () are
chosen in such a way that the obtained implied volatilities are comparable to the implied volatilities observed in the market.

Figure 3.4 shows the calibrated A(¢) and 7n(#) look similar to the artificial, even though we use crude ap-
proximations for the calibration of A(¢#). Computation time of sequential calibration of A(t) is only 0.01 sec-
onds, whilst parallel calibration time of 77(¢) is 13 seconds under Levenberg-Marquardt. A method of calibra-
tion of the Hull-White model is choosing A as a constant and calibrate only n(#) [24]. We would like to show,
that picking A(#) (to some extent) arbitrary can have an impact on the calibration of n(#). We choose one big
and one small constant A. Afterwards we calibrate for the different mean reversion parameters. The results

can be observed in Figure 3.5.
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Figure 3.5: In the plot one can find the calibration of 77(¢), when different mean reversion parameters are used during the calibration. Big
constant A is 0.2 and small constant A is 0.001. The calibrated A(¢) fluctuates around the artificial A(#) = 0.1 +0.02 * sin(#).

In Figure 3.5 we observe that the value of the mean reversion parameter A(f) influences the value of the
volatility parameter 7(¢). A bigger mean reversion A(f) parameters would cause the volatility parameter 7(#)
to increase as well. For a lower mean reversion parameter we expect a smaller volatility parameter n(¢). This
makes sense, when one thinks about this; given that the implied volatilities stay the same, a larger mean re-
version would cause smaller moves in the dynamics, therefore the volatility parameter needs to compensate.
This compensation of larger mean reversion by larger volatility will be discussed in the next subsection.

In conclusion, our calibration method seems to work well under artificial data with zero coupon bond
curve observed from market. Important to note is that mean reversion parameter has big impact during
the calibration of volatility parameter 7(t). Therefore, we argue that A cannot be picked arbitrarily and the
calibration of A(#) should be performed before the calibration of n(#).

Larger A results in larger 7 in the calibration

In general if we use a bigger mean reversion parameter A for the calibration of ), this will result in a larger 7.
This can be observed in Figure 3.5. In this small section we will look into this mathematically. The dynamics
of the Hull-White model with constant parameters are given by:

dr(n)=A(0() - r(0)dt+ndW ().

Note that if A < 0, by each iterative step will we move away from the long term mean 6(f). For A < 0 the long
term mean works as a repeller instead of an attractor. We discussed this in Section 2.1.1. Right now we will
focus on positive mean reversion. We show that the variance of process r(#) becomes smaller for larger mean
reversion parameter. The variance of process r(f) for constant A and 7 is given by

2
Varlr (1|, = 27(1 ) (3.37)

For the derivative with respect to A we obtain:

nze—zlt(_zlt + eZ/‘Lt _ 1)

TE (3.38)

d
aVar[r(t)lg}o] = -

Since —2At+e?}'—1>0forall > 0and A # 0, the expression in Equation (3.38) is negative for £ >0 and A # 0.
Consequently, The Equation (3.37) is a decreasing function for A and ¢ > 0. For 7 it is the other way around.
Notice that Equation (3.37) is an increasing function for . Therefore, the larger the 7, the larger the variance
of process r(?). This can be observed in Figure 3.6.

Naturally, the variance of a the process r(¢) and the implied volatility of a swaption are positively corre-
lated. The larger the variance of process r(t), the larger the implied volatility. If we calibrate 7 to the implied
volatility of swaptions, the larger A we use, the larger n we obtain in return to compensate for the smaller
variance caused by the A.



34 3. Calibration of the Hull-White model

Variance of r(t) for different A(t) and n(t)
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Figure 3.6: In the plot one can find the variance of stochastic process r(t) for £ = 1 several mean reversion A and volatility . In general, a
larger mean reversion A decreases the variance and a larger implied volatility increases the variance.

CIR process stress testing

Besides using artificial data simulated by the Hull-White model, we would like to simulate data from other
short rate models to test our calibration of the Hull-White model. Another well known model is the Cox-

Ingersoll-Ross (CIR) model [15]. The CIR process has the following dynamics:

dr(0) = Acir(0)(0cir(D) — r(0)d i +ncir(OVTOAW (D). (3.39)

The CIR process is very similar to the Hull-White model. Both have a mean reversion and long-term mean
parameter. The difference is in the /7(f) in the stochastic part of the dynamics of Equation (3.39). Notice
that the CIR process does not allow negative rates, therefore it is fair to assume that interest rates in the real
world do not follow a CIR process. Still, one could shift the CIR process, to allow negative interest rates.

By simulating data from the CIR process, we would like to find out how our calibration of the Hull-White
model performs. Because the CIR model and Hull-White model have different dynamics, we do not expect
the calibrated Agw (f) and ngw (f) to be the same as the A¢r(#) and n¢rr(#). In Figure 3.7 we can find the
calibration result on artificial market data simulated by the CIR model. We find that the calibrated parameters
are off from the parameters from the CIR model, however, the sinus curve remains visible in the calibration.
The implied volatilities from the artificial data and generated by the calibrated Hull-White model have a good
match; the difference is smaller than 10~ at T;,=1,2,..,9.
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Calibration of A(¢) and 7(¢) on data from CIR model
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Figure 3.7: Data has been simulated under the CIR model with A¢rr(#) = 0.1 +0.05-sin(¢) and ncrr(#) = 0.01 4+ 0.005 - sin(¢). Zero
coupon bond curve is observed from the market. Ac;g(¢) and n¢cygr(f) are chosen in such a way that the obtained implied volatilities are
comparable to the implied volatilities observed in the market.

However, we do obtain negative A(¢) for all £. As discussed in Section 2.1.1, this is not allowed under the
Hull-White model as such mean reversion A(t) will make the dynamics of the short rate explode. Therefore,
this result gives us the insight that the Hull-White model is not suitable to capture this data, and another
model would be more appropriate to use for calibration. This finding makes sense, since the dynamics of
these data are indeed not from the Hull-White model, but from the CIR process. One can argue whether this
findingis a positive or negative. One could argue that the calibration process should work for all possible data
sets given by the market, also if the dynamics are from another process. On the other hand, one can argue
that spotting that the data set is not from Hull-White dynamics is better.

3.7.2. Market data

Besides calibration of artificial data, one wants to perform calibration on real market data. Market data is
more challenging. When we use artificial data, we assumed that the data comes from a Hull-White model,
and specifically generated data from the Hull-White model. For market data, the data is not generated by a
specific Hull-White model. The market data is determined by supply and demand, what are traders willing to
pay for specific financial products. However, as mentioned before, it is more difficult to assess the calibration
of market data as there is not a A(#) and an 7(#) in the market data. Luckily, there is one alternative calibration
provided in the data, which is useful as comparison. The calibration is performed to the 30 year co-terminal
basket of swaptions shown in Table 3.4. Two calibration strategies will be discussed.

* In the first strategy A(#) is chosen as a constant by the user, in our case A = 0.00001. Afterwards, n(t) will
be calbirated as time-dependent piecewise-constant function.

* The second strategy does not allow the user to choose a parameter beforehand. Instead, A(t) will be
calibrated as a time-dependent piecewise-constant function to ratio of implied volatilities of swaptions
as mentioned in the previous section, afterwards n(¢) is calibrated to the implied volatilities.
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30y co-terminal basket

Expiry | Tenor v Strike
1 29 0.209 | ATM
2 28 0.202 | ATM
3 27 0.197 | ATM
4 26 0.192 | ATM
5 25 0.188 | ATM
6 24 0.186 | ATM
7 23 0.185 | ATM
8 22 0.184 | ATM
9 21 0.183 | ATM
10 20 0.183 | ATM

Table 3.4: Swaption implied volatilities of the 30 years co-terminal basket is used for the calibration. Strike prices are at-the-money.

Choosing A constant

A method of calibration in literature is choosing the mean reversion parameter A as a constant [24], and with
this constant A one calibrates piece-wise constant 1(t). We choose A = 0.00001 and use 30 years co-terminal
basket for calibration of n(#). We obtain the following optimization problem

2
_ : kt . _ sHW .
n(o) = ar%(rtr)nn\/; (0?},{’7 (to, Tz, T30, K) = 043, (20, T, Tso,K,l,n(t))) ,

fori=1,2,...,10 with T} = 1,T> = 2,.... Besides the data from Bloomberg that has been available for our
research, a calibration from the industry on the data was available as well. We will refer to this calibration
from the industry as alternative calibration. This alternative calibration is only available for A = 0.00001.
This alternative calibration is useful for comparison, and will be included in plots when it is appropriate. We
obtain the calibration shown in Figure 3.8.
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Figure 3.8: Parallel calibration of n(¢) with constant chosen A = 0.00001 compared to an alternative calibration. Zero coupon bond curve
is observed from the market.
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As one can observe from Figure 3.8, the calibration gives a good match with the alternative calibration
and the implied volatilities observed from the market. However, we argue that this is not the best method
for calibration, as we showed in the previous section that choosing A arbitrary can impact the calibration. By
calibrating A(t) first, we find that the calibration of () changes significantly (see Figure 3.5).

Including calibration of A(7)

We calibrate our A(¢) to the set consisting of k fractions of swaptions with 7; = 1,2,... , Tj,, = T; + 0.5 and
Tm, = T; + 1. We use the method as discussed in Section 3.4. Note that for this set of swaptions we indeed
have that T; < Ty, < Ty, and forall n, p € {1,..., k}, n # m that (Tl.", T,’,’lz)ﬂ(Tip, T,’ZZ) = @. Here (A, B) denotes
the open interval from A to B. Therefore, we can use sequential calibration as discussed in section 3.6. First
we calibrate A(#). Besides calibrating A(¢) as a piece-wise constant time-dependent parameter, we calibrate
the mean reversion parameter as a constant as well. We compare the results which can be found in Figure
3.9.
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Figure 3.9: In the plot on the left one can observe the calibration of A(#) and constant A to market data. On the right we observe the
corresponding implied volatility for our calibration and constant A. The ratios of implied volatilities and calibration have a good match,
whilst the constant A is slightly off. Sequential calibration computation time for time-dependent A(t) is 0.13 seconds. Parallel calibration
computation time for constant A is 0.17 seconds.

In Figure 3.9, we find that time-dependent A(¢) gives perfect match with data, whilst calibrating a constant
A results in a worse match. We also observe that time-dependent calibration has big swings in the resulted
calibrated A(#). For a small moment in time the A(#) is even negative. We argued that in Section 2.1.1 that
this is allowed for short period of times, just like this case. In order to judge whether a time-dependent A(t)
or constant A is better for calibration, one has to determine what is more important: jumps in the mean
reversion parameter or a better fit to the ratios of implied volatilities. In this thesis, we will not argue what is
the best method, but we do argue that calibration is better than picking constant A arbitrary.

Next, we continue with the calibration of 1(#). We include A = 0.00001 in the plots for comparison. The
results can be found in Figure 3.10
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Figure 3.10: In the plot on the top we find the calibration of piece-wise constant 7(#) to the market data. On the bottom left we can
observe the implied volatilities obtained by each calibration and on the right we find the error of the implied volatility compared to the
market. Total calibration time is 15 seconds by Levenberg-Marquardt and 5 seconds by dogbox method.

Figure 3.10 shows us that there is a big difference in calibration of 7(¢), when we use a calibrated mean re-
version parameter compared to an arbitrarily chosen constant A = 0.00001. As shown in the previous Section
3.7.1, an arbitrary constant A can cause the calibration of (¢) to be far off the real n(¢) used for the creation
of the data. Therefore, we argue that calibrating A(#) is essential. Especially in Figure 3.10, where we find that
arbitrarily chosen A and calibrated A(¢) have a big impact on the calibrated volatility parameter n(¢). Whether
we prefer to use a time-dependent A(¢) for calibration or a constant A, remains to be seen. For the industry,
calibrating A as a constant might be preferable as this code for calibration of 77(#) can stay the same. Also,
constant A significantly lowers the jumps in the calibration of n(#), which can be considered as a benefit. One
could apply constraints to the calibration of n(¢), e.g. for all #; n(t;4+1) = %n(t,-) and n(tj41) < %n(ti). In Section
5 we argue that having big jumps in time dependent 7(¢) is not a problem for delta hedging if one adjusts
his/her hedging strategy. Therefore, using such constraints is not a necessity. Besides, one can argue that big
swings in interest rate do happen in the real world. As a recent example, we have the Covid 19 pandemic in
March 2020. In those situations, the volatility parameter 1(#) can increase a lot, causing a huge jump in the
piece-wise constant function. This could happen from February to March in the Covid 19 for example, under
the assumption that we calibrate the volatility parameter 1(¢) per month. Putting constraints on 7(#) might
be incorrect for that reason.

3.7.3. Performance on data not used for calibration

Over the years, there is argued that calibration of the Hull-White model cannot capture the whole swaption
volatility surface [32]. In this section, we look into the performance of our calibration on implied volatilities
of swaptions that are not used for the calibration.

Fit to ATM implied volatilities not used for calibration
Although we are not able to fit the whole swaption matrix, looking at the whole swaption matrix for different
mean reversion parameters with corresponding calibrated volatility parameter 7(#) is meaningful. Preferably,
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we would like our (calibrated) mean reversion parameter A(¢) and calibrated volatility parameter 7(¢) to be as
good as possible at fitting the whole swaption matrix. Still, our first priority remains to get a perfect fit for the
co-terminal basket used for the calibration of 77(#). In Figure 3.11, we look into the results on implied volatility
by different calibrations of constant A.
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Figure 3.11: In the plot on the top we find the implied volatilities obtained from our calibrated parameter 7(¢) and constant A for the 30
year co-terminal basket which was used for the calibration. On the bottom left we can observe the implied volatilities for the co-terminal
20 years basket. On the right the implied volatilities of swaptions with tenor of 10 years is shown.

The upper picture in Figure 3.11 shows us the calibration on the co-terminal basket used for calibration
of n(t). As expected, we see a perfect fit on the data points. We observe that the choice of a large A, gives a
perfect fit on the data used for calibration, but behaves badly for the computed swaption implied volatilities
in between the calibrated points. The curves from seem odd at first, but for large mean reversion parameter
in combination with piece-wise constant volatility parameter you would actually expect these kind of shapes.
These shapes are explained in Appendix B. Because these shapes arise with large mean reversion parameter,
one could decide to include a constrain on the maximum of the mean reversion parameter for the calibration.

Remark 3.7.1. Large mean reversion parameter appears to be inappropriate for the calibration of the Hull-
White model in combination with piece-wise constant volatility parameter. In Appendix B one can find how
large mean reversion influences the value of swaptions. In Figure B.1 one observes that the swaption values
under large mean reversion look very odd, and it looks like arbitrage possibilities are present. In numeri-
cal results in literature, the mean reversion often appears to be in the range of -0.03 and 0.10 ([28],[24],[39],
[13]). Although a specific reasoning and quantificiation for a maximum and minimum seems to be missing.
Quantification for the maximum and minimum of the mean reversion parameter for calibration would be an
interesting topic for future research.

For small and negative A, the values of the swaption between the calibrated points are more linear com-
pared to the calibrated A in the upper picture of Figure 3.11. Looking at the bottom two pictures, we observe
that the fit of the our calibration with the implied volatilities from the data is poor. In both cases, we find that
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the implied volatilities obtained with the calibrated mean reversion is closer to the data. From the results in
Figure 3.11 one could argue that the calibrated mean reversion outperforms the other choices of 1.

Fit to ITM and OTM swaptions

In our calibration procedure we use at the money swaptions as we argued that this is a proper choice in
Section 3.5. We wonder how our calibrated mean reversion parameter A(¢) and mean reversion parameter
1(t) perform when computing the implied volatility of swaption that are not at the money. Figure 3.12 shows
us the implied volatility of the swaption plotted against the strike price. In order to determine a suitable
set of strike prices, the method described in section 3.5 for the computation of the strike prices was used.
unfortunately, due to the fact that S; ,,, (%) = —4- 10~% is close to zero, we obtain a very small set of strike
prices. This felt inappropriate, and a range from —0.02 to 0.03 has been chosen as range for the strike prices.
We can observe that the difference between the calibration is small, especially compared to the differences in
the previous section, where the implied volatilities from the ATM swaption surface have been studied.

Implied volatilities for different strike prices
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Figure 3.12: Shown are the implied volatilities for different strike prices under various mean reversion parameters, where we looked at
two swaption from the 30 year co-terminal set used for the calibration of the volatility parameter 7(¢). In the plot on the left, the expiry of
the swaption is 10. In the plot on the right, the expiry of the swaption is 20. In both cases Ty, is 30, T = 0.5 and discount curve is observed
from the market.

3.7.4. Calibration on whole swaption matrix

By calibrating n(¢) on the ATM co-terminal swaption basket, the fit with implied volatilities outside of the
co-terminal swaption basket is poor, as one can observe in Figure 3.11. A potential solution for this problem
is calibration to the whole swaption matrix. We hope for better overall fit of the swaption matrix when we
perform calibration to the whole matrix. In order to calibrate to the whole matrix, we will have to calibrate
A(#) and n(¢) simultaneously. The optimization problem is given by:

2
argmin( Z(agﬂlg,’;f(ro, Ti, Tj, K) = o &Y, (o, T, Tj,K,/l(t),n(t))) ) (3.40)
n,A0 \\| i,j

Results of this calibration procedure can be found in Figure 3.13. We find that calibrating to the whole swap-
tion matrix is computational expensive. Therefore, perhaps not applicable in the industry. Also, our cali-
bration is poor, although in non-negative interest rate environments is argued that the Hull-White model is
able to capture the whole swaption matrix till some extent [24]. Others argue that the Hull-White model is
not capable of calibrating the whole matrix [32]. When calibrating to the whole swaption matrix, one loses
control over which implied volatilities from the swaption matrix are fitted well to the data, and which are
not. Therefore, more important implied volatilities might not be fitted well to the data. One could solve this
problem by introducing weights to the swaptions implied volatilities. Giving the more important swaption
implied volatility a bigger weight than the other swaption implied volatilities.
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Figure 3.13: In the plots we find the calibration to the whole swaption surface. We find that the calibration is poor. Levenberg Marquardt
has been used as optimization algorithm, takes 10+ minutes to calibrate.



42 3. Calibration of the Hull-White model

3.8. Effect of calibration on exposure
Since the 2008 financial crash, a set of rules has been built to make sure banks do not take too much risk
regarding exposure to a default. In the industry, new teams have been installed to manage these risks, and
validate the models that are used for pricing. In order to deal with the risk of default, the credit valuation
adjustment (CVA) is computed. The CVA is the difference between the risk-free portfolio and the portfolio
that does consider risk of default. One can also interpret the CVA as the price of the counterparty credit risk.
In this section the effect of different calibrations on the CVA will be discussed.

Before we dive into the CVA, we will need to define some exposures. Credit exposure is defined as the
potential future losses without any recovery. Mathematically, this is defined as [25]:

o M)
E(1):=max(V(1),0), V() :=E WH(T")’

where H(t,-) represents the payoff of the contract at time T. Exposure changes over time, as prices of financial

products change in the market. It often cannot be expressed in close-form. To quantify the exposure, we use
various metrics. One of them being the expected (positive) exposure (EE), defined as:

EE(fy, 1) =EY %E(t)lg(to) . (3.41)

The exposure profile needs to be computed for a large number of scenarios. Therefore we need numerical
methods, by means of Monte Carlo simulation. This is one of the extensive parts in the computation of the
Credit Value Adjustment (CVA). These numerical methods contain essentially three stages: a forward stage
for generating future asset path scenarios, a second stage to value the financial derivatives and a final stage

to calculate the exposure along the generated future asset paths. An example of the expected exposure for a
single swap portfolio can be found in Figure 3.14.
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Figure 3.14: The expected exposure of the swap with K = 0.03 and payments are done yearly. One can observe that for every payment
there is a big shift in value of the expected exposure.

CVA represents the price of counterparty credit risk. For the computation of the CVA, we need three com-
ponents: The loss given default, the expected exposure and the probability of default. The loss given default
can be expressed as one minus the recovery rate R. The probability of default can expressed as a survival prob-
ability in the following way: Let X denote a random variable which denotes a lifetime, for example P[X < x]
indicates the probability of not reaching the age x in a population. The survival probability is defined as [25]:

PIX>x]=1-P[X=x]=1-Fx(x).

Using the expression for the LGD and the probability of default, The formula for computation of the CVA is
given by:

M M
CVA(t,T)= LGD-Y EE(t,T;)-PD=(1-R) Y EE(t,T;)- (Fs, (T1) = Fip (Ti—1),
i=1 i=1
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where LGD is assumed to be a fixed ratio based on market information, and the probability of default can
often be obtained via the survival prbability curve in the Credit Default Swap market. This thesis captures the
effect of calibration on the expected exposure. The loss given default and probability default are not in the
scope of this work.

From the expression in Equation 3.41, we obtain for the expected exposure of a swap:

M(1)
M(p)

EE(t) =E°| max (Vswap (£),0)] (3.42)

Notice that the expression in Equation (3.42) is similar to value of a swaption on the specific swap with strike
0 and expiry ¢, but this merely works for swaps with K = 0. A numerical example of this shown in Figure 3.15,
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Figure 3.15: Numerical example where we show that the expected exposure can be computed by means of monte carlo methods and
analytical. Monte carlo method is computed by simulating paths for the swaps, afterward computing expression in Equation (3.42).
Analytical is computed by the analytical expression of the value of a swaption from Theorem 2.1.2.

For our research, we would like to investigate how different mean reversion parameter affect the expected
exposure. Therefore, we pick several mean reversion parameters A, and calibrate the volatility parmeter 7(¢)
for every mean reversion A. We end up with pairs of (1, (#)) that match the market data. Then, for every pair,
we look into the expected exposure of the swap that matches the co-terminal basket used for calibration.
Results on the market data can be found in Figure 3.16.
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Figure 3.16: Shown in the plots is the expected exposure of a swap for various calibrations. The maturity of the swap is 30 years. The
notional level is 1. On the top one can observe the calibration of 7(¢) with corresponding volatilities. On the bottom, the expected
exposure is computed by means of the value of the swaption with strike 0 has been computed at integer timepoints. We used the zero
coupon bond curve observed from the market. For each A, n(¢) is calibrated to the 30 year co-terminal basket.

Figure 3.16 shows that there is little difference in the expected exposure for various mean reversion pa-
rameters A used for calibration of volatility parameter n(¢). Only for large A, we have the same problem as
encountered in the previous section. A reason why there is so little difference in the expected exposure could
be the near zero interest-rate environment in the market data. We will explain this by looking at the ATM
strike prices. The ATM strike prices are defined as the swap rate as in Definition 3.5.1:

P(ty, T;) — P(to, Trn)
Zzn:l'_'_l TkP(tO) Tk)

Karm = Si,m(to) =

In anear zero interest rate environment, we have that P(ty, T;) = 1 and P(fy, T);) = 1. Therefore, the numerator
in the expression for the ATM strike price is very close to zero. For the market data the ATM strike prices are
in the order of 10~*. When the ATM strike price is close to zero, the data for calibration is very similar to the
expression in Equation (3.42), where strike is zero. In interest rate environments that cause the ATM strike
price to be not close to zero, we might obtain bigger differences in the expected exposures for various mean
reversion parameters A. To show this, we used an artificial zero coupon bond curve P(0, t) = e %%/ and the
results can be found in Figure 3.17.
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Figure 3.17: Shown in the plots is the expected exposure of a swap for various calibrations. The maturity of the swap is 30 years. The
notional level is 1. On the top one can observe the calibration of n(t) with corresponding volatilities. On the bottom one can find
the expected exposure computed at integer timepoints by the swaption analytical expression. We used the zero coupon bond curve
P(0,1) =e %017 For each A, (#) is calibrated to the 30 year co-terminal basket.

In conclusion, we argue that the choice of mean reversion parameter A before calibration of volatility
parameter 7(¢) can have an effect on the expected exposure, therefore has an effect on the credit valuation

adjustment.







FX Black-Scholes Hull-White model

This chapter covers the calibration of the FX Black-Scholes Hull-White model. The FX Black-Scholes Hull-
White model is an example of a hybrid model. In a hybrid model various asset classes are modelled. Typically
a hybrid model is represented as a system of stochastic differential equations (SDEs) for these different asset
classes, e.g. SDEs for stock price and interest rate. In this thesis we cover the FX Black-Scholes Hull-White
model, which covers three asset classes: The FX exchange rate, the domestic interest rate and the foreign
interest rate. In the first section information will be given about the FX market, afterwards we continue with
FX option pricing with the Black-Scholes Hull-White model. At the end, calibration results on the Black-
Scholes Hull-White model are shown.

4.1. FX market

The FX market is an abbreviation for the foreign exchange market. In this market currencies are traded, for

example the dollar versus the euro. We define yg (1) to be the exchange rate from the domestic currency d to
a foreign currency f. For notation, we write:

y(0:=yho.

For example, if one want to trade euros for dollars, the euro is perceived as the domestic currency and the
dollar as the foreign currency. For on euro, one will receive y(¢) dollars.
Under the real world measure [P the exchange rate y(t) follows the following stochastic process [25]:

dy(9) = py(nde+oy(r)dw® (1). (4.1)

We will need to switch from the real world measure P to the risk-neutral measure. Note that at this point
there are two different risk neutral measures. We have the domestic risk-neutral measure, but also the foreign
risk-neutral measure. We have two different money market account M (1) and M, (1), one in the domestic
currency and one in the foreign currency, with corresponding interest r¢ and r4. In order to obtain a closed
form solution for FX options, We switch from the real-world measure to the domestic risk-neutral measure.

We define the process X (¢) = y(1) % = y(1)el"r 7" which should be a martingale under the domestic risk-

neutral measure. Using Itd’s lemma, we obtain:

dX(n) =(rp— rgz)y(t)M + Mdy(t).
Mg(t)  Mg(1)
By plugging in Equation (4.1) for y(¢), we obtain:
dXx(n)
X(1)

=(rp—ra+w+odwW? (o).

Since X(#) should be a martingale under the domestic risk-neutral measure, we know that the dynamics
should not contain a drift term. Therefore we find:

rf—rd+u

dw® () = dwP (o).
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Plugging this finding into Equation (4.1) gives us the dynamics of y(z) under the domestic risk-neutral mea-
sure:

dy(0) = (ra - rp)y(0)dt + o ()W (0). (4.2)
4.1.1. Options on FX rates
For the calibration of the FX hybrid model we will use FX options. We consider European options on the
exchange rate y(f). Note that y(t) follows lognormal distribution, therefore we can obtain the value of an op-

tion in a Black-Scholes fashioned manner. In the Black-Scholes case, with strike price K, maturity T, constant
foreign exchange rate ry and domestic exchange rate ry we have for a call option [6]:

VX (1o, T, K) = y(to) exp(=rf (T = 1)) @(d) = K exp(=ra(T = 1)) (o),
where @ is the standard normal CDF. d; and d; are given by:

_ 10g(X2) + (rg — 1y + 202)(T — 1)
! ovT -1 '

For a put option option we have:

dy=di—o\T-1.

VX (1) = Ke 1T =0 d(=dy) - y(t9)e™ T T 0 (=dy).

4.2. FX options under FX Black-Scholes Hull-White model

We will extent Equation (4.2) to the Black-Scholes Hull-White model by modeling interest rates as time de-
pendent parameters following the Hull-White model and modelling the volatility parameter o(#) as time-
dependent:

dy(® = (rg(®) —re() y(O)dz + a(t)y(t)de,}(t),
dra(t) = 1a(0)(04(t) - ra(0)dt +na() AW (1), 4.3)
dre()=Ap(0)(05(0) - rf(t))dt+nf(t)deZ(t),

where Q represents the risk-neutral measure for the domestic currency, and Z represents the risk-neutral

measure under the for the foreign currency. All the Brownian motions are correlated with one another with
correlations py, g4, py,r and pg, . We denote this in a full matrix of correlations:

1 Pyd Pyf
AW AW ' =|pya 1 pas|- (4.4)
Pyf Pay 1

In order to obtain an analytical expression for the value of an FX option under the Hull-White Black-Scholes
model, we would like all stochastic processes to be driven by the risk-neutral measure of the domestic cur-
rency. Under the risk-neutral measure of the domestic currency we obtain we obtain an extra drift term for
the dynamics of the foreign short rate [25]:

dy(2) = (ra(n) - rf(t))y(t)dt+a(t)y(t)dW}Q(t),
drag(t) =Aa(0)(04(1) - rd(t))dt+nd(t)dW§"(t), (4.5)
dre() =Ap(0)(0p(0) —rf(0) —nf(t)py,fo(t))dt+nf(t)dwj?(t).

Calibration of the BSHW model is done by first calibrating the domestic short rate paramters 1,(¢f) and
14(t) to the domestic zero coupon bond curve and swaptions. Afterwards the foreign short rate parameters,
Af(1) and 7 ¢(?) to the foreign zero coupon bond curve and swaptions. The correlations p,,4, py,5 and pg f
can be observed in the market. At the end we only need to calibrate one more parameters, which is o (¢). We
can calibrate o (¢) to options in the FX market. The domestic ZCB and foreign ZCB are respectively denoted
by P4(t, T) and P (2, T). Under the domestic risk-neutral measure Q, the dynamics of the zero coupon bonds
are given by [25]:

Pqa(t,T)
dB(1,T)

dPy(t,1) _ rq(dt+n4B4(t, T)de?(f)y
(4.6)
Ty = (rp(0 = pypnyBr(t, T))de +1 By (1, TIAWS (1.
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In order to price options in an exact manner under the Black-Scholes Hull-White model, we perform a change
of measure from the domestic risk-neutral measure to the domestic T-forward measure. Therefore, we define
the forward exchange rate under the domestic T-forward measure [23]:

Pf(t, T
Pa(t,T)

ye(t,T):=y(1) 4.7)

Applying It6’s lemma gives us the dynamics of the exchange rate under the domestic T-forward measure

ayee, 1) =L D 4y 2D b1y -y LD ap T)+ 5———(dy(ndPs(1, 1))
R T R T R e T PR C T S R
Pr(1, T) (@) YOPs(1, T)

- — L dy(dPa(t, ) - S (dP4(t, T)APy(t, T)) + (dP4(t, T))2.

(Pa(z, ) (Pa(z, 1)) (Pa(t, 1))*
By substitution of y(z), P4(t, T) and P¢(¢, T) from Equation (4.5) and Equation (4.6), we obtain:

dye(t, 1) oo 1)(py,a0 (D) + na(0Ba(t,T) - (0B (£, T))dt (4.8)
ey Bt D{pya Nathbalt, 1) =pa )5t '
+ o (AW (1) +0a(DBa(t, DWg —n (1B (5, AW (1), 4.9

Since yg(t, T) is a martingale under the domestic T-forward measure and change of measures only effect the
drift terms [4], we obtain:

dyr(t, T) _ T T T
m =0(0dW, (1) +na(0)Ba(t, YW, (1) —=n () By(t, T)de (D), (4.10)

where the T in the superscript represents the domestic T-forward measure. For the sum of three correlated
Brownian motions W;, W and W3 with correlation p; 2, p1,3 and p2 3 we have the following [25]:

awy () + bWa(t) + cWs () & \/a2 + D2+ c2+2abpys+2acpys+2abpy3sWs(t), (4.11)

where 2 indicates equality in distribution. Applying Equation (4.11) on equation (4.10) gives the following
result:

—_— = t, dw,, , 4.12
Ve T) orp(t, TYAW,, (4.12)

where 6 (t, T) is given by

or(t,T)= \/0'2 +7’]§ZBZ + U?Bj% +20nN4Bapya—200rBrpy,r—20aBanfBrpa,f- (4.13)

For ease of notation, all time dependent parameters have the (#) omitted in Equation (4.13). Because y(7T) =
yr(t, T), we obtain the following when we price an FX option:

M (T)
FX _ 0 f B
VI ) = E? [ max(a(y(D) - K),0)| F ()]

“hnt MM -K,0)|F w)]

_Pd(tO)T) T _

"t (mex(aet D)= K,0)[Fw)]. (4.14)

We can use Black76 formula to obtain the result for a call option.
Theorem 4.2.1. The value of a FX call option with strike K is given by:

_ Pa(t, T) _ Palto, T)
= —Pf(to, ) VE1,®(d1) = K ———=®(d2), (4.15)

VFX
o) P10, T)
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_ P(t,T)

where yr(to, T) := Py(t,1)

y(to), ®(-) is the standard normal CDF and d;, d, are given by:

4 log (L8014 152(T — 1) e log(L£9D) —152(T - 1)
! oVvVT -1y ’ o.vVT—1y ’

with o is given by

T

=,
2 -2
o5 = 0%(z)dz.
¢ T—t() to F

Proof. By using It6’s lemma and integration we obtain for yr(¢, T):

1
d(log(yr(t,T))) = —Ec_fp(t, T)dt+ap(t, T)dyr(D),

t t
;/T((t—t,?)):‘lf 6§(s,T)ds+/ G (s, T)YAWE(s),
F\L0»

:>log( 2), .
Ly
= yr(t,T) = yr(ty, T)e 2’1

62 (s, Dds+ flg Gp(s, TVAWE(s) '

Note that f o (s, T)YAWEg(s) is stochastic. f tg (s, TYAWE(s) is normally distributed and has mean of zero
since we take the integral with respect to a Brownian motion (the increments of Brownian motions are nor-
mally distributed with mean 0). We obtain for the variance:

t ; ) . ,
Var(ft c'fF(s,T)de(s))ﬂE[(ft G (5, TIAWE(5))| ]—[E[ft G p(s)dWi (s)

0 0 0
- [E[(ftt(iF(s)dWF(s))z] — 02,
0

By It6 isometry we obtain:

Var(ft(_fp(S, T)dWi(s)) = [E[(ffrp(s, DAWr () | =ft5§:(s, T)ds.
to fo

4]

J; tf) 0 ($)dWE(s) is normally distributed with mean 0 and variance as given above. Therefore, we have tf, G r(S)dWEg(s) d
74/ f tf) 0_'%(5)(13, where Z is standard normal. We obtain for yr(¢, T):

1t =2 T 2
Velto, T) 2 yE(ty, De S RO 2/ [ s (4.16)

By substitution of Equation (4.16), we can obtain a pricing equation that is independent of both the domestic
and foreign interest rate. We will prove for the call option. The put option can be proved in a similar manner.
By Equation (4.14) we have that:

Vi (tOyS)—Pf(tO’T)[E [max(y(T) — K,0)|% ()]
 Pyl1, 7 F [max(ye(1, 1) =K, 01 (to)]

- Pf(t T) ([ET[}’F(T, T)]-{}’F(T,T)>K}|g(t0)] _[ET[K]_{yF(T,T)>K}|g(t0)])'
0)

Let Z be standard normal distributed. For the subscript of the indicator functions holds:

_1rt 52 T -2
_VF(tO; T)>K < yF(IO; T)e 2 ffo UF(s)ds+Z\/f[0 a5 (9)ds SK

1T T K
= —— o%(ndt+Z 04 (s)ds >log| ————
2J, °F w OF g(J/F(to,T))

log(XDy _ 1 (T 52 (1ydr
— /< K 27 F =:d,

Vi a%sds
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. d . . L .
where we used in the last step that Z = —Z, since Z is symmetric with mean zero. We obtain for VCf x(to, S):

P,(ty, T _1 T2 T 52
VI 0,9 = T D 6T 1y 1, 1y o THOSI AT TEOS )BT cg,)

Py, T)
¢S] T - 2
_ Py(ty, T) Vi(to, T)Lf e—%(zﬂ/ftoa%,(s)ds) dz— Py(ty, T) KO(dy)
Py(to, T) 21 Ja, P¢(t, T)
Py(ty,T) ( fT 5 ) Py(to,T)
= ————yr(ty, T)®|ds + G5(8)ds| - —————=Ko(dy),
P, 1) "V, °F Pilto, 1)

with @(-) is the standard normal CDF. We define d; := d + 1/ f tz 6%(s)ds, and obtain the following solution:

fx Py(ty, T) Py(to, T)
V: (ty, T) = ——— to, T®(d]) — ————K®(d>).
¢ (t, T) Prlto, ) Yr(to, T)®(d1) Prty, T) (d>)

We can rewrite this to the form of Black76 formula:

chx(l‘oys) = yr(to, T)P (19, T)®(d1) — KP(tp, T)D(dy), (4.17)
with
i 1og(w)+%a§(T—to), e log(W)—goi(T—to),
ocvVT -1y ocvVT—1y
and o is given by:
2 r
o¢= T— 1o fto o0¢(2)dz.

4.3. Monte Carlo pricing for Black-Scholes Hull-White

In order to verify that the exact solution of an FX option under Black-Scholes Hull-White is correct, and also
correctly implemented, one can compute value by means of Monte Carlo [25]. We can compute the value of
an FX option by Monte Carlo is given by the following:

M¢(T)
VFX (t5) = B[ —L— max (a(y(T) - K),0)| Z (t0)], (4.18)
Mq(T)
where a = 1 for a call and @ = -1 for a put option. When one wants to use pricing formula in Equation

(4.18), one needs to generate paths for r;(?), (1) and y(¢). In order to use the Monte Carlo for valida-
tion purposes, the Choleski decomposition [29] is used to obtain independent Browian Motions. Let W(t) =

W,?(t),W]?(t),WS(t) , one obtains

a 0 0
W =[(b ¢ 0|W(),

d e f

where Wy, Wf and Wy are independent normal distributed with mean zero and variance dt. The following
relation holds with the correlation matrix.

1 par Pyd a 0 0\fa b d
AW (dw) = [payr 1  pyr|l=|b ¢ 0f[0 ¢ e].
Pyd Pyr 1 d e fJ\0 0 f

Solving the system of equations gives us the following values

~b-d
a=1, b=pay c=‘/1—pfi’f, d=pya ezpy‘fT, f=vV1-d?-e2
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Therefore, we obtain the following composition of independent Brownian motions Wy, Wy and W,

Wd:Wd’

Wprdnyd+‘/1—p§l'fo,
Pyf —Pd,fPyd ~ Pyf —Pd,fPyd)\2
\/l_pdyf \/l_pd,f

Using this composition, one is able to perform Monte Carlo pricing. Monte Carlo pricing is relatively slow.
One has to generate a number of paths, which is time expensive. For calibration the computation time is
important. Therefore, Monte Carlo will not be used in the calibration procedure in this thesis. We merely use
Monte Carlo for validation of our calibration.

Wy = py,de +

4.4. Calibration of FX Black-Scholes Hull-White model
The dynamics of the Black-Scholes Hull-White model are given by:

dy(0 = (ra(0 = rp()y(0de+| o () [y(dWS (1),
dra(t) =] 1a(0) [(0a(6) = ra(®)dt +[na(e) AW (0), 4.19)

dre() =|Ap(0) (0D =10 =070 oy, f| o(2) ||dL+| £ (£) de;?”.

In Equation (4.19) the parameters that we want to calibrate are highlighted. We have five time-dependent
parameters we want to calibrate: 14(1), n4(8), A¢(2), n¢(¢) and o (#). Just as for the calibration as for the Hull-
White model in Section 3.2, we model 1,(¢), n4(1), Af(t), n¢(2) and o (f) as piece-wise constant parameters.
We use the following calibration procedure:

1. For the calibration of A4(#) and n4(f) we use swaptions on the domestic currency. First, we calibrate
A4(2), afterwards calibrating n4(#) by the method described in Section 3.4.

2. For the calibration of A¢(f) and n¢(f) we use swaptions on the foreign currency. First, we calibrate
A r(0), afterwards calibrating n () to the method described in Section 3.4.

3. At last we calibrate o () to FX options. In order to do this we use Theorem 4.2.1 with the calibrated
Aa(8),na(t), A¢(2) and i ¢(¢) from the previous steps. We have the following optimization problem:

2
argmin(J Y (crzgg’“(to, T;, K) - o B3 (1, T}, K, Ad(t),nd(t),af(t),nf(t),py,d,py,f,pd,f,o(t))) )
a(r) i

(4.20)

We can obtain the correlations py, 4, 0y,f, 04,r from the market. Strike price K is chosen ATM for the
calibration by the same reasoning as in Section 3.5: Atm strike prices are liquid and for deep ITM and
OTM vega is close to zero. In Equation (4.20) 837" () represents the implied volatility of the price
given by Theorem 4.2.1. This optimization problem is a non-linear non-convex optimization problem.
Therefore, by the same line of reasoning as in Section 3.6, we use trust region methods to solve this
optimization problem. As there is no independence between the implied volatilities of the FX options,
sequential calibration cannot be used.

4.4.1. Artificial data

By using artificial data to test our calibration method, we can pick a FX volatility parameter o (#), and find
out whether our calibration methods returns a similar calibrated o (#). By using market data, we never know
what the "real" underlying o(#) is. Therefore, it is harder to measure the performance of our calibration
performance. We believe testing the calibration to artificial data is indispensable. Still one can argue that
using artificial data is not realistic. How can one know that the chosen artificial data resembles data obtained
from the market? We try to generate realistic artificial data by first calibrating 1,(), A (@), na(®) and n (@
to market data. Afterwards, we choose a o (t) such that the obtained implied volatilities of ATM FX options
are comparable to the implied volatilities of FX options in the market, i.e. approximately 8.5%. By generating
data in this way, we argue that the generated data is comparable to market data to some extent.

The calibration for artificial data has been performed by the following steps:
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1. Calibrate A14(t) and 114(¢) to market data as in the Section 3.4.

2. Calibrate A £ and r(@) to market data as in the Section 3.4.

3. Choose o(t) such that the implied volatilities for ATM FX options are comparable to those in the market.
4. calibrate o (?) to the artificial data.

In this research we investigate the effect of the (chosen) mean reversion parameters on the calibration of
FX volatility parameter o(f). In order to do investigate this, we pick mean reversion parameters, besides
calibrating mean reversion parameters. Afterwards we calibrate the IR volatility parameters 7(¢). This results
in slight adjustments in step 1 and 2, as we are not calibrating the A,4(#) and A7(¢). Results of this research
can found in Figure 4.1.
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Figure 4.1: The calibration of the Black-Scholes Hull-White model to artificial data is shown. Calibration of Agypr(t) and Agpp(t) as
time-dependent has been used in the blue line for the calibration of ngyg(¢) and nggp(t). For the calibration of ngyr () and nggp(¢)
we used several A, creating pairs of calibrated A(¢) and n(t). We calibrated o (¢) for these different pairs. The results can be found in the
two pictures on the bottom. The domestic currency is the British pound sterling (GBP) and foreign is the euro (EUR). Market data has
been retrieved from Bloomberg on 16th July 2020.

Figure 4.1 shows us that the impact of different mean reversion parameters of the Hull-White processes for
calibration of o (?) is very minimal in this experiment. Besides, we find that the implied volatilities obtained
for the calibration of o (¢) fit the artificial data. Moreover, the obtained piece-wise constant functions fit the
artificial o (1) well.
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4.4.2. Market data

In the previous section we looked into the performance of the calibration on artificial data. In this section we
will look into the calibration to market data. The steps 1 to 3 described in Section 4.4 are used for the cali-
bration, which can also be found in Algorithm 5 in Appendix A. Just as in the calibration of artificial data, we
would like to investigate the effect of the mean reversion parameters. Besides calibrating the mean reversion
parameter, we choose mean reversion parameters. 7(t) is calibrated accordingly to the calibrated or chosen
mean reversion parameter. For this calibration an alternative calibration from the industry is available. In
this alternative calibration from the industry we observe a typical problem for calibration; Bad quality of fit
for late maturities. Results of this research can be found in Figure 4.2. More results on the calibration of the
Black-Sholes Hull-White model with different data sets can be found in the Appendix C.1 and Appendix C.2.
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Figure 4.2: The calibration of the Black-Scholes Hull-White model to market data is shown. Calibration of Agyg () and Aggp(?) as time-
dependent has been used for the calibration of ngyr(#) and ngpp(t). For the calibration of ngyr(f) and nggp(t) we used several A,
creating pairs of calibrated A(#) and n(#). We calibrated o (¢) for these different pairs. The results can be found in the two pictures on the
bottom. The domestic currency is the British pound sterling (GBP) and foreign is the euro (EUR). Market data has been retrieved from
Bloomberg on 16th July 2020.

The results in Figure 4.2 show that the calibration of FX volatility parameter o (¢) has a good quality of fit
on the implied volatilities of FX options for all mean reversion parameters. For the calibrations in Appendix
C.1 and Appendix C.2 we observe similar results for the calibration. The mean reversion parameter seems to
have minimal influence on the calibration of o (). Besides, the results suggest that the problem of bad quality
of fit for late maturities can be solved.



Hedging

As a trader hedging your portfolio is one of the most important tasks for the mitigation of risks. Traders
hedge their portfolio once they have done one or more trades in order to make the portfolio less dependent
to external forces, e.g. movements in the market. The frequency of hedging is dependent on the hedging
costs and the risk a trader is exposed to. The profit and loss (P&L) keeps track of the total earnings/losses of
the specific trader. These risks to external forces are known as the Greeks. One of the Greeks is the A, which
indicates the change of value of the option when there is movement in the underlying asset. This can be
explained by the replicating portfolio concept in which one replicates the portfolio in the following way [25]:

II(¢, ) = V(1,5 — AS.

We would like to delta hedge our portfolio, i.e. the value of our portfolio should not change when the under-
lying asset S moves. Therefore, we obtain the following expression for A:

dri(s,S) _ dv(,S) A0 A dv(t,S)
ds ~  ds B Cods

This implies that we sell A of the underlying asset in order to hedge our portfolio. In our case we are using
swaptions for calibration purposes. Swaptions have swaps as underlying assets. Therefore, one should sell A
of the underlying swaps when buying a swaption, where A corresponds to the delta of the specific swaption.
Besides movement in the underlying asset, there are more external forces that can affect the value of the
option. Just as delta, the movement of the option with respect to a specific external force are denoted as
greek letters. Some of the other greeks are the following:

¢ Vega: = g—a,
e Theta: © = —g—‘;,

e Gamma: I'= ‘3—% = g%’.

For this thesis, we will focus on A hedging. We would like to know what is the impact on the hedging when
we consider time-dependent parameters instead of constant parameters. We will look at delta hedging in the
Black-Scholes equity world, where the stock does not pay dividend. The volatility parameter in the equity
Black-Scholes model is equivalent to the volatility parameter of the FX Black-Scholes Hull-White model with
the stochastic quantity r —r4(r) = r (). For the Hull-White process the same holds with A(£)(0(£) — rgw (1) =
r(t). Therefore, we argue that the findings in this chapter on the volatility parameter from the equity Black-
Scholes are comparable for the volatility parameter of the 14(#), n7(¢) and o () from the FX Black-Scholes
Hull-White model.

Our goal in this chapter is researching how piece-wise constant volatility parameter affects the delta hedg-
ing process. Especially, how big jumps in the volatility parameter affect the delta hedging process. We will
refer to the amount of big jumps in piece-wise constant parameters as the homogeneity of the parameter.
The bigger the jumps in the piece-wise constant parameter, the worse the homogeneity.

55
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5.1. Delta hedging with constant parameters
In the Black-Scholes case with r and o constant the value of a call option is given by:

Vean(t,8) = Dd)S(0) + e "V Kd(dy), (5.1)
where @ is the CDF of a standard normal, T is maturity and K is the strike price. d; and d, are given by:

log(Sy) 1,2
=L (r+s50°)(T-1)
d(t,8) =—=% ; ; , d(t,S)=dy—oVT —1t. (5.2)
ovVT =

In this Black Scholes world, the A(t, S) is given by

AL, S) = %ég’s) = O(d4 (1, 9)). (5.3)
We can perform theoretically delta hedging to research how time dependent parameters influence the hedg-
ing process, and especially how large fluctuations in value of the time-dependent parameter influence the
delta hedging process. In order to perform theoretical, delta hedging we create a grid of m points and matu-
rity T [25]. Every point in time can be expressed as ¢; = # T. For the delta hedging of a call option V,,;(t, S)
on a stock S with maturity T and strike K, the following initial computation of the P&L (¢) is done:

P&L(t9) = Veau (10, S) = Alto, $)S(to). (5.4)
Afterwards, we compute the P&L(¢) at every point in time in an iterative way:
P&L(ti41) = P&L(t;) e 17 — (A(ti11,8) — A(t;, 9) S(1i11). (5.5)

At maturity time (¢ = T), you will exercise the call if it is in the money and re-balance your portfolio by making
sure your position in the stock (your A) is zero. In Figure 5.1, one can see how the delta of the option and P&L
changes over time. For an in the money call option one can observe a big jump in the P&L at the end due to
the settling of the call option contract.

Delta hedging with ITM call option Delta hedging with OTM call option

1.00 A
1.0 4
M 0.75 1
0.5 1 0.50 1
— 0.25 4
= =
= 0.0 =
0.00 4
o N iy
—— Stock —— Stock
-0.5 1 w -~ Strike —0:257 --- Strike
Call value Call value
—— Delta ~0-50 —— Delta
—1.0 1 — P&L —0.75 1 —_— P&L
T T T T T T T T T T T T
0 2 4 6 8 10 0 2 4 6 8 10
time time

Figure 5.1: Example of how delta hedging for an in the money option and out of the money option. The plot on the left shows an in the
money call option and the plot on the right an out of the money call option. Following parameters are chosen; r =0.01, 0 = 0.05, T = 10,
So = 1.0 and K = 1.05. In total 1000 trades for hedging are performed. Hedges are performed with equidistances between fy and T. This
figure is similar to an example in [25].

A trader prefers to mitigate the risks as cheap as possible and with as few risks as possible. Therefore,
for delta-hedging to be successful, we want the P&L to be (very close to) 0 at the maturity of the option. In
other words, at time #, we want the expectation of P&L (T) to be zero and the variance of P&L (T) to be very
small. The expectation of P&L (T) is always (very close to) zero. We measure the performance of our delta
hedging process by the variance of P&L (T). The smaller the variance, the better. Parameters that influence
the performance of the P&L (T) are the volatility of the underlying asset and the number of hedges used for
delta hedging. In Figure 5.2 one can see that number of hedges and the chosen constant volatility have an
impact on the performance of delta hedging.



5.2. Delta hedging with time dependent parameters 57

o= 0.05 and 100 trades for hedging o=0.1 and 100 trades for hedging
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Figure 5.2: 50000 delta hedging simulations are performed with constant r = 0.01, T =10, Sp = 1.0 and K = 1.05. The volatility parameter
o and the number of trades for hedging are varied. One can see that a higher o results in worse hedging performance, also a lower
number of trades for hedging results in worse hedging results. Hedges are performed with equidistances between #p and T.

In our theoretically hedging scenario we can conclude from Figure 5.2 that a large amount of trades for
hedging would be preferable. we would like to re-balance our portfolio as frequent as possible. This is not the
case in reality though. There are two important issues in the real world that are not taken into account in our
theoretical simulation:

¢ In reality there are transaction costs. Those are not taken into account in this hedging setting. There-
fore, performing a trade for hedging costs a little bit of money.

¢ Besides the transaction costs, there is a bid-ask spread around the market price of the stock. Therefore,
one is not able to buy or sell at the market price of the stock, but one has to pay a (little) premium in
order to buy or sell at that moment.

These two facts show us why we do not want to re-balance our portfolio as frequent as possible. The first
point shows that a trader has to make a decision on the tradeoff between the risk of his/her position in A and
the transaction cost. The second point indicates that a trader could decide to wait for a favorable point in
time to hedge his/her delta when the bid-ask spread is low.

5.2. Delta hedging with time dependent parameters

In the introduction of the this section we stated that the goal of this section is looking into the homogeneity
of time-dependent parameters. In order to do this, we will from now on assume r(#) and o(¢) to be time-
dependent parameters. Using time-dependent parameters will change the value of the option and the corre-
sponding delta shown in the previous section. For time-dependent r(f) and o (¢#) the value of a call option is
given by:

Vean(t,S) = ®(d1)S, + e~ "0 K (dy), (5.6)
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where @ is the CDF of a standard normal, T is maturity and K is the strike price. d; and d, are given by:

log(Sy) T 1.2

— 1)+ 5 n)dt T

di(1,8) = —X Je 1)+ 50°(1) , dz(r,S)zdl(t,S)—,/f ag2(ndt. (5.7)
V[ o2(nde ‘

A(t, S) is given by:

OVean(t,S) _

ALS) =550

D(di(1,9)), (5.8)

The iterative method for delta-hedging from the previous section remains the same under time-dependent
parameters. We create a grid and use Equation (5.4) and Equation (5.5). In the previous section we showed
that the volatility has an impact on the performance of the delta hedging process. When we compare delta
hedging with a constant ¢ to a time dependent o (¢), we make sure that the implied volatility from #; to T is
the same. In that way, the total volatility from #; to T for time-dependent o () is equal to that of 0. When o ()
is known, the implied volatility from #; till T is given by:

1 T
Timp =\| 7 . o?(ndr. (5.9)

Notice that if we would hedge continuously, our hedge will be perfect in our modelling. This implies that
if At — 0 we will obtain an expectation of P&L(T) of zero and a variance of P&L(T) of zero. In this case,
arbitrary o(f) with equal implied volatility have the same delta hedging performance. In reality however,
hedging cannot be performed at all time due to transaction costs. If we perform trades for hedges only a
limited amount of times, Example 5.2.1 shows us that variance of profit and loss can be different for various
o (t) with the same implied volatility from # till T.

Example 5.2.1. The goal of this example is to illustrate why a big jump in volatility at one time point will
cause more variance in the delta hedging process. Let interest rate r = 0, Sp = 1.0 and strike price is at the
money K = 1.0. We consider call options with maturity time T = 2. We will look at o, (t) and o, (¢), where
o1(1) will have a big jump in volatility, and o (t) will be constant. o, () is defined as

i 05 i<, 5.10
" 005 ifr=1. '

From o (t) we obtain an implied volatility of approximately 0.355 from f, = 0 till T = 2. We define o, (?) as

2
ag(t):\/%f o3(1)dt = 0.355. (5.11)
0

We will write a call option and delta hedge at one time point ¢ = 1. We consider the scenario where S(T) = 2.0.
Paths of S under this scenario can be observed in Figure 5.3.
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Paths of S with S(T) = 2 under o, (t) Paths of S with S(T) = 2 under o,(t)
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Figure 5.3: In the upper two pictures, paths under the scenario that S(T) = 2.0 are shown for o1 (#) and o2 (¢). In the picture on the bottom
we can find the mean of the paths for 01 and o2. Chosen parameters: t{p =0, T =2, So =0and r =0.

Since the implied volatility o (#) and o(#) are the same value, the mean and variance of S(T) are the
same under both o, and o,. Therefore, the probability of reaching 2.0 at T = 2 is equal for both processes.
Assuming S reaches 2.0 at T, a stock path under o, has a big jump in value from # =0 to ¢t = 1 and a small
jump from ¢ = 1 to ¢ = 2, whilst for o2 (¢) this is more balanced. Notice that if we delta hedge only once at
t =1, the path from S(p) till S(1) is irrelevant, but the value of the stock at S(1) is relevant. In this example, we
show that losses under delta hedging are more extreme under o, compared to . We pick the following paths
comparable to the means in Figure 5.3; Sy, (1) = 1.9 and S;, (1) = 1.5. A schematic picture can be observed in
Figure 5.4, where the performance of delta hedging at £ = 1 is shown.

Total loss of 0.16 during this period Total loss of 0.0 during this period
~ A N A Y
| | | >
[ I I r
t=0 t=1 t=2 years
. =1.0 S=1.5 $=2.0
Scenario oz A=0.6 A=0.9 A=1.0
A ~— 7 o ~—
Total loss of 0.03 during this period Total loss of 0.02 during this period

Figure 5.4: Two paths are sketched for different volatilities, where both scenarios have S(T = 2) = 2.0. The upper scenario in blue under
01(t) and the bottom in green under o2 (¢). Delta hedging is performed at ¢ = 1. We can observe that the upper scenario in blue results
in a higher loss than the scenario in green. Interest rate is considered zero in this example. A(t) is computed under Black Scholes by
Equation (5.8).

Figure 5.4 shows that the path under o () results in a bigger loss than the path under o,(#). Total loss
under o0 (?) is 0.16, which all occur in the period ¢ = 0 till # = 1. Total loss under () 0.05, that is split over
both periods.
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Example 5.2.1 shows us a situation where paths under o (¢) result in a bigger loss than paths under o3 (?)
by assuming S(T) is far in the money. The same can be shown for far out of the money values of S(T); paths
under o (¢) will results in a larger profit than paths under o, (). In general, the variance of the profit and loss
is higher for paths under o () than for paths under o2 (?).

Now that we know that a time-dependent o (f) can have an impact on the delta hedging process, we would
like to look into comparable parameters as we obtain from real market data. Calibration of market data re-
trieved from Bloomberg on 21st of July 2020 shows us that the volatility parameter of FX options in the Black-
Scholes Hull-White model swings around 0.10.

Example 5.2.2. We define the following o (),

a(t) = (5.12)

0.15 ifr<1,
0.05 ifr=1,

where o() =0.15for 0 < <1 and o(¢) = 0.05 for 7 = 1, gives an implied volatility of ¢, = 0.067. Using this
time dependent o (f) and the constant ¢, for delta hedging gives the result in Figure 5.5.
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Figure 5.5: 50000 delta hedging simulations are performed with constant r = 0.01. Hedges are performed with equidistances between
to and T. Time dependent sigma is defined in Equation (5.12). The standard deviation of the histogram on the left is 0.038 and of the
histogram on the right 0.042. In both cases the mean is close to 0, 2- 107> and —3 - 10™* respectively.

Looking at the results in Figure 5.5, we find that the standard deviation is approximately 10% higher when
we use the time-dependent volatility function in Equation (5.12) compared to the constant implied volatility
function. One can also notice that the distribution seems to change slightly; the tail on the left becomes
bigger and the top of the histogram moves to the right.

Example 5.2.3. In this example we show that concentrating the hedges in more volatile periods improves the
variance of the profit and loss. We define the following o (1),

0.5 ifr<l,
o(t) = ) (5.13)
0.05 ifr=1.

The o () in Equation (5.13) gives an implied volatility of ¢;;,,;, = 0.165. We hedge with a fixed number k = 100.
Using this time-dependent ¢ (#) and the constant ¢, for delta hedging gives the result in Figure 5.6, where
is shown that performing more hedges in the specific volatile period improves the variance of profit and loss
during the hedging process.



5.2. Delta hedging with time dependent parameters 61
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Figure 5.6: In the upper picture the profit and loss for a constant (implied) volatility function (o = 0.165) can be observed. Hedges are
performed equally spread over the whole time period from #y =0 to T = 10. On the bottom we find two pictures where time-dependent
volatility function o (#) from Equation (5.13) is used. On the left hedges are performed equally spread over the whole time period from
to = 0to T = 10. On the right 70% of the hedges are performed in the volatile period from fy = 0 to T = 1. 10000 delta hedging simulations
are performed with constant r = 0.01 and 100 hedges.

Considering Figure 5.6, the picture on the top and bottom right are very similar, whilst the picture on
the bottom left has significantly increased variance on the profit and loss. Concentrating the rebalancing of
portfolio during volatile periods has a positive impact on the variance of the profit and loss.

Theorem 5.2.1. Consider a Black Scholes world and an option at time #, with maturity T and strike K. Let the
interest rate r be zero. Let 01(¢) and o0, (¢) be two arbitrary volatility functions with equal implied volatility
from fyto T, 1i.e. f t: aff (Hde = f tf og (r)dt. Given that we start with a delta neutral portfolio and a fixed number
of hedges for delta hedging. There exists a hedging strategy such that P&L(T) has the same distribution for
o1(t) and o, (8).

Proof. Let k denote the number of hedges that will be performed. Both o (#) and 0, (%) have the same volatil-

ity from fy to T, which is 4/ tf O'%(t)dt. The idea is to choose the interval between hedges in such a way that
the volatility over all periods between the hedges is the same. This can be done by choosing ¢; € {11,..., tx}

such that \/ Sl ot(nde = \/ KL [T 2 (1)dt. We can rewrite this to

k+1-i T ) T ) T ) ti 5
—f o1(ndt = f of(n)dt = f Ul(t)dt—f o1 (0)ds (5.14)
k+1 to t; ty fo

t; ; T
) l 2
ndt=—— ndt 5.15
= . 0] k+1fto ai(1) (5.15)
tiv1 ) d 1 T ) d 5
far= —— r)at. 5.1
> \ ai(t) k+1ft0 a0 (5.16)

We will show that such a partition exists. Note that |, tf)" a%( r)dt is an increasing function for t;. Therefore,

one can find ¢; such that ftf)i o2(ndt = AT

=1 J1 of(t)dt, where k is the number of hedges. Afterwards one can
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T

iteratively find next the next value f;;; such that fé"“ U%(t)dt = ﬁ o U%(t)dt. One can continue to do so

until ;11 = Ty. Then we have k periods such that fé"“ oi(ndr =5 t: o3(ndt fori =0,...,k— 1. This gives
[¥o?(ndt = & [ o2(1)dt. Therefore, we obtain for the last period:
T T t 1 (T
f oi(t)dt:f af(t)dt—f o?(Hdt = —f a3 (pdt, (5.17)
Iy to I k +1 to

which completes the partition.
Now we know a such a partition exists, we will prove that it will result in the same profit and loss at matu-
rity time T. At every time point ¢; we have the following

Lr(nde

P&L(t;41) = P&L(E)E T P~ (A(ti41) - A1) S(741) (5.18)

Given that we are at time point #;, for arbitrary o () we have that:

tiv1 1.2 Livl
:Stef’il r()-3o (t)dt+f,i o(HdW(z)

S(ti+1) (5.19)

The expectation of Equation (5.19) is given by:

tiv1 1.2 Livl
[E[S(tH—l)Lg(tl)] ZIE[S(tl')efti r(f)—3o (l’)dt+f;i O'(I)dW([))g(ti)]

Liy1 1.2 Liy]
ZS(ti)ef’i rin=50 mdt[E[effi ‘T(ndwm‘g(ti)]

B S(t-)ef’tim r(t)—%gz(t)dt[E[e%( ztii” c(HdW©
- 1

|z )

t ,
z'z+1 G2(ndt

i+l r(t)f%az(t)dt[E[e% :

= S(t,-)effti ‘?(ti)]

= S(epeli ™ T,

where we used Ito isometry and the moment generating function. In order to obtain an expression for the
variance, we compute [E[(S(t,-“))zlg(ti)]:

it _1 it
[E[(S(ti+1))2|g(ti)] :[E[(S(ti))zezft,- Lr(n-totndeez ] 1a(t)dW(t)‘gz-(ti)]

tiv1 1.2 Lit1
:Sz(ti)eszi rn=30 (t)d[[E[eszt U(”dW(t)|9(ti)]

B Sz(t-)ezf’tim r(t)—%az(t)dt[E[er:i”l o(OdW()?
- l

F1)]
Liy1 _1 2 liv1 2
:Sz(ti)ezf’i r0-30 (t)dt[E[eszi g (t)dtyg(ti)]
_ Sz(t‘)efttim 2r(+a?(ndt
= ; .
Therefore, we obtain for the variance
il lit1 2
Var [ )l F )] = E[(S(0)) 1F ()] ~E[S(a)IF ()] = S 704 (im0 1) (5.20)

Note that the E[S(¢;+1)|F (t;)] and Var|[S(t;+1)IF (#;)] is the same under o1 (#) and 02(#), since both have
equal ft?“ o2()dt and ft?“ r(r)dt =0.
Remember that A(#;, Sy,) is defined as <D(d1 (t,S ti)), where ®(-) is the standard normal CDF and

log(St;) ,T 1.2
—x— J; (307 (0)dt

Vi o0t

Note that d; (¢;, Sy;) and d; (41, Sy;) is the same under o1 (¢) and 02 (), since ftiTg1 af(t)dt = fting U%(l‘)dt, r=0
and we showed S;; and S;;,, have the same distribution under o (f) and o,(z). Therefore, we have that A(z;)

dy(t;,S¢) = (5.21)
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and A(¢;1) are distributed the same under o (¢) and 02 (#). For sake of notation we denote ; under o; as t;”,
whilst we normally denote under o, as a subscript. Note that tg ' = tg 2 = t9.We know that at ;) we have

P&Ly, (1g") = Vo, (15 1) — Ao, (15, ) = Vi, (152) — Ag, (152, S) = P&Ly, (15 2). (5.22)

Then by induction we have that:

P&Ly, (1]})) = P&Lg, (1]") = (Ag, (7)) = Ag, (£71)) o, (17 (5.23)
da
=P&Lg, (172) = (Mg, (172) = Ao, (17)) S, (172) = P&Lg, (177)). (5.24)

So, before the final transaction we have that P&Lg, (T) = P&Lg, (T). Then the final transaction takes place
d
P&Ly, (T) = = Vg, (T) + Ay, (T, 8) = =V, (T) + Ay, (T, S) = P&Ly, (T). (5.25)

We conclude that P&L, (T) 4 P&L, (T), which ends the proof. O

Note that the strategy used in Theorem 5.2.1 can be interpreted as a strategy where we spread the total
volatility equally over all the intervals by finding such #;’s. As Example 5.2.1 shows, one would prefer to have
equal volatility over the periods instead of lots of volatility focused in a specific period between to hedges.
Therefore, given that one specifies the number of hedges beforehand, this way of choosing the time points for
hedging can be considered as optimal for delta hedging. Some more examples will be given which illustrate
Theorem 5.2.1.

In Theorem 5.2.1 we assume the interest rate to be zero, but what if r () is not zero? Does the same proof
hold? No, the same proof does not hold, since the E[S(#;+1)|F (t;)] and Var|[S(t;+1)|Z (£;)] do not have to
be the same for o, (¢) and o (¢) by the proposed partition in the proof. Perhaps there exists another more
advanced way to compute a partition that would incorporate the non-zero interest rate. Finding such a parti-
tion is challenging, as interest rates could be negative as well, causing |’ tg r(t)dt to be non-monotone. During
the research of this thesis, such a partition has not been found.

Example 5.2.4. We show an example of Theorem 5.2.1. {p =0, T =10, r =0, Sp = 1.0 and K = 1.0. Let 01 (#)
and o, (t) be defined by

€3] 05 ifr<l () =0.165+0-¢ (5.26)
g = , g =~ 0. -t .
! 005 ifr=1, 2

Both o1 (#) and 02(¢) have the same implied volatility o, = 0.165. We start with a delta neutral portfolio and
define beforehand that we will hedge 10 times. Using our method in Theorem 5.2.1, we obtain the following
sets for ¢! and 7

tigl € {0.099,0.198,0.297,0.396,0.495,0.595,0.0694,0.793,0.892,0.991} (5.27)
t"2e{10 20 30 40 50 60 70 80 90 100}

(5.28)

i

Time-dependent o, (t) with specific t* Time-dependent o,(t) with specific t

14000 - n 16000 -
J. 14000 1
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Profit and loss Profit and loss

Figure 5.7: 100000 simulations have been performed. The histogram on the left has a mean 8- 10> and standard deviation of 0.060. The
histogram on the right has a mean —2-10~* and standard deviation of 0.060. We find that the profit and loss at time T of both hedging
strategies are distributed with approximately mean 0 and standard deviation of 0.060.
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In Figure 5.7, one can find the profit and loss at maturity time for both volatility functions o, and o, with
corresponding hedging time points t;.f‘ and t?z. We observe that both have the same distribution. If we would
use the hedging time points tl'.f2 for o1, we would obtain the picture visible in Figure 5.8. We see that using

. . . () . . . . .
hgdglng tlmegpomts t;* for delta hedging with o1, results in a worse performance compared to using hedging
time points z; .

Time-dependent o, (t) with specific t

Profit and loss

Figure 5.8: 100000 simulations have been performed. The histogram on the left has a mean 8- 1075 and standard deviation of 0.060. The
histogram has standard deviation of 0.16.

Example 5.2.5. We show an example of Theorem 5.2.1. {p =0, T =10, r =0, So = 1.0 and K = 1.0. Let 0 (?)
and o0,(t) be defined by

(1) 05 ifzr<l ()=0.165+0-¢t (5.29)
g = , g = U. - L. .
! 0.05 ifr=1, 2

Both o () and 02 (#) have the same implied volatility 0, = 0.165. Using the strategy from Theorem 5.2.1,
we perform delta hedging using several numbers of hedges. Afterwards, we compare the standard deviation
on the profit and loss at maturity time. The results can be found in Figure 5.9. The figure confirms that
the standard deviation of time dependent o (f) in Equation (5.29) matches the standard deviation from the
constant ¢ for any number of hedges using the strategy as in Theorem 5.2.1.

Standard deviation of P&L(T) versus number of hedges

- For time dependent a(t)
——- For constant o
0.10
c
o
=
© 0.08 1
S
(7]
o
e
£ 0.06
c
£
0
0.04
0.02 1
T T T T T T
0 20 40 60 80 100

Number of hedges

Figure 5.9: Shown in the standard deviation obtained by the delta hedging strategy from Theorem 5.2.1 for several number of hedges.

5.3. Effect of time-dependent parameters on delta hedging

If one continuously hedges, the profit and loss for arbitrary o () is perfect. In reality, this cannot be done due
to transaction costs. Example 5.2.1 shows that time-dependent volatility parameter with a finite amount of
trades for hedging can have a negative impact on the variance of the profit and loss. In Theorem 5.2.1 we
show that given a fixed number of hedges with interest rate equal zero there exists a choice of time points for
delta hedging, which will results in the same distribution of profit and loss at capital T for any o (), that has
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same implied volatility from #; to . We argue that the method in Theorem 5.2.1 is the best way to choose time
points for hedging, when one chooses a fixed number of hedges beforehand. In the experiments in this thesis,
hedges are performed at certain times decided beforehand, which can be considered as unrealistic. In reality,
traders could perform hedges at certain moments when the delta of the portfolio exceeds a specific threshold.
This alternative strategy causes more trades for hedging to happen during the volatile periods, which corre-
sponds to the strategy in Theorem 5.2.1. In conclusion, we argue that the effect of time-dependent volatility
parameter on the delta hedging process is minimal, and does not outweigh the improved calibration by using
time-dependent volatility parameter instead of a constant volatility parameter. Also, we see no reason to in-
clude homogeneity constrains to the volatility parameter with respect to the performance of delta-hedging.






Conclusion and outlook

6.1. Summary

This thesis captures an extension of a known method in literature [24] for the calibration of the Hull-White
model. In this method we first calibrated the mean reversion parameter independently from the volatility pa-
rameter to the ratio of two swaptions with same expiry but different tenor. Afterward, we calibrate the volatil-
ity parameter, to a suitable set of swaptions, e.g. a co-terminal basket. We extend the existing method to the
negative interest rate environment, by modeling the swap rate as shifted lognormal instead of lognormal. Be-
sides this extension, we show that a smart choice can be made for the set of implied volatility fractions used
for the calibration of the mean reversion parameter, causing the optimization problem to be independent of
one another. Therefore, we can use sequential optimization for the calibration of the mean reversion param-
eter as a piece-wise constant function, which improves the speed. Besides, we show that under this specific
choice of implied volatility ratios, the sequential optimization problems of the mean reversion parameter are
convex. After the calibration of the mean reversion parameter, the volatility parameter is calibrated to a co-
terminal basket of swaptions. On market data the calibration is well fitted. In this work the importance of a
proper chosen or calibrated mean reversion parameter is emphasised. The effect of mean reversion on the
calibration of the volatility parameter and expected exposure is researched by using various mean reversion
parameters for calibration. In general, larger mean reversion parameters appear to result in larger volatility
parameters. The results show that different mean reversion parameters result in different quality of the shape
of the expected exposure.

A second novelty in this thesis lies within the calibration of an FX hybrid model; the Black-Scholes Hull-
White model. Numerical results on the calibration of FX hybrid models are scarce in literature. This thesis
provides more results of FX hybrid models to the literature. Besides, we show how different mean reversion
parameters of the Hull-White model affect the calibration of the volatility parameter in the Black-Scholes
Hull-White model. In our results, the effect of different mean reversion parameters appears to influence the
calibration of the volatility parameter o (¢) in the Black-Scholes Hull-White model, although the effect appears
to be negligible.

In this thesis we looked into delta-hedging in a Black-Scholes world to investigate how the homogeneity
of time-dependent parameters influence the hedging performance. Eventually, this lead to the proof of The-
orem 5.2.1 in Section 5. In Theorem 5.2.1 we prove that given a fixed amount of hedges beforehand and zero
interest rate, for all o (#) such that the implied volatility from fy to T is equal, there exists an optimal distribu-
tion of hedging time points such that the variance on the profit and loss on maturity is minimal. Due to this
theorem, we argue that big differences in the calibration of piece-wise constant o (¢) do not have that big of
an impact on the hedging process. Therefore, it feels unnecessary to incorporate specific rules to ensure the
homogeneity of the calibrated parameters. The time-dependent parameters should be able to capture big
moves in extreme events, e.g. Covid 19 pandemic.

6.2. Limitations

As we propose a new method for calibration, it is important to reflect critically on the assumptions and results.
This critical reflection results in some limitations for this research. These limitations are listed below.
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6. Conclusion and outlook

¢ The novel method for the calibration of the mean reversion parameters in the Hull-White model has
a limitation considering the special set of swaption we use for calibration. We need this specific set of
swaptions to be available in the market for calibration. In some interest rate swaption markets that are
not very liquid, these might not be available. In that case, one can still calibrate to ratio of swaptions,
but we lose the independence and convex property. This causes the optimization problem to be more
complex, therefore increasing the computation time.

¢ Another limitation is the comparison from delta-hedging in our simple Black-Scholes world to delta-
hedging in the real world. Our Black-Scholes world is simple, e.g. we don't incorporate transaction
costs. One can argue that this is not very realistic for that reason.

¢ Homogeneity constraints are not applied in the calibration of the parameters due to our findings in
the chapter on delta-hedging. This can be considered as a misstep, because one would not want a
piece-wise constant function that is not fluctuating so much. You would not expect these parameters
to fluctuate much in reality. However, one can also argue these parameters should have the freedom to
fluctuate in order to cope with extreme events in the market.

¢ In this thesis the Bezier curve is used for the computation of 8(¢) in order to allow numerical computa-
tion of the derivative of the instantaneous forward rate. As one can see in Figure 2.2, the Bezier curve
does not fit all the data points. This can be considered as a drawback. Still, the Bezier curve is merely
used for Monte Carlo validation purposes.

¢ In this thesis we chose to use at the money products for the calibration, since these are most liquid in
the market. However, one can argue that out of the money options should be used for the calibration,
because most instruments available in the market are out of the money. One would like to buy a swap-
tion or option because of the optionality. Therefore, it seems more natural that a portfolio would consist
of mostly out of the money swaptions and options. This is a valid line of reasoning. The method pre-
sented in this thesis should work on out of the money market data as well, although, these calibration
results are not presented in this thesis.

6.3. Future research

During our research, we encountered extensions of our research topic that would be interesting fields for
research. As time is always limited for the thesis, we would like to state some of these ideas for future research.
The potential of these research topics and clearer directions can be determined by need from the industry.

¢ The delta-hedging method is very basic. A next step would be adding transaction costs. A second
element that could be added is looking in more risks than delta hedging only, which only includes risks
to the movement of the asset. For example, vega-hedging could be interesting, which examines the
risk of movements in the asset with respect to the volatility. Besides the strategies that we looked into,
different delta hedging strategies can be examined, e.g. looking into delta-hedging only when specific
thresholds are exceeded. Also, the effect of the volatility parameter on the delta-hedging procedure
is researched, and the effect of a mean reversion parameter is not examined. In order to do this, one
would have to assume another model instead of a Black-Scholes model, that includes a mean reversion
parameter. For next research, these are things one could look into to make the modeling more realistic.

¢ Machine learning is a fairly new approach for calibration of financial models, e.g. Hull-White model.
Recent developments show the potential of machine learning in this area. For example, in [11] and [21]
calibration on the Hull-White model with constant parameters is performed by machine learning and
the results show some potential. Even in [21] time-dependent parameters of the Hull-White model are
assumed. Since machine learning is often considered as a “black box”, it is uncertain to what extent the
industry would be willing to use these methods.

¢ Besides the FX Black-scholes Hull-White, one could look into more FX hybrid models, and compare
calibration results. One example is the Heston-Hull-White model, where the volatility on the FX rate is
assumed to be stochastic and is modeled by a mean reversion process.

» The effect of negative mean reversion parameter in the Hull-White model is an excellent topic for re-
search. In the literature there appears to be no clear agreement to what extent negative mean reversion
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parameters should be allowed for calibration purposes. We argued in Section 2.1.1 that we allow neg-
ative mean reversion although it is against the nature of the mean reversion parameter. However, we
have not been able to quantify to what extent negative mean reversion is permitted. Researching a
method to quantify the impact of negative mean reversion on the calibration would be very interesting,
and also fruitful for the industry.

¢ The alternative approximation in Section 3.3.4 could be researched further. If one would be able to de-
crease the computation time, it could be a proper approximation to include in a method for calibration.
Also, more research on the error of both approximations in Section 3.3.5 would be insightful.

6.4. Conclusion

Although the Hull-White model exists for nearly 20 years [13], there is no general consensus in the market on
the best method for calibration to market data. Also, it is not clear if or to what extent negative mean reversion
is acceptable. This thesis proposes a novel and fast method for calibration of the mean reversion parameter,
which is an extension of an existing method in the literature [24]. The calibration results on artificial data look
promising. The calibration to market data obtains a perfect fit with the market swaption implied volatilities.
The results in this thesis emphasise that the mean reversion parameter should be calibrated carefully. If
mean reversion parameter is chosen arbitrarily, one can obtain different calibration of () and the expected
exposure could behave bad for not calibrated implied volatilities in the same co-terminal basket as can be
observed in Figure 3.11.

In the calibration of the Black-Scholes Hull-White model there is a general problem in the market in the
calibration for late maturities. This thesis provides examples of calibration, where we do not experience this
problem. Therefore, it appears that problem of poor calibration for late maturities can be solved.

Although this thesis provides a novel method for the calibration of the Hull-White model, we would like to
stress that more testing and research is necessary before the method could used in the industry. The precise
effects of the negative mean reversion parameter on the calibration processes should be quantified in greater
detail before one allows negative mean reversion. Moreover, the natural environment often has proven to
be more unpredictable than many experts or models anticipate, which is another reason for recommending
precision and patience. At the same time, we conclude by sharing our hope that some of the findings of this
thesis may well be applicable in some form in the near or more distal future.






Calibration algorithms

Algorithm 4: Calibration algorithm for Hull-White model.
* Choose desirgd“ set of ATM implied volatility swaption ratios from the market data, such that
T/ < T}, <Tp,andforalln,pel,....k},n# mthat (T", T2 ) ((TF, T)p,) = @.0
« Calibrate A(t) to the implied volatility ratios in a sequential manner:
forjinndo

mrkt ] ]
j j . (to, T}, T}, . K) 03 (0, T}, [ KA(D)
A(t) for T) < t < T}, = argmin Y Tswpt 0 a wp (I ml
l oK (19, T! T, K) aw,,,(ro,T’ Thhy KA(D)

A(t) swpt
end
» Pick the desired® co-terminal set of ATM swaptions.
Try:

Calibrate 7n(¢) with calibrated A(?) to the co-terminal set of ATM swaptions.

2

n(t)=argmin(\/ ,-(aﬁg’,;f(to,T,-,Tm,K)— o B (10, Ty, Ton, K, ACE), n(t))))
n(t)

Except:

« Calibrate constant A to the implied volatility ratio under constrain that A is non-negative.

gmrke J 7 Jj i 2
(to, T}, Ty ,K) oll (to, T}, Ty, KLA)
_ . swpt ml swpt '"1
/1 - argmln(\/z’] ( mrkt
A

oKL (10, T/ Ty K inm(tg,Tj Ty KA)
« calibrate n(#) with (non-negative) A to the co-terminal set of ATM swaptions.

2

n(t):argmin(\/zi(Ugnuf,’,ff(to,Ti,Tm,K)— ot (t0, Tt T, K, A, n(t))) )
n(t)

Return: A(#) and n(1).

“The desired set depends on the frequency of jumps in the piece-wise constant function.
b (A, B) denotes the open interval from A to B, (1 denotes the intersection and @ denotes the empty set.
“The desired set depends on the portfolio of the trader and the wish of how the piece-wise constant parameter 7(t) looks like.

Algorithm 5: Calibration algorithm for Black-Scholes Hull-White model.
o Calibrate the mean reversion parameter 1,(¢) and volatility parameter 1, (¢) of the domestic
currency using Algorithm 4.
» Calibrate the mean reversion parameter A ¢(¢) and volatility parameter 7 ¢(¢) of the foreign currency
using Algorithm 4.
« Calibrate o(t) to the ATM options on the FX rate available in the market with corresponding
correlations observable in the market:

2
afgmin(\/zl(Umrkt(l‘o,T,,K) UIngHW(l‘o,Ti,K,M(l‘),ﬂd(f),)lf(t),ﬂf(t),Py,d,Py,f,Pd,f,U(t))))
o(t)

Return: A,4(1), na(t), A ¢ (), ny(t) and o(2).
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Shape of swaption implied volatility for
large mean reversion

In order to understand this Appendix, we repeat some definitions from Section 2.1. The dynamics of the
Hull-White model are given by:

dr(®) =A@ (0) - r(®)dt +n(OdW; (1).
The variance of process r(¢) is given by:

1 t
vr (A1), n(0), 1) = v, (1) := Var[r (0| Fy, | = Ez—mf n*(2)E%(2)dz,
Ip

where E(-) is defined as:
E(A(D), 1) = E(1) := el M09,

In this Appendix we show that piece-wise constant volatility parameter can create "unexpected“ curves in the
price of the swaption for large mean reversion parameter. This phenomena is caused by the fact that large
mean reversion leads to little impact of past volatility on the variance of process r(#). In order to illustrate this
phenomena, we use constant mean reversion A. For example, if we take A = 1 in the dynamics of r(¢), process
r(t) will go directly to 6(¢) by the dt term in the dynamics. Therefore, the volatility that happened before has
little-to-no influence on the price, because the volatility of process r(t) that happened earlier is killed by the
mean reversion. We illustrate this by an example.

Example. In this example we pick two volatility functions. We show that the variance at time 15 is similar
for a large constant mean reversion, although the volatility is different in the beginning. We consider the
following two volatility functions:

02 <o
MW=011 ifr=10,

72 =0.11.

For constant mean reversion A = 0.5, ty = 0 and ¢ = 15 we obtain for the variance of n; () and 7,:

0.12 [1o 0.11 ¢

MOy = 222 | B2(z)dz+ E2(z)dz = 0.00081 + 0.10926 ~ 0.1101,
’ E2(1) Jyy E2(1) Jio
0.11 [1o 0.11 ¢

v (1) = E*(z)dz+ f E?(2)dz =~ 0.00074 +0.10926 ~ 0.1100.
E2(1) Jy E2(1) o

We find that the volatility from 0 till 10 has very little effect on the variance at time 15.
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The E+m term in the variance of r(t) causes the volatility at the beginning of process r(#) to have little-to-
no influence on the variance for large mean reversion parameter. The value of a swaption in Theorem 2.1.2
depends on the volatility parameter only by the value of options on zero coupon bonds and A(:,-). The value
of an option on zero coupon bonds in Theorem 2.1.1 and A(:, ) in Equation (2.10) only depend on the volatility
term parameter by the variance of r (#). Therefore, for the value of swaption we experience the same property
as for the variance of r(#): The value of a swaption is effected very little by volatility from the beginning for
large mean reversion. So, by having a larger mean reversion A the volatility that happened before has less
impact on the pricing. Therefore, if you have a big jump in the volatility parameter and a large A, you will see
a fast jump in the pricing. This is illustrated in Figure B.1.
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Figure B.1: Swaption values are computed for several mean reversion parameters under three different volatility functions, two constant
volatility functions and one piece-wise constant function that changes at ¢ = 10. Discount curve is observed from the market, 7 = 0.5 and
Tm = 30. The Example in this Appendix connects to the plot on the left bottom in this Figure for T; = 15.



BSHW calibration examples

In this Appendix two examples of calibration of the Black-Scholes Hull-White model are given. The first ex-
ample is on USD-EUR data. The second example is on GBP-EUR data.

C.1. BSHW calibration example USD-EUR

We give an example of the calibration of the Black-Scholes Hull-White model to market data. The domestic
currency is the dollar and foreign currency is the euro. In Figure C.1 we can find the calibration of o (#). o (?)
is calibrated to the ATM FX options available in the market. An alternative calibration is available. In this
calibration we can find the general difficulty of obtaining good fit for late maturity. In our calibration we do
obtain a good fit for late maturity, showing that it is possible. Algorithm 5 has been used for the calibration of
o(1).
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Figure C.1: The calibration of the FX volatility parameter o (¢) can be observed in the plots.
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C. BSHW calibration examples

Calibration of Apyr () and npyr(t)
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Figure C.2: The calibration of the mean reversion parameter Agy g (¢) and volatility parameter n gy g (£) can be observed in the plots.

Figure C.2 shows us the results of the calibration of the euro Hull-White process. The calibration on euro
swaptions has been performed by first calibrating the mean reversion parameter Agyg(f), afterward calibrat-
ing volatility parameter ngyg(t). The calibration procedure as shown in algorithm 4 is used. The obtained
calibrated Apyr(t) is suitable for calibration of ngyr(#). Therefore, we use time-dependent Agyr(?) for the
calibration of ngyg(?).




C.1. BSHW calibration example USD-EUR
Calibration of A;sp (7)) and nysp (1)
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Figure C.3: The calibration of the mean reversion parameter A;ysp (¢) and volatility parameter nysp (t) can be observed in the plots.

Figure C.3 shows us the results of the calibration of the USD Hull-White process. The calibration on dollar
swaptions has been performed by first calibrating the mean reversion parameter Aysp(t), afterward calibrat-
ing volatility parameter nysp(¢). The calibration procedure as shown in algorithm 4 is used. We obtain a
time-dependent Aysp(?), that is unable to calibrate n(¢). Therefore, we choose the calibrated positive con-
stant Ay sp very close to zero. For this constant Ayysp, we are able to calibrate the volatility parameter nysp ()

to the co-terminal swaption implied volatilties.
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C.2. BSHW calibration example GBP-EUR

An example of the calibration of the Black-Scholes Hull-White model to market data. The domestic currency
is Pound sterling and foreign currency is the euro. In Figure C.4 we can find the calibration of o (#). o(f)
is calibrated to the ATM FX options available in the market. An alternative calibration is available. In this
calibration we can find the general difficulty of obtaining good fit for late maturity. In our calibration we do
obtain a good fit for late maturity, showing that it is possible. Algorithm 5 has been used for the calibration of
o(1).

Calibration of o (?)
Calibration of o(t)
0.08 -
0.06 -
= —— Our calibration
5 —— Alternative calibration
0.04
0.02
) S
0.00 ~— T T T T T T
] 10 20 30 40 50 60
t
Implied volatilities
o1s4+— Our calibration Pl Absolute error on implied volatilities
: —=-=- Alternative calibration -7 0.00000175
Pl = Error of our calibration
----- Data A
0.16 1 ’/’ 0.00000150
t’f
o ,,' 5 0.00000125
=014 -2 5
[ I,’ ] 0.00000100 -
> S 2
0124 . 3 0.00000075 -
X e ©
s =
L’ ~ 0.00000050
-
0.10 A 5=
peag 0.00000025 -
~
! ! ! i i ! ! 0.00000000 - I I I ] I I I
0 10 20 30 40 50 60 0 10 20 30 40 50 60
T T

Figure C.4: The calibration of the FX volatility parameter o (¢) can be observed in the plots.
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Calibration of Apyr (1) and npyr(t)
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Figure C.5: The calibration of the mean reversion parameter Agy g (¢) and volatility parameter ngyr (£) can be observed in the plots.

Figure C.5 shows us the results of the calibration of the euro Hull-White process. The calibration on euro
swaptions has been performed by first calibrating the mean reversion parameter Agyg(t), afterward calibrat-
ing volatility parameter ngyg(t). The calibration procedure as shown in algorithm 4 is used. The obtained

calibration of ngyg(?).

calibrated Apyg(t) is suitable for calibration of ngyr(#). Therefore, we use time-dependent Agyr(?) for the
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Calibration of App(?) and ngpp(t)
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Figure C.6: The calibration of the mean reversion parameter Agpgp(f) and volatility parameter ngpgp(f) can be observed in the plots.

Figure C.6 shows us the results of the calibration of the Pound sterling Hull-White process. The calibration
on Pound sterling swaptions has been performed by first calibrating the mean reversion parameter Agpp(t),
afterward calibrating volatility parameter ngpp(#). The calibration procedure as shown in algorithm 4 is used.
We obtain a time-dependent Agpp(t), that is not able to calibrate. Therefore, we use the calibrated positive
constant Agpp. For this calibrated constant Agpp, we are able to calibrate the volatility parameter ngpp(f) to
the co-terminal swaption implied volatilities.
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