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Abstract

Two popular products on the interest rate market are Constant Maturity Swap (CMS) deriva-
tives and CMS spread derivatives. This thesis focusses on the efficient pricing of CMS and CMS
spread derivatives, in particular the pricing of CMS and CMS spread options.

The notional values for these products are usually quite large, so even small errors when
pricing these products can lead to substantial losses. Therefore, the pricing of these products
has to be accurate. It is possible to use sophisticated models (e.g. Libor Market Model) to price
these products, however the downside is that these models generally have high computational
costs; they are not very efficient.

To efficiently price CMS options the Terminal Swap Rate (T'SR) approach can be used. From
this approach TSR models are obtained, we will consider four different TSR models. Two of
these TSR models are established in the literature, the other two TSR models are developed in
this thesis. The main advantages of a TSR model is that the computational costs are low and
that it has good numerical tractability.

To price CMS spread options the copula approach is usually used. With the copula approach
a pricing formula can be obtained for efficient valuations of CMS spread options. The copula that
is considered in this thesis is the Gaussian copula. The TSR models are also a key component
in the copula approach, because the marginal distributions are obtained with the help of a TSR
model.

Furthermore, an alternative approach is considered for the pricing of CMS spread options.
The CMS spread options are priced with a relatively simple stochastic volatility model, the
displaced diffusion SABR model. The displaced diffusion SABR model is obtained by applying
the Markovian projection method to a modification of a two-dimensional version of the well-
established SABR model. The calibration of the two-dimensional SABR model is performed
with the help of the TSR approach.
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Annuity factor or annuity

Almost surely

Volatility parameter SABR model
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Continuously compounded money-market account
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Bivariate copula density function
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Cross-skew parameter displaced diffusion SABR model
Strike price

Simply compounded forward Libor rate

Value of the convexity adjustment

Volatility of volatility parameter SABR model

Sample space

Probability space

Time-t price of a zero-coupon bond with maturity 7°
Annuity measure

Risk neutral measure

T-forward measure

Correlation matrix

Real and imaginary part of a complex number z
Correlation coefficient SABR, model

(Forward) swap rate at time ¢

SABR implied volatility at time ¢

Time

Maturity time

Year fraction between time points T,, and Tj,4+1

Value of payoff function

Correlation coeflicient for two different swap rates
Price difference CMS spread option computed with copula approach or
DD SABR model vs reference model

1 week, 1 month, 1 year

De-correlation parameter displaced diffusion SABR model

Price difference CMS option computed with TSR model vs reference model
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GLOSSARY

AD Anti-Dependence

ATM, ITM, OTM At-The-Money, In-The-Money, Out-of-The-Money
bps Basis points. A basis point is 1/100 of one percent, (1bp = 10~%)
CDF Cumulative Distribution Function
CMS Constant Maturity Swap

CMSSO CMS Spread Option

DD Displaced Diffusion

FRA Forward-Rate Agreement

GIC Guaranteed Investment Contracts
Libor London Interbank Offered Rate
LMM Libor Market Model

MC Monte Carlo

ODE Ordinary Differential Equation
oTC Over-The-Counter

PDE Partial Differential Equation
PDF Probability Density Function
SABR Stochastic Alpha Beta Rho

SSE Sum Squared Error

SMM Swap Market Model

TSR Terminal Swap Rate

SDE Stochastic Differential Equation
USD United States Dollar

ZCB Zero-Coupon Bond
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Chapter 1

Introduction

The global Over-The-Counter (OTC) market has increased at an incredible pace during the last
decade. The asset class of interest rate contracts is the largest asset class of the OTC market
by far. Shortly after the financial crisis in 2007-2008 the trading volume of OTC interest rate
derivatives decreased. However, it wasn’t long before the trading volume started to rise again.

In Table 1.1 the notional amount of the different asset classes for three different time periods
is given; for more details we refer to [5].

Notional amounts outstanding

Risk Category/Instrument || Jun 2011 H Jun 2012 H Jun 2013
Foreign exchange contracts 64,698 66,672 73,121
Interest rate contracts 553,240 494,427 561,299
Equity-linked contracts 6,841 6,313 6,821
Commodity contracts 3,197 2,994 2,458
Credit default swaps 32,409 26,931 24,349
Other derivatives 46,498 42,059 24,860

Total contracts 706,884 639,396 692,908

Table 1.1: Amounts outstanding of over-the-counter (OTC) derivatives. By risk category and
instrument. In Billions of USD.

The interest rates contracts at the end of June 2013 amounted to about 561 Trillion United
States dollar (USD), which is equivalent to over 81% of the total OTC traded derivatives market.

Although notional values are not necessarily very meaningful in the derivative markets for
assessing the total exposure of a market, they give an indication for the trading volumes in
specific derivative instruments. The notional values indicate somewhat the industry’s interest
in a certain type of derivative.

The majority of OTC derivative notional volumes are relatively simple products like interest
rate swaps, interest rate options and forward rate agreements (FRAs). However, there are more
exotic derivatives that are useful to companies and investors such as Constant Maturity Swap
(CMS) derivatives and CMS spread derivatives.

1.1 Problem Exploration

CMS derivatives and CMS spread derivatives are very popular products nowadays because they
enable investors to take a view on the level or the change in the level of the yield curve. The
efficient pricing of CMS and CMS spread derivatives is the main objective of this thesis.

Some types of CMS derivatives are CMS swaps, CMS caps and CMS floors, these are options
that are based on a CMS rate. The underlying is a swap rate, which is a long-term interest
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rate. CMS options are commonly traded in the market. CMS-based products are widely used
by insurance companies and pension funds in their Asset & Liability management ([15] and
[28]), because these institutions are very vulnerable to movements in the interest rates. CMS
options provide suitable hedge requirements for insurance products like for instance Guaranteed
Investment Contracts (GICs). GICs are contracts that guarantee repayment of principal and a
fixed or floating interest rate for a predetermined period of time. GICs are generally issued by
life insurance companies and they are often bought for retirement plans. In particular, a CMS
floor provides a hedge to GICs when interest rates are dropping and the insurance company
has to make guaranteed fixed interest payments. Similarly, CMS caps provide a hedge in case
interest rates are rising.

Some of the most common CMS spread derivatives are CMS spread options, CMS spread
caps and CMS spread floors. A CMS spread option is similar to a regular cap/floor option. The
difference is that whereas in a regular cap/floor the underlying is usually a reference rate, in a
CMS spread cap/floor the underlying is the spread between two swap rates of different maturity.
Banks typically use CMS spread options to hedge the CMS spread swaps that they have entered
into with customers.

It is very important that the pricing of both CMS and CMS spread derivatives is efficient
and accurate, since a small pricing error will lead to substantial losses due to the large notional
values associated with these kind of products.

1.2 Research Question

The use of sophisticated models to price CMS and CMS spread derivatives is not always desirable
due to too time-consuming calculations. Our aim is to develop models which can efficiently and
accurately price CMS and CMS spread derivatives. Therefore, the following research question
could be imposed:

Can one- or two-factor models be derived which can efficiently and accurately price
CMS and CMS spread derivatives?

In order to answer this question, we will start by looking into the pricing of CMS derivatives.
The CMS derivatives will be priced by making use of the Terminal Swap Rate approach, from
which Terminal Swap Rate models are obtained. We will investigate the performance of several
TSR models. After that we will focus on the pricing of CMS spread derivatives. The CMS
spread derivatives will be priced by using the copula approach in which the earlier mentioned
TSR models also play an important role. The CMS spread derivatives will also be priced with
a stochastic volatility model. The results of the respective models will be compared, to infer
which models could be possible interesting alternatives for the industry.

1.3 Outline

The outline of this thesis is as follows.

We start in Chapter 2 with some fundamentals we need when pricing interest rate derivatives.
Readers that are already familiar with interest rate modeling may want to skip this chapter.

In Chapter 3 we look into the pricing of CMS derivatives with TSR models. We start with the
explanation of CMS derivatives and the important concept of CMS convexity adjustment. Next,
a replication method will be presented which can be used for the pricing of CMS derivatives.
After that, the Terminal Swap Rate approach is explained together with another important
concept the annuity mapping function. We will also discuss different TSR models. Two of
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the TSR models we will consider are described in the literature, the linear TSR model and
the swap-yield TSR model. We will however also consider two new TSR models, we developed
ourselves, that are based on interpolation. The performance of the respective TSR models will
be investigated by means of several numerical experiments.

In Chapter 4 we look into the pricing of CMS spread derivatives by making use of the copula
approach. We begin with the explanation of CMS spread derivatives, and discuss the pricing
approach we are going to take to efficiently price CMS spread options. After that, copulas
are discussed; in particular the Gaussian copula. Additionally, Sklar’s Theorem which is a
key component in the copula approach is presented. We will derive a one-dimensional pricing
formula which can be used for the pricing of CMS spread options, as well as a simple Monte
Carlo method that can be applied for the pricing of CMS spread options in case a Gaussian
copula is used. The performance of the copula approach together with the TSR models will be
investigated by performing several numerical experiments.

In Chapter 5 we will look deeper into the pricing of CMS spread options, when we will
consider a stochastic volatility model. The stochastic volatility model that we will consider is
the displaced diffusion SABR model. We first present a two-dimensional version of the SABR
model that can be used for the pricing of CMS spread options. We present the Markovian
projection method which is crucial to obtain the displaced diffusion SABR model. After that,
the necessary steps to obtain the displaced diffusion SABR model from the two-dimensional
SABR model are discussed in detail. The results of the displaced diffusion SABR model will be
compared with the results obtained by the copula approach.

Chapter 6 summarizes the main results and conclusions that we have obtained regarding the
efficient pricing of CMS and CMS spread derivatives.

Finally, Chapter 7 discusses possible further research directions that could be followed.



Chapter 2

Fundamentals of Interest Rate
Modeling

2.1 Introduction

Before we can formulate the precise problem of pricing CMS and CMS spread derivatives we
have to prepare ourselves with some fundamentals of interest rate derivative pricing to cover our
upcoming needs. This chapter is organized as follows.

In Section 2.2 we start by reviewing some basic concepts of no-arbitrage pricing theory and
we discuss the technique of change of numéraire, which as we will see plays a key role in the
pricing of interest rate derivatives. In Section 2.3 we formulate some important definitions
concerning interest rates. Next, in Section 2.4 we look at examples of pricing numéraires. In
Section 2.5 we consider some basic interest rate derivatives. Finally, in Section 2.6 we discuss
the concept of implied volatility.

This chapter is mainly based on [35, pp. 3-30, 167-207] and [9, pp. 1-40].

2.2 No-Arbitrage Pricing Framework

The concept of a numéraire is very important in the pricing of financial derivatives. The defini-
tion of a numéraire is given as follows:

Definition 2.2.1 (Numéraire). A numéraire is any positive asset with price process N (t) that
pays no dividend. The numéraire N (t) is used to discount other asset price processes, the relative
price process of asset S is given by:
S(t)
SN(t) & L 2.1
02 5 (2.1)
So a numéraire can be seen as a reference asset that is chosen to normalize all other asset
prices with respect to it. Another import concept is a so-called equivalent martingale measure
that is defined as follows:

Definition 2.2.2 (Equivalent Martingale Measure). Consider a continuous time framework
within a compact time interval [0,T]. Let Q be a probability measure on (2, F), measure Q is
called an equivalent martingale measure with numéraire N(t), t € [0,T] if the following two
properties are satisfied:

i) Measure Q is equivalent to measure P, that is P(A) = 0 if and only if Q(A) = 0, for every
AeF.
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it) The relative price process SN(t) is a martingale under measure Q, i.e.

EQ [SN ()| Fs] = SN(s), s<t (2.2)

For more details we refer to [9, pp. 24-25]. Next we state the following two theorems:

Theorem 2.2.3 (First Fundamental Theorem of Asset Pricing). A financial market, on
a probability space (Q, F,P), is arbitrage-free if and only if there exists at least one risk-neutral
probability measure Q, called an equivalent martingale measure, that is equivalent to the original
(or actual) probability measure P.

Proof. For a proof of this theorem we refer to [42, pp. 228-232]. O

Theorem 2.2.4 (Second Fundamental Theorem of Asset Pricing). Let a financial market
have at least one risk-neutral probability measure. Then the market model is complete if and only
if the risk-neutral probability measure is unique.

Proof. For a proof of this theorem we again refer to [42, pp. 232-234]. O

These two theorems provide the fundament for the no-arbitrage pricing framework, they
ensure that prices are unique. The fundamental pricing formula presented in [35, pp. 9-11] is a
result of these theorems and since it is such an important result we highlight it by listing it in
the following lemma:

Lemma 2.2.5 (Fundamental Pricing Formula). Assume there exists an equivalent mar-
tingale measure Q, then for each attainable' contingent claim V(T), defined as a stochastic
cash-flow at time T and modelled as an Fr-measurable random variable’ there exists a unique
price V(t), for each 0 <t <T, given by

V(T)

V(t) = N@t)EY [N(T)’ ]-'t] . (2.3)

Proof. For the proof we refer to [35, pp. 8-11]. O

Equation (2.3) enables us to calculate today’s price of a derivative security in a no-arbitrage
pricing framework.

Often it is possible to reduce the complexity of a pricing problem by an appropriate measure
transformation by changing the numéraire. The price of any asset divided by a numéraire is a
martingale (no drift) under the measure associated with that numéraire.

The so-called Radon-Nikodym derivative is the key concept to change from one measure to
another. To change from one measure to another we will make use of Theorem 2.2.6.

Theorem 2.2.6 (Change of Numéraire). Let M be a numéraire and QM be the corresponding
probability measure, equivalent to an initial measure QU, such that the price of any traded asset,
X, relative to M, is a martingale under measure QM , i.e.

EM [X(T)’}"] _ X (2.4)

M(T)[™] M)

IThis is a technical requirement. For a claim to be attainable there needs to exist a suitable self-financing
replicating strategy. When the market is complete every contingent claim is attainable.

2The significance of V being Fr-measurable is that it may depend on the whole path of the underlying in
[0, T, precisely because Fr contains all this information.
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Let now N be an arbitrary numéraire. Then a probability measure QN exists, equivalent to Q°,
such that the price of any attainable claim, Y, normalized by some quantity, N, is a martingale

under measure QY i.e.
EN [};g;‘}}] = ]1\/[((?) (2.5)

The Radon-Nikodym derivative, which defines the measure QY| is given by:

Q| _ N(T)M t (2.6)
aQ¥ |, = NOM(T)
Proof. The proof is given in Appendix A.1. O

2.3 Definitions & Notations

Now we will define several concepts. The concepts that will be discussed are: tenor structure,
zero-coupon bonds, Libor rates, swap rates and the money market account.

2.3.1 Tenor Structure

A tenor structure is an increasing sequence of maturity times (dates), usually roughly equidis-
tantly spaced. We will consider the following tenor structure,

0<Ty<Ti<Ty<...<Ty. (27)

The accrual factor or year fraction, denoted by 7(t,T'), measures the time between ¢ and T (in
years),
T(t,T)=T —t. (2.8)

In practice there exists a great variety of so-called day-count conventions (e.g. Actual/365,
30/360, etc.), which differ according to product type and country. We refer to [9, pp. 4-6] for
more information about day-count conventions. For clarity we will now simply use 7 =T — ¢,
although later when we deal with real market data we will take the correct day-count conventions
into account.

2.3.2 Zero-coupon bonds

So-called zero-coupon bonds (ZCBs), also known as pure discount bonds, are the most basic
products in the interest rate market. ZCBs have no payoff until their maturity date T and
are therefore interesting tools for interest rate modeling and discounting future cash-flows. The
formal definition of a ZCB is given as follows:

Definition 2.3.1 (Zero-Coupon Bond). A zero-coupon bond (ZCB) is a basic interest rate
product, whose value is denoted by P(t,T), wheret <T. A ZCB pays 1 currency unit at maturity
T, i.e. P(T,T)=1.

The ZCB is one of the main building blocks for interest theory/models.
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2.3.3 Libor Rates

Libor (London Interbank Offered Rate) rates are the benchmark interest rates at which banks
can borrow unsecured funds from other banks in the interbank markets. The simply compounded
forward Libor rate is defined as follows:

Definition 2.3.2 (Simply Compounded Forward Libor Rate). Let the tenor structure be
given by (2.7). The simply compounded forward Libor rate contracted at time t for the interval
(T3, Ti41] s given by:

1 P(t,T)) >
L(t,T;, Tiy1) = < ’ —1). 2.9
( +1) T(T:iaj—‘i+1) P(t7j—:i+1) ( )
We introduce the useful shorthand notation
Li(t) = L(t, T;, Ti41). (2.10)

We speak of a spot Libor rate denoted by L;(T;) = L(T;,T;,T;+1) when t = T;, i.e. when the
present date coincides with the start of the period over which the interest rate is effective.

2.3.4 Swap Rate

Given the tenor structure defined in (2.7) the annuity factor or annuity is defined as follows

n+m—1
Al 2 Aum(t) = Y Pt Ti)m, (2.11)

i=n
where n,m are any two integers satisfying 0 < n < N, m > 0 and n +m < N. Note that
7; = Tj41 — T; is the year fraction for the time interval [T}, Tj41].
The forward swap rate or swap rate is defined as follows:

Definition 2.3.3 (Swap Rate). The swap rate is given by:

P<t7 Tn) — P<t7 Tn+m)
A(t) ’

where A(t) given by (2.11). If no confusion arises the short-hand notation S(t) is used instead.

S(t, T, Trpm) = Snm(t) =

(2.12)

For practical purposes it is sometimes more convenient to use a different expression.

Lemma 2.3.4 (Alternative Expression Swap Rate). The swap rate Sy, (t) can be expanded
nto a weighted sum of forward rates to get the following expression

Sortmel o P(t, Ty ) Li(t)

t) = Spm(t) = &4=n , 2.1
S(t) = Sum(® e (2.13)
with Ap m(t) and Li(t) given by (2.11) and (2.10).
Proof. The proof is given in Appendix A.2. O

2.3.5 Money Market Account

The continuously compounded money market account can be seen as a deposit of 1 unit of
currency that earns the instantaneous risk-free rate, r, and it satisfies the following stochastic
differential equation (SDE)

dB(t) =r(t)B(t)dt, B(0)=1,
where r() is the short rate. Solving this equation we obtain

B(t) = eho 72z,
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2.4 Examples of Pricing Numéraires

There are several well-known numéraires which are very useful for interest rate derivative pricing.
We are going to review some of these numéraires and their associated measures, since they play
an important role in pricing CMS type products.

2.4.1 Money Market Account as the Numéraire

The first numéraire we will look into is the continuously compounded money market account,
B(t). This is the numéraire that defines the risk-neutral measure, denoted by Q. The related
expectation is denoted by EZ []. Using the fundamental pricing formula (2.3) we immediately
get

V(t) = B(t)EP [gg;' ]—"t] : (2.14)

Note that if we take V(t) = P(¢,T") then we get

P(t,T) = B(t)E [

— EB [(() ] (2.16)

_ B [e*ft r(z)dz

‘]—"t} (2.15)

ft} : (2.17)

Hence, we can formulate the following lemma presented in [35, pp. 172-173]:

Lemma 2.4.1 (Fundamental Bond Pricing Formula). If there are no-arbitrage opportuni-
ties in the market, the time t price P(t,T) of a T-maturity ZCB is given by

P(t,T) — EB |:e_ ftT r(z)dz

]:t] . (2.18)

2.4.2 ZCB as the Numéraire

The T-forward measure uses a T-maturity ZCB as the numéraire, the related expectation is
denoted by E” [-]. We can change from the risk-neutral measure to the T-forward measure by
applying Theorem 2.2.6 and get

_ V(T)
V(t) = B(t)EP BT)‘ ]
[V(T) dQ
= B(t)E" _WT Fi
_ [ V(T) B(T)P(t,T
= 508" | 5 aper )| 7
= P(t, T)ET [V(T)| . (2.19)

Note that by changing to the T-forward measure we have obtained an easier expression. The
1/B(T) term inside the expectation operator is replaced by the related bond price that is outside
of the expectation operator. Measure Q' is called the T-forward measure because forward rates
are martingales under the T-forward measure. An example of a forward rate is the simply
compounded forward Libor rate. We will now show that the simply compounded forward Libor
rate is indeed a martingale under the T-forward measure.
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Lemma 2.4.2 (Forward Libor Rate under T;,;-Forward Measure). In the absence of
arbitrage the simply compounded forward Libor rate for time interval [Ty, Ti+1], L(t, T;, Ti+1), is
a martingale under the Ty i1 -forward measure, QTi+1, i.e.

BT+ [ L(t, Ty, Tig1)| Fs) = L(s, Ti, Tig1), for all 0<s <t <T; < Tiy1. (2.20)

Proof. Let L(t,T;,T;+1) be defined as in (2.9), then

ET+1 [L(t, Ty, Ti1)| Fs) = BT F
[L(t, T3, Tiv1)| Fs] [ 7(T;, Tiy1) ( tTZ+1 )‘ }

= # Ti+1 P( z—i—l) P(t;Tz)

a T(Tz,TiH)E [ P(t,T;) ]:s]

= 1 P(s, Ti) = P(s, Tiv1)

- 7(T;, Tigr) < P(s,Ti1) > (2.21)
— 1 P(s,T;)

- 7(Ti, Tin) <P(57Ti+1) 1) ’

= L(s,T;, Ti11), (2.22)

for all 0 < s <t < T; < Tj+1. Equation (2.21) is obtained using the fact that P(¢,T;) and
P(t,T;+1) are both tradeable assets divided by the numéraire P(t,Tj+1), so they must be mar-
tingales under the T;i-forward measure. And naturally their difference is also a martingale
under the T;, 1-forward measure. O

2.4.3 Annuity Factor as the Numéraire

Note that the annuity is a linear combination of ZCBs, so the annuity can be taken as a
numéraire. The associated measure is the so-called annuity measure or swap measure, denoted
by Q4. The swap rate is a martingale under the annuity measure.

Lemma 2.4.3 (Swap Rate under Annuity Measure). In the absence of arbitrage the swap
rate Spm(t) is a martingale under the annuity measure, Q4, i.e.

EA [Sp ()| Fs] = Spm(s). (2.23)

Proof. Let Sy, m(t) be defined as in (2.12), then

o P(thn) P(t T, m)
B[Sy ()] Fa] = ot + ‘ fs}
_ P(San) B P(S, n-‘rm)
= Ayn(s) , (2.24)
= Spm(s). (2.25)

Equation (2.24) is obtained using the fact that P(¢,T},) and P(t,T,,+) are both tradeable assets
divided by the numéraire A, ,,(t), so they must be martingales under the annuity measure. And
their difference is also a martingale under the annuity measure. O

2.5 Basic Interest Rate Derivatives

We will discuss three main derivative products of fixed-income markets, namely swaps, caps/floors
and swaptions.
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2.5.1 Interest Rate Swaps

A swap is a generic term for an OTC derivative in which two counterparties agree to exchange
one stream of cash flows against another stream of cash flows. These streams are called the legs
of the swap. When the fixed leg is paid the swap is usually called a payer swap?, when the fixed
leg is received the swap is called a receiver swap. Swaps of different maturities between interest
rate dealers and financial institutions are often traded to adjust interest risk positions of the
parties involved, or to simply make bets on the future direction of interest rates. Swaps are also
used by corporates to transform fixed rate obligations into floating ones, or vice versa.

A plain vanilla fized-for-floating interest rate swap (a plain vanilla swap or just a swap if
there is no confusion) is a swap in which one leg is a stream of fixed rate payments and the
other is a stream of payments based on a floating rate, most often Libor. To formally define
a fixed-floating swap a tenor structure needs to be specified. We assume the tenor structure
given by (2.7). In a fixed-floating swap with fixed rate K, one party (the fixed rate payer) pays
the simple interest based on the rate K in return for simple interest payments computed from
the Libor rate fixing on date T),, for each period [T, Tp+1], n = 0,..., N — 1. The payments
are exchanged at the end of each period, i.e. at time T,41. In practice, the payments are
netted. This means that the cash flow only takes place in one direction each payment. From
the perspective of the fixed rate payer, the next cash flow of the swap at time T,,4; is therefore
given by*

Tn(Ln(T),) — K), (2.26)

corresponding to the interest rate L(T,,T,+1) fixing at time 7,. Dates when the Libor rates
are observed are usually called fizing dates, dates when the payments occur are called payment
dates.

By the fundamental pricing formula, Lemma 2.2.5, with the money market account, B(t),
as the numéraire the value of a swap is equal to the expected discounted value of its (netted)
payment. We can formulate the following lemma:

Lemma 2.5.1 (Valuation Interest Rate Swap). The value of the swap from the perspective
of the fized rate payer at time t, 0 <t < Ty is given by’

Viwap(t) Z LED [ T - K 'J—}] : (2.27)
= A(t)(S(t) - K). (2.28)

Similarly,
Vewap-rec(t) = A(t)(K — S(t)), (2.29)

where A(t) is given by (2.11) and S(t) is given by (2.13).

Proof. The proof is given in Appendix A.3. O

2.5.2 Caps and Floors

An interest rate cap is a derivative that allows one to benefit from low floating rates yet be
protected from high rates. An interest rate floor on the other hand allows one to benefit from
low floating rates yet be protected from high rates. Caps and floors are among the most liquidly
traded interest rate derivatives in fixed-income markets.

3In this document when we talk about a swap we mean a payer swap unless specified otherwise.
4Here an unit notional is assumed, this assumption is made throughout the document.
5This is a somewhat idealized expression. For more details we refer to [35, pp. 224-226].
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Formally a cap is a strip of caplets, call options on successive Libor rates, and similarly a
floor is a strip of floorlets, put options on successive Libor rates. The time-T;,1; cash flows of
caplets/floorlets are given by

V?Lplet = Tn(Ln(T) — K)7¥, (2.30)

C

Vﬂrf:)orlet = Tn(K - Ln(Tn))+- (2.31)

Applying Lemma 2.2.5 with numéraire B(t), the time-¢ value of the cap/floor covering the time
interval [Ty, T] is given by

N-1
_ B (Ln(Tn) — K)+
Veap(t) = B(t) ZO 7B [ BT ]:t] , (2.32)
N-—1
_ T B (K — LN(Tn))Jr
Vivr(1) = B() 3 78 [ e ft] | (2.33)

To get easier expressions we will change numéraire. Changing to the T, 1-forward measure for
each period we get using Theorem 2.2.6,

N-—1
_ 7oy | Ln(Th) — K)© B(T041) P(t, Toya)
Veol®) = B(t) ) B BT T |
B(t) "= T +
=50 Z;) E [(Ln(Ty) — K)T P(t,Ti)| 7]
N—-1 -
= TPt T )BT [(Ln(T) — K)Y| (2.34)
n=0
Similarly,
N—-1
Vioor (t) = Y 1 P(t, Ty )BT [(K — Ln(T,))*| 7] - (2.35)
n=0

As such we represent caps and floors as baskets of European calls (caplets) and puts (floorlets)
on Libor forward rates.

2.5.3 Swaptions

European swaptions as the name suggests are European options on interest rate swaps. A
European swaption gives the holder the right, but not the obligation, to enter a swap at a future
date at a given fixed date. A payer swaption® is an option to pay the fixed leg on a fixed-floating
swap; a receiver swaption is an option to receive the fixed leg.

If we assume the underlying swap starts on the expiry date Ty of the option, the payoff for
the swaption at time Ty is given by

‘/éwaption (TO) = (‘/éwap (TO))+ (236)

N-1 +
= (Z TwP(To, Trs1)(Ln(T0) — K)) . (2.37)
n=0

SWhen we talk about a swaption we mean a payer swaption unless specified otherwise.
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As before, applying Lemma 2.2.5 with numéraire B(t) gives us the following value at an inter-
mediate time t, t < Tj:

Vvswaption(t) = B(t)EB

SN T P(To, Tt ) (L (To) — K) ’
B(To)

]—"t] . (2.38)

Note that the payoff does not only depend on the evolution of the individual Libor rates, as was
the case with caplets/floorlets, but also depends on the joint behavior of the rates.
Using expression (2.28) we get

1

‘/éwaption(t) = B(t)EB |:

}"t] . (2.39)

We formulate the following useful lemma for the valuation of payer and receiver swaptions:

Lemma 2.5.2 (Valuation Payer and Receiver Swaption). The value of the payer and
recetver swaptions at time t can be written as:

szaption-pay(t) = An,m(t)]EA [(Sn,m(Tn) - K)+‘ ]:t] ) (240)
Viwaption-rec(t) = Apm ()EX [(K — S (Tn)T| Fi] - (2.41)
Proof. The proof is given in Appendix A.4. O

From expressions (2.40) and (2.41) it is clear that under the annuity measure a payer swaption
is basically a call option on the forward swap rate, with the strike K being equal to the fixed rate
of the swap. Similarly, a receiver swaption can be interpreted as a put option on the forward
swap rate.

2.6 The Implied Volatility Smile

The market convention is to quote caplets/floorlets and swaption prices in terms of the implied
value of volatility which sets the Black model price equal to the market price.

Specifically, suppose that the market price of an option with strike K and maturity T is
known, denote this price by V (¢, 5, T, K). The time ¢ implied volatility function oimp(t, S, T, K)
is defined as the solution to

Black(S, K, oimp(t, S, T, K)VT — t,w) = V(t,S,T, K), (2.42)
where Black(S, K, v, w) is given in the following lemma:
Lemma 2.6.1 (Black’s Formula). Let F(t) be an asset with dynamics given by
dF(t) = oF(t)dW(t), (2.43)

so the underlying follows a geometric Brownian motion. The price of a European call/put option,
denoted by V (t), with strike K, volatility o and maturity T is given by V (t) = Black(F, K,v,w);
where Black’s formula is given by

Black(F, K,v,w) £ wF®(wd, (F, K,v)) — wK®(wdy(F, K,v)), (2.44)
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with w =1 for call options and w = —1 for put options; and
log(F/K) + v?/2
dl(F7K7U): Og( / )+U/ )
v
log(F/K) —v?/2
d2(F7 K, 'U) — Og( / ) v / ,
v

v=ocVT —t,
o1
d(x) :/ e 2% du.

oo V2T

Proof. For the proof we refer to [7]. O

The mapping K +— oimp(t, S, T, K) is called an implied volatility smile”. Market participants
prefer to quote prices in terms of implied volatilities, as volatilities tend to be more stable over
time. Implied volatilities are also used to price options with non-quoted strikes and to compute
hedge parameters.

2.6.1 SABR Model and Hagan’s Formula

The SABR model is a four parameter stochastic volatility model that is introduced to accommo-
date the volatility smile in derivatives markets, [20]. The name is an abbreviation of ’Stochastic
Alpha Beta Rho’ referring to the three key parameters of the model. In the interest rate market
the SABR model has become an industrial standard for quoting, interpolating and extrapolating
the prices of plain-vanilla products. Its popularity is due to

e the analytical approximations for the implied volatilities,

e the intuitive meaning of the parameters of the model.

the capability to (re-)produce a wide range of skew/smile patterns,

realistic implied volatility smile dynamics with respect to changes in the forward level.

the capability to calculate hedge parameters for every strike.

The SABR model is defined by the following system of SDEs

dF, = wFdW}, Fy=F,
doy = Vatde, ap = a, (2.45)
<th17 th2> = pdt

where F; is the forward price with F being today’s forward price, «; is the volatility with a > 0,
B is the variance elasticity with 0 < 8 < 1, v is the volatility of the volatility with v > 0 and p
is the correlation coefficient.

From (2.45) Hagan derived a formula to calculate the Black implied volatility. The derivation
is based on singular perturbation techniques, for the details we refer to [20]. The main attractive

"In case the smile is monotonically downward or upward sloping, i.e. U-shaped, it is often called a volatility
skew. Skew then refers to the slope of the smile.



CHAPTER 2. FUNDAMENTALS OF INTEREST RATE MODELING 14

feature of the SABR model is exactly this asymptotic approximation formula for the implied
volatility, also commonly referred to as Hagan’s formula. Hagan’s formula is given by:

SABR “ .
oSABR(F, K) = 7 5y |
(FE)-82 (14 9505 1og? () + G- log® () +...) (%)
1-8)?2 o 1 pBra 2-3p° ,
'[H( 2 (FK)E agKear t e )T 240
where

Y 182100 [ £
z a(FK) log <K ,

1-2 24y
x(z)—log< pit; +z p)7

F denoting today’s forward price and K denotes the strike. For the special case of at-the-money
(ATM) options (options with K = F') the o, formula reduces to

SABR _ _ @ (1-8)? o? 1 ppra  2-3p° ,
TATM = L(-p) [1+< o1 Fop +4F(1—5) t—5 v T+...]. (2.47)

So the SABR model allows for an accurate analytical approximation for the volatility at a given
strike and the market price and the market risks can be obtained immediately from Black’s
formula.

The option prices are usually quoted in the market in terms of implied Black-Scholes volatil-
ities, the quotes are available for a set of strikes. Thus is order to calibrate the SABR model to
the market the SABR parameters are adjusted such that the model implied volatilities (given
by Hagan’s formula (2.46)) are as close as possible to the market implied volatilities. Note that
generally the beta parameter is fixed in advance (from e.g. historical consideration), alpha is
used to fit the ATM volatility (see (2.47)) exactly, and the parameters rho and nu are used to
fit the remaining market quotes using some optimisation method.

To get better insight in the influence of the parameters on the implied volatility smile a simple
specific base scenario is chosen that generates an implied volatility smile. The parameters for
the base scenario are given by

Fy =0.025, ap=0.03, 3=0.6, v=0.025 p=—0.3, (2.48)

and T = 1. Next each individual parameter is investigated by shifting the parameter both up
and down. The resulting implied volatility smiles are given in Figure 2.1.
Analyzing Figure 2.1 we notice the following interesting results:

e Shifting Fy up (Fy high = 0.030) or down (Fy low = 0.015) we see that the forward price
and the smile move in the same direction. When the forward price increases the volatility
shifts to higher prices; smile moves to the right. Similarly when the forward prices decrease
the volatility smile shifts to lower prices; the smile moves to the left.

e Shifting ap up (ap high = 0.05) or down (ap low = 0.01) results in the entire smile
moving up or down. So « does not really influence the shape of the smile, but rather the
vertical location.

e Shifting v up (v high = 0.5) or down (v low = 0.1) we see that the curvature of the smile
is influenced. The higher v is the more convex the smile becomes.
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Figure 2.1: Impact of the SABR parameters on the implied volatility smile.

Shifting 5 up (5 high = 0.60) or down (S low = 0.20) we see that § also has an effect on
the curvature of the smile, in particular on the side of the smile left from the ATM point.
The higher § is, the steeper (the more convex) the smile becomes. We also note that the
entire smile is shifted in the opposite direction of .

Shifting p up (p high = 0.80) or down (p low = —0.80) we see that changing the level of
the correlation causes the smile to 'rotate’ around the ATM point. Decreasing p causes a



CHAPTER 2. FUNDAMENTALS OF INTEREST RATE MODELING 16

steeper smile, while increasing p causes the smile to flatten.

Thus, by making use of Hagan’s formula we can obtain the market price for a given strike
directly by substituting ¢54BR in Black’s formula®.

Remark 2.6.2. Hagans’s formula is only accurate for short time to maturity, [21] and [2].

For more details about the SABR model we refer to [20].

2.6.2 Pricing Caps and Floors

It is common market practice to quote the value of a cap or a floor not in terms of its price
but instead in terms of implied volatilities. Since we make use of Hagan’s formula the implied
volatilities are denoted by US’}\],3R Assuming the swap rate follows a geometric Brownian motion
we can make use of Black’s formula to obtain the time-¢ price of the cap/floor:

cap—BlaCk Z Tn t Tn+1 BlaCk(L ( )7K7 UTSL,A]\IISR Tn - ta 1)7 (249)
Vitoor-Black (t) Z ToP(t, Tpi1)Black(Ly (1), K, on ™ /Ty, — t, 1), (2.50)

where 0 < ¢ < T,. So for the price of the n-th caplet/floorlet we can write:

Vcﬁplet—Black(t) = TnP(thn-H)BlaCk(L t 7 7 781%\173R \% T 1 (2‘51)
Vﬂ%orlet—Black(t) = TnP(t7 Tn+1)BlaCk(Ln(t) K7 TSL/}\ITBR \% Tn —t, _1)' (2‘52)

2.6.3 Pricing Swaptions

From Lemma 2.4.3 we know that S, »,(¢) is a martingale under the annuity measure, QAnm,
Same as with caps/floors it is common market practice to express market prices of swaptions in
terms of implied volatilities, assuming the swap rate follows a geometric Brownian motion we
can again make use of Black’s formula and get

Viwaption-pay = Anm (t)Black(Spm (), K, onyae™(S(t), K)y/Tn — t,1), (2.53)
Vswaption-rec = An,m (t)BlaCk(San(t), K, US%R(S@% K) VI —1, _1)7 (2'54)

where 0 <t <7T,.

8For each strike the same parameters are used in Black’s formula



Chapter 3

Pricing CMS Derivatives with TSR
models

3.1 Introduction

In this chapter we will focus on the pricing of CMS derivatives by making use of Terminal Swap
Rate (TSR) models. This chapter is organized as follows.

We start in Section 3.2 with the explanation of CMS derivatives and the important concept of
CMS convexity adjustment. Next, in Section 3.3, a replication method will be presented which
can be used for the pricing of CMS derivatives. Section 3.4 introduces the TSR Approach.
Next, in Section 3.5 we will consider several TSR models which can be used for the pricing of
CMS derivatives. In Section 3.6 several numerical experiments are performed to investigate the
performance of the respective TSR models. Section 3.7 concludes.

This chapter is mainly based on [35, pp. 206-207 and 336-338] and [37, pp. 709-739].

3.2 CMS Derivatives

A CMS swap is a fixed-for-floating swap, where, in contrast to a plain vanilla swap, the floating
leg payments are based on CMS rates rather than on Libor rates.

For the pricing of CMS derivatives, it is necessary to compute the expectation of the future
CMS rates under the forward measure that is associated with the payment date. However,
the natural martingale measure of the CMS rate is the annuity measure. A so-called convezity
adjustment arises because the expected value of the CMS rate under the forward measure differs
from the expected value of the CMS rate under its natural swap measure with annuity as the
numéraire.

Definition 3.2.1 (CMS Convexity Adjustment). The CMS convezity adjustment is the
difference between the expectation of the (function of the) CMS rate under the forward measure
and the expectation of the (function of the) CMS rate under the annuity measure.

Formally, let S, ,(-) denote the m-period swap rate with first fixing date T},, as defined in
(2.13). Then an m-period (payer) CMS swap (linked to m-period rate) is given by

N-1
_ T B Sn,Tn(Tn) - K
VCMS—swap(t) - B(t) T;) nE |:B(Tn+1) '.Ft:| . (31)

In order to simplify expression (3.1) we will change the valuation from the risk-neutral measure
to the T;,+1-forward measure. Changing to the 7}, 1-forward measure for each period we obtain

17
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using Theorem 2.2.6,

Vous- Z 7, BT+t [S”’m(T”) K B(Tnt1)P(t, Tnii)
swap

B(Tot1)  B@)P(Tht1, Totr)

¢

N-1

- > BT [(Span(Tn) — K) P(t, Toy1)| Fi]
n=0

= 1 P(t, Ty )BT [ Sy n(Tn) — K| F]. (3.2)

CMS caps and floors are defined as strips of European options on CMS rates, just like regular
caps and floors are strips of European options on Libor rates. The values of these derivatives
are given by the following formulas,

VCMS—cap Z P t Tn+1 Tntt [(Sn,m(Tn) - K)+‘ ]:t] ) (33)

VCMS-ﬂoor Z Tn t Tn+1 ETnJrl [(K Snm n +‘ ft] (34)

While plain vanilla swaps, caps and floors can be valued solely from knowledge of the term
structure of interest rates, CMS swaps and CMS caps/floors require an interest rate model for
valuation.

In this chapter we will mostly focus our attention on a single CMS-linked cash flow. The
value of the CMS-linked cash flow is defined by:

Veons (0) = E™[g(S(To))| Fol, (3.5)
where
s, in case of a swaplet,
g(s) = ¢ (s— K)T, in case of a caplet, (3.6)

(K —s)™, in case of a floorlet.

Note that a CMS swap is a collection of CMS-linked cash flows with ¢ = s. Similarly, CMS
caps/floors are a collection of CMS-linked cash flows with g = (s — K)" or g = (K — s)*.
Let us be clear on the notations, consider the case of a swaplet, then:

e t = 0 denotes the present date.

e Tj denotes the start date of the reference swap (e.g., 1 year from now). This will also be
the start of the accrual period of the swaplet.

e T}, denotes the payment date of the swaplet (e.g., 6 months from Tp). This will also be
the end of the accrual period of the swaplet.

e T denotes the maturity date of the reference swap (say, 10 years from Tp).

Remark 3.2.2. There is another date that plays a role here, namely the date on which the swap
rate is fired. This date is called the reset date of the swap. The reset date is used to correctly
incorporate the volatility effect that is present in the market. Usually the reset date is two days
before the start date of the swap. For clarity we will ignore this date in the rest of the thesis,
although when we deal with real market data we take the reset dates into account.
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We know that for a continuous random variable Y and any function A(-) the expectation of
h(Y) is defined as,

Bb(Y) = [ b (3.7

where ¢(-) is the probability density function (PDF) of Y. So, for the expectation in (3.5) we

can write
oo

B [9(S(To))| Fo] = / o(5)6 (s)ds, (3.8)

—00
where ¢ () is the PDF of a swap rate in the T,-forward measure. However, the PDF ¢(-) is

not directly available. The PDF t4(-) of a swap rate in the annuity measure on the other hand
can be obtained from the market prices of swaptions ([35, pp. 737-739] and [9, pp. 448-449])

via
8%¢(0,5(0),To,) if >
(@) = 9 sep0 S0y To) e 50, (3.9)
TSI - if ¢ < 5(0),
where
c(0, 8(0), Ty, z) = E* [(S(Tp) — ) "], (3.10)
p(0,S(0), Ty, x) = E* [(x — S(Tp)) "] . (3.11)

From the market we can imply the dynamics of S(7p) in the annuity measure so we are going
to transform (3.5) to the annuity measure by once again applying Theorem 2.2.6,

Vicws(0) = 54 [a(s(T) par i O 7 3.12)
- pé)(,OT)p)EA {P f;%:gp)g(S(To))‘ ]-'0} : (3.13)

The CMS convexity adjustment is given by:
Agons(0) £ E™ [g(S(To))| Fo] — B [9(S(To))| Fo) - (3.14)

The difficulty in calculating the expectation in (3.13) stems from the term

P(Ty,Tp)

AT (3.15)

since it depends on the joint distribution of a whole set of interest rates. In order to compute
this expectation generally a term-structure model is used.

However, in this thesis we will use a TSR model that approximates the term P (T, T,)/A(Tp)
with a so-called annuity mapping function, denoted by a(S(Tp)). The way to obtain such an
annuity mapping function will be discussed in Section 3.4, for the moment we will simply assume
that such a function can be found. Hence, expression (3.13) can be written as

A(0)

P(TTP)EA [(S(To))g(S(Tv))| Fol » (3.16)

Veems(0) =

where a(S(7p)) is an annuity mapping function.
In order to calculate (3.16) we will make use of the replication method which we will present
in the next section.
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3.3 Replication Method

The replication method is used to replicate the CMS payout by means of European swaptions of
various strikes. This method is very popular in practice (e.g. [19] and [31]) because it takes the
volatility smile effects into account. Therefore, it is sometimes referred to as the street-standard
model for CMS convexity correction. For more information about the replication method we
refer to [10].

Let us write (3.16) as follows:

A(0)
P(0,T,)

Veoms(0) = E4[f(S(Ty))| Fol (3.17)

where f(S(Tp)) = a(S(T0))g(S(Tp)). We can write the expectation as an integral over the
density function

BA /(S| 7l = [ " @) @), (3.18)

where 14 (-) is given in (3.9).
The way to calculate expression (3.18) is formulated in Lemma 3.3.1.

Lemma 3.3.1 (Replication Method for CMS Options). Let f(-) be defined on the interval
[a,b]'. The calculation of BA[f(S(Ty))| Fo] in (3.17) is subdivided into three different cases
depending on the value of the swap rate, S(0), compared to the boundary conditions, a and b;
namely:

Case 1: If S(0) < a

0¢(0,5(0), To, b) _f(a)ﬁc(O,S(O),Tg,a)
ox ox
"(b)e(0,8(0), To, b) + f'(a)e(0,5(0), Ty, a)

/ f"(2)e(0,5(0), To, x)d. (3.19)

E* [f(S(To))| Fo] = f(b)

Case 2: If S(0) > b,

9p(0, 5(0), To, b) ~ (o) 9p(0,5(0), Ty, a)
ox Ox
f'(0)p(0, 5(0), To, b) + f'(a)p(0, 5(0), To, a)

/ F(2)p(0, S(0), Ty, )da. (3.20)

E* [£(S(To))| Fol = f(b)

Case 3: If a < S(0) <b,

EA [£(S(Th))| Fol = £(S(0)) — £(a) ap<07séi>’TOva> + ()20 Sg;wo,b)
(

+f’(a)p(0,S(0),T0,a) —f/(b)C(O,S O)7T07b)
S(0) b
+/ 1" (z)p(0,5(0), Ty, x)dx + 1" (x)c(0,5(0), Ty, z)dz.
a S(0)
(3.21)

!This is for numerical reasons (among others).
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Here p(0,5(0), Ty, x) and ¢(0,S5(0), Ty, x) are defined by (3.10) and (3.11).
Proof. The proof is given in Appendix A.5. O

Remark 3.3.2. The minimum strike, Kn, or maximum strike, K., are chosen based on
numerical considerations. The values of the boundaries a,b differ depending on the type of CMS
option.

o In case of a CMS caplet: a = K, where K is the given strike, and b = Kqz.
o In case of a CMS floorlet: b = K, where K is the given strike, and a = K.
e In case of a CMS swaplet: a = K, where K,;p, = K =0 and b = K 4.

Remark 3.3.3. The values of the call and put options can be obtained by making use of market
data and Black’s formula. To incorporate the volatility smile we make use of Hagan’s formula,

(2.46).

Note that in order to evaluate formula (3.18) we still need to specify the functional form of
f(-) and calculate its first and second derivatives. Function f(-) can be specified in different
ways depending on the chosen approach. As stated previously we will use the TSR approach.

3.4 TSR Approach

In this section we present the Terminal Swap Rate approach, which we will use to price CMS
derivatives. This section is mainly based on [37, pp. 709-739] and [23, pp. 263-273].

It is well-known that European swaptions are relatively easy to price and this is due to
the fact that only knowledge about the terminal distribution of a single swap rate, S(7"), in the
annuity measure is necessary. In fact, all securities whose payoff can be expressed as deterministic
functions of the swap rate are relatively easy to price. Unfortunately these kinds of payoffs are
rare in the fixed income market; it is much more common that relatively simple payoffs depend
not only on the swap rate but also mildly on certain discount bonds. Usually these bonds are
observed on the same date. When multiple discount bonds are involved and knowledge of the
distribution of the swap rate is not sufficient for valuation of the product one could choose to
make use of a term structure model. The downside to this is that a term structure model has
high computational costs. An alternative to avoid these high computational costs is the so-called
TSR approach. The TSR approach can be used when the dependence on the additional discount
bonds is sufficiently mild, so the swap rate is the rate that primarily determines the payoff. In
the TSR approach the values of discount bonds on a date 1" are linked functionally to the driving
swap rate S(T).

A critical part of the TSR approach is that the developed models, so-called TSR models,
capture precisely those properties of the market which are relevant to the derivative product
being priced. The main advantage of this approach over other techniques is that it is guaranteed
to price the new product accurately relative to existing products. Following this approach the
developed model will have realistic properties and is built upon a solid theoretical basis. The
characteristics of the model will usually be highly transparent, so it should be relatively easy to
understand the model’s strengths and weaknesses. So, the TSR approach is extremely useful in
handling a range of liquid European derivatives that are not, strictly speaking, functions of a
single rate, but can still be approximated as such. An example of these kinds of liquid European
swap derivatives are CMS derivatives. Before we can present the TSR models which we can
use to price CMS derivatives, we first have to discuss the basics of the TSR approach and the
concept of an annuity mapping function.
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3.4.1 Basics of the TSR Approach

In the TSR approach the swap rate S(T) is the single fundamental state variable for the yield
curve at time 7. Let {P(T, M)} nr>7 be the discount bonds of various maturities, all observed
at time T'. A key feature of the TSR model is that it specifies a map

P(T, M) = n(S(T), M), M>T, (3.22)

where 7 (-, M) p>7 is a collection of functions such that each discount factor is a known function
of the swap rate.

In term structure models the relationship between the market rate S(T") and the discount
factors {P(T, M)} ar>7 follows directly from the model, as it is derived from no-arbitrage con-
ditions. In order for a TSR model to have the same type of relationship, the TSR model must
satisfy the following three conditions:

1. No-arbitrage condition;
2. Consistency condition;
3. Realism condition.

In order to satisfy the no-arbitrage condition a restriction must be imposed on the map-
ping functions 7 (-, M)p>7. The fundamental pricing formula (2.3) must reproduce the initial
discount bond prices. Thus the following must hold for all M > T,

m(S(T), M)

P(0, M) = A(0)EA
(040 = 410 oo T (S(T), Ts1)

(3.23)

We will refer to equation (3.23) as the no-arbitrage condition.

The consistency condition is obtained by observing that the swap rate S(T) itself is a function
of discount factors, which follows directly from expression (2.12). Therefore, the following
expression must be satisfied for all® s:

1-— W(S,TN)

27]1\[:_01 an(s7 Tn+1)

We will refer to equation (3.24) as the consistency condition. The consistency condition ensures
that all relevant relationships which hold in the market will also hold for the model.

The last condition, the realism condition has to do with monotonicity and limit proper-
ties. We call a set of mapping functions {w(-, M)}r>7 reasonable if it satisfies the following
restrictions:

s = : (3.24)

e Forall sand M > T,
0<m(s,M)<1.

e For all s, 7(s,-) is monotonic in M,

My < My & W(S,Ml) > W(S,Mz).

e The function 7 (s, M) is continuous in (s, M).

2Here s is a state variable.
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Not all of these restrictions are equally important. As an example it is possible to allow
negative interest rates, which means that 7(s, M) > 1 for some s, M. However, we cannot allow
negative prices of bonds, i.e. having (s, M) < 0 for some s, M is not possible.

The three requirements related to the realism condition do not define the mapping functions
{m(-, M)} pr>7 uniquely. However, they specify the functions uniquely within a particular para-
metric class. So, to obtain a concrete TSR model we can first select a particular parametric
class for the functions {7 (-, M)} r>7 and then choose functions within this class such that the
model has the no-arbitrage and the consistency properties.

There are many different types of TSR models that can be used to price CMS derivatives.
But first we look more closely to the concept of an annuity mapping function, since it plays a
crucial role in CMS valuations.

3.4.2 Annuity Mapping Function

In Section 3.2 we introduced the concept of an annuity mapping function, but stopped just before
we developed a method to determine it. The annuity mapping function, denoted by «(S(7p)),
in (3.16) is defined to be the function that maps the term P(Tp,T,)/A(Tp) to a function of the
swap rate ¢(S(Tp)). In general, the function ¢(-) is taken to be a payoff function. In our case
q(:) = g(+), where g(-) is given by (3.6). By making use of the tower property of expectations we
can write for the expectation in the expression of the CMS-linked cash flow given by (3.16),
ga | £To. Tp) P(To, Ty)

o(s()| 7| = 4[4 (ST | $(T5) = 5.7

8

A(To) A(To)
B P(Ty,Tp) B
= [ [P0 ) = s, 75 gt )
= B4 [a(S(T0))g(S(To))| Fol , (3.25)
where function a(s) is given by
g [PO T g
a(s) =E [ A(TY) S(Ty) = ,]-"0} . (3.26)

This result gives rise to the following useful lemma, presented in [37, pp. 726-727]:
Lemma 3.4.1 (Annuity Mapping Function for CMS-Linked Cash-Flow). The annuity

mapping function «(s) in (3.16) may be written as a conditional expectation,
P(TO,TP)

a(s) = EA { A(TY)

S(T()) = S,]:():| . (327)

This result is model-independent.

Lemma 3.4.1 clarifies the role of various methods of linking discount bond values to rates
in order to value approximately single-rate derivatives. The methods that can be used are
for instance TSR models and/or approximations inspired by term structure models. So, these
methods can be seen as approximations to the true annuity mapping function defined by the
conditional expected value in (3.27).

3.5 TSR Models

In this section we present four different TSR models. Two of these TSR models are established
in the literature, namely the linear TSR model and the swap-yield TSR model. The other two
TSR models we developed ourselves, and they are both based on interpolation. We will refer to
these TSR models as the linear interpolation and log-linear interpolation TSR models.
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3.5.1 Linear TSR Model

As stated previously in Section 3.4.1 a TSR model must satisfy the no-arbitrage, consistency and
realism conditions. The important specifications of the linear TSR model are given by Lemma
3.5.1.

Lemma 3.5.1 (Specifications Linear TSR Model). The linear TSR model is obtained by

specifying (5. 1)
(s,

qu\,[;ol Tnﬂ-(sa Tn-‘rl)

where a(-) and b(+) are deterministic functions. The three necessary conditions, the no-arbitrage,
consistency and realism condition impose the following requirements:

— a(M)s +b(M), M >T, (3.28)

e Requirement 1:

b(M) = L f( 0]‘)4 ) _ a(a)S(0) (3.29)
e Requirement 2:
b(To) = b(Tn), 3.30)
a(Tp) =1+ a(Tn) 31)
o Requirement 3:
N—-1
Z Tna(Tn—l—l) =0, (332)
v
n=0

To complete the model specification we must proceed as follows:
1. First choose coefficients {a(Th),...,a(Tn)} subject to condition (3.52).

2. Neaxt calculate a(T) = a(Ty) from (3.31) and the remaining a(M)’s by linear interpolation
Of {G(Tl), cee ,a(TN)}.

3. Finally calculate all b(M)’s via (3.29).

Proof. The proofs of identities (3.29), (3.30), (3.31), (3.32) and (3.33) are given in Appendix
A.6. O

Due to the linear relationship between the market rate and annuity-discounted bonds one
of the features of the linear TSR model is that it has good numerical tractability. The linear
TSR model is rather popular in financial applications because of this nice feature, although the
assumed linear relationship is not completely realistic. So, the decision in favor of the linear
TSR model should be made on a case-by-case basis.

The linear TSR model (3.28) is considered to be a rather flexible model, since the coefficients

{CL(Tl), ce ,CL(TN)},

can essentially be selected independently, subject only to condition (3.32).
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Remark 3.5.2. Note that it is still not possible to obtain the values of the respective coefficients,
since the obtained system of equations cannot be solved.

Even if the system of equations could be solved we would not want to deal with all these
coefficients individually. It is not clear what the financial implications would be for the various
choices of the coefficients. The transparency, one of the nice features, of the linear TSR model
would be lost. Therefore, we will parameterize a(-) by a single parameter that also has a financial
interpretation.

Simple Version

Note that the coefficients a(-) essentially define the shape of the yield curve at time T for different
levels of the state variable S(7'). We can estimate a(-) by making assumptions about the yield
curve. In the simple version we assume that the time T yield curve is very low, which means
that S(7T') is close to zero. We must have

P(T,M) _ 1

AT) TN (3.34)

Since we may write
Pf(}]\)@ = B4 [a(M)S(T) + b(M)| S(T) = 0], (3.35)
= b(M), (3.36)

this suggests setting
o) = L <P(O, M) _ b(M>) (337

S(0) A(0) ’ .
1

b(M) = SV (3.38)

where the equation for a(M) follows from the no-arbitrage condition (3.29). However, this is a
very crude approximation and in the next section we will consider a better way to estimate a(-),
which we will call the mean reversion version.

Before we look into the mean reversion linear TSR model we will perform our first numerical
experiment concerning TSR models. We will calculate the price and convexity adjustment of
a CMS caplet for various strikes using the simple version of the linear TSR model. The CMS
caplet we consider has as underlying the 10 year (10Y) CMS rate (swap rate) with 12 months
(12M) frequency. The prices of CMS derivatives will generally be given in basis points (bps),
because this is market standard. A basis point is 1/100 of one percent, 1bp = 10~%. The market
data that was used is from 2013 and is given by Table B.1 and Table B.2; which can be found
in Appendix B. The results are given in Figure 3.1.

Figure 3.1 shows that we can already observe that there is a difference between the expec-
tation of (S(Tp) — K)* under the forward measure and the expectation of (S(7p) — K)* under
the annuity measure when the simple version of the linear TSR model is used. In the next
paragraph we will compare the performance of the simple version of the linear TSR model to
the performance of the mean reversion TSR model.
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Expectation under different measures - linear simple — 2013

CMS convexity adjustment - linear simple — 2013
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Figure 3.1: Expectation under different measures and CMS convexity adjustment of a CMS
caplet on 10Y CMS rate with 12M frequency using the simple version of the linear TSR model.

Mean Reversion Version

In the mean reversion version the coefficients of the linear TSR model are connected to a mean
reversion parameter. This has two major advantages, first of all it reduces the number of
parameters that need to be specified and secondly the new single parameter has strong financial
implications. Calibrating this mean reversion parameter is not straight-forward. The mean
reversion parameter could be derived from prices of traded derivatives. The precise connection
of a(-) to a mean reversion parameter is given by Lemma 3.5.3.

Lemma 3.5.3 (Mean Reversion Linear TSR Model). In the mean reversion linear TSR
model, the coefficients a(-) in (3.28) are connected to a mean reversion parameter, denoted by
», by the following relation

PO, M)(y — G(T', M))

M) = nt>T 3.39
9O = B0, Ty G, Tn) + A =T (3.39)
where N1
v = Zn:_() TnP(OaTn+1)G(T7 Tn+1) (3 40)
A(0) ’ ‘
and G(-,-) is the function of mean reversion given by
1—e—#(T—1)
= - 0
G(t,T) = w o Jor x>0, (3.41)
T—t, for »x=0.
The coefficients b(-) can be obtained directly by substituting a(-) in (3.29).
Proof. The proof is given in Appendix A.7. O

Linking a(-) to mean reversion leads to a more intuitive parametrization and also ensures
better risk management.

As the second numerical experiment concerning TSR models we will compute the CMS
convexity adjustment of a CMS caplet on 10Y CMS rate with 12M frequency, we will use the
same market data as before . We use different values for the mean reversion parameter. The
results are shown in Figure 3.2.

3The market data from 2013 will be used for all TSR models in the upcoming subsections.
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CMS convexity adjustment — linear TSR model - 2013
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Figure 3.2: CMS convexity adjustment of a CMS caplet on 10Y CMS rate with 12M frequency
using the linear TSR model.

In Figure 3.2 also the results of the simple version of the linear TSR model are given. We
first note that the values of the CMS convexity adjustment computed with the different TSR
models are relatively close. However, usually a CMS cap/floor is a product of a long-term CMS
rate (>10Y) with frequency 6M or 3M. Therefore, already a small difference in the CMS option
price and CMS convexity adjustment is significant. Especially, since the notional values for these
kinds of derivatives are usually quite large. The computed CMS convexity adjustment is the
smallest for the simple version of the linear TSR model. The fact that the simple version of the
linear TSR model performs satisfactory is probably due to the fact that interest rates were low
in 2013, the yield curve was relatively flat. If the yield curve becomes less flat the performance
of the simple version of the linear TSR model is expected to decrease. Therefore, we will not
consider the simple version of the linear TSR model for valuation of CMS options. For the mean
reversion linear TSR model the computed CMS convexity adjustment increases as the value of
the mean reversion parameter ¢ increases.

To see that there is also a timing effect, we investigate the effect of moving the start date
further into the future on the value of the CMS convexity adjustment of a CMS swaplet. We
will do this by means of a simple example, but first we present the following useful lemma:

Lemma 3.5.4 (CMS Price and CMS Convexity Adjustment under Linear TSR
Model). Using the linear TSR model for a CMS swaplet we can write the CMS price and
CMS convexity adjustment in the following form,

V,ems(0) = S(0) + P(f;(OT)p)aVarA (S(Tn)), (3.42)
Ayenrs(0) = P(fé(%)a Var (S(Ty,)) . (3.43)
Proof. The proof is given in Appendix A.8. O

Example 3.5.5 (Timing Effect). We consider the problem of pricing a CMS swaplet on a
10Y CMS rate with 6M frequency. Today’s date is 20-nov-13. We will consider different start
dates, namely: 20-nov-14, 20-may-15, ..., 20-nov-23. The payment dates are equal to the start
dates. Since we are pricing a swaplet, we have K = 0. Furthermore, we assume that interest
rates are flat at 5%. We can then obtain our bond prices by making use of Lemma 2.4.1,

P(0,T,) = ¢ 05T (3.44)
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where T, denotes the tenor of the swaplet. For simplification reasons we will keep the wvalue
for the swap rate constant. The swap rate is assumed to have a log-normal distribution with a
constant volatility of o = 17% for all fizing dates. Since the swap rate is assumed to have a
log-normal distribution with a constant volatility parameter we have

VartS(T,) = BA [S(T,)?| Fu] — (BA[S(Ty)| Fo))
= 5(0)%e”° T — 5(0)2
= 5(0)2(e”" T — 1). (3.45)
From (3.45) and Lemma 3.5.4 it follows that

Voeus(0) = S(0) + Pé(%)asm)? (engn - 1) , (3.46)
Agens(0) = P(‘%((%))asm)? <e”2Tn - 1) : (3.47)

Figure 3.3 shows the CMS convexity adjustment for the CMS swaplet on a 10Y CMS rate with
6M frequency at different times of maturity for different versions of the linear TSR model.

CMS convexity adjustment — timing effect — linear TSR model

50— -
linear simple
---linear mrev =0
linear mrev = 0.1
40

linear mrev = 0.2

30r

Agens© 1PS]

10r

4 6
T, [years]

Figure 3.3: Simple example for the timing effect. The convexity adjustment of a CMS swaplet
on 10Y CMS rate with 6M frequency is computed using the linear TSR model and simplifying
assumptions.

From Figure 3.3 in Example 3.5.5 we can clearly see that as the start date moves further
into the future the convexity adjustment for the CMS swaplet increases, indicating that there
may be a timing effect.

3.5.2 Swap-Yield TSR Model

Arguably the most popular TSR model in the financial industry is the swap-yield TSR model. Its
popularity stems from the fact that only a single assumption is necessary to derive the annuity
mapping function. The assumption that is made, as we we will show later, is that all underlying
swap rates are approximated by a single swap rate. The derivation of the Swap Market Model
(SMM), a sophisticated model (a term structure model), is actually based on all underlying
swap rates, [13].

We will now proceed with the actual derivation of the annuity mapping function. Re-
member that the annuity mapping function is defined to be the function that maps the term
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P(Ty,T,)/A(Tp) to a function of the swap rate. To derive an expression for (3.27) based solely
on swap rates, we start by writing the annuity as follows,

Aon(To) = ZTn (To, Tn+1)

N—2
= Z T P(To, Tt1) + N1 P(T0, TN)
n=0
= Aon—1(To) + 751 P(To, Tn). (3.48)

The annuity can also be written in the following form:

Ao n(To) = ZTn (To, Thy1)

_ ZnN:O1 70 P (10, Tit1)
B — P(To, Tn)

_ Yo P(To, Ts)
- P(Ty,T) — P(Ty, Ty)

(1 - P(To,Tn))

(1 - P(To,Tn))

1
- (1- P(Tp,Ty)). 3.49
Sovgy (L P TN)) (3.49)
From (3.49) we see that,
P(Ty, Ty) =1 — Son(To)Ao n(Tp). (3.50)

Now, substituting (3.50) in (3.48) we get:
Ao Nn(To) = Ao n—1(To) + Tnv—1(1 — So,n (T0) Ao, (Th))-

Rewriting gives us the following useful recursive expression:

1

AO N(TO) 1 + TN — 1So N(T())

(Tn—1 + Ao,n—1(T0))- (3.51)

Unwrapping the recursion in (3.51) we obtain:

N— n
Ao.n(To) 3.52
o (To) nz% 1;[ 1 +TzS0 it+1(To) (8.52)

From (3.52) we see that the ZCBs, P(T,T,) with n > 1 are given by:

n—1
1
P(Ty,T,) = . 3.53
(To, Tn) g 1+ 7:80,i+1(To) (3.33)

Equation (3.53) is an expression depending solely on the swap rates. We now make another
simplifying assumption. We approximate all underlying swap rates Sp;1+1(7p) in (3.53) by a
single swap rate Sy v (1p). It follows that the mapping functions for the swap-yield TSR model
are defined by

n—1

w(s, M) =[] L (3.54)

1+7;s

1=0



CHAPTER 3. PRICING CMS DERIVATIVES WITH TSR MODELS 30

Formula (3.54) essentially tells us to discount all cash flows after Tj at the same rate, namely
a rate given by the realized swap rate Sy n(7). Another useful observation to make is that we
can write the annuity as follows,

1 = 1
Aon(Tp) = o (7o) (1 — ]1 Yo Tz'SO,N(TO)> : (3.55)
Assuming the payment date is equal to the start date we have,
P(Ty,T,) = P(Ty, Tp) = 1. (3.56)
Thus, the annuity function is given by:
a(s) =17 HiBl - (3.57)

We highlight this result by listing it as a lemma, Lemma 3.5.6. Additionally, Lemma 3.5.6 gives
expressions for the first and second derivatives of the annuity mapping function®.

Lemma 3.5.6 (Annuity Mapping Function for Swap-Yield TSR Model). The annuity
function and its first and second derivatives for the swap-yield TSR model are given by:

a(s) =2, (3.58)
z
d d
do _ g — Vg (3.59)
ds 227 '
2 2
pa_ (1 -088) 2% (2 -ot) »
ds? 23 ' '
where
dy d%y
= —-— = .61
N—-1 1
=1- 3.62
‘ g 1+m7s’ (3.62)
N-1 N-1
dz 1 Ti
= = 3.63
ds H1+TiSZI+TZ~s’ (3.63)
=0 =0
2
2 e NeL N-1 o N-l . 2
- == . 3.64
o\ () "D X (55 @5
=0 =0 =0 =0
Proof. The proof is given in Appendix A.9. O

To be considered as a proper TSR model the swap-yield model must satisfy the no-arbitrage,
consistency and realism conditions. The realism condition is satisfied, as follows directly from
(3.54). The consistency condition (3.24) is satisfied automatically as the following identity holds,

1—7(s,Tn)
>ns Tam(s, Tos)

However, the current form of the swap-yield TSR model is not arbitrage-free, as (3.23) is not
satisfied.

4The first and second derivatives are needed in the replication method, Lemma 3.3.1. They are not trivial
from the annuity mapping function as is the case for the linear annuity mapping function.
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Arbitrage-Free Swap-Yield TSR Model
Clearly, the swap-yield TSR model violates the no-arbitrage condition, since

P(0,T})

E* [a(S(Th))| Fo] # A0)

(3.65)

However, this problem can be fixed by re-scaling the original annuity mapping function. We
obtain the new annuity mapping function a(s) in the following way:

i(s) £ ]ch’), (3.66)
where
a=E4[a(S(Tv))| Fol (3.67)

Now, we can check that indeed the no-arbitrage condition is satisfied, as we have

EA [6&(5(T0))| J—_-O] _ ]EA |:P(O7TP) a(S<TO))

A0) W

_ P0.T) a(S(Th))
= A(0) EA[EA[a(S(TS))Ifo] g }
_P(O,Ty)
— A(0)

We also obtain a new valuation formula which can be written in the following convenient form,

Voeus(0) = p(AO(OzZ)EA [6(S(To))g(S(Ty))| Fol
- 76 {P Sﬁl Dy (s 7|
A ( (Tv))g
—F |: [a(S TO |.7:0
_ EALS(S(T))| Fo]
— EA[a(S(T0))| Fol (3.68)

Remark 3.5.7. Two important observations are:

e The correction (3.60) is useful even for arbitrage-free models, where the no-arbitrage con-
dition (3.65) holds in theory. This follows from the fact that in practice the no-arbitrage
condition can be violated by the used numerical scheme. Therefore, the valuation formula
(5.68) can also be useful for other types of TSR models.

e The use of valuation formula (3.68) doubles the computation time.

We again compute the CMS convexity adjustment of the CMS caplet on 10Y CMS rate with
12M frequency, and the result is given in Figure 3.4.

If we compare Figure 3.4 to Figure 3.2 we see that the result of the swap-yield TSR model
is closest to the result of the mean reversion linear TSR model with s = 0.

As a final note, the main downside of the swap-yield TSR model is its lack of explicit control
over the shape of the yield curve at time 7. In the linear TSR model we have explicit control
over the yield curve at time 7', which was done by imposing a link between parameters of these
models to a mean reversion parameter.
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CMS convexity adjustment — swap-yield TSR model - 2013
4.5 T T T
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Figure 3.4: CMS convexity adjustment of a CMS caplet on 10Y CMS rate with 12M frequency
using the swap-yield TSR model.

3.5.3 Interpolation TSR models

The linear and especially the swap-yield TSR model are relatively well-established in the litera-
ture. As we specified earlier, the annuity mapping functions of these TSR models can be seen as
approximations of the true annuity mapping function defined by the conditional expected value
in (3.27). We will propose two new TSR models that are based on interpolation. The value of
ZCB P(Ty,Tp) is known. Furthermore, it can also be assumed that we know the value of the
swap rate So n(7p). Therefore, using the definition of the swap rate we can obtain an expression
for P(Ty,Tn).

Linear Interpolation TSR model

The first interpolation TSR model we will develop is based on linear interpolation of the ZCBs,
we will therefore call it the linear interpolation TSR model. We make use of the following type
of interpolation:

P(Ty, Ty) = 0,P(To, To) + (1 — 0,) P(To, Tn), (3.69)

for Ty <T,, < Tn. Since P(Ty,Tp) = 1, we obtain
P(To, Tn) =0, + (1 - Qn)P(T(),TN). (370)

Substituting (3.70) in the definition of the annuity we obtain:

N—1
Aon(To) = > TP (To, Tny1)
n=0
N—1
= Tn (0n+1 + (1 - 9n+1)P(TOa TN))
n=0
N-1 N—-1 N—-1
= > 71 + P(To, ) (Z T ) TnenH) : (3.71)
n=0 n=0 n=>0
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For notational convenience we write,

N-1
INEE (3.72)

n=0

N-1
T2=Y Tubni1. (3.73)

n=0

So we have:

A07N(T0) =19+ P(T(), TN) (Fl - Fg) . (374)

From (3.74) it follows that for the swap rate we obtain,
P(Ty, Ty) — P(To,TnN)

To) =
So,n (To) Ao (To)

1— P(Ty, Tn)
= . 3.75
I's + P(To, TN) (Fl - FQ) ( )

From (3.75) we find the following expression for P(Ty, Tx):

1 =TS0 v (Tt
P(To, Tx) = SN T0) (3.76)

1+ (T —Tg)Son(To)
Substituting (3.76) in (3.74) gives us the following expression for the annuity:

Ao (1) =T+ 01 B2 e

o (1 + (1 = T2)Son(To)) | (T'1 —T2) (1 —T280,n(T0))

1+ (T —T2)Son(T) 1+ (I'y = T9)So.n(Tp)

_ 'y + P1F250’N(T0) — ngo,N(Tg) +Iy — F1F2S0,N(TO) —I'y+ —FgSoyN(To)
B 1+ (I'y = T'2)So,n (Th)

Iy
= ) 3.77
1L+ (I'y = T'2)So,n(To) (8.77)
Thus, we obtain the following annuity mapping function,
Iy =T 1
a(s) = T 5+ T (3.78)

where T';,T'y are given by (3.72) and (3.73), respectively. The consistency and reasonability
conditions are satisfied automatically, as was the case for the swap-yield TSR model. Coefficient
I's can be chosen such that the linear interpolation TSR model is arbitrage-free. Remember that
for a TSR model to be arbitrage-free,

EA [a(S(Th))| Fo] = Pff(’(ip), (3.79)
must hold. We have,
_ A _
EA [a(S(Ty)| Fol = 1+ (I 1;21)]]3 [S(Tv)] _ 1+ (I I111})5(0)' (3.80)
If we set
L+ Iy ~T2)8(0) _ P(0,T,) 1)

I A(0)
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it follows that coefficient I's must be chosen such that

B 1 (P(0,T,)I
Ty=T) — 50 ( a0 1) . (3.82)

The obtained result is summarized by Lemma 3.5.8.

Lemma 3.5.8 (Annuity Mapping Function for Linear Interpolation TSR Model). The
annuity function for the linear interpolation TSR model is given by:

I —TIy 1
a(s) = T, s+ T (3.83)
where 'y, Ty are given by
N—-1
N (3.84)
n=0
1 (P(0,T,)I
Iy =14 — P —1]. 3.85
=155 (T ) 359

We will again compute the CMS convexity adjustment of the CMS caplet on 10Y CMS rate
with 12M frequency. Since the market standard is the swap-yield TSR model, we will compare
the results of both models. The results are given in Figure 3.5.

CMS convexity adjustment - linear interpol vs swap-yield — 2013
4.5

__________ ‘ ‘ linear interpol
4 ---swap-yield

4
K [%]

Figure 3.5: CMS convexity adjustment of a CMS caplet on 10Y CMS rate with 12M frequency
using the linear interpolation TSR model.

Figure 3.5 shows that the results of the linear interpolation TSR model are close to the
results of the swap-yield TSR model. In fact, the difference between the calculated convexity
adjustment of the two models is smaller than 1bp.

Log-Linear Interpolation TSR model

The second TSR model we will develop is based on linear interpolation of the logarithm of ZCBs,
which can be a better way to describe the future yield curve movement. Therefore, we will call
it the log-linear interpolation TSR model. We make use of the following type of interpolation:

 In-T,
 Tn =T

Tn - TO

log(P(To, T7)) T —To

log(P(Ty, Ty)) + log(P(Ty, Tv)). (3.86)
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for Ty < T,, < Tn. Using the fact that P(Tp,Tp) = 1, we obtain

T, — T
log(P(Ty, Ty)) = ——2 log(P(Ty, T )).- (3.87)
I'n —To
Rewriting (3.87) we get the following expression for P(Ty,T},),
Ty —T,
P(Ty, T,)) = P(Typ, Tyy)™nT0. (3.88)

Proceeding in the same fashion as we did with the linear interpolation TSR model, making use
of the definition of the swap rate, we find
1— P(Ty,Tn)

Tpy1—To °

Zif;ol o P(To, Tn) T~n—To

So.n(To) = (3.89)

Unfortunately, we can not obtain an expression for P(Ty, Tx) analytically, but we can solve it
by a few iterations of a numerical root finding algorithm. We can rewrite (3.89) as follows,

N-1

Tny1—To
Sov(To) Y muP(To, Ty) ™-T0 + P(Tp, Tiy) — 1 = 0. (3.90)
n=0
Next, we set P(Tp,Tn) to be the solution, z(S(7p)), of the equation
N-1 Tp+1—To
Son(T0) Y mz(S(Tp)) ™™-T0 + 2(S(Tp)) — 1 = 0. (3.91)
n=0

We get the following expression for the annuity,

N-1

T’IL+17TO
Ao (To) = D mu(2(S(Tp))) ™70 . (3.92)
n=0
Thus we obtain the following annuity mapping function,
1
als) = T Ty - (3.93)

Yoo Ta(2(s)) TN
As was the case for the linear interpolation TSR model, the consistency and reasonability con-
ditions are again satisfied automatically. However, this TSR model is not arbitrage-free. To fix
this problem we can make use of valuation formula (3.68). Besides the use of valuation formula
(3.68), also a numerical root finding algorithm has to be used to calculate the values for the an-
nuity mapping function. Meaning that the log-linear TSR model has the highest computational
cost of the considered TSR models, although the computational costs are still very low when
compared to sophisticated models.
The annuity function and its derivatives are given by Lemma 3.5.9.

Lemma 3.5.9 (Annuity Mapping Function for Log-Linear Interpolation TSR Model).
The annuity function and its first and second derivatives for the log-linear interpolation TSR
model are given by:

1
a(s) = , 3.94
T S e o
da  Ti(s)
& = Tols)’ (3.95)
d? C To(s) Ll — 1y (s) L2
a52() SO (3:96)
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where ¥, = %;’\‘;C%’) and
d N-1
Ti(s) = s Tt y12(s)"m 07, (3.97)
n=0
N—-1 2
To(s) = (Z Tnz(s)ﬂw) : (3.98)
n=0
dY,  d?z A p1 (d2)\? "= Doir—2
K = —@ nZZO Tnﬂn—f—lz(s) - % 7;) Tnﬁn—f—l(ﬁn-i-l - 1)2’(8) e (399)
N—-1 N—-1
dY d
d—; =2 (Z Tnz(s)ﬁ"“) (di Z Tnﬁn+12(5)ﬁn+ll> . (3.100)
n=0 n=0
The first and second derivatives of z(s) with respect to s are given by,
— N-1 Int1
& e Tl .101)
ds 145> 0 TaUnt12(s)0n1-1
Pz _ —F Yo Tlniz(s)’

ds? 1+s Zg;ol TnOny12(8)0n+1—1

(Zf:;‘ol TnZ(S)19”+1> (Zg:_ol TnUny12(s) 171 4 s% Zf;ol TnUnt1(Ung1 — 1)2(8)19”*1_2)

N-1 Inir—1)>
14+ 5Y —o TnUns12(s)Vn+1

+

(3.102)
Proof. The proof is given in Appendix A.10 O

For this model we will also compute the CMS convexity adjustment of the CMS caplet on
10Y CMS rate with 12M frequency. We will again compare the results to the results obtained
with the swap-yield TSR model. The results are given in Figure 3.6.

CMS convexity adjustment — log-linear interpol vs swap-yield — 2013
4.5 T T

__________ log-linear interpol
4 ---swap-yield

4
K [%]

Figure 3.6: CMS convexity adjustment of a CMS caplet on 10Y CMS rate with 12M frequency
using the log-linear interpolation TSR model.

Figure 3.6 shows that the results of the log-linear interpolation TSR model and the swap-
yield TSR model are almost identical.

To evaluate the performance of the respective TSR models additional numerical experiments
are necessary, which we will perform in the next section.
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3.6 Numerical Experiments

In this section we will perform more numerical experiments to get better insight in the perfor-
mance of the different TSR models. Besides the market data from 2013 we will now also make
use of market data from 2007. The market data from 2007 is given by Table B.8 and Table
B.9; which can be found in Appendix B. We will compare the difference in prices computed
with the different TSR models and a reference model. The swap-yield TSR is chosen as the
benchmark /reference model, since currently it is the most popular TSR model that is used in
the market.

Remark 3.6.1. The swap-yield TSR model is not necessarily better than the other TSR models
that will be considered. It is simply used as a benchmark, since there are no other references
available.

The price that is calculated with the reference model will be denoted by V,.t. The difference
between the price computed with a chosen TSR model and the reference model will be denoted
by ¢, where ( is defined as:

¢ = Vecms(0) — Viet.

Besides looking at the difference in prices computed by the different TSR models we also study
the volatility and timing effects.

3.6.1 CMS Caplet Price: 2007 vs 2013

To gain insight into the performance of the different TSR models we will price a CMS caplet®
on a 10Y CMS rate with 12M frequency for market data from 2007 and 2013. The computed
CMS caplet prices and ¢ for 2007 and 2013 are given in Figure 3.7.

If we compare the results of 2007 with 2013, we can make a number of observations. First, we
note that the performance of the respective TSR models is similar for both 2007 and 2013. The
computed CMS caplet prices with the respective TSR models only differ slightly from the price
computed with the reference model. For both years the results of the log-linear TSR model are
closest to the results of the reference model, although the results of the mean reversion linear
TSR model with > = 0 are also quite close. We also observe that the differences for 2013
are larger than the differences for 2007, which is probably due to the fact that the volatilities
observed in 2013 are more extreme. The fact that the differences for 2013 are bigger than for
2007 is an indication that it is now of even more importance to choose a correct TSR model for
the pricing of CMS derivatives.

®The reason that we price a CMS caplet/floorlet instead of a CMS cap/floor is that to price a CMS cap/floor
a lot more market data has to be used. We can already draw our conclusions about the model performance from
the pricing of a single CMS caplet/floorlet, since a CMS cap/floor is just a sum of CMS caplets/floorlets.
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Figure 3.7: Prices of a CMS caplet on 10Y CMS rate with 12M frequency for 2007 and 2013 -
mean reversion linear TSR model, linear interpolation TSR model and log-linear interpolation
TSR model vs reference model.

3.6.2 Investigate the Timing Effect

Next, we wish to investigate the timing effect. We already observed the timing effect to some
extent in Example 3.5.5, but this time we will make use of the market data of 2007 and 2013.
We will again make use of different start dates to study the timing effect. Originally the start
date of the CMS caplet we considered was 1 year from today, Figure 3.7. We will now consider
start dates up to 10 years from today. In Figure 3.8 ( is given for 2007 and 2013 for two different
starting dates.

From Figure 3.7 and Figure 3.8 it is clear that moving the start date further into the future
leads to an increase in ¢ for both market data from 2007 and 2013. From this we can infer that
there is indeed a timing effect. We also note as before that the differences in prices for 2013 are
larger than the differences in prices for 2007.
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Figure 3.8: Price differences for a CMS caplet on 10Y CMS rate with 12M frequency for 2007
and 2013 - mean reversion linear TSR model, linear interpolation TSR model and log-linear
interpolation TSR model vs reference model. Using different start dates, Ty = 5 and Ty = 10.

3.6.3 Investigate the Volatility Effect

To investigate the volatility effect we will again price a CMS caplet on a 10Y CMS rate with
12M frequency for low and high volatilities. We will partly use the market data from 2013, only
now we will assume that the volatility is constant. We consider the case where the start date
is 10 years from today, Ty = 10. The calculated CMS caplet prices for low and high constant
volatility are given in Figure 3.9.

From Figure 3.9 it is obvious that for high volatility the computed CMS caplet prices with
the different TSR models differ more than for low volatility, indicating that there is a volatility
effect.
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Figure 3.9: Prices of a CMS caplet on 10Y CMS rate with 12M frequency using different TSR
models for low and high volatilities. The volatility is assumed to be constant, oj, = 0.1 and
Ohigh = 0.9.

3.6.4 No-Arbitrage Condition

Two of the TSR models we considered are actually not arbitrage-free and we had to make use of
rescaling by using valuation formula (3.68) instead of the theoretical valuation formula (3.17).
In order to show the necessity of the rescaling, we will check if the no-arbitrage condition (3.79)
is satisfied, we compute the difference,

P(0,T,)

E4 [a(S(Tv))| Fo — A(0)

(3.103)

for the swap-yield, linear interpolation and log-linear interpolation TSR models. The results are
given in Figure 3.10.
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Figure 3.10: Test for the no-arbitrage condition. The difference given by (3.103), is computed
with the swap-yield TSR model, the linear interpolation TSR model and the log-linear interpo-
lation TSR model.

The mean reversion linear TSR model is arbitrage-free by definition, but additional work
needs to be done to obtain a correct value for the mean reversion parameter ». As of yet we do
not have a method to properly calibrate this mean reversion parameter. The linear interpolation
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TSR model on the other hand requires no additional calibration and the model is arbitrage-free
by construction. From Figure 3.10 we can conclude that indeed the linear interpolation TSR
model is arbitrage-free by construction, while the swap-yield TSR model and the log-linear
interpolation TSR model are certainly not arbitrage-free.

Since, not every TSR model is arbitrage-free a fairer way to compare the TSR models is by
not making use of the rescaling in the annuity mapping function. We will again compute the
CMS caplet on a 10Y CMS rate with 12M frequency, but this time we will use valuation formula
(3.17) for all TSR models. The reference model is still the same as before, the swap-yield TSR
model where we make use of rescaling. The results are given in Figure 3.11.
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Figure 3.11: Prices of a CMS caplet on 10Y CMS rate with 12M frequency for 2007 and 2013
- no-rescaling - swap-yield TSR model, mean reversion linear TSR model, linear interpolation
TSR model and log-linear interpolation TSR model vs reference model.

From Figure 3.11 it is clear that for the swap-yield TSR model and the log-linear TSR model
the rescaling is absolutely necessary to obtain the correct price. For the remaining TSR models
there is no notable difference when we use either (3.68) or (3.17). So, from this point of view
the mean reversion linear and the linear interpolation TSR model are superior to the swap-yield
and log-linear TSR models.
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3.7 Conclusions

CMS-based products are widely used by insurance companies and pension funds in their Asset
& Liability Management, because these institutions are very vulnerable to movements in the
interest rates. CMS caps and floors are collections of options on CMS rates. The pricing of
these products has to be efficient and accurate. However, the use of sophisticated models is not
always desirable due to too time-consuming calculations. Therefore, different approaches are
used in practice.

One of these approaches is the use of a Terminal Swap Rate model. TSR models are obtained
by using the TSR approach. The TSR approach can be used when the dependence on the
additional discount bonds is sufficiently small, so that primarily the swap rate determines the
payoff.

We have demonstrated that it is convenient to change to the annuity measure when pricing
CMS derivatives. We used the replication method to price a single CMS-linked cash flow. To
compute the implied volatilities for different strikes we made use of Hagan’s formula.

We have considered two types of TSR models described in the literature, namely the linear
TSR model and the swap-yield TSR model. We also developed two new TSR models both
based on interpolation, the linear interpolation TSR model and the log-linear interpolation TSR
model.

Many numerical experiments were performed to study the performance of the respective TSR
models. We considered market data from 2007 and 2013. The results for both sets of market
data were similar, but we did observe that the differences for the year 2013 were bigger than for
the year 2007, which is probably due to the fact that the volatilities observed in 2013 are more
extreme. Therefore, nowadays correct valuation of CMS derivatives is of even more importance.

We have seen that depending on the chosen TSR model the computed price of the CMS
option can differ. We also showed that there is a timing and a volatility effect. The further
the start date is moved into the future the bigger the differences will be between the computed
prices of the CMS derivative with the respective TSR models, indicating that there is a timing
effect. We also demonstrated the volatility effect, by showing that for higher volatilities the
price differences between the respective TSR models are larger.

From the numerical experiments we have seen that all TSR models have their pros and cons.
The swap-yield TSR model is most widely used in the financial industry. Its popularity stems
from the fact that only a single assumption is necessary to derive the annuity mapping function.
The assumption that is made, is that all underlying swap rates are approximated by a single
swap rate. A downside of the swap-yield model is that it is not arbitrage-free. A rescaling
has to be used to correctly calculate the price of the CMS option price, which doubles the
computation time. The mean reversion linear TSR model is arbitrage-free by definition. Of the
four considered TSR models the mean reversion linear TSR model is the only TSR model that
incorporates a mean reversion parameter, making it the most flexible TSR model. However,
calibrating this mean reversion parameter is not straight-forward and is an issue that should be
further researched. The linear and log-linear interpolation TSR models on the other hand require
no additional calibration. The linear interpolation TSR model is based on a linear interpolation
of the zero-coupon bonds. Another advantage of this model compared to the swap-yield TSR
model is that it is arbitrage-free by construction. The log-linear interpolation TSR model is
based on a linear interpolation of the logarithm of zero-coupon bonds, which can be a better
way to describe the future yield curve movement. For the log-linear interpolation TSR model
the same rescaling as for the swap-yield model has to be used. Besides the necessary rescaling,
also a numerical root finding algorithm has to be used to calculate the values for the annuity
mapping function. Meaning that the log-linear TSR model has the highest computational cost of
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the considered TSR models, although the computational costs are still very low when compared
to sophisticated models.

So we would recommend the use of the log-linear interpolation TSR model to price CMS
options, depending on the view of the movement of the yield curve. When it is important to
reduce the calculation time, we recommend the use of the linear interpolation TSR model. If
more flexibility needs to be added we would recommend the use of the mean reversion linear
TSR model.

Usually a CMS cap/floor is a product of a long-term CMS rate (>10Y) with frequency 6M or
3M, so already a small difference when pricing a CMS caplet/floorlet is significant. Especially,
since the notional values for these kind of derivatives are usually quite large. So even these small
differences can lead to substantial losses. Thus obtaining a fast, efficient and accurate model to
price CMS derivatives is of vital importance.



Chapter 4

Copula Approach for Pricing CMS
Spread Derivatives

4.1 Introduction

In this chapter we look into the pricing of CMS spread derivatives by making use of the copula
approach. Specifically, we will focus on the pricing of CMS spread options. This chapter is
organized as follows.

In Section 4.2 we introduce CMS spread derivatives. Section 4.3 shortly describes the pricing
approach we are going to apply. In Section 4.4 copulas are discussed, in particular the Gaussian
copula. In Section 4.5 an efficient pricing formula for CMS spread options is derived, additionally
a Monte Carlo method is presented by which CMS spread options can be priced. In Section 4.6
several numerical experiments are performed. Finally, Section 4.7 concludes.

This chapter is mainly based on [37, pp. 765-815].

4.2 CMS Spread Derivatives

A CMS spread derivative is a financial instrument whose payoff is a function of the spread
between two swap rates of different maturity. This can for example be the 10-year swap rate
minus the 2-year swap rate. These type of derivatives are traded by parties that wish to take
advantage of, or hedge against, future changes in the slopes of specific parts of the yield curve.
Therefore, this type of derivative has become quite popular among insurance companies and
pension funds. The most common CMS spread derivatives are CMS spread notes/bonds (steep-
ener or flattener), CMS spread range accrual notes/bonds, and CMS spread caps and floors.
There are also other CMS spread derivatives that are not commonly traded in the market, but
they are embedded in other financial instruments. Examples of such CMS derivatives are CMS
spread digital options and CMS spread swaptions, [45].

The valuation of these CMS spread derivatives is an important subject of research for
both practitioners and academics. Our focus will be on the pricing of CMS spread caps and
floors, which are also referred to as a CMS spread options (CMSSOs). Typically banks use
CMSSOs to hedge the CMS spread swaps that they have entered into with customers. A CMS
spread cap/floor consists of a series of options which are also known as caplets/floorlets. Each
caplet /floorlet ensures the buyer protection for a single payment period. A cap protects against
an increase in the spread, whereas a floor protects against an inversion or reduction in the swap
rate spread. On each fixing date, if the underlying is above the strike (for a cap) or below the
strike (for a floor) the buyer receives a payout. As mentioned earlier, a CMSSO is an efficient

44
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way to exercise a view on the shape of the yield curve. In environments where the yield curve is
very flat, the forecasted spread is typically around zero. However from historical analysis, yield
curves tend to be characterized by low short term rates relative to longer term rates. In recent
times for example, the 10Y2Y spread in USD has been as high as 200bps. Therefore, in markets
where yield curves are currently flat, an investor could purchase a CMS spread cap based on a
10Y-2Y spread for a relatively low price. Subsequently, if over the tenor of the option the curve
normalizes, the investor will be ITM and generate a significant gain.
The payoff of a CMS spread option' is given by

Vemsso(Tp) = (@1.51(T) — w282(T) — K)™, (4.1)

where T), > T is the time of payment, S1(T") and S»(T) are two swap rates of different tenors
fixing at time T, K is the strike and w; and wo are the gearing factors of the respective swap
rates. The gearing factor defines which percentage of a swap rate will be used in the payout
calculation. The default value is 1, which represents 100%. Alternatively, the gearing factor can
for example be chosen to be 0.5 which represents 50% or 1.5 which represents 150%. We will
assume the default values for the gearing factors, so w; = ws = 1. In this case the undiscounted
value of a CMS spread option is given by?

Veusso(0) = ETr [ (S1(T) — So(T) — K)*| Fo] - (4.2)

The difficulty in pricing CMS spread derivatives arises from the fact that unlike a single interest
rate, a CMS spread rate can take both positive and negative values. The yield curve can move
in a way such that any part can be either flat, upward or downward sloping. It is this feature
that adds an extra complication in the pricing of derivative instruments for which a CMS spread
rate is the underlying.

4.3 Pricing Approach

Various approaches have been developed to value financial derivatives on spread rates. In Chap-
ter 3 we have seen that TSR models can be used to price CMS derivatives, which are single-
rate derivatives. The TSR models are much more convenient and easier from a mathematical
point of view compared to full term-structure models. It is generally more difficult to fit the
market-implied distribution of one particular rate with a model that simultaneously specifies
the dynamics of the whole yield curve. In addition, the TSR models are usually faster then a
full term-structure model. Given the highly traded volumes in many derivatives markets, there
is often not much room for pricing errors due to not being able to fit market-observable prices.
The same holds true for pricing CMS spread options, which have become fairly liquid in recent
years. Closed-form solutions for CMS spread options can be obtained only in rare cases, such as
the case of caplets and floorlets with zero strike in which the Margrabe exchange option formula
can be used, [29]. Most research regarding the valuation of CMS spread derivatives involves the
Libor Market Model (LMM) or Swap Market Model (SMM) (see [1], [3], [27], and [25]). It is
commonly assumed that each rate used to calculate the spread is log-normally distributed and
there may be a nonzero correlation between them. A downside to this approach is that it has
limited analytical tractability, as the linear combination of log-normal variables has an unknown
distribution. Our aim is to have a fast, analytical tractable and flexible (two-rate) model that
specifies the joint dynamics of only the two underlying swap rates.

'From here on when we talk about a CMS spread option we mean a CMS spread caplet unless specified
otherwise.
2The discounted value can be obtained by multiplying P(0,T,) to the RHS of equation (4.2).
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We recall that we can obtain the PDF 1)4(-) of each swap rate in the annuity measure from
the market prices of swaptions across strikes. By specifying annuity mapping functions «;(-)
given by,

P(T,T,)
Ai(T)

we can obtain the PDF of each swap rate in the T)-forward measure (see Section 4.5). The
formula (4.3) is exact. In numerical calculations, (4.3) will be approximated by the annuity
function of a chosen TSR model (see Chapter 3).

An important observation to make is that this approach will lead to some inconsistencies,
since each quantity P(T,T,)/A;(T), i = 1,2 will generally depend on both swap rates Si(T)
and Sa(T"). Therefore, the calculation of «;(s) should incorporate the dependence structure of
both rates. However, for tractability reasons the measure change related calculations are done
independently from the dependence structure modeling.

An important observation to make is that this approach will lead to some inconsistencies,
since each quantity P(T,T,)/A;(T), i = 1,2 will generally depend on both swap rates Si(T)
and S2(T'). Therefore, the calculation of «;(s) should incorporate the dependence structure of
both rates. However, for tractability reasons the measure change related calculations are done
independently from the dependence structure modeling.

auls) = E* |

Si(T) = s] , (4.3)

4.4 Copula

When the marginal distributions of S;(7') under the T)-forward measure are determined, the
joint distribution of (S1(T"), S2(T")) can be obtained by linking the margins with a so-called
copula. The word copula originates from Latin, meaning ’tie, connection or link’. So by using a
copula we are able to connect or couple marginal distributions into a multivariate distribution.
Since we will be dealing with CMS spread options, where we have two underlying swap rates we
will from here on focus our attention on two-dimensional copulas, also called bivariate copulas.
For a thorough treatment of copulas including the multivariate case we refer the reader to [32]
and [24]. The formal definition of a bivariate copula is given as follows, [32]:

Definition 4.4.1 (Bivariate Copula). A bivariate copula is a function C : [0,1]> — [0, 1] that
has the following three properties:

1. Yu,v € [0,1],
C(u,0) = C(0,v) =0, (4.4)

2. Yu,v € [0,1],
C(u,1) =u, C(1,v) =w, (4.5)

3. Yuy,ug,v1,v2 € [0, 1] with ug > uy,va > vy,

C(UQ, Ug) — C’(ul, Ug) — C(UQ, ’Ul) + C’(ul, Ul) > 0. (4.6)

Property 1 is called the groundness property of a function. A function satisfying Property 3

is called a 2-increasing function, this can be seen as the two-dimensional analogue of a nonde-

creasing one-dimensional function. As a consequence of property 1 and 3 additional properties
follow for a copula function, which we present in Lemma 4.4.2.

Lemma 4.4.2 (Additional Properties Bivariate Copula). Let C' be a bivariate copula. As
a consequence of the groundedness and 2-increasing property for copulas, the following additional
properties follow:
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1. C is nondecreasing in each variable.

2. C satisfies the following Lipschitz condition Yuy,ug, vy, v € [0, 1],
‘C(UQ,UQ)—C(ul,Ulﬂ S "UQ—U1|+"U2_U1|, (47)

it follows that every copula C' is uniformly continuous on its domain.

3. Yu € [0, 1], the partial derivative W

v it follows that,

exist for almost every v € [0,1]. For such u and

0C (u,v)
< ——7=<1. .
<= (4.8)
(u)

The analogous statement is true for the partial derivative 806u

0

4. The functions
0C (u,v) . 0C (u,v)

u— —22
ov ou

are well-defined and nondecreasing a.e. on [0,1].

(4.9)

Definition 4.4.1 and its additional properties given by Lemma 4.4.2 are rather technical.
Therefore, we will formulate an alternative definition of a bivariate copula with which we will
work, [37].

Definition 4.4.3 (Bivariate Copula (Alternative)). Consider a function C : [0,1]? — [0,1].
C(u1,u2) is said to be a bivariate copula function if it defines a valid joint distribution function

for a 2-dimensional vector of random wvariables, with each variable being uniformly distributed
on [0, 1].

The main attraction of the copula approach is that a copula separates the dependence struc-
ture of a multivariate distribution from its marginal distributions. The fundamental result of
copula theory is Sklar’s Theorem. But before we present Sklar’s Theorem we first state the
following useful result which is needed for the proof of Sklar’s Theorem.

Lemma 4.4.4. Let ¥ be a continuous distribution function. Then,
X ~ U if and only if ¥(X) ~ U|0,1]. (4.10)
Proof. The proof is given in Appendix A.12 O
The two-dimensional version of Sklar’s Theorem is given by Theorem 4.4.5.

Theorem 4.4.5 (Sklar’s Theorem (2-D version)). Let V¢ be a two-dimensional joint distri-
bution function with marginal distribution functions W1, Wo. Then there exists a two-dimensional
copula C such that for all® x € R?,

Wc(xl,.’ﬂg) == C(\I’l(xl),‘ljg(lj)). (411)

The bivariate copula C' is uniquely determined in (4.11) if the marginals V1, ¥y are continuous.
Otherwise, C is only uniquely determined on ran(Vy1) x ran(¥s), where ran(V;) is the range
of the function ;. Conversely, if C is a bivariate copula and V1, Vs are univariate distribu-
tion functions, then the function Ve defined in (4.11) is a bivariate distribution function with
marginals Uy, Us.

3Here R is the extended real line.
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Proof. The proof is given in Appendix A.13. O

So with Sklar’s Theorem it is possible to uniquely define a copula for a given bivariate
distribution function ¥ if the marginals are continuous. That is, we have to know the joint
distribution function of x1,zs to determine the copula function. However, we are actually
interested in the converse statement of Sklar’s Theorem. Specifically, given a bivariate copula
function and two marginal CDFs we can construct a two-dimensional joint distribution function.
Next, we state the following useful lemma:s:

Lemma 4.4.6 (Joint PDF of a Bivariate Copula). The joint PDF, {¢, associated with the
joint CDF, V¢, in (4.11) of a bivariate copula is defined as

Ye(z1, 22) = c(Pi(z1), Ya(z2)) b1 (z1)P2(z2), (4.12)
where
82
c(ui,ug) = 8u18u20(u1’ u2). (4.13)
Proof. The proof is given in Appendix A.14. O

There are several famous families of copulas, such as the Gaussian copula, Student-t copula
and the Archimedean copula. As introductory examples we will first consider for the two-
dimensional case the independence copula, Cip, the perfect dependence copula, Cp, and the
perfect anti-dependence copula Cap. The independence copula is perhaps the simplest example
of a copula. We introduce the uniform random variables Uy, Us. The two uniform random
variables underlying the copula are assumed to be independent. The perfect dependence copula
can then be formally defined as follows:

Definition 4.4.7 (Independence Copula). The copula function for the independence copula
s given by,
Crp = uy - ua. (4.14)

To obtain the copula that defines perfect dependence we set Uy = Us. We get:
P(U1 < up, Uz < ug)
Ur <up, Ur < ug)

Ui < min{uqy,us})

min{u, ug}.

Cp(u1,u2)

B(
B(

The perfect dependence copula can be formally defined as follows:

Definition 4.4.8 (Perfect Dependence Copula). The copula function for the perfect depen-
dence copula is given by,
Cp(u1,u2) = min{uy, ug}. (4.15)

The perfect anti-dependence copula is obtained by choosing Us = 1 — Uy, we obtain:
Cap(ui,ug) = P(Uy < up, Uz < uz)

(U1 <up,1-Us <ug)

(1—uz <Up <)

= (’LL1 + ug — 1)+.

P
P

So the perfect anti-dependence copula can be formally defined as follows:
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Definition 4.4.9 (Perfect Anti-Dependence Copula). The copula function for the perfect
anti-dependence copula is given by,

CAD(ul,’LLg) = (U1 =+ ug — 1)+. (4.16)

Figure 4.1 shows plots with the three described copulas. From Figure 4.1 it is clear that the
perfect anti-dependence copula bounds the independence copula from below, while the perfect
dependence copula bounds the dependence copula from above. In fact, these results hold for all
copulas, see Theorem 4.4.10.

Theorem 4.4.10 (Fréchet-Hoeffding Bounds). Any valid two-dimensional copula function
C must satisfy the Fréchet-Hoeffding bounds,

Cap(ur,uz) < C(ur,uz) < Cp(ur, u2), (4.17)
where Cap(ui,u2) and Cp(uy,uz) are given by (4.16) and (4.15).
Proof. The proof can be found in [32]. O

So, the perfect dependence and anti-dependence copulas can be used to bound any copula. The
perfect anti-dependence and dependence copulas are also referred to as the lower and upper
Fréchet-Hoeffding bounds.

Next, we will consider the copula that we will apply in the pricing of our CMSSOs, the
Gaussian copula. The Gaussian copula is the copula that is most widely known and used in
finance. In particular, we will consider the two-dimensional Gaussian copula, also called the
bivariate Gaussian copula. The bivariate Gaussian copula is constructed from the bivariate
normal distribution via Sklar’s Theorem. But before we present the definition of the bivariate
Gaussian copula, we first give the definition of Pearson’s correlation coefficient? p:

Definition 4.4.11 (Pearson’s Correlation). Let (X1, X5) be a random vector with both
E[X?],E[X?] < oo, then Pearson’s correlation o, also called the linear correlation coefficient, is
defined by

A COU(Xl,XQ)
olX1, X2) 2 v Var(Xy) Var(Xs)' (4.18)
with
CO’U(Xl, XQ) = ]E[XlXQ] - E[Xl]E[XQ] (4.19)

The definition of the bivariate Gaussian copula is as follows:

Definition 4.4.12 (Bivariate Gaussian Copula). A bivariate Gaussian copula is a copula
function of the form

Clyauss(u1, u2; 0) = Po(® (u1), @ (u2); 0), (4.20)

where ®5(-) denotes the joint distribution of two-dimensional standard normal marginal distri-
butions, with correlation coefficient o given by

h k
y(h, k; 0) =/ / b2(z,y; 0)dydz, (4.21)
— o0 —00
with ) )
1 % — 201y +y )
z,y;0) = ———exp | ———d T ) 4.22
$2(z, y; 0) /T p( 50— ) (4.22)

4Pearson’s correlation only accounts for linear correlation and thus does not measure any higher-order depen-
dence.
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Figure 4.1: The perspective plots and contour plots of the CDF's of the perfect anti-dependence,
independence and perfect dependence copulas.
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and ®(-) is the standard normal distribution function given by

h
®(h) = ¢(z)dz, (4.23)

with

2
B(r) = —— exp (—‘””) , (4.24)
the standard normal density function.

Figure 4.2 shows 1000 random samples from a Gaussian copula with different values of
correlation coefficient p.

Scatter plot Gaussian copula, p = 0.1 Scatter plot Gaussian copula, p = -0.1

Figure 4.2: Scatter plot Gaussian copula for different values of correlation, 1000 samples.

The definition of the bivariate Gaussian copula density, the PDF of the Gaussian copula is
as follows:

Definition 4.4.13 (Bivariate Gaussian Copula Density). The bivariate Gaussian copula
density is given by:

1 2001 (un) @~ (u2) — 0*(2 M (1) + 7 (u2)?)

c0) = : 4.25

cQausS(“la UQ, Q) m eXp < 2(1 _ QZ) ( )

In Figure 4.3 the PDF and CDF of the Gaussian Copula are shown for different values of
the correlation coefficient p.
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Figure 4.3: PDF and CDF for Gaussian copula for different values of correlation.

Formulas for CMSSOs
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In order to evaluate expression (4.2) two different pricing formulas can be used, both having
their pros and cons. When the joint density 977 (x1, x9) of S1(T') and Sa(T') is known, Vomsso(0)

can be represented as an integral:

(4.26)

($1 — X9 — K)+7,/)Tp (.Tl, xg)d.l‘lde.

.

Now, if the dependence structure between the swap rates is defined by a copula C'(u1,uz2) then

we can apply Sklar’s Theorem

/.

Vemsso (0)

and obtain

)

, Theorem 4.4.5

(4.27)

Ty

1 (xl) 2 (xz)d:cldxg.

Ty

)

2" (22)

)

(z1)

Ty
1

(1 —J:Q—K)+c(

g

Vemsso(0)

TP
1

(+) and the CDF V¥,
() under the T)-forward measure we can make use of Lemma
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are necessary. 1o obtain

()

=
o
@)
o
[}
=
+~
5
TR
)
MW

9
[}

&)
£ 3
2 -
CI=
r)
=D
=N
27
o =
2 A
O
a3 A
o QO
= =

+~

5.1 (PDF/CDF of T,-Forward Measure). The PDF ()’ and CDF Ve (.)

.

°In Lemma 4.5.1 and Lemma 4.5.2 the subscript 4 was dropped for both ™ (-) and U7 () since the i merely

indicates which swap rate is considered.

1.

Lemma 4

4.5.
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can be obtained via

_ 0T [(S(T) — 2)*| Fol

E 4.2
Wl (@) 2 , (4.28)
T, o+
or
Proof. The proof is given in [35, pp. 278-279]. O

Alternatively @Z)Z-Tp (-) and \If;fp” (-) can be obtained by making use of the annuity mapping
function a(-) and PDF ¢4(-) in the annuity measure directly, as is described in Lemma 4.5.2.

Lemma 4.5.2 (Linking PDF/CDF of T,-Forward and Annuity Measure). Given an
annuity mapping function o(s) defined by (3.27), the PDF ™ (s) and the CDF ¥'r(s) of the
swap rate in the Ty-forward measure are linked to the PDF WA(s) and the CDF WA(s) of the
swap rate in the annuity measure by

VT ((*)
PTe(s) = P(TTP)O[(SWA(S)’ (4.30)
Wl (s) = P?Of% /_ ) a(u) (w)du, (4.31)

where density 1(-) is known from the market prices of swaptions, given by (3.9).
Proof. The proof is given in Appendix A.11. O

An important observation to make is that the main downside of (4.27) is that the integrals
have to be truncated to apply a numerical integration scheme.
Besides valuation formula (4.27) another valuation formula can be obtained by applying a

change-of-variables, namely u; = \I/;TF" (x;). This enables us to rewrite (4.27) as follows:
Lol r1-1 -1 +
Vemsso(0) = / / ([\PQP} (uz) — [‘I’f} (u1) — K) c (u1,uz) duydus. (4.32)
0o Jo

In this case the inverse CDF [\IIZT” } ' and the density 1/1;[‘“ are necessary for the implementation.
The main advantage of this approach is that the domain of integration is now a bounded region,
[0,1] x [0, 1], which simplifies the discretization. In addition the marginal PDFs ’(/J?p (x;) are not
necessary to evaluate the integral. A downside to this approach is that an efficient algorithm

-1
is needed for calculating the inverses of the marginal CDFs [\IIIT” ] . The CDFs and inverse

CDFs are not available in closed form and must be calculated numerically. For efficiency, these
inverse CDFs should always be pre-computed before the integration is performed.

Although both (4.27) and (4.32) can be used to price CMS derivatives, we are making use
of a 2-dimensional integral in order to do so. This is generally not very efficient. Therefore, our
aim will be to reduce the dimensionality.

4.5.1 Dimensionality Reduction for CMSSOs

To obtain a one-dimensional pricing formula that is based on a copula our starting point will be
expression (4.26). We will reduce the dimensionality by making use of partial integration. We
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can rewrite (4.26) as follows,

[ee) r1—K
Vemsso(0) = / 71 (/ ¢Tp($1,$2)d$2> dxy

—00 —00
- / (w2 + K) ( / pr(xl,@)da:l) dzs. (4.33)
—0o0 ro+K
By definition,
T, 82 T, 4.34
P = ytr . .
VP (z1, 2) 9210 (21, 72) (4.34)

Substituting (4.34) in (4.33) and integrating, we obtain,

Vemsso(0) = /oo T (Egl\I’T”(m,m - K)— (ﬁ)il‘I’T”(xh —OO)> dxy
- /OO (2 + K) i\IlTp(oo x9) — i\I'Tp(xg + K, x9) | dza. (4.35)
—00 8%‘2 ’ 851;2 ’
We have that,

0
7\IITP ($1> _OO) =0,

8.%'1
8 T Tp
873:2\11 (00, x2) = Py (22).
Therefore,
Vemsso(0) = 21—V (21,21 — K)dr
—00 8951
oo Tp a T
— (22 + K) | 5" (z2) — 87\11 P(zg + K, x2) | dzs. (4.36)
. 2
We can rewrite (4.36) and obtain,
Vemsso(0) = xla—\lf P(zy, 21 — K)dzy
— 00 T
o a oo
—I-/ (x2 + K)a—m\IITP(l‘g + K, x9)dxy — / (x2 + K)wgp(l‘g)dl'g

o© 0 o0 0
:/ xlaxl\IlTP(xl,xl—K)dxl—i-/_ (:L‘Q—i-K)a—x?\I/TP(xg—i-K,xg)

—00

_ /Oo wa? () da — K/OO a? (z)da. (4.37)

By definition of the PDF and expectation, we have,

o0 0 o0 0
Vemsso(0) = / x18—\I’Tp(x1,a?1 — K)dz1 + / (xg + K)a—xz\IITp(xQ + K, xz9)

—0o0 L1 —o0

— BT [Sy(T)| Fo] — K. (4.38)

Next, we define v(z, K) as follows,

y(z,K) = %‘I/TP (x,x — K). (4.39)
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So we can write

N N Y
Y(z, K) = axl‘ll (x,x — K) + 3$2‘Il (x,z — K), (4.40)
and
xy(z, K)dx = r—U?(z,x — K)dr + r—V'r(z,x — K)dx. (4.41)
o oo 011 oo OTo

Substituting = x1 in the first integral and x = x5 + K in the second integral, we get,

/ :c’y(x,K)d:U:/ xlalllTP(:cl,xl—K)dxl—i—/ (mg—i-K)a—xQ\I/TP(xQ—FK,:cg)dxg.

—o0 —o0 1 —o0
(4.42)
Thus,

Vousso(0) = | " ay(a, K)de — BT [S5(T)| Fo] - K. (4.43)

—00
Remember that we wish to obtain a one-dimensional pricing formula that is based on a copula.
We can make use of integration by parts, so that we can write the integral of v(z, K) as follows,

[e.@] o0 d
/ zy(z, K)dx = / x (M‘I/Tp(a:,x - K)) dx

:/0 xdqup(x,x—K)—/Oooxd(l—\Ipr(x,a:—K))

—00

0 00
:—/ \IITP(x,a:—K)dx—i—/ (1—9Tr (2,2 — K))dx
0

—00

= /oo (Lpsop — U (2,2 — K)) dr. (4.44)

—00

Substituting (4.44) in (4.43) we obtain,

o0

Veumsso (0) = / (Tgzs0y — ¥ (2,2 — K)) do — E™r [ So(T)| Fo] — K.

—0o0

The final step we have to take to obtain our desired result is an application of Sklar’s Theorem,
Theorem 4.4.5. From Sklar’s Theorem it follows that,

V(2,2 — K) = C(V]?(z), Va? (z — K)). (4.45)

Hence,
OO Tp Tp T
Vewsso(0) = / (1m0 — C¥ (2), 95 (z = K)) ) da — BT [ S5(T)| Fo] — K.

The obtained result is summarized by Lemma 4.5.3.

Lemma 4.5.3 (CMSSO 1-D Pricing Formula). Assume that CMS rates S1(T), So(T) have
marginal CDFs \I/iTp under the T,-forward measure and marginal PDF's 1/J,L~Tp, t = 1,2 that can
be coupled with a copula C'. The undiscounted price of a CMS spread caplet with maturity T,
payment date T, and strike K is then given by

T, Ty

Vonsso0) = [~ (Lasay — OO (@), 0 (0 — ) do — T [So(1)| Fo) = K. (440)
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The price of the CMSSO can now be calculated relatively easy with expression (4.46). The
term ETr [So(T)| Fo] can be calculated directly with a chosen TSR model. For the term that

remains we have to select a copula and the CDFs \I/zrp can be calculated making use of Lemma
4.5.1 or Lemma, 4.5.2.

Remark 4.5.4. Two important observations for Lemma /.46 are:

e The one-dimensional pricing formula for the CMSSO given by (4.46) is valid for general
copulas.

o The downside of choosing copulas other than the Gaussian copula is that extra parameters
need to be specified, which are difficult or impossible to calibrate.

4.5.2 Monte Carlo Method for CMSSOs

Another attractive feature of the Gaussian copula is that the value of the CMSSO given by (4.2)
can be calculated relatively easy by a Monte Carlo (MC) method. In case of a Gaussian copula
with correlation matrix R given by
1
R= < 9) , (4.47)

o 1
the random variable S; can be specified by:
(2

si=[wl] " (@(z0). (4.48)

where Z; and Zs are standard normal random variables with correlation p. We can calculate
the value of the CMSSO as follows:

N +
1 -1 -1
Vousso = v 3 ([¥7] @z - [7] " @(zan - &) . (aag
n=1
where Z1,...,Zy, with Z,, = (Z,,,1, Zp2), are N independent samples from a two-dimensional

Gaussian distribution.

4.6 Numerical Experiments

In this section we will perform numerical experiments to get better insight in the copula approach
for pricing CMS spread options. Additionally, more insight is gained in the respective TSR
models. The same market data is used as in Chapter 3. The market data for the respective
swap rates for both 2007 and 2013 can be found in Appendix B. The correlation parameter g,
which specifies the correlation of the two swap rates is given to be o = 0.8. We will calculate
the price of a CMSSO using pricing formula (4.46). As copula the Gaussian copula is chosen,
furthermore all four different TSR models will be considered. As reference we choose the MC
method given by (4.49), where in this case the chosen TSR model is the swap-yield TSR model.
The price that is calculated with the reference model will be denoted by V... The difference
between the price computed with pricing formula (4.46) and the reference will be denoted by ¢,
where ¢ is defined as:

¢ = Vomsso(0) — Vi

Besides looking at the difference in prices we will also study the timing, volatility and correlation
effects.



CHAPTER 4. COPULA APPROACH FOR PRICING CMS SPREAD DERIVATIVES 57

4.6.1 CMSSO Price: 2007 vs 2013

The first numerical experiment we will perform is the pricing of a CMSSO on a 10Y-2Y spread
with 12M frequency for the market data of 2007 and 2013. The start date is taken to be 1 year
from today. The computed CMSSO prices and the difference in prices, ¢, for both 2007 and
2013 are given in Figure 4.4.

CMSSO price — Gaussian copula - T=1- 2007 Price difference — start date T=1- 2007
250 \ : : ;
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Figure 4.4: Prices of a CMSSO on 10Y-2Y spread with 12M frequency for 2007 and 2013 using
the copula approach. Different TSR models in combination with a Gaussian copula are used. As
reference the MC method is used with the swap-yield TSR model. The number of independent
samples for the MC method is N = 50000.

From Figure 4.4 it is clear that for both 2007 and 2013 the CMSSO price computed using
pricing formula (4.46) is very close to the chosen reference price. Furthermore, the CMSSO
price computed with the different TSR models only differs slightly. The price differences are
generally below 1bp. The results of the swap-yield TSR model, the mean reversion linear TSR
model with >z = 0 and the log-linear TSR model are almost identical for the market data from
2007 and 2013. The results of the linear interpolation TSR model differ the most from the
reference model, but this can be attributed to the fact that the swap-yield TSR model is chosen
as the reference TSR model in the MC method. Finally, we observe that the differences for 2013
are bigger than the differences for 2007. We also observed this behaviour when we priced CMS
options, see Chapter 3. In Chapter 3 we also mentioned that the bigger differences we observe for
2013 probably stem from the fact that the volatilities are more extreme for 2013 when compared
to 2007. So, also in the case of pricing CMSSOs it is nowadays even more important to choose
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the correct TSR model.

4.6.2 Investigate the Timing Effect

Next, we wish to investigate the timing effect. We proceed in the same manner as was done in
Section 3.6 and consider start dates up to 10 years from today. The results for start date Ty = 1
were shown in Figure 4.4. We present the results for start date Ty = 5 for 2007 and 2013 in
Figure 4.5.

CMSSO price — Gaussian copula - T0=5 - 2007 Price difference — start date TO=5 - 2007
250 : : : 1.5 : :
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Figure 4.5: Prices of a CMSSO on 10Y-2Y spread with 12M frequency for 2007 and 2013 using
the copula approach. Different TSR models in combination with a Gaussian copula are used. As
reference the MC method is used with the swap-yield TSR model. The number of independent
samples for the MC method is N = 100000. The start date is Tp = 5.

Looking at Figure 4.5 we can see that the price differences for 2007 are generally smaller
than 1bp and for 2013 they are smaller than 2bps. So for a start date 5 years from today the
copula approach seems to give an accurate approximation of the CMSSO price.

Comparing the results presented in Figure 4.4 with the results presented in Figure 4.5 we
see that as the start date has moved further into the future the CMSSO price computed with
the different TSR models will differ more.

We can also make some other interesting observations. For start date Ty = 1 the results of
the swap-yield TSR model, the mean reversion linear TSR model with s = 0 and the log-linear
TSR model are almost identical, which is not the case for start date Ty = 5. It is also interesting
to note that for 2013 the prices computed using the mean reversion linear TSR model with
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» = 0.1 are closer to the reference prices than when > = 0. This is opposite from what we have

seen so far. So obtaining a proper value for the mean reversion parameter is important.

Next, we consider a start date 10 years from today. In Figure 4.6 again the CMSSO price

and ¢ are given for both 2007 and 2013.
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Figure 4.6: Prices of a CMSSO on 10Y-2Y spread with 12M frequency for 2007 and 2013 using
the copula approach. Different TSR models in combination with a Gaussian copula are used. As

reference the MC method is used with the swap-yield TSR model. The number of independent
samples for the MC method is N = 200000. The start date is Ty = 10.

Figure 4.6 shows that the price differences for 2007 are generally smaller than 6bps and for
2013 they are smaller than 11bp. These are satisfactory results considering the start date is
10 years from today. In fact the differences in price using the one-dimensional pricing formula
and the MC method can be explained mostly by numerical issues. To obtain accurate results,
especially for the market data from 2013, the number of MC paths had to be increased. Fur-
thermore, the integration bounds needed in valuation formula (4.5.3) had to be set to larger
values as the start date increased. For the three start dates we considered, the behavior of the
two new TSR models, the linear interpolation and log-linear interpolation TSR models, is very
satisfactory.

We have seen that the further the start date is moved into the future, the bigger the dif-
ferences are between the computed prices of the CMS spread option with the respective TSR
models, indicating that there is a timing effect.
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4.6.3 Investigate the Volatility and Correlation Effect

To investigate the volatility and correlation effects, we are again going to price a CMSSO on
10Y-2Y spread. Part of the data from 2007 is used when the start date is 1 year from today,
only this time we assume a flat volatility. We will consider combination of both a low and high
constant volatility and a low and high correlation. The results are given in Figure 4.7.
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Figure 4.7: Prices of a CMSSO on 10Y-2Y spread with 12M frequency using the copula approach.
Different TSR models and a Gaussian copula are used. The volatility is assumed to be flat. Both
a low, O'llow = 0'120W = 0.1, and high, Ullﬂgh = aﬁigh = 0.9, volatility is considered. Additionally, a
low, g1ow = 0.01, and high, onign = 0.99, correlation is considered.

Figure 4.7 shows that as the volatility increases the CMSSO price increases. Furthermore,
for higher volatilities the CMSSO price computed with the different TSR models will differ more.
Note that we already observed the same behaviour when we priced CMS options, Chapter 3.

Another important observation from Figure 4.7 is that the correlation parameter, o, has
influence on the curvature. The higher the value of the correlation parameter is, the more
convex the plot of the computed CMSSO price becomes. Therefore, we can conclude that there
is indeed a volatility and a correlation effect.

4.7 Conclusions

A CMS spread derivative is a financial instrument whose payoff is a function of the spread
between two swap rates of different maturity. The difficulty in pricing CMS spread derivatives
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arises from the fact that unlike a single interest rate, a CMS spread rate can achieve both
positive and negative values. The yield curve can move in a way that any part can be either flat,
upward or downward sloping. It is this feature that adds an extra complication in the pricing
of derivative instruments for which a CMS spread rate is the underlying.

An important widely used type of CMS spread derivative are CMS spread options. Banks
typically use CMS spread options to hedge the CMS spread swaps that they have entered into
with customers. The notional values for these kind of derivatives are usually quite large. So
even small differences can lead to substantial losses. Therefore, the pricing of these products
has to be efficient and accurate.

Most research regarding the valuation of CMS spread options involves the Libor or Swap
Market Models. A downside of this approach is that it is rather time consuming and it has
limited analytical tractability when applied to CMS spread derivatives. Our aim was to have a
fast, analytically tractable and flexible (two-rate) model that specifies the joint dynamics of only
the two underlying swap rates. In order to obtain our desired model we made use of the copula
approach. We determined the marginal distributions of the two swap rates under the forward
measure and the joint distribution can then be obtained by linking the marginal distributions
using a copula function.

Different copulas were discussed, but our main focus was on the Gaussian copula, which we
used for the pricing of CMS spread options. Furthermore, Sklar’s Theorem was discussed which
is a key component in the copula approach.

Using the copula approach a two-dimensional pricing formula can be obtained for the pricing
of CMS spread options. Using integration by parts we derived a one-dimensional pricing formula
from the two-dimensional pricing formula. A copula and a TSR model have to be selected in
order to make use of this one-dimensional pricing formula.

We also presented a Monte Carlo method which can be used to price CMS spread options,
in case a Gaussian copula is assumed.

Many numerical experiments were performed to study the performance of the copula ap-
proach and the respective TSR models. Market data from 2007 and 2013 was considered. In
general, the results for both sets of market data were similar. The differences in prices using
the one-dimensional pricing formula and the MC method can be explained mostly by numerical
issues, i.e. large number of MC paths, chosen values for the integration bounds.

An important observation was that the differences for the year 2013 are bigger than for the
year 2007, which is probably due to the fact that the volatilities in 2013 were more extreme.
We can conclude that nowadays correct valuation of CMS spread options is of even greater
importance.

Furthermore, we have seen that depending on the chosen TSR model the computed prices
of the CMS spread option can differ slightly. We also showed that there are timing, volatility
and correlation effects. The further the start date is moved into the future, the bigger the
differences will be between the computed prices of the CMS spread option with the respective
TSR models. The volatility effect follows from the fact that the higher the volatility is, the
bigger the differences will be between the computed prices of the CMS spread option with the
respective TSR models. The correlation parameter has influence on the curvature. The higher
the value of the correlation parameter is, the more convex the plot of the computed CMS spread
option price becomes. It was shown that the behavior of the two new TSR models, the linear
interpolation and log-linear interpolation TSR model, is highly satisfactory.

Thus with the copula approach we can efficiently and accurately price CMS spread options.



Chapter 5

DD SABR Model for Pricing CMS
Spread Derivatives

5.1 Introduction

Stochastic volatility models are often the preferred choice for pricing exotic derivatives. In this
chapter our focus is on the pricing of CMS spread options using a stochastic volatility model.
A CMS spread option is a European multi-rate option whose payoff is a function of the spread
between two swap rates of different maturities, see Chapter 4. The distribution of each rate
can be described by a stochastic volatility model. This enables us to define co-dependence
between these rates by techniques other than the copula approach. Actually, if each swap rate
involved in the payoff of a given multi-rate derivative has its own asset process and its own
stochastic variance process, then the co-dependence structure between rates can be controlled
by correlating the Brownian motions that drive the asset and stochastic variance process.

Remember that our aim is to obtain a model which can be used to efficiently and accurately
price CMS spread options. We start with a two-dimensional version of the SABR model that
can be used to price these derivatives. However, to compute the CMS spread option prices with
this model we need to apply a MC simulation and this is not very efficient. Using the Markovian
projection method we can obtain a model by which we can efficiently and accurately price CMS
spread options. This chapter is organized as follows.

In Section 5.2 a two-dimensional version of the SABR model is introduced. In order to use
the two-dimensional SABR model for CMS spread options pricing, CMS-adjusted forward rates
and the associated adjusted SABR parameters are defined. Section 5.3 presents the Markovian
projection method, which can be used to project a given model onto a simpler model. In Section
5.4 we present the displaced diffusion SABR model, by which we calculate the prices of CMS
spread options efficiently. In particular, we show in detail how to project the two-dimensional
SABR model onto the displaced diffusion SABR model for the spread. In Section 5.5 several
numerical experiments are performed. The results of the copula approach and the displaced
diffusion SABR model are compared. Finally, Section 5.6 concludes.

This chapter is based on [26, pp. 159-171] and [37, pp. 1129-1156].

5.2 Two-dimensional SABR Model

In this section we discuss a two-dimensional version of the SABR model, which can be used for
the pricing of CMS spread options. A multi-dimensional version of the SABR model is described
in [26, pp. 141-142)].

62
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In Chapter 3 we saw that for the pricing of CMS derivatives it is necessary to compute
the expectation of the future CMS rates under the forward measure that is associated with the
payment date. However, the natural martingale measure of the CMS rate (swap rate) is the
annuity measure. Therefore, we cannot model them as driftless processes under the T),-forward
measure Q7. Assuming the drift term is given by p; we have:

padt + ai; (1) S (8) % dw P (1),
;i (t)dZ; (t),

ds;(t
doy(t
5;(0
a; (0
(AW (t), dW 7 (¢
(AW (t),dz" (¢
(dZ;"(t),dZ* (t

Vijdt,

) =
)
)
) =
)
)
) = &ydt, i,j=1,2. (5.1)

)
)
)

Here p;; is the correlation between the Brownian motions driving the asset price processes, v;; is
the so called cross-skew and &;; is the so called de-correlation between the stochastic volatilities.

In order to avoid dealing with the drift terms in (5.1) we will consider an approach that can
be seen as a combination of the approaches described in [26, pp. 159-171] and [37, pp. 804-805].
Although, some alterations had to be made to make it applicable for our problem.

We consider so-called CMS-adjusted forward rates instead of the actual CMS rates (swap
rates). Drifts of the swap rates under the forward measure are rather complicated, see e.g. [9],
while CMS-adjusted forward rates are martingales under the 7T)-forward measure. The CMS-
adjusted forward rate is formally defined as follows:

Si(t) 2 ETv[S;(Ty)| Fil. (5.2)
From (5.2) it follows that at expiry T we have:
Si(Ty) = ET»[Sy(Tp)| Fr,] = Si(Tp). (5.3)
In Chapter 4 we have seen that the undiscounted value of a CMS spread option is given by:
Vemsso(0) = B [(S1(To) — S2(Th) — K) | Fol - (5.4)

Substituting (5.3) in (5.4) we obtain the following valuation formula for the CMS spread option:
T - - +
Voemsso(0) =E» (51 (To) — S2(To) — K) Fol - (5.5)

We can now define a two-dimensional SABR (2D SABR) model that can be used for the pricing
of CMSSOs.

Definition 5.2.1 (2D SABR Model for CMS-adjusted Forward Rates). The stochastic
dynamics for CMS-adjusted forward rate S; and associated stochastic volatility &;, where i = 1,2



CHAPTER 5. DD SABR MODEL FOR PRICING CMS SPREAD DERIVATIVES 64

are given by:

(AW, (), dW 7 (t)
(W (¢), dZ,7 (¢)
)

(dz[7(t),dz;" (t

= pijdt,
= %ijdt,
= §;jdt,
where p;; is the correlation between the Brownian motions driving the CMS-adjusted forward
rates, 7;; 1s the cross-skew and &;; is the de-correlation between the stochastic volatilities.

ij=1,2 (5.6)

Since we are now using CMS-adjusted forward rates we also need to use adjusted SABR
parameters. The quadruple of T,-measure adjusted SABR parameters associated with CMS-
adjusted forward rate S;(7p) is given by:

(69, Bi, i Ui). (5.7)
The CMS-adjusted rate S'l(t) can be calculated using the replication method described in Lemma
3.3.1 with a chosen TSR model'. We also need a method to calibrate the adjusted SABR

parameters. In Chapter 3 we have seen that the value of a CMS caplet with underlying swap
rate S;(Tp) is given by:

VCMScaplet(O) =E™ [(Sz(TO) - K)+‘ 'FO] . (58)

We can rewrite (5.8) in the following form for S;(Tp),
T ~ +
VCMScaplet (0) =E"» (Sl(TO) - K) ]:0 . (59)

CMS caplets are simply European call options on S'i(TO). CMS-adjusted forward rates are defined
such that each CMS-adjusted rate follows SABR dynamics. Hence, we can obtain (&Y, Bi, i ;)
by calibrating the SABR model as described in Chapter 2 to CMS caplets prices. The CMS
caplet prices are computed using the replication method described in Lemma 3.3.1 with a chosen
TSR model. On the other hand parameters 312, 721 and € cannot be calibrated using the CMS
caplet prices. In order to calibrate these parameters additional market date has to be used.
Unfortunately, this type of market data is usually not available.
The correlation matrix of the 2D SABR model, denoted by R, has the form

1 RrRYW RVZ RV I p12 Y11 M2

R_ RpW 1 RYZ RRPZ| [ 1 a2 (5.10)
RY” RYZ 1 Ry 1 g2 1 & ] ’
RYYY  RY? RYY 1 F12 A2 €o1 1

where p = p12 = poi, §~ = §~12 = 521. Note that unlike in the copula approach, we now con-
sider the full correlation structure including cross-skew (parameters: ¥12,721) and de-correlation
(parameter £). We can write the system of SDEs in (5.6) in matrix-vector notation:

dX(t) = RX()dY (). (5.11)

'We make use of the swap-yield TSR model, since it is market standard.
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We cannot efficiently price CMS spread option prices with the 2D SABR model, because a MC
simulation has to applied. To apply a MC simulation we have to express the system of SDEs in
uncorrelated Brownian motions. To do so we make use of the Cholesky decomposition. We will
give the definition of the Cholesky decomposition, Definition 5.2.2, and an algorithm that can
be used to obtain a Cholesky decomposition for a given matrix, Lemma 5.2.3.

Definition 5.2.2 (Cholesky Decomposition). The decomposition
M= ccT (5.12)

of any semi positive definite matriz M as a product of a nonsingular lower triangular matrix
and its transpose is called a Cholesky decomposition.

Lemma 5.2.3 (Algorithm Cholesky Decomposition). A Cholesky decomposition for matrix
M can be obtained as follows:

1. Initialize C1 = /mq1.
2. Fork=2,...,n

(a) Solve Cy_yc, = my, for cg (Cx—1 isk —1xk—1: for k=2 thisis a 1 x 1 or scalar
equation);

(b) cre = \/ Mk — ¢t cx;

@ o= (% 0.

Cr Ckk
Notation:
o Cp_1: the k—1x k—1 upper left corner of C;
e my: the first k — 1 entries in column k of M ;
e ¢;: the first k — 1 entries in column k of CT;
o myr and cgr: the entries of M and C.

Using a Cholesky decomposition our multi-factor system of SDEs can be expressed as:
dX(t) = RX(t)CdY (1), (5.13)

where ?(t) is a vector of independent Brownian motions, and C is the lower triangular Cholesky
matrix. We will approximate (5.6) by a first-order Taylor approximation scheme, better known
as the Euler scheme. It is a known fact that approximating SABR dynamics with an Euler
scheme introduces some bias. More efficient simulation schemes for the SABR model have been
developed, [12]. However, applying them to the 2D SABR model is quite involved and can be
considered a research topic in itself. Therefore, we will only consider an Euler scheme. Generally,
to obtain satisfactory results by a MC simulation a small stepsize and a large number of paths
have to be chosen. Next, we will discuss a relatively simple method that reduces the number
of paths needed in the MC simulation to obtain accurate results. The method we are referring
to is called antithetic sampling, which is based on the fact that if we have a random variable Z
that has a standard normal distribution, Z ~ N(0,1), then also —Z ~ N(0, 1). Suppose that 1%
is the approximation obtained from MC, and V is the one obtained using —Z. Now by taking

the average
1 /. -
V:§(V+V% (5.14)
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we obtain a new approximation. Since V and V are both random variables we aim at:
Var(V) < Var(V). (5.15)

We have:
Var(V) = iVar (V + V) = %Var (V) + iVar (‘N/) + %Cov(fff/)

So it is clear that,
1 .
Var(V) < - Var (v + v) . (5.16)

If desired other MC methods besides antithetic sampling can be considered, such as variate
recycling, control variates, stratified sampling and importance sampling.

Our aim is to obtain a model, which can be used to calculate spread option prices efficiently.
As mentioned earlier this cannot be done with the 2D SABR model. However, using the Marko-
vian projection method we can obtain a model that enables us to calculate spread option prices
efficiently and even analytically. With the Markovian projection method we can project the 2D
SABR model onto a so-called displaced diffusion SABR model.

5.3 Markovian Projection

In this section we discuss the Markovian projection method, [37, pp. 1129-1156]. The method
is based on a fundamental result, [18]. In [34] the fundamental result is presented in a form that
is convenient for our problem. We also present this form in Theorem 5.3.1.

Theorem 5.3.1 (Gyongy). Consider the stochastic process defined by
dX (t) = p(t)dt + o(t)dW (1), (5.17)

where u(-) and o(-) are adapted stochastic processes such that (5.17) admits a unique solution.
Define a(t,x) and b(t,x) by:

a(t,z) £ E[u(t)| X (t) = 2], (5.18)
bQ(t, r) £ IE[UQ(t)} X(t) = x]. (5.19)

Then the SDE
dY (t) = a(t,Y (t))dt + b(t, Y (t))dW (1), (5.20)

with Y (0) = X (0) admits a weak solution Y (t) that has the same one-dimensional distribution
as X (t).

Proof. The proof is given in Appendix A.15. O

The process Y (-) follows a so called local volatility process. The function b(t,z) is often
referred to as Dupire’s local volatility. Since, X(-) and Y (-) have the same one-dimensional
distributions, the prices of European options on X(-) and Y'(+) for all strikes K and maturities
T will be the same. Thus, for the purpose of European option valuation and/or calibration
to European options, a very complicated process X (-) can be replaced by a simpler Markov
process® Y (+), which is called the Markovian projection of X (-). From Theorem 5.3.1 we obtain
the following useful result:

2The stochastic differential equations that are generally considered in financial modeling are already of the
Markovian type.
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Lemma 5.3.2 (Connection Processes and Dupire’s Local Volatility). If two processes
have the same Dupire’s local volatility, the European option prices on both are identical for all
strikes and expiries.

In fact Theorem 5.3.1 and Lemma 5.3.2 provide us with the means to approximate a given
model by essentially any model of choice.
To get more insight in the Markovion projection method we will look at an example.

Example 5.3.3 (Markovian Projection Application). Consider a stochastic volatility model:

AX (t) = by (t, X (¢))\/ 21 (O)dW (¢ (5.21)

where z1(t) is some variance process. Suppose we would like to match the European option prices
on X (-) for all expiries and strikes in a model of the form

dY( ) == b2 t Y \/22 dW (522)

where z3(t) is a different, and potentially simpler, variance process. Then Theorem 5.3.1 and
Lemma 5.3.2 imply that ba(t,z) must be chosen such that

El22(t)] Xa(t) = x] = E[21(8)] X (t) = x]. (5.23)
Rewriting gives us: O X0) |
2 1 E 21(t X1 t)==x
b*(t,x) =0b (t’x)E[ZQ(t)]Xg(t) ] (5.24)
The coefficients for the SDE of the Markovian projection are obtained by calculating conditional
expected values. From (5.24) it is clear that when applying the Markovian projection method we
are limited by the accuracy of the approrimations of the conditional expectations. The fact that
we calculate the ratio of two expected values, enables us to minimize the error. Note, that even
if each individual approximation is inaccurate, they are inaccurate ”in the same way” and the
overall error diminishes when the ratio is formed. So, in order to maximize the error calculation
effect, it is obviously beneficial to choose z3(t) as close to z1(t) as possible, while still retaining
analytical tractability.

From Example 5.3.3 it is clear that the main difficulty when applying Markovian projection
is calculating conditional expectations. Generally, Gaussian approximation is used to obtain
these conditional expected values and this is also what we will use.

Lemma 5.3.4 (Conditioning Formula for Gaussian variables). Let X,Y be two normally
distributed random wvariables, X ~ N(ux,o0%) and Y ~ N(py,0%). Then the conditional

formula is given by:
Cov(Y, X)

Var(X)

Formula (5.25) can be used as a base for general Gaussian approximation.

E[Y| X = 2] = E[Y] + (z — E[X]). (5.25)

5.4 Displaced Diffusion SABR Model

The spread between the CMS-adjusted rates (S1(t) and Sx(t)) is defined by®:
S(t) = Si(t) — Sa(t). (5.26)

Our aim is to project the 2D SABR model (in the sense of the spread SDE) onto a simpler one-
dimensional model. The one-dimensional model we consider is the displaced diffusion SABR
(DD SABR) model, which is formally defined as follows:

3For notational convenience we drop the tildes from hereon out.
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Definition 5.4.1 (DD SABR Model). A displaced diffusion SABR (DD SABR) model is
given by the following set of SDEs:

dS(t) = u(t)F(S(t))dW (t),
du(t) = nu(t)dZ(t),
(dW(t),dZ(t)) = vdt,
with F(S(t)) = p+ q(5(t) — 5(0)),
p = F(5(0)),
q = F'(5(0)), (5.27)

where v denotes the correlation between the forward price and the volatility process.

A displaced model is a reasonable choice, since in case of spread options negative realizations
of the spread must have positive probabilities.

The result of projecting the 2D SABR model onto the DD SABR model is presented in
Theorem 5.4.2.

Theorem 5.4.2 (Approximated Spread Dynamics). The dynamics associated with the
spread
dS(t) = dSy(t) — dSa(t), (5.28)

where S1,S2 are given by (5.06) can be approximated by the DD SABR model given by (5.27).
Here

p= \/ P} + 13 — 2p1p2p,

_ plQlP% - P2CI2P%
p )]

q

1
Y= W (p%lel’)’ll +p§V2P2’Y22 — P1ip2V2p27y21 — p1p2V1P1’712) )

1
n= 5\/(1911/101)2 + (parap2)? — 2&12p1v1 p1P2V2P2,

p1 = a1(0)S1(0)7; p2 = as(0)S(0)?,

g1 = a1(0)8151(0)717L; gy = a2(0)8292(0)2 71,
Pr—p2p ~_ P1Pp— P2
7’ p2 - 77

P1L =
p b
5(0) = 51(0) — S2(0),
u(0) = 1. (5.29)

We will thoroughly describe each step that is needed to obtain the approximation. The first
step is to ensure the starting values of the process are preserved. From the 2D SABR model
given by (5.6) we have *:

dSz(ﬂ = ai(t)Si(t)BidWi(t), (5.30)

with ¢ = 1,2. In order to preserve the starting values of the process we have to make use of the
following rescaling;:

ui(t) = : (5.31)

4From hereon out for notational convenience we drop the superscript T, in dwTr,
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Substituting (5.31) in (5.30) we obtain:
dS;(t) = ui(t)e(Si(t))dWi(t), (5.32)

where

e(Si(t)) = i (0)S; (). (5.33)

For the dynamics of the spread we have:

dS(t) = dSi(t) — dSs(t),

= u1()p(S1(8))dW1(t) — uz(t)p(S2(t))dWa(t). (5.34)

Next, we define
o2(t) 2 uB(t)?(S1(1)) + ud(£)(Sa(t)) — 2pur ()ua() (S (1) (Sa(t)), (5.35)
wwwéaaumow&ummmw—mum@amm%a». (5.36)

Then, we can rewrite (5.34) as follows:
dS(t) = o(t)dW (t). (5.37)

To apply the result of Gyongy we need to compute the variance of the displaced diffusion SABR
model. For notational convenience we define, p; and ¢; as follows:

pi £ (Si(0)) = a;(0)S:(0)%, (5.38)
@ = ¢'(Si(0)) = 2;(0)3:5;(0)% ™. (5.39)
Using (5.38) and (5.39) we obtain:
w(0) = = (PR (0) + B3u0) — 2ppipana(Bua(t) (5.40)
where
p=0(0) = \/pf +p3 — 2pp1po. (5.41)

The division by p? = 02(0) is necessary to preserve the scaling u(0) = 1.
Now, we can apply the result of Gyongy, Theorem 5.3.1 and Lemma 5.3.2. We set

b(t,x) = E[o2(t)’ S(t) = x|. (5.42)
We also have
b(t,z) = E[u*(t)| S(t) = a] - F*(x). (5.43)

Therefore,

E[o*(1)] S(t) = =]
E[u?(t)] 5(t) = «]
Next, we wish to compute the two conditional expectations in (5.44). We notice that o(¢) and
u(t) are linear combinations of the form:

fij () = [(Si(t), S;(t), ui(t), u;(t)), (5.45)
gij (t) = g(ui(t), u;(t)), (5.46)

F%(z) = (5.44)
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where

F(Si(t), Sj(t), wi(t), uj(t)) = (i) (S (£))ua(t)u; (¢), (5.47)

1
g(ui(t),u;(t)) = ppipjui(t)uj(t). (5.48)
So, for o%(t) and u?(t) we can write:

o?(t) = fu(t) + faa(t) — 2f12(t)p, (5.49)
u?(t) = g (t) + ga2(t) — 2g12(t)p- (5.50)
Using a first-order Taylor expansion we can obtain expressions for f;;(t) and g;;(t).

Lemma 5.4.3 (First-Order Taylor Expansions f;;(t) and g¢;;(t)). The first-order Taylor
expansion for fi;(t) and g;;(t) read:

fii(t) = ©(S:(0)¢(5;(0)) + (Si(t) — Si(0))¢'(5:(0))(5;(0))
+ (85(t) — S5(0))(8i(0))¢"(S;(0)) + (ui(t) — 1)¢(5:(0))(S;(0))
+ (u; (t) = 1)¢(5i(0))(5;(0)), (5.51)
s (6) = 3 (o (i) = 1)+ (us(6) = 1) (5.52)
Proof. The proof is given in Appendix A.16. O

In order to calculate the expectations in (5.44) we need simple expressions for the conditional
expectations E[S;(t) — S;(0)|S(t) = z] and E[u;(t) — 1| S(t) = z]. The conditional expected
values E[S;(¢t) — S;(0)| S(t) = x| and E[u;(t) — 1| S(t) = x] can be computed using Gaussian
approximation. In particular,

E[Si(t) — 8i(0)| S(t) = 2] = E[Si(t) — S;(0 (0 )| S(t) = ], (5.53)
E[u;(t) — 1| S(t) = x] = E[u;(t) — 1] S(t) = =]. (5.54)
where

dS(t) = pdW (t), (5.55)
dS;(t) = pidWi(t), (5.56)
du;(t) = v;dZ;(t), (5.57)
AT (1) =+ (W) = padWa (1) (5.58)

Using these approximations we find the correlation structure of W, W; and W, Z;:
(AT (1), dWi(t)) = ; (p1prsdt — paposdt) = pidt, (5.59)
(AW (t),dZi(t)) = ]19 (P1711ip3dt — pay2ipadt) = piyadt. (5.60)

Finally, applying formula (5.25) to E[S;(t) — S;(0)| S(t) = «] and E[;(t) — 1] S(t) = 2] we can
obtain the earlier mentioned simple expressions.



CHAPTER 5. DD SABR MODEL FOR PRICING CMS SPREAD DERIVATIVES 71

Lemma 5.4.4 (Simple Expressions for Conditional Expectations (5.53) and (5.54)).
Applying Gaussian approximation, formula (5.25), to (5.53) and (5.5/); we obtain the following
stmple expressions:

E[Si(t) = $i(0)] 8() = ] = 2% 2 = 5(0)), (5.61)
E[u;(t) — 1| S(t) = 2] ~ ””Z” (z — S(0)). (5.62)
Proof. The proof is given in Appendix A.17. O

Now, we can calculate E [02(75)’ S(t) = x| and E [u?(t)| S(t) = x]. The results are given by
the following lemma:

Lemma 5.4.5 (Approximations for Conditional Expectations in (5.44)). The condi-
tional expectations in (5./4) can be approximated as follows:

E [o?(t)| S(t) = z] = p* + (z — S(0))O1, (5.63)
E [v*(t)| S(t) = z] = 1+ (z — 5(0))O, (5.64)
where p is given by (5.41) and
2
0 = » (pi(qip1 + vips) + p3(qepa + vaps) — Prpap(qipr + qap2 + vips + vaps)) | (5.65)
2
Oy = F (vip1(p1 — p2p)ps + vap2(p2 — p1p)pa) - (5.66)
Proof. The proof is given in Appendix A.18. O

This gives us the following results for F'(x), given by Lemma 5.4.6.

Lemma 5.4.6 (Results for F(z)). The function F(x) can be approximated by

- p2+(x—S(O))®1
F(z)~ \/ 15 (2= 5(0))8, (5.67)

Furthermore, for F(S(0)) and F'(S(0)) we have:

F(5(0)) = p, (5.68)
F'(S(0)) = g, (5.69)
where ) )
q= piq1p1 — p2Q2p2' (5.70)
p
Proof. The proof is given in Appendix A.19. O

Finally, we need to derive a SABR-like diffusion for the stochastic volatility. We wish to
obtain the coefficients for the SDE:

du(t) = nu(t)dZ(t). (5.71)

To do this we need to apply Itd’s lemma (see [44]) to u(t). Remember that for u(t) we have:

ﬁw—;ﬂﬁﬁ®+£@@—%wwm®W@) (5.72)
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Applying It6’s lemma gives us:

1[5 u? uju2
du(t) = o <p11/1u2 — P1p2Pv1 o u(t)dZi(t)
1 u3 ULU
+ = (p%l/zg — p1p2pvo 122> u(t)dZa(t). (5.73)
D u u
We can replace the quotients
ui(t)u; (1)
—— 5.74
u2(t) (5.74)
by the expected value and set it equal to 1,
2 : .
gl|ul) g [ulu®) (5.75)
u?(t) u?(t)
We get:
1 9 u% ULUD
du(t) = — | PiviE | = | — pip2priE [ 5 } u(t)dZy(t)
D u u
1 9 u% ULUY
+ 2 <p2V2E [uQ] — p1p2poE [ 3 ]) u(t)dZs(t)
1 1
= (pive — prpapvr) u(t)dZ(t) + po (p3ve — p1papva) u(t)dZs(t)
_ PP P0), i (1) 4 222202 P0)
p p
= ult) (P22 (1) - 2224 )). (5.76)
p p
To obtain the SDE (5.71) we have to set:
1
Z(t) = o (P11p1dZy — pavapadZy) (5.77)
1
n= I;\/(P1V1P1)2 + (pavep2)? — 2812p1v1 prp2vepe, (5.78)

where 7 is chosen such that Z(t) scales to (Z(t)) =t. We determine the correlation between the
dynamics of the forward price process and the stochastic volatility as:

(dW(t),dZ(t))
dt

(AW (t), dZ (1))
dt

1
= (pivipimi1 + P3vapaee — Pipavapael — PLP2VipINI2) - (5.79)

For more details regarding the projection of the 2D SABR model onto the DD SABR model we
refer the reader to [26, pp. 159-171] and [37, pp. 1129-1156].

Remark 5.4.7. When applying the Markovian projection method we are limited by the accuracy
of the approzimations of the conditional expectations. In [34] and [37, pp. 1129-1156] Piterbarg
claims that the use of first-order Taylor expansions and Gaussian approximations to obtain
approximations for the conditional expectations are reasonable. However, quantifying the error
of these approximations is not straight-forward and deserves further research.
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So, using the Markovian Projection method we have obtained the DD SABR model, which
allows for more efficient simulation. Note that using Hagan’s formula the prices of CMS spread
options can be obtained even analytically.

The main advantage of the DD SABR model compared to the copula approach is that, unlike
in the copula approach, now the full correlation structure is incorporated into the pricing.

5.5 Numerical Experiments

In this section we will perform numerical experiments to gain insight in the performance of
the DD SABR model. The 2D SABR model will be used as the reference model. We start
by investigating for which time to maturity the DD SABR model can be reasonably used, we
do this by pricing a European call spread option for different times to maturity. Next, we will
consider the same market data of 2007 and 2013 that was used in Chapter 4 to price a 10Y-2Y
CMSSO by the DD SABR model and the reference model. We will compare the results of the
DD SABR model with the results of the copula approach in Chapter 4. The chosen TSR model
in the copula approach, Lemma 4.5.3, is the swap-yield TSR model, because it is the market
standard TSR model. After that, we perform another experiment which gives us insight in the
performance of the DD SABR model and the copula approach. For the year 2013 market prices
are available which can be used to calibrate the copula approach and the DD SABR model.
Finally, we will look at the cross-skew and de-correlation effects that are not present in the
copula approach.

5.5.1 Pricing a European Call Spread Option

By the first numerical experiment we will perform related to the DD SABR model we gain
insight in up to which maturity time the DD SABR model can accurately be used. In order to
do this we will price a European call spread option with both the DD SABR model and the 2D
SABR model for different times to maturity. The parameters that are chosen can be found in
[26, pp. 169-171].

Chosen parameters®: S1(0) = 0.030, S2(0) = 0.026, a1(0) = 0.23, a2(0) = 0.20, p = —0.4,
Y11 = —0.2, Y12 = —0.2, Y21 = —0.2, Y22 = —0.3, § = 03, 51 = 075,52 = 085, vy = 020,
vy = 0.25.

Three different maturity times are considered, namely T'= 1, T'= 5 and T = 10. The results
are given in Figure 5.1.

From Figure 5.1 it can be seen that the fit of the DD SABR model is quite good up to
five years to maturity. For ten years to maturity the prices calculated by the DD SABR model
deviate from the reference prices calculated by the 2D SABR model.

5Note that in this case S1,S52 are not swap rates
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Figure 5.1: European call spread option price using the DD SABR model and the 2D SABR
model. Three maturity times are considered: T'=1, T = 5 and T' = 10. Number of MC paths
is 100000.

5.5.2 DD SABR Model vs Copula Approach - 2007 and 2013

In Chapter 4 we calculated the price of a CMSSO on a 10Y-2Y spread with 12M frequency for
market data of 2007 and 2013 using the copula approach. We will now calculate the CMSSO
price using the DD SABR model. The 2D SABR model is chosen as the reference model. We
have seen that the fit of the DD SABR model is highly satisfactory up to five years to maturity
for European call spread options. Therefore, we will consider start dates 1 year and 5 years from
today. The difference between the price computed with the DD SABR model (or the copula
approach) and the reference model will be denoted by ¢, where ¢ is defined as:

¢ = Vemsso(0) — Viet.

To calculate the CMSSO prices by the 2D and DD SABR model we need to make use of CMS-
adjusted forward rates and the associated adjusted SABR paramters as described in Section 5.2.
The calibration results regarding the adjusted SABR parameters for 2013 and 2007 are given by
Table B.4 and Table B.11, which can be found in Appendix B. The correlation parameter is set
to the same value that was used in the copula approach®, p = 0.8. The cross-skew parameters,
Y12 and 791, and de-correlation parameter, &, are set equal to 1 in order to compare the results
of the DD SABR model with the copula approach.

5In Chapter 4 the correlation parameter was denoted by o.
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The computed CMSSO prices and the difference in prices for 2007 and 2013 for start date
To = 1 are given in Figure 5.2.
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Figure 5.2: Copula approach vs DD SABR model 2007 and 2013. The start date is taken to be
1 year from today. The swap-yield TSR model was used in the copula approach. The reference
model is 2D SABR model, number of MC paths is 100000.

From Figure 5.2 it is clear that the fit of both the copula approach and the DD SABR model
are good for start date 1 year from today. For 2007 we see that the price differences are smaller
than 2bps, while for 2013 they are smaller than 4bps. For the majority of strikes we considered,
the prices obtained by the DD SABR model are closer to the reference prices, than the prices
obtained by the copula approach. The price differences for 2013 are bigger than for 2007. We
already observed this in Chaper 4. As we already mentioned, this is probably due to the fact
that the implied volatilities for the year 2013 are more extreme.

Now, we consider a start date 5 years from today. In Figure 5.3 again the CMSSO prices
and ¢ are given for 2007 and 2013.

Figure 5.3 again shows that the results from the DD SABR model are slightly better than
the results of the copula approach. Comparing Figure 5.2 with Figure 5.3 we see that the price
differences increase as the start date is moved further into the future. We now see that for 2007
the price differences are smaller than 3bps, while for 2013 they are smaller than 8bps. So it
seems that both the copula approach and the DD SABR model give accurate approximations
of the CMSSO price. Furthermore, also in this example the DD SABR model outperforms the
copula approach.
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Figure 5.3: Copula approach vs DD SABR model 2007 and 2013. The start date is taken to be
5 years from today. The swap-yield TSR model was used in the copula approach. The reference
model is 2D SABR model, number of MC paths is 100000.

5.5.3 Comparing to Market Prices

For the year 2013 we have market prices available for a 10Y-2Y CMSSO with start dates 1
year and 5 years from today’. We will compare these market prices to the CMSSO prices
calculated with both the DD SABR model and the copula approach. Since we now have market
prices available we can calibrate the DD SABR model and the copula approach. Calibrating the
copula approach gives us a value for the single correlation parameter p. We can then calculate
the CMSSO prices by the copula approach using this value for the correlation parameter. We
also calibrate the DD SABR model using the market prices. In this case we obtain values for the
correlation parameter, the cross-skew parameters and the de-correlation parameter. Remember
that for the DD SABR model CMS-adjusted rates and adjusted SABR parameters have to be
used. The calibration results regarding the correlation parameters for start date 7o = 1 and
To = 5 are given by Table B.6 and Table B.7, which can be found in Appendix B. With the
obtained parameters we calculate the CMSSO prices. The CMSSO prices, market prices and
price differences are given by Table 5.1 and Table 5.2 for their respecting start dates. In order
to compare the results of the DD SABR model with the copula approach the sum of squared
errors (SSE) is computed for the price differences obtained with both the DD SABR model and

"For the year 2007 we do not have this market prices available.
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the copula approach. The SSE is defined as follows:

N
SSE £ ) " (Model Price(i) — Market Price(i))*, (5.80)
=1

where N denotes the number of market/model prices.

Strike [%] ‘ DD SABR ‘ Copula ‘ Market ‘ DD SABR diff ‘ Copula Diff

0.25 176.724 [ 177.190 | 177.124 -0.399 0.065
0 152.158 | 152.520 | 152.520 -0.361 0.001
0.25 127.903 [ 128.039 | 128.191 -0.287 -0.151
0.5 104.184 [ 103.937 [ 104.334 -0.149 -0.396
0.75 81.373 80.645 | 81.285 0.087 -0.640
1 60.061 59.008 | 59.830 0.231 -0.821

| SSE ] 0.456 [ 1270

Table 5.1: DD SABR model vs copula approach for start date 1 year from today. The CMSSO
prices (in bps) calculated with the DD SABR model and the copula approach are compared
with the CMSSO market prices. The prices, price differences and SSE for both the DD SABR
model and the copula approach are reported.

Strike [%] [ DD SABR [ Copula [ Market [ DD SABR diff [ Copula Diff

0.25 112.463 | 113.115 | 112.387 0.076 0.727
0 92.894 92.823 | 92.822 0.072 0.001
0.25 75.103 74.887 | 75.224 -0.121 -0.336
0.5 59.496 59.041 | 59.598 -0.101 -0.556
0.75 46.360 45.528 | 46.335 0.025 -0.807
1 35.751 34.631 | 35.678 0.073 -1.047

| SSE ] 0.0421 | 2703

Table 5.2: DD SABR model vs copula approach for start date 5 years from today. The CMSSO
prices (in bps) calculated with the DD SABR model and the copula approach are compared
with the CMSSO market prices. The prices, price differences and SSE for both the DD SABR
model and the copula approach are reported.

From Table 5.1 and Table 5.2 we see that the SSE is smaller for the DD SABR model than
for the copula approach. The CMSSO prices calculated with the DD SABR model are closer
to the market prices, than the CMSSO prices calculated with the copula approach. Once again
the DD SABR model outperforms the copula approach.

5.5.4 The Cross-Skew and De-Correlation Effect

The results of the previous numerical experiments have shown that the DD SABR model out-
performs the copula approach. The main advantage of the DD SABR model in comparison
to the copula approach is that the cross-skew and the de-correlation are incorporated into the
pricing. The next experiment we perform will show the influence of these parameters on the
arbitrage-free prices.

We consider the following base scenario®: S1(0) = 0.045, S5(0) = 0.032, a1(0) = 0.25, a(0) =
0.2, p = 0.97 Y11 = —0.2, Y12 = —0.3, Y21 = —0.3, Y22 = —-0.3 f = 0.75, 61 = 0.7, 52 = 0.7,
v1 = 0.4 and 15 = 0.4.

8Note that the tildes were dropped from the notation.
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First we look into the effect of the cross-skew parameters, 12 and ~21. Two maturity times
will be considered, namely 7' = 1 and T' = 5. Besides the base scenario case we will vary the
value for the cross-skew parameters both up and down (e.g. y12£0.5). The results for parameter
Y12 are given in Figure 5.4.

CMSSO price — DD SABR - changing y,,, - T=1 CMSSO price — DD SABR - changing y,, - T=5
12 12

250 250
low \ low
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Figure 5.4: Effect of the cross-skew parameter 7;5 in the DD SABR model. For o three
different values are chosen. Base: v12 = —0.3, low: 712 = —0.8 and high: 12 = 0.2.

From Figure 5.4 we can see that already for short time to maturity there is a cross-skew
effect. For longer time to maturity we see that the effect of the cross-skew parameter 7o is
significant, the prices differ much when shifting v;2. In general, when =5 increases the CMSSO
prices decrease, and when -1 decreases the CMSSO prices increase. For correlation parameter
v21 we follow the same approach as was done for parameter ;2. The results for parameter
21 are given in Figure 5.5. From Figure 5.5 we can see that shifting v2; has the same effect

CMSSO price - DD SABR - changing v,, - T=1 CMSSO price - DD SABR - changing y,, — T=5
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Figure 5.5: Effect of the cross-skew parameter 771 in the DD SABR model. For 72 three
different values are chosen. Base: v91 = —0.3, low: 91 = —0.8 and high: 91 = 0.2.

as shifting v12. The effect that parameter v2; has on the CMSSO price seems weaker when
compared with parameter ;9.

Next, we look at the effect of the de-correlation parameter £&. We again follow the same
approach as was done for parameters 12 and 9;. The results when varying & are given in
Figure 5.6. From Figure 5.6 it is clear that as the time to maturity increases the de-correlation
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CMSSO price — DD SABR - changing & - T=1 CMSSO price — DD SABR - changing & - T=5
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Figure 5.6: Effect of the de-correlation parameter £ in the DD SABR model. For £ three different
values are chosen. Base: £ = 0.75, low: & = 0.25 and high: £ = 0.99.

effect becomes more pronounced. For a small time to maturity we hardly see any difference in
the prices when shifting the parameter £. For longer time to maturity we see a difference. When
£ increases we see that the CMSSO prices decrease, on the other hand when £ decreases the
the CMSSO prices increase. It is also interesting to note that the effect of the de-correlation
parameter seems smaller than the effect of the cross-skew parameters. Thus, there is indeed a
cross-skew effect and a de-correlation effect.

5.6 Conclusions

In this chapter we showed a technique to obtain and calibrate a relatively simple stochastic
volatility model which can be used for pricing CMS spread options, the DD SABR model.

First a modification of the multi-dimensional SABR model presented in [26] was obtained,
the 2D SABR model, which can be used for the pricing of CMS spread options. In this model
the CMS-adjusted forward rates are assumed to follow SABR dynamics. Most parameters of
the 2D SABR model can be obtained by calibrating the SABR model to CMS caplet prices,
where the CMS caplet prices are calculated using the replication method and a TSR model, as
was described in Chapter 3. The remaining parameters, 12, 721 and &, can be used to calibrate
to additional market prices (if available).

Using the Markovian Projection method we obtained from the 2D SABR model the DD
SABR model, which allows for more efficient simulation. Note that using Hagan’s formula the
prices of CMS spread options can be obtained even analytically.

The main advantage of the DD SABR model compared to the copula approach is that the
full correlation structure is incorporated into the pricing.

Many numerical experiments were performed to study the performance of the DD SABR
model. First European call spread options were priced, which showed that the DD SABR model
is accurate up to 5 years to maturity. The results of the copula approach from Chapter 4 were
compared to the results of the DD SABR model. From the results of the numerical experiments
we can conclude that both the copula approach and the DD SABR model can be used to
efficiently and accurately price CMS spread options. We have also seen that the cross-skew
parameters and the de-correlation parameter have influence on the CMS spread option price.

We can conclude that generally the DD SABR model outperforms the copula approach.



Chapter 6

Conclusions

This chapter summarizes the main results and conclusions that we have obtained in this thesis.

In this thesis we considered models that can be used for efficient pricing of CMS and CMS
spread derivatives. The first part of the research focuses on the pricing of CMS derivatives,
while the second part focuses on the pricing of CMS spread derivatives. A CMS derivative is a
financial instrument whose payoff is a function of a single swap rate. On the other hand a CMS
spread derivative is a financial instrument whose payoff is a function of the spread between two
swap rates of different maturity. We are specifically interested in pricing CMS and CMS spread
options.

CMS options are widely used by insurance companies and pension funds in their Asset
& Liability Management, because these institutions are very vulnerable to movements in the
interest rates. CMS spread options are typically used by banks to hedge the CMS spread swaps
that they have entered into with customers. The pricing of these products has to be accurate
and efficient. The notional values for these kind of derivatives are usually quite large, so even
small errors when pricing these products can lead to substantial losses. It is possible to use
sophisticated models, for example the Libor market model, to price these products. A downside
of these type of models is that they usually are not very efficient, the models have limited
analytical tractability. Therefore, the aim of this thesis was to obtain accurate and efficient
models that can be used to price CMS and CMS spread options.

For the pricing of CMS options we made use of the TSR approach. Using this approach
TSR models can be obtained. We considered two types of TSR models that were described
in the literature, the linear TSR model and the swap-yield TSR model. We also developed
two new TSR models both based on interpolation, the linear interpolation TSR model and the
log-linear interpolation TSR model. To study the performance of the respective TSR models
market data from 2007 and 2013 was used. The results for both sets of market data were similar
but we observed that the price differences for the year 2013 were larger than for the year 2007,
which is probably due to the fact that the volatilities in 2013 were more extreme, indicating
that nowadays correct valuation of CMS derivatives is of even more importance. We have also
seen that depending on the chosen TSR model the computed price of the CMS option differs
slightly. We also showed that there is a timing and a volatility effect. The further the start
date is moved into the future, the bigger the differences are between the computed prices of the
CMS derivative with the respective TSR models, indicating that there is a timing effect. The
volatility effect follows from the fact that the higher the volatility is, the bigger the differences
will be between the computed prices of the CMS derivative with the respective TSR models.

From the numerical experiments we have seen that all TSR models have their pros and cons.
The swap-yield TSR model is most widely used in the financial industry. Its popularity stems
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from the fact that only a single assumption is necessary to derive the annuity mapping function.
The assumption that is made, is that all underlying swap rates are approximated by a single
swap rate. A downside of the swap-yield model is that it is not arbitrage-free. A rescaling
has to be used to correctly calculate the price of the CMS option price, which doubles the
computation time. The mean reversion linear TSR model is arbitrage-free by definition. Of the
four considered TSR models the mean reversion linear TSR model is the only TSR model that
incorporates a mean reversion parameter, making it the most flexible TSR model. However,
calibrating this mean reversion parameter is not straight-forward and is an issue that should be
further researched. The linear and log-linear interpolation TSR models on the other hand require
no additional calibration. The linear interpolation TSR model is based on a linear interpolation
of the zero-coupon bonds. Another advantage of this model compared to the swap-yield TSR
model is that it is arbitrage-free by construction. The log-linear interpolation TSR model is
based on a linear interpolation of the logarithm of zero-coupon bonds, which can be a better
way to describe the future yield curve movement. For the log-linear interpolation TSR model
the same rescaling as for the swap-yield model has to be used. Besides the necessary rescaling,
also a numerical root finding algorithm has to be used to calculate the values for the annuity
mapping function. Meaning that the log-linear TSR model has the highest computational cost of
the considered TSR models, although the computational costs are still very low when compared
to sophisticated models.

We would recommend the use of the log-linear interpolation TSR model to price CMS op-
tions, depending on the view of the movement of the yield curve. When it is important to
reduce the calculation time, we recommend the use of the linear interpolation TSR model. If
more flexibility needs to be added we would recommend the use of the mean reversion linear
TSR model.

In the second part we made use of the copula approach to efficiently price CMS spread
options. We determined the marginal distributions of the two swap rates under the forward
measure, the joint distribution was obtained by linking the marginal distributions using a copula
function. The Gaussian copula is the copula that we used for the pricing of CMS spread options.
Using the copula approach and applying integration by parts we derived a one-dimensional
pricing formula that can be used for the pricing of CMS spread options. A copula and a TSR
model have to be selected in order to make use of this one-dimensional pricing formula. We
also presented a Monte Carlo method which can be used to price CMS spread options, in case
a Gaussian copula is assumed.

To study the performance of the copula approach we again made use of market data from
2007 and 2013. In general, the results for both sets of market data were similar. The differences
in prices using the one-dimensional pricing formula and the MC method can be explained mostly
by numerical issues, i.e. large number of MC paths, chosen values for the integration bounds.

All four TSR models were considered in the copula approach and generally we have seen
that the computed CMS spread option price only differs slightly depending on the chosen TSR
model. We also showed that there are timing, volatility and correlation effects. The further
the start date is moved into the future, the bigger the differences will be between the computed
prices of the CMS spread option with the respective TSR models. The volatility effect follows
from the fact that the higher the volatility is, the bigger the differences will be between the
computed prices of the CMS spread option with the respective TSR models. The correlation
parameter has influence on the curvature. The higher the value of the correlation parameter is,
the more convex the plot of the computed CMS spread option price becomes. It was shown that
the behavior of the two new TSR models, the linear interpolation and log-linear interpolation
TSR model, is highly satisfactory.

Finally, we considered a stochastic volatility model for the pricing of CMS spread options,
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the displaced diffusion SABR (DD SABR) model. A two-dimensional SABR (2D SABR) model
was presented that can be used for the pricing of CMS spread options. However, the prices
can only be calculated using a MC simulation. Using the Markovian projection method the DD
SABR model was derived from the 2D SABR model. To use the 2D and DD SABR models for
the pricing of CMS spread options, adjusted CMS-forward rates and the associated adjusted
SABR parameters have to be used. The main advantage of the DD SABR model compared to
the copula approach is that, unlike in the copula approach, now the full correlation structure
is incorporated into the pricing. CMS-adjusted forward rates are defined such that each CMS-
adjusted rate follows SABR dynamics. Therefore, most parameters of the DD SABR and 2D
SABR models can be obtained by calibrating the SABR model to CMS caplets prices. The
remaining parameters, yi2, 721 and &, can be used to calibrate to additional market prices (if
available).

We can conclude that both the copula approach and the DD SABR model can be used to
accurately and efficiently price CMS spread options. The DD SABR model generally outperforms
the copula approach.



Chapter 7

Further Research

This chapter describes possible further research directions that could be taken for the efficient
pricing of CMS and CMS spread derivatives.

We have seen that CMS derivatives can be priced efficiently using TSR models. Besides the TSR
models we considered it might be interesting to look into alternative TSR models. We have seen
that the mean reversion linear TSR model is the most flexible TSR model, due to the use of a
mean reversion parameter. In this thesis we did not calibrate this parameter. Calibrating this
mean reversion parameter is not straight-forward and deserves further research.

It would also be interesting to investigate if the other three TSR models could incorporate
a mean reversion parameter. Perhaps alterations could be made to their respective annuity
mapping functions. Although we feel that it would be difficult to make such alterations while
still satisfying the no-arbitrage, consistency and reasonability conditions.

The two new TSR models we developed are based on interpolation, another possible research
direction is to investigate other interpolation techniques which can lead to new TSR models.

For the pricing of CMS spread options we made use of the copula approach. The copula that
we chose was the Gaussian copula. Obviously, research could be done into the application of
other copulas in CMS spread option pricing. Making use of other copulas in the obtained one-
dimensional pricing formula would perhaps lead to slightly more accurate CMS spread option
prices. The downside is that these other types of copulas have more parameters which in turn
need to be calibrated properly. Additionally, one of the main advantages of the copula approach
is the transparency of the obtained model. The more complicated the considered copula is the
less transparent the model becomes. In that case it would probably make more sense to use a
stochastic volatility model.

We also priced CMS spread options using a stochastic volatility model, the DD SABR model.
The DD SABR model was obtained by applying the Markovian projection method to the 2D
SABR model. Most parameters of the 2D SABR model can be obtained by calibrating the
SABR model to CMS caplet prices. The cross-skew parmaters (7y12, v21) and de-correlation
parameter (£) can only be calibrated if additional market prices are available. Therefore, it is
worth to look into other possible calibration procedures for the two-dimensional and displaced
diffusion SABR models.

When applying the Markovian projection method we are limited by the accuracy of the
approximations of the conditional expectations. We followed the same approach as in [34], we
made use of first-order Taylor expansions and Gaussian approximations to obtain approximations
for the conditional expectations. However, quantifying the error of these approximations was not
straight-forward and deserves further research. Additionally, research could be done on other
approximation methods such that the accuracy of the approximated conditional expectations
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improves.
Finally, we would like to mention that the multi-dimensional SABR model and the DD SABR

model are not only useful for the pricing of CMS spread options. Further research could be done
in order to apply these models to the pricing of e.g. FX Asian options or equity basket options.
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Appendix A

Proofs

In this appendix we list the proofs, which we have omitted in the main text.

A.1 Proof of Theorem 2.2.6

We first notice that for numéraires M (7T') and N(T') we have the following two equalities:

X(T) _X(@)
(35l
N[ XD 2] _ XD
= |55 = v 2
From equation (2.6) it follows that
M(T)N(t) dQVN )

This means that we can write,

[l e

%)

Equating the expectations above, we obtain the following expression for the Radon-Nikodym
derivative:
dQY | N(T)M() A3
dQM|z  NOM(T) '
For an arbitrary numéraire a probability measure, QY , exists, equivalent to the initial measure,
QO, so that the price of an attainable claim, X, normalized by N, is a martingale under measure

90
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QV, and
X(T) dQN
VX[ ] B | Sraer| A
=N T e e
B | | 7]
X (TYM(t
_EM{ﬁ%M@N‘fJ
EM | S| 7]
We can rewrite this as follows:
M [ X(T) M(t)
o [X0) 5] 2 i 7
N(T [ N(T) M(t
(T) EM _—M((Tgw(t))‘ft}
[ x(T
e[
B [ N(T '
BV [ 25| 7]
Now, using equalities (A.1) and (A.2) we get
X(T
BY [ 5] x( "
NT) N(t) M(t '
[ S ’ ]:] (t) M(t)
X(?)
=7 A.

Equation (A.4) follows from the assumption that a numéraire M exists and the price of any
traded asset divided by its associated numéraire is a martingale.

A.2 Proof of Lemma 2.3.4

We can rewrite (2.12) as follows:

P(t,T,) — P(t, Tr+m)
Spm(t) =
_ ST P(LT) — P(t Tia)
Ap (1)
B Stm=lnp t,Tz'+1)T%P tﬁfl)T’“)
B Apm(t)
n+m—1 P(t,T;
B Dicn Tz‘P(taTl—&-l)% (P(t(,Ti+)1) — 1)
- Apm(t)
n+m—1 ) 1 PEtT)
_ Dicn nP(t,TzH)T(TM_Ti) (P(t,TH_l) 1) A
= Ao (D) (A.6)
S P, Ti ) Li(t, Ty, Ty
- Apm(t)
_ ST mP( T Li(t) (A7)
Apm(t) ’
where we made use of expression (2.9) in (A.6).
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A.3 Proof of Lemma 2.5.1

We can rewrite (2.27) as follows:

Viwap(t) = B(t) Y 1,EP [W' ]—"t] (A.8)

= B(t) THEB[ Ln(T) — K

J-'t] (A.9)

2" BT [P (T, Tr)
N-1 L (Pl 1) — K P(Ty, T,
= B(t) Z . EB (T" <P(T"’T"+1) B(; ] ) ( +1) F; (A.10)
n=0 n
N-1
— B(t) ]EB |:P(T7L7Tn) - P(ngn(?))_TnKP(TanJrl) ]:t:| (A.ll)
n=0 n
N-1
_ B(t) P(thn) - P(thg(lt))_ TnKP<t7Tn+1) (A.l?)
n=0
N-1
= P(t,T,) — P(t,Tht1) — o KP(t, Th11) (A.13)
n=0
= 1 (P(t,Ty) — P(t, Tas1)
-2 TP (t, Thi1) (Tn ( PG To0) ) — K) (A.14)
N-1
=" 7 P(t, Tny1)(La(t) — K) (A.15)
n=0
N-1 N—-1
_ . > n=0 TP (t, Tns1)Ln(t) _ A
<n:o nP(t,TnH)) ( SV B Tor) K) (A.16)
= A(t)(S(t) — K), (A.17)

where A(t) is given by (2.11) and S(t) is given by (2.13). The value of the receiver swap follows
analogically,
szap—rec(t) = A(t)(K - S(t)) (A‘18)

We used the following to get from (A.8) to (A.17): expression (2.16), definition of L,(T},),
basic calculations, martingale property, basic calculations, definition of L, (t), basic calculations,
definition of A(t) and S(¢).

A.4 Proof of Lemma 2.5.2

From (2.39) we know that we can write

‘/swaption—pay(t) = B(t)EB

]-“t] . (A.19)
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Changing to the annuity measure by applying Theorem 2.2.6 we get

‘/Swaption-pay(t) = B(t)EA B(lmAn,m(Tn)(Sn,m(Tn) - K)+m ft:|
B
:_ngEA[Aﬂmxtxsgmxzh)—z(ﬁ\];

= Apm(OE [(Snm(t) — K)ﬂ Fi .
The value of the receiver swaption follows analogically,

‘/swaption—rec(t) = An,m(t)]E [(K - Sn,m(t))+| ‘Ft] :

A.5 Proof of Lemma 3.3.1

We write, )
EA [£(S(To))| Fo] = / F(@)A (@) da

Let us start to analyze Case 3, a < S(0) < b, then we separate the integral and get

5(0) b
EA [ £(S(T0))| Fol = / Fl@y (@)de + / Flap? (@)da,
a S(0)

where ¥4 (z) is given by

2
Pe05O)To.r) - if Gy < & < b.

8%p(0,5(0),To,x .
w%)—{p‘ g2, ifa<w < S,

Remember the formula for integration by parts, given by

/udv:uv/vdu.

We are going to calculate the integral

5(0) 92p(0, S(0), Ty, =
[ i e,
dv

u

93

(A.20)

(A.21)

(A.22)

(A.23)

(A.24)

(A.25)

(A.26)

(A.27)

(A.28)

the other integral can be calculated analogically. Now let u = f(x) and dv = de,

so that
du = f'(z)dx,
Y dp(0, 5(0), Ty, z)
N Ox '
Therefore,
SO 52p(0, S(0), To, x ap(0, S(0), Ty, z)|7© 50 ap(0, S(0), Ty, =
[ TR0 T8, _ gy OO T2 T [T 1) 20050, Tovw),
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We use integration by parts again to determine the integral

5(0)
/ () ap(0, Séo), To, x) de
a N—— T
dv

u

Now let u = f/(z) and dv = 22050.10.2) g5 o that

ox

du = f"(x)dx,
v =p(0,5(0), Ty, x).

Therefore,
SO p(0,5(0), Ty, 50)
[ @D gy 0,500 005~ [ £ @0, 50). To)de
‘ (A.30)
Substituting (A.30) in (A.29) we get
SO 92p(0,5(0), Ty, = ap(0,5(0), To, ) |5
| s PO gy ey POEDIRD T rayp0,5(0), 70, 0]
S(0) ‘
+/ 1" (x)p(0,5(0), Ty, x)dzx. (A.31)
Analogically for the other integral we get
b 82¢(0, S(0), Ty, x) 9c(0, 5(0), Ty, z) |° b
f(x) : " dx = f(x) ’ - — f'(x)e(0,5(0), Ty, )
/5(0) Ox? Ox $(0) [0

b
+ / (2)¢(0, S(0), Ty, x)dz. (A.32)
S(0)
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Substituting (A.31) and (A.32) in (A.25) we get the following expression

5(0)

05O T0.2) 7 prayp(o, 5(0), T, )

B [(S(To))] Fo] = f(x) L2

a

S(0) ) b
v [ @m0, 50,7 2 1 ) 200 Tone)

ox 5(0)

— f(2)c(0,5(0), Ty, x) / f"(z ), To, z)dx

ap(0,5(0), T; 5(0)) Ip(0,5(0), Ty, a)
Ox ox

S(0)
+ f’(a)p(O, 5(0)7T07a) +/ f”(ZL‘)p(O, S(O),To,l')dl‘ + f(b)
9c(0,5(0), To, S(0))

= ['(5(0)p(0, 5(0), To, (0))
de(0, 5(0), Ty, b)

ox

= f(5(0))

— f(a)

— 1(5(0)) = f'(b)e(0, 5(0), To, b)

oz
+ £/(S(0))e(0 / e ) T, 2)d
— 1(s(0)) | 225 gm 0, 5(0)) _ 2<(0, s gw S(O))] a2 050, Th0
+ 5 2SI 1500 [pw, S(0), T, S(0)) — (0, S(0), To, S(0))

5(0)

+ '(@)p(0, 5(0), Ty, a) — f'(b)e(0, S(0), To, b) + / 1"(2)p(0, 5(0), T, 2)dx

a

/ f(x ), To, x)da (A.33)
Using the following two identities
p(Ov S(O)v To, S(O)) - 6(07 S(O)a To, S(O)) =0, (A34)
op(0, 5(0), To, S(0) _ 960, 5(0), Ty, 5(0)) _ | A35)
oz Ox - .

we can write (A.33) as follows

EA[F(S(T0)| o] = F(S(0)) — () POIOT0D g 040500 To. D)

+ f'(a)p(0,5(0), To, a) — f'(b)c(0, S(0), b, b)

S(0) b
+/a F(2)p(0, 5(0), To, = dx—i—/S 2)¢(0, 5(0), Ty, z)dz. (A.36)

We still need to consider the other two cases.
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For Case 1, S(0) < a, we have

EA [£(S(T0))| Fol = /f a(x2)T0’$)dx

) T07 J;)
/ f(z &62 dx

b
2 (o,sg;),z’o, z)

b

- f/(x)c(ov 5(0), To, x)‘a

a

b
+ / 7(2)¢(0, S(0), Ty, 2)dx (A.37)

:f(b)GC(O,Sg;%To,b) f(a)8c(O,Sé(3U),T0,a)

f'(b)e(0, 5(0), To, b) + f'(a)e(0, S(0), To, a)
/ f'(x 0), To, z)da. (A.38)

For Case 2, S(0) > b, we have

S(0) 2 -
EA[£(S(Ty))| Fol :/ f(:z:)a (0, ig),To, )

b 2 T
[ ) ZO 5O T,

dx

b
= fa) ZOEOTDE - prayp0, 5(0), 15,0
b a
+/ J"(2)p(0,5(0), Ty, z)dx (A.39)
e )ap(O SOLT0.0) g, 00050, T
f'(0)p(0, 5(0), To, b) + f'(a)p(0, S(0), To, a)
/f” 0), To, z)dz. (A.40)

A.6 Proof of Lemma 3.5.1

To obtain the linear TSR model the following relation is specified
m(s, M)
Snco (s, Tat)

where a(-) and b(-) are deterministic functions. In order for the model to satisfy the no-arbitrage
condition we see after substituting (A.41) in (3.23) that the following relation must be satisfied

=a(M)s+b(M), M>T, (A.41)

P(0, M) = A(0)E™ [a(M)S(T) + b(M)]. (A.42)

Using the fact that under the annuity measure S(7') is a martingale we get the following condition

on the free coefficient b(-),

P(0, M)
A(0)

b(M) = — a(M)S(0). (A.43)
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Now we move on to the consistency condition, to satisfy the consistency condition we must have

o 1—m(s,Tn)
Yoo T (s, Tus1)
. 1 _ 7T(S, TN)
27]:[;01 Tnﬂ'(s, Tn+1) ZnN;OI Tnﬂ(x’ Tn+1)
_ (s, To) B (s, Tn)
2712[:_01 Tnﬂ(sv TTH-I) Zfzvz_ol Tnﬁ(sv Tn-‘rl)
= (a(To)s + b(To)) — (a(Tn)s + b(Tw))- (A.44)

Rewriting expression (A.44) we get,

0= (a(Tp)s + b(Tp)) — (a(Tn)s + b(Tn)) — s
= (a(To) — a(TN) — 1)8 + b(To) — b(TN).

The expression above must hold for all s (so also s = 0) if follows that b(7y) = b(Tn). Now
writing,

0= (a(Tp) — a(Ty) — 1)s + b(Tp) — b(Tp) = (a(Tp) — a(Tn) — 1)s,

it follows that
a(To) = a(Tn) + 1.

So we found the following two conditions

Also if (A.45) is satisfied then (A.46) is satisfied, this follows from (A.42). We have

b(To) = b(Ty),
P(0,Tp) _ P(0,Tn)
A(0) —a(Tp)S(0) = W

— a(Tx)S(0).

Rewriting gives,
P(0,To) — a(Tp)S(0)A(0) = P(0,Tx) — a(Tn)S(0)A(0).

So we have

P(0,Ty) — P(0,Tn) + a(Tn)S(0)A(0)
5(0)A(0)
P(0,Ty) — P(0,Tn) 1

= A(0) s )
5(0)

= % + a(TN)

=14+ a(TN).

a(Ty) =

Proceeding in a similar fashion it is possible to show from (A.42) that if (A.46) is satisfied, then
(A.45) is satisfied.
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The specified relationship (A.41) imposes additional restrictions on a(-),b(-). The following
must now hold

—_
I
r

Tn(a(Th41)s + 0(Tni1))

il
oLl

= Tn@ n+1 5+ 5 Tn n—l—l

3
II

Since the equation above must again be valid for all s we must have

Z TnQ n+1
Z Tn n+1

A.7 Proof of Lemma 3.5.3

We want to connect the coefficients a(-) to mean reversion parameter ». Remember that

— m(s, M) = a(M)s+b(M), M >T, (A.47)
Zn 0 TnTF(S TTL+1)
and
P(T,M)=n(S(T),M), M>T. (A.48)
Substituting (A.48) in (A.47) and differentiating we get
0 P(T,M
a(M) = 5T ( ) (A.49)
Zn o ' P(t, Tn+1)
We can rewrite this in the context of a Gaussian one-factor model, as
P(T,M 1
a(M) = 8‘9 — (T, M, z) X — , (A.50)
T Yon=o TP (T T, ) S(T,z)=5(0) 55T ) S(T,)=5(0)

where x is now the short rate state in the Gaussian model on which all discount bonds and swap
rates depend. In [36] we have seen that the bond reconstitution formula is given by

P(0,7)

PT) = ey

exp (—x(t)G(t, T) - %y(t)GQ(t, T)> , (A.51)

where

T
G(t,T) :/ e i) gy,
t

We can easily see that we have
1— e*%(Tft)
Gt,T)= ———, (A.52)

Ve
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since

Differentiating P(¢,T") we get
;EP(t,T) _ ; (P ((O’f)) exp (—x(t)G(t, ) - ;y(t)GQ(t,T))>
_ _cue.n2OD o (—:p(t)G(t,T) _ 1y(t)G2(t,T)>

P(0, 1) 2
_G(t, T)P(t,T).

Now denote by A(T, x) the annuity as the function of the short rate state z,

N—-1
= 1 P(T, Ty, 7).
n=0

Differentiating we get

N-1 N-1

d d
S AT ) = o Z T P(T, Ty, ) = nzo T P(T, T, @)
N-1
==Y G(T,Tpi1)mP(T, Tny1, ).
n=0

Now we are ready to tackle expression (A.50). Firstly we have

& P(T,M,z) A(T,x)ZP(T,M,z)— P(T,M,z) L AT, x)
ox A(T,z) A(T, x)
_ —A(T,2)G(T,M)P(T,M,z) + P(T, M,2) SN G(T, Tp11) 7 P(T, Tpy1, )
AT, x)
G(T, M)P(T,M,z) P(T,M,z) YN G(T, Tps1)7 P(T, Tns1, )
A(T, x) A%(T, x)
G(T, M)P(T, M,z) P(T, M, ) >N G(T, Tyi1 )70 P(T, T, )

Z?J':[:_OI TnP(T’ Tn+1, x) ZnN:_O1 TnP(Ta Tn+17 x) ZNfo TnP(T Tn+1, ) '
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Secondly,
0S(T,x) 0 (P(T,Tp,x) — P(T,Tn,x)
dr Oz < A(T, z) >
AT, 2) 2 (P(T, Ty, ) — P(T, Ty, x)) — (P(T, Ty, ) — P(T, Ty, x)) & A(T, x)
N A%(T, x)
AT, 2) & (P(T, Ty, x) — P(T, Ty, x)) — A(T, 2)S(T, z) & A(T, x)
B AT, x)
LP(T, Ty, z) — ZP(T, Ty, z) — S(T,2) & A(T, z)
N A(T, x)
_ G(T,TN)P(T, Ty, x) — S(T,2) & A(T, )
B A(T, x)

G(Ta TN)P(T7 Ty, .’L') + S(Tv .%') Zg:_ol G(T7 TTL+1)TTLP(T7 T, .1‘)
27]1\[:_01 TnP(T7 Tn+1a :L') .

Using for all ¢ > T the approximation

P(0,1)
P(T,t,%) g7 2)=50) ~ 0.7 (A.53)
we get
P(O,M P(0,M N-— P(0,T,
QP(T, M, x) _ G(T, M) p(((),T)) P((07T)) Zn:()l G(T', Th41)mn ED(O,T+)1)
Or AT swo—so Som B Yam ot Yoma ' Hoy
__GTM)POM) | P(0,M) S35 G(T, Tn) 7 P(0, To)
27]:[;01 TnP(O’ Tn+1) Zrly;ol TnP(O’ Tn+1) Zﬁ[;ol TnP(O’ Tn+1) ’
(A.54)
and
o G T B + 5(0) T35 G, T ) gy
9z 7) - N—1_ P(0Tnr1)
S(T,2)=5(0) 2 n=0 Tn " p(o.T)
_ G(T,Tn)P(0, T) + 5(0) Y09 G(T, 1) 70 PO, Tys)
SN T P(0, Tp1)
So we have

G, 2) g =g G(TTN)PO,Tn) + S(0) 3020 G(T, Truy1 )70 P(0, Tr1)
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Substituting (A.54) and (A.55) in (A.50) we get

—G(T, M)P(0, M)
a(M) = G N_1 +
(T, TN)P(O, TN) + S(O) ano G(T, Tn+1)TnP(O, Tn+1)
P(O M) Zfzv_ol G(Tv Tn+1)TnP(O=Tn+1)
G(T,Tn)P(0,Tn) S8 7 P(0, Tngr) + S(0) S0 G(T, Ty 1) P(0, Tis1) Son—g 7P (0, Tro1)
_ —G(T, M)P(0, M) "Nt 7, P(0, T, 11)
G(T, Tn)P(0,Tn) Y020 7P (0, Tut1) + S(0) o020 G(T, Tu1)Ta P(0, Tngt) Son=g 7 P(0, Trs1)
P(O M) 27]:[_01 G(T7 Tn+1)TnP(OaTn+l)
G(T, Ty)P(0,Tn) Yong mnP(0, Trpr) + S(0) S0 G(T, TnHmP(o Toi1) ong 7 P(0, Top1)
_ P(0,M) SNV L G(T, Ty 1) 70 P(O, Toir) — PO, M)G(T, M) SN 7, P(0, Tr,41)
A(O)G(T Tn)P(0,Tn) + A(0)S(0) 32055 G(T, Ty 1) 7 P(0, Trp1)
M) (SN GT, T PO, To1) — G(T, M)A(0))
A(0 > <T Tn)P(0,Tn) + A(0)S(0) 305 G(T, Ty 1) P(0, Trp1)
( Sacg G(TTnmrn OLws)) _ . M)>

N T . (A.56)
G(T, TN)P(O, TN) + S(O) ano G(T, Tn+1)TnP(0, Tn+1)

We can rewrite (A.56) in the following form

P(0,M)(y — G(T, M))
P(0,TN)G(T, Tn) + A(0)S(0)y

a(M) = , forall t>T,

where N1
Zn;O TnP(OJ Tn+1)G(T7 Tn—i—l)

T A(0)
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A.8 Proof of Lemma 3.5.4

We can rewrite (3.16) as follows:

Veems(0) = 5+~

- PE%(,OT),» < - a5<0>) $(0) + aE [S<Tn>2\fn]>
A

= 5(0) +

aVar? (S(T,)) . (A.57)

and

AgCMS(O) =E" [S(Tn)| ]:n] - S(O)
= gCMS(O) - S(O)
A(0)

- P(0, Tp) aVar’ (S(Th)) - (A.58)

We used the following to get (A.57): first two times basic calculations, linearity of expecta-
tion and taking out what is known, martingale property, no-arbitrage condition (3.29), basic
calculations, martingale property, definition of the variance.

A.9 Proof of Lemma 3.5.6

We want to determine the first and second derivative of «(s). Using the quotient rule we obtain
the following two expressions:

da 2% — y@
o= Zds  Tdds > ds (A.59)
and ,
d d2 d d d
o _* (+5¥ - v%s) - 2% (+% - v¥) | (A.60)

ds? 23
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Expression (A.60) is valid since,

9f5¥ 24 < & yds) ( Eg yds) i (%)
-
ds

ds?

2| d dy dy d d
Z[£<Z£>—3§@ )}—(%E—y£>2%£

dz d dy d d d d d
|2+ (~ +y5s)| - 2% (=9 - vE)
= =
d? 2
2 (2t - yfrsé) -2 (=8 —vE)
= 3 .
The next step is to obtain expressions for %? %, % and % For Zg and d y we have:
dy
2 1
ds ’
d2
“Y _o.
ds?
To get an expression for % we write:
z(s) =1—h(s), (A.61)
where
N1y
h(s) = . A.62
)= (A.62)
=0
So we have
dz d
—=—(1-n
75 = 51— h(s))
dh
= ——. A.63
T (A.63)

Now taking the logarithm on both sides of equation (A.62), we can write:

N-1 1
log((s)) = log (H 1+ns>

i=

> (i)
:ZIOg
— L +7s

= log (1 +7s)7"). (A.64)
i=0

Differentiating equation (A.64) on both sides we get:
N-1

1 dh 1 »
Tt N T
I(s) ds ;(1—1—%) (At ms) ™

N-1

Z(lJrTl) —(1+7s) 2 Ti

=0

Nl

- 1+7s
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So we have:

Thus,

(A.65)

For the second derivative of z we can write:
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A.10 Proof of Lemma 3.5.9

We want to determine the first and second derivatives of a(s). For the first derivative of a(s)
we get

ia(s) = i L
ds Cds \ N g 2 (s) 0

. |
(Zﬁ:ol Tz(s) n+1>2d8 (Z n? )
— Yo a5 (Taz(s)")
(05 maCals) o)
- 27127:—01 Tnﬁnﬂz(s)ﬁnﬂ,l%
(TN mCe()mn)
~% 7]1\/_() TnUni12(s)n+1—1
(s Tn(z(s))ﬁn+1)2

Note that we need the first derivative of z(s) with respect to s. Using expression (3.91) we can
write:

(A.66)

N-1
s)=1-—s Z Tnz(s)0m L, (A.67)
n=0

Next we will make use of implicit differentiation and obtain:

N—1 g V-l
- Z Tnz(s)Pn+t — S5 Z TnOny12(s)0n 7L,
n=0 5 n=0

We can rewrite this as,

N-1
dz 1
e <1+SZTn n+12(s ) +17 ) ZT 2(s)9n+1,

n=0

Thus we obtain,

% _ —Zn 0 Tn2(s )ﬁn+1
ds 1+ ano TnUny12(s)on1—1"

For notational convenience we define:

where
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For the second derivative of «(s) we then have,

d2
ds?

a(s) =

TQ(S)dTl Ti(s )
(T2(s))?

(A.68)

For the first derivative of Tl(s) with respect to s we have,

dY1
ds

2N1

n=0
2N1

- df < E :Tn n+1Z "+11>
S
n=0
N-1
2N rtnir2(s -1 _ 4z d S Tung12(s) P!
ds ds ds

n=0

—1
82 § TV n+lz Unt1

— % Z c% (Tn??n—&-lZ(S)ﬂn""l_l)
0

n=

_ 9dz

dz s B e
_ 78 nzz:o Tnﬁn+1(19n+1 — 1)2’(8) %

()

- Tnﬂnﬂz(s)ﬁ"“_l

T n+1 n+1 - 1) ( ) n+1_2- (A69)

Note that we need the second derivative of z(s) with respect to s. We have,

2 I+s N:_17n19n 12(s)0n1—1) 4 Nz_lTnz §)Un+1
dz_ n=0 + ds n=0

ds?

N-1 Inr-1)”
145>, Tnny12(s)Vn+1

(_ ZTZIV;Ol Tnz(s)ﬂnH) % (1 +s 27]1\/;01 Tnﬁn+12(5)ﬂn+1_l>

dz

N-1 Inin-1)’
(145 S2 mabnsrz(s)?nt)

" ds Lan= 0 Tnﬁn-ﬁ-lz

(5)"m+1~

1

L+ 530 "g Ta¥nr12(s) 171

N-1
(Zn:O Tn

Z(S)ﬂn+1) (Zf‘:[;ol Tn0n+1z(3)ﬁn+1_1 + S% (ij;ol Tnﬁn+1z(8)ﬁn+l—1>)

(1+

2
§ Zfzv:_ol Tn§n+1z(s)ﬁn+1—1)

d N-1 9 -1
— & 2an—0 TnUnt12(s)"H!

L+ 530 0 Tn¥n+12(s)n+171

N-—1
n—=0 TnZ

(5)"1) (£

nN:io1 TnUn+12(8 ) nt1=l 4 Szz Zn -0 Tnﬁn+1(19n+1 — l)z(s)ﬂ"+1_2>

e

2
(1 + s 2712]2_01 Tn0n+12(s)ﬁn+1_1)
(A.70)
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For the first derivative of Yo(s) with respect to s we have,

N-1 2
=% ((Z m(z(s))'%“) )

n=0

N-1 d N-1
=2 (2 Tn<z<s>>”n+l) - (Z m(z(s))ﬂnﬂ)

v L
=2 (Z Tn(z(S))ﬁnH) (ds > TnﬁnJrlZ(S)ﬂnJrl_l) ~ (A.71)
n=0 n=0

A.11 Proof of Lemma 4.5.2

The proof we present here can be found in [37, pp. 737-738]. The value of the density ¥7(K)
at point K is equal to the (undiscounted) value of the security with the delta-function payoff,
6(S(T) — K),

YT (K) =E" [§5(S(T) — K)]. (A.72)

By switching to the annuity measure, using the law of iterated conditional expectation, and the
definition (3.27) of a(s), we obtain

W) = g gy @B | S (ST - 1)
- B O (ST)AST) - K)
B0 2o RE B(S(T) - K)
- B )

Expression (4.31), follows trivially.

A.12 Proof of Lemma 4.4.4

The inverse of ¥, denoted by U1, exists since ¥ is continuous. Suppose that X ~ H, then
P(W(X) <u) =P(¥H(T(X)) < U (u))
— P(X < ()

If H = U, then

Hence, H = V.
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A.13 Proof of Theorem 4.4.5

A full proof of Sklar’s Theorem can be found [41] and [32]. We are going to proof Sklar’s
Theorem for the two-dimensional case, where the marginal distribution functions are assumed
to be continuous.

Let X = (X1, X2)" be a random vector with joint distribution function ¥ and continuous
marginal distribution functions ¥y, ¥s. Since the marginal distribution functions are continuous,
we have:

]P’(Xl S .%'1,X2 S xg) = ]P)(\I/l(Xl) S \Ifl(xl),\IIQ(XQ) S \112(:6'2)) (A73)

From Lemma 4.4.4 we know that for i = 1,2:
U, (X;) ~U[0,1]. (A.74)

The existence follows directly from the definition of the copula, Definition 4.4.3, since (¥ (X;)Wa(X2))
has a copula C as its joint distribution function.

What is left to prove is the uniqueness. Let x; = W;l(ul) for all 2 = 1,2, then by continuity
of the marginal distribution functions we have,

C’(ul,uQ) = \I/(\Ifl_l(ul),\lfgl('lm)). (A.75)

Since (A.75) is an explicit expression, C' must be unique.

Conversely, let C' be a copula and V1, ¥y be continuous univariate distribution functions.
Suppose the random vector U = (Uy, Uz)' has joint distribution function C. Let X = (W (Uy), U5 (Us))
then by Lemma 4.4.4 we have,

P(Xl S xl,Xg S .%'2) P(\I/II(U ) < I, _I(Ug) < xg)
P(U;, < Wy(x1), Uz < Uy(x3))

C(Wi(x1), Ua(22)). (A.76)

A.14 Proof of Lemma 4.4.6

The proof of the multi-dimensional case can be found in [37, pp. 771-772]. We are going to
proof the two-dimensional case. From Sklar’s Theorem, Theorem 4.4.5, we have

\Ifc(l‘l,l‘g) = C(\I’l(l‘l),\IJQ(l'Q)). (A77)
The PDF is the derivative of the CDF, so differentiating the copula function gives us

62
61'181‘2
62
= 81:16:@0(\1]1(:61)’\1/2(:52))
_ 820(1111(.%'1), \112(1'2)) 81111(5131) ({9\112(1’2)
8@1(1’1)8@2(%2) 8:6'1 8902

. 820(\1/1(%1),\112(.%2))
= T O (21)0a () Y1(w1)2(z2)

= c(V1(z1), Wa(22))v1(z1)Y2(22),

Yo(ry, x2) = Veo(xr,xa)

where
82
aul 8u2

c(uy,ug) = C(u1,u2).
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A.15 Proof of Theorem 5.3.1

Piterbarg [34] mentions that the original proof in [18] is fairly involved. Instead he follows a
different approach inspired by Savine (see [39]), which is a much more financially-motivated
approach. This is also the approach we will follow.

Before we start with the proof we first have to address the problem of applying It6’s lemma, to
non-differentiable functions. It6 established a link between stochastic processes and differentiable
solutions. For any stochastic process

dX(t) = p(t)dt + o(t)dW(t),
and any twice-continuously differentiable function f(¢, X (¢)), we have
0 0 1 02
X(t)==ft, X ————f(t, X(t))dX - X X(1)% (A
A X (1) = G (6 XO)E+ s 6 XWX ) + 5 s [ XO)AX W) (AT
For call option prices we have the following expression
C(t,K) = Emax{X(t) — K,0}]. (A.79)

Now let f(¢,X(t)) = max{X(t) — K,0}. Note, that in this case we cannot apply It6’s lemma.
In [39] a new type of differentiation is described for these type of functions. The functions are
differentiable in the sense of distributions. Using the results from [39] we obtain the following
partial derivatives for f(¢, X (t)) = max{X(¢t) — K, 0}:

0
5[0 X (1) =0, (A.80)
e (0 X(0) = Txo, (a8

82
S (X (1) = 3(X (1) ~ K). (4.82)

We can apply the It6-Tanaka formula to the function f(¢, X (¢)) = max{X (¢t)— K,0} and obtain:

T 1 t
max{X(T) — K,0} = max{X(0) — K,0} +/0 Lixws>rydX(t) + 2/0 S(X(t) — K)(dX (1))

(A.83)
Now, we are ready to start with the proof. In general we are mostly concerned about the
volatility function, so we set u(t) = 0. The dynamic for the stochastic process X (¢) are now

given by
dX(t) = o(t)dW(t). (A.84)
From Dupire’s theorem, [14] we already now that in the local volatility model,
dY (t) = b(t, Y (t)dW (1)), (A.85)
for a given call option C(t, K) the local volatility b(¢, Y (¢)) can be expressed as:
0
£C(t, K
V(t,K) = 1352(—) (A.86)
2or2C(t, K)
The dynamics of f(¢, X(t)) = max{X(¢t) — K,0} are derived from the It6-Tanaka formula:
0 0 1 92 9
A X(0) = 0 X0) + D f (X)X () + 5 £ X (D)X (1)

— oy dX () + %5(}((1&) — K)(dX(1))?

= x>0 (t)dW (t) + %5(){(75) — K)o (t)dt. (A.87)
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On the other hand the expectation of the payoff is given by
Emquun_KpH_nqumy-xqwﬁﬂATmﬂm«ﬂxuﬂ+;EL£&x@yquX@y
= max{X(0) ~ K,0} + /0 "E [5(X(t) - K)(dX ()]
= max{X(0) ~ K,0} + /0 "B [5(X() - K)o2(0)] d. (A.88)

We can rewrite E [6(X (t) — K)o?(t)] as follows:

E [6(X(t) — K)o*(t)] =E [E [6(X(t) — K)o*(t)| X (t) = K]]
=E[6(X(t) — K)|E [¢*(t)] X(t) = K] . (A.89)

Making use of (A.81) and (A.82) we get:
2

S(X(t) ~ K) = 57

max{X(t) — K,0}. (A.90)

Substituting (A.90) in (A.89) we obtain:

2

E[6(X(t) — K)o*(t)] =E 82{2 max{X (t) — K,0}| E [¢*(t)| X (t) = K]

2

T OK?
82
= 55 ——Ct, K)E[o*(t)] X(t) = K] (A.91)

E [max{X () — K,0}]E [¢*(t)| X (t) = K]

For the partial derivative of the call price with respect to the time of maturity we have:

aaTC(T K) = ;T <maX{X(O) — K,0} + % /0 E [0(X(t) — K)o*(t)] dt>

= SE[(X () ~ K)o(0)]

_ L% o kE [o2)| X(T) = K] (A.92)
T 20K2 Y 7 o '
Therefore, )
C(t, K)
E[oc?t)|X(#)=K] = -2~/ A.93
[o®(1)| X (t) ] L E O K) (A.93)

Since matching European option prices for all strikes and maturities is equivalent to matching
all one-dimensional distributions, [14], we have:

V(t,K)=E[o*(t)| X(t) = K] . (A.94)
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A.16 Proof of Lemma 5.4.3
Using a first-order Taylor expansion for f;;(t) = f(Si(t),S;(t),ui(t), u;(t)), we obtain:

fij(#) = £(5i(0), 5(0), ui(0), u;(0)) + (Si(t) = 5i(0)) 5 (5i(0), 5;(0), ui(0), u;(0))

(A.95)

Now, using (5.38) and (5.39) we can write,

fij(t) = pipj + (Si(t) — Si(0))qip; + (S;(t) — S;(0))pig;
+ (ui(t) = Dpipj + (u;(t) — 1)pip;

= PiDj (1 + %(Si(t) — 5i(0)) + E(85(t) - 8;(0)) + (wi(t) — 1) + (u(t) - 1)) - (A.96)

pj
Similarly, we obtain for g;;(t) = g(u(t),u;(t)):
9ij (t) = g(ui(0), u;(0)) + (ui(t) — Ui(o))gi(ui(o)’ u;(0)) + (u;(t) - uj(O));ng(ui(o), u;(0))
= plzpipjui(o)uj(o) + (uilt) — Ui(O));QPinUQ(U)Uj(O) + (uy (1) — uj(o));mpj“i(o)u;(o)

1 1 1
= Pipit (ui(t) — 1) PP + (uj(t) — 1) aPiPs

p;,pj (14 (i) = 1) + (uy(t) — 1)) (A.97)

A.17 Proof of Lemma 5.4.4

Applying (5.25) to E[S;(t) — 5;(0)| S(t) = 2], we obtain:

_ N Cov(S;(t) —75'1'(0), S(t))
Var(S(t))

To get an expression for E[ E(t) — 5;(0)| S(t) = 2] we have to calculate the respective terms.
First, we calculate E[S;(t) — S;(0)]:

E[Sit) - 50 = |5:0) + [ i Wi(s) — 0] -5/ tpidwi@)] —0. (A99)

E[Si(t) — 8i(0)| S(t) = o] = E[S;(t (z —E[S(t)]). (A.98)

\_/
<
—
(=)
~—
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Secondly, we calculate E[S(t)]:

E[S(t)] =E [5(0) + /O t pdW (s) — SZ-(O)} = 5(0)+E { /0 t pdW (s) — i(O)] = 5(0) = S(0).

(A.100)
Thirdly, we calculate Var(S(t)):
Var(S(0)) = EI8*(0) - (B(5(0))* = | (50) + [ de(s>)2] ~5()
—E | 52(0) + 25(0) /0 Cpdi¥(s) + < /O t de(s)>2 _ 52(0)
— §2(0) + 25(0)E [ /0 t de(s)} +E < /0 t de(s)>2] 52(0)
=F {/Otp%ls} = /Otﬂ«:, [p?] ds = /Othds
=p’t (A.101)

=E iS(O) /Otpisz'(S) + </Otpz‘sz‘(3)> </Otde(3)ﬂ
= 5| [ pawio)] +£[( [ nam) ([ )]

r rt t t
=E /0 pz-ppidS] = /0 E [pipp:) ds = /0 pippids

= pippit. (A.102)

Note that we made use of It6 isometry and the fact that the expectation of an Ito integral is
zero. Substituting (A.99), (A.100), (A.101) and (A.102) in (A.98) we obtain:

E[Si(t) — Si(0)| 5(t) = 2] = p;pi (z — S(0)). (A.103)

Now, we apply (5.25) to E[#;(t) — 1| S(t) = x] we obtain:

E[a:(t) — 1| 5(t) = o] = E[as(t) — 1] + Cov(%;ﬁz S—(;),)S ®) . _ g5, (A.104)

To get an expression for E[u;(t) — 1| S(t) = x] we only have to calculate two terms, since the
other terms are already calculated. First, we calculate E[u;(t) — 1]:

E[ai(t) — 1] = E [ui(O) + /0 " vidZi(s) - 1] _E [ /0 t yidZi(s)} 0. (A.105)
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Finally, we calculate Cov(u;(t) — 1, S(t)):
Cov(w;(t) — 1,5(t)) = E[(@i(t) — 1)S(t)] - Ela(t) — 1E [S(t)] = E[(a@(t) — 1)S(¢)]

(

:E{ ; (0) + Ot vidZ;(s) — 1> <S(0)+/Otde(S)>}
[5(0) /0 VidZi(s) + ( /0 t V,-dZZ-(s)> < /O t de(s)ﬂ

= S(0)E [/Ot yidZi(s)] +E [(/Ot yidZi(s)> (/Otde(S)ﬂ

t t t
=E { / Vz'ppz‘+2d8] = / E [vippit2] ds = / Vippi+2ds
0 0 0

= Vippitat. (A.106)
Substituting (A.105), (A.100), (A.101) and (A.106) in (A.104) we obtain:
E[a;(t) — 1| S(t) = 2] = ”"p];“ (z — S(0)). (A.107)

A.18 Proof of Lemma 5.4.5

For E [o?(t)| S(t) = x] we have:

IE[UQ(t)}S = x| =E[fu1(t) + faa(t) — 2pij fr2(t)| S(t) = ]
=E[fu@)]S(t) = 2] + E[f2t)] S(t) = 2] — 2p1E [ f12(t)[ S(t) = 2] .
(A.108)
Using (A.103) we can calculate the three terms in (A.108). For E[ f11(t)| S(¢t) = =] we have:
ELu(0]S(0) =« =B | (1+2 ($1(0) = $10) + 20 - 1)) | 500 ]
=pi < +2 E (0)[S(t) = ] + 2E [(ur(t) = 1)[ S(t) = ]>
%pf(uz E[ 0))| 5t ]+2E[(a1(t)—1)|5(t):x]>
— qlM _ oP3 (1
= (122 P2 0 5(0) 4270 - 5(0))
= p? 1+2% — 500 +2%( —5(0))). (A.109)

For E [ foa(t)| S(t) = x| we have:
E[fa2(0)] S(t) = o] = E (1 +22(55(0) - $3(0)) + 2s(0) - 1)) \ S(1) = x]
+

2 E O)IS(t) = ]+2E[(U2(t)—1)\5(t)=m]>

Q2p202 V2p4
1+2=="=(x—5(0 x—SO)
p— (0)) + ) ( (0))

&
()
~ pa (1+2 E [ 0))| S(t) ]+2E[(az(t)—1)|5(t):x]>
-+ (
d

1+2@ - +2”2:4( —5(0))). (A.110)
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For E [ f12(t)| S(t) = x| we have:

Ewdmﬂw—ﬂ—Epm(ujy&w—&@»ﬁﬂ&w—&m»

() = 1)+ (ua() — 1)) S(8) = 2]
S(t) = 2] + ;a:E [S () — 5>(0)] () = ]
7]

= p1p2 + p2q1 E [ S1(t) — S1(0)]
+ pipoE [ui(t) — 1| S(t) = x] + pipoE [ua(t) — 1| S(t) = «]

~ pip2 + P2 E [ S1(t) — S1(0)] S(t) = z] + p1g2E [ Sa(t) — S2(0)] S(t) = ]
+ pip2B [ (t) — 1] S(t) = x| + p1p2k [u2(t) — 1] S(t) = =]

= pip2 + pan o (@ = 5(0)) + piaet 2 (@ = 5(0)
+p1pg%(:¢ — 5(0)) +p1p2%(m — 5(0)). (A.111)

Substituting (A.109), (A.110) and (A.111) in (A.108) we obtain:
E [o*(t)| S(t) = z] ~ p] + p3 — 2p1p2p12

2 2
+ 21’*1‘2“ (z — S(0)) + 2*“"*12% (z — S(0))

2 2
+ 2%(@« — 5(0)) + 21%(33 — 5(0))

_ QW(ZE — S(0)) — QW(@" — 5(0))

p p
. 2]91]021/21903[)12 (:p _ S(O)) _ 2p1p2V;P4012 (x _ S(O))

= pi + p3 — 2p1p2p12
2
+ 1; (p%cnm + p%’/lp?) +p§CI2P2 +p%1/2,04 — D2q1P1P1P12 — P1P2G2P2012—

p1pa2v1p3p12 — p1p21/2P4P12) (37 - 5(0>)
= pi + pj — 2p1p2p12

2
+ p (pT(q1p1 + vip3) + p3(qape + vaps) — pip2p12(qipr + G2p2 + vips

+12p4)) (x — S(0))
= pi +p3 — 2p1pap

2 5 2
+ » (p1(qml + v1p3) + p3(gep2 + vaps) — pip2p(qip1 + q2p2 + v1ps

+v2p4)) (# — S(0)),
=p? + (z — S(0))0y, (A.112)

with

p= \/p% +p3 — 2p1p2p, (A.113)

2
O = » (p%(QI,Ol +v1p3) + P3(q2p2 + vaps) — pipap(qip1 + qapa + v1p3 + V2p4)) . (A.114)
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Next, we compute E [u?(t)| S(t) = =

]:
E [w*(t)] S(t) = 2] = E [g11(t) + g22(t) — 2p15912(1)| S(¢) = 2]
Elgn()][S(t) = ] + E[g22(t)[ S(t) = 2] — 2p55E [g12(1)| S(t) = 2]
(A.115)
Using (A.107) we can calculate the three terms in (A.115). For E[g11(t)| S(t) = =] we have:

2 2

E [g1(8)] S(t) = ]=E{$Uﬁ2wm®Dﬂﬂﬂzx}=$6H2Ewdﬂ1ﬂw=ﬂ)

gi1
gi1

~ % (1+ 2E [, (t) — 1] S(t) = 2])

p3 V1p3
-4 (1+2 alt —5(0))>. (A.116)

For E [g22(t)| S(t) = x] we have:

_ [P - _
B anat)] S(0) = o] =B | 22 1+ 2(ua(t) Uﬁﬂw—ﬂ

’B"B
NN

(1 +2E [ug(t) — 1] S(t) = =)
~ p 5 (1+2E [a2(t) — 1] S(t) = 2])

Va4
-4 <1 +220 5(0))> . (A.117)
For E [g12(t)| S(t) = x] we have:
E [g12(1)] S(t) = J—E[ﬁmu+<<>—n+umw—n>ﬂw:4

p;pQ (14 Efui(t) —1|S(t) = 2] + Efug(t) — 1| S(t) = z])  (A.118)

~ B2 (L E [m(t) — 11 5() = o] + B [wa(t) 1 5(1) = ])

_ bhip2 nps, Vapg ,
=z <1+ » (x —5(0)) + ) (z S(O))).

Substituting (A.116), (A. 117) and (A.119) in (A.115) we obtain:
_ nps, v vapa
E [u*(t)]| S(t) = 2] =~ 2 <1 + 22 (2 S(O))) p2 (1 +2—="—(x S(O))>

p p

p1p2 V103 V2p4
27" <1+p< r—50) + =~ —S®»>

1
= = (pi + p3 — 2p12p1p2)

3

P
t s (pivips + Pavaps — prpavipspiz — pipavapapr2) (x — S(0))

= Zpi + p23 (v1p1(p1 — p2p12)p3 + vapa(p2 — P1p12)pa) (2 — S(0))
P2
=3 + = 3 (vip1(p1 — p2p)p3 + vap2(p2 — p1p)pa) (x — S(0))
— 1+ (2 — 5(0))O, (A.119)
with 5
O2 = — (1p1(p1 — p2p)p3 + vap2(p2 — P1p)pa) - (A.120)

b
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A.19 Proof of Lemma 5.4.6
From Lemma 5.4.5 it follows that,

>+ (z — S(0))6,

F%(z) ~ T @ 50)6; (A.121)
Therefore,
PP H (- S(O))@1
Flz) ~ \/ T+ o —50))5, (A.122)
We want to calculate F/(S(0)) and F'(S(0)). For F(S(0)) we have
_[P*+(5(0) - 5(0)©1 _
F(5(0)) = \/ 15 (5(0) = 5(0))6, =p. (A.123)
Next, we determine F’(z):
oo 1 (P24 (@ S0)0.\ T d (p*+ (x—5(0)6,
Fla)=3 < 1+(z-5(0))@2) dz ( e x—S(O))®2>
1 T — 24
L1 (4 GoS00800 oS00,y
R Gre-som.
So for F'(5(0)) we obtain:
F'(5(0)) = ;p (61 —p*02). (A.125)

Substituting (A.114) and (A.120) in (A.125) gives us

1
F'(S(0)) = 2 (Piqip1 + p1vips + Pagaps + Pavaps — P1P2g1P1P — P1P2G202P — P1P2VI P3P
— P1pavapap — PIVIP3 + P1P2V1 P3P — P3Vaps + p1p21/2p4p)

1

=2 (Pla1p1 + P3gap2 — prpaqip1p — P1pagzpap)
1

= ) (P1q1p1(p1 — p2p) + P2g2p2(p2 — P1p)) -

Making use of

g — PLTP2 (A.126)
p
gy PP (A.127)
0
we obtain:
where 2 2
g = P11P = P202py (A.129)

p



Appendix B

Market Data

In this appendix we present parts of the market data that were used for the numerical experi-
ments.

B.1 Market Data 2013

Start date ‘ 7CB ‘ Accrual

15-sep-14 | 0.995 0.997
14-sep-15 | 0.987 1.000
13-sep-16 | 0.972 1.000
13-sep-17 | 0.952 1.000
13-sep-18 | 0.929 1.000
13-sep-19 | 0.903 1.005
14-sep-20 | 0.875 0.997
13-sep-21 | 0.847 1.000
13-sep-22 | 0.818 1.000
13-sep-23 | 0.790 1.002
13-sep-24 | 0.761 1.005
15-sep-25 | 0.734 0.997
14-sep-26 | 0.707 0.997
13-sep-27 | 0.682 1.002
13-sep-28 | 0.658 1.000
13-sep-29 | 0.636 1.000
13-sep-30 | 0.615 1.005
15-sep-31 | 0.596 0.997
13-sep-32 | 0.578 1.000
13-sep-33 | 0.560 1.000
13-sep-34 | 0.544 -

Table B.1: Market data 2013 for 10Y and 2Y CMS rate with 12M frequency in 2013. Today’s
date is 11-sep-13.
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Reset date [ Pay date [ Qg [ I3 [ p v

11-sep-14 | 14-sep-15 | 0.503 | 0.5 | 0.218 | 0.523
10-sep-15 13-sep-16 | 0.464 | 0.5 | 0.239 | 0.658
9-sep-16 13-sep-17 | 0.462 | 0.5 | 0.075 | 0.418
11-sep-17 | 13-sep-18 | 0.428 | 0.5 | 0.182 | 0.525
11-sep-18 13-sep-19 | 0.432 | 0.5 | 0.016 | 0.391
11-sep-19 | 14-sep-20 | 0.411 | 0.5 | 0.210 | 0.406
10-sep-20 | 13-sep-21 | 0.403 | 0.5 | -0.010 | 0.365
9-sep-21 13-sep-22 | 0.389 | 0.5 | 0.106 | 0.375
9-sep-22 13-sep-23 | 0.387 | 0.5 | -0.039 | 0.341
11-sep-23 | 13-sep-24 | 0.371 | 0.5 | 0.066 | 0.345
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Table B.2: SABR parameters for the 10Y CMS rate in 2013. The SABR parameters were cali-
brated from given implied volatilities. Additionally, the reset dates and pay dates are reported.

Reset date [ Pay date [ ag [ 1] [ p [ v
11-sep-14 | 14-sep-15 | 0.635 | 0.5 | 0.540 | 0.565
10-sep-15 13-sep-16 | 0.633 | 0.5 | 0.477 | 0.543
9-sep-16 13-sep-17 | 0.599 | 0.5 | 0.441 | 0.441
11-sep-17 | 13-sep-18 | 0.550 | 0.5 | 0.356 | 0.428
11-sep-18 13-sep-19 | 0.513 | 0.5 | 0.280 | 0.356
11-sep-19 | 14-sep-20 | 0.482 | 0.5 | 0.350 | 0.336
10-sep-20 | 13-sep-21 | 0.445 | 0.5 | 0.189 | 0.334
9-sep-21 13-sep-22 | 0.426 | 0.5 | 0.195 | 0.340
9-sep-22 13-sep-23 | 0.410 | 0.5 | 0.108 | 0.318
11-sep-23 | 13-sep-24 | 0.382 | 0.5 | 0.119 | 0.335

Table B.3: SABR parameters for the 2Y CMS rate in 2013. The SABR parameters were cali-
brated from given implied volatilities. Additionally, the reset dates and pay dates are reported.
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10Y 0.026 | 0.510 | 0.5 | 0.253 | 0.531
2Y 0.011 | 0.641 | 0.5 | 0.548 | 0.571

Table B.4: Adjusted SABR parameters for the 10Y and 2Y CMS-adjusted rate in 2013. The
start date is 1 year from today, Ty = 1.

period ‘ SZ(O) ‘ 5(10 ‘ Bl ’3’“ ‘ 172'
10Y 0.037 | 0.456 | 0.5 | 0.207 | 0.419
2Y 0.031 | 0.529 | 0.5 | 0.336 | 0.368

Table B.5: Adjusted SABR parameters for the 10Y and 2Y CMS-adjusted rate in 2013. The
start date is 5 years from today, Ty = 5.

Model ‘ p ‘ Y12 ‘ a1 ‘ £ ‘
DD SABR | 0.691 | 0.999 | 0.999 | 1.000
Copula 0.736 - - -

Table B.6: Calibrated correlation parameters DD SABR model and copula approach. The start
date is 1 year from today, Tp = 1.

Model ‘ p ‘ Y12 ‘ a1 ‘ 3 ‘
DD SABR | 0.835 | 0.809 | 0.809 | 1.000
Copula 0.877 - - -

Table B.7: Calibrated correlation parameters DD SABR model and copula approach. The start
date is 5 years from today, Ty = 5.
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B.2 Market Data 2007

Start date ‘ 7CB ‘ Accrual
15-sep-08 | 0.956 0.997
14-sep-09 | 0.918 0.997
13-sep-10 | 0.879 1.000
13-sep-11 | 0.842 1.002
13-sep-12 | 0.807 1.000
13-sep-13 | 0.772 1.005
15-sep-14 | 0.738 0.997
14-sep-15 | 0.705 1.000
13-sep-16 | 0.673 1.000
13-sep-17 | 0.642 1.000
13-sep-18 | 0.612 1.000
13-sep-19 | 0.583 1.005
14-sep-20 | 0.555 0.997
13-sep-21 | 0.528 1.000
13-sep-22 | 0.503 1.000
13-sep-23 | 0.479 1.002
13-sep-24 | 0.456 1.005
15-sep-25 | 0.434 0.997
14-sep-26 | 0.414 0.997
13-sep-27 | 0.395 1.002
13-sep-28 | 0.377 -
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Table B.8: Market data 2013 for 10Y and 2Y CMS rate with 12M frequency in 2007. Today’s

date is 11-sep-07.

Reset date | Pay date ‘ Qo ‘ 8 ‘ p v
11-sep-08 14-sep-09 | 0.275 | 0.5 | -0.004 | 0.351
10-sep-09 | 13-sep-10 | 0.263 | 0.5 | -0.116 | 0.358
9-sep-10 13-sep-11 | 0.259 | 0.5 | -0.138 | 0.296
9-sep-11 13-sep-12 | 0.250 | 0.5 | -0.116 | 0.349
11-sep-12 | 13-sep-13 | 0.248 | 0.5 | -0.210 | 0.283
11-sep-13 | 15-sep-14 | 0.239 | 0.5 | -0.131 | 0.326
11-sep-14 | 14-sep-15 | 0.240 | 0.5 | -0.211 | 0.265
10-sep-15 | 13-sep-16 | 0.230 | 0.5 | -0.137 | 0.304
9-sep-16 13-sep-17 | 0.231 | 0.5 | -0.222 | 0.259
11-sep-17 | 13-sep-18 | 0.223 | 0.5 | -0.132 | 0.278

Table B.9: SABR parameters for the 10Y CMS rate in 2007. The SABR parameters were cali-
brated from given implied volatilities. Additionally, the reset dates and pay dates are reported.
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Reset date [ Pay date [ Qo [

A |

p

v

11-sep-08

14-sep-09 | 0.335

0.5 | -0.092 | 0.211

10-sep-09

13-sep-10 | 0.310

0.5 | -0.106 | 0.248

9-sep-10

13-sep-11 | 0.294

0.5 | -0.047 | 0.246

9-sep-11

13-sep-12 | 0.283

0.5 | -0.010 | 0.268

11-sep-12

13-sep-13 | 0.275

0.5 | -0.044 | 0.252

11-sep-13

15-sep-14 | 0.264

0.5 | -0.028 | 0.273

11-sep-14

14-sep-15 | 0.258

0.5 | -0.073 | 0.259

10-sep-15

13-sep-16 | 0.249

0.5 | -0.055 | 0.276

9-sep-16

13-sep-17 | 0.244

0.5 | -0.070 | 0.261

11-sep-17

13-sep-18 | 0.237

0.5 | -0.054 | 0.265
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Table B.10: SABR parameters for the 2Y CMS rate in 2007. The SABR parameters were cali-
brated from given implied volatilities. Additionally, the reset dates and pay dates are reported.

period ‘ S’Z(O) ‘ a? ‘ Bi

Yii

|

U;

10Y [ 0.045 [ 0.275 [ 0.5 | -0.050 [ 0.366

2Y

| 0.043 ] 0.333 | 0.5 | -0.212 | 0.334

Table B.11: Adjusted SABR parameters for the 10Y and 2Y CMS-adjusted rate in 2007. The
start date is 1 year from today, Ty = 1.

period ‘ g,(()) ‘ a? ‘ B

Yis

|

Ui

10Y

0.048 | 0.246 | 0.5

-0.141

0.285

2Y

0.045 | 0.275 | 0.5

-0.087

0.256

Table B.12: Adjusted SABR parameters for the 10Y and 2Y CMS-adjusted rate in 2007. The
start date is 5 years from today, Ty = 5.
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