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Abstract

We derive an approximate characteristic function for a simplified version of the
Heston-LIBOR model, which assumes a constant instantaneous volatility structure
in the underlying LIBOR market model. We also implement measures to improve
the numerical stability of the characteristic function derived in this dissertation as
well as the one derived by Grzelak and Oosterlee. The ultimate aim of the disserta-
tion is to prevent these characteristic functions from exploding for given parameter
values.
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Chapter 1

Introduction

The pricing of contingent claims has become more sophisticated since the introduc-
tion of Black-Scholes pricing techniques. As is often the case in modelling, when
attempting to model a scenario, one usually starts by making simplifying assump-
tions. This was the case for Black and Scholes who, amongst other assumptions,
assumed that market interest rates and asset volatilities were constant. These as-
sumptions have been shown not to be appropriate in application, and their use
results in prices of contingent claims that do not reflect important market charac-

teristics.

Heston (1993) extended the Black-Scholes model to allow for stochastic volatil-
ity in the asset process: a highly desirable characteristic. Heston (1993) was able to
show that, if one were to assume a particular class of dynamics for the asset vari-
ance process, then it is possible to determine a closed-form characteristic function
for the asset process that can be used with Fourier pricing techniques for an eftfi-
cient calibration process. This set of dynamics could then be combined with Monte

Carlo simulation techniques to determine prices for more exotic contingent claims.

The next logical step is to include stochastic interest rates into the asset dynam-
ics so as to give the potential for an even more realistic characterisation of a market.
Grzelak and Oosterlee (2011) initially augmented Heston asset dynamics to allow
for stochastic interest rates. This augmentation resulted in the Heston model with
a stochastic interest rate process specified by the Hull-White or CIR processes (Hull
and White, 1996), (Cox et al., 1985).

However, it is the LIBOR Market Model (LMM) that has become the benchmark
interest rate model in practice. Thus, its inclusion as the model which drives the in-
terest rate portion of a hybrid model would allow for the eventual market model to
better match market practice. So, instead, Grzelak and Oosterlee (2012) modelled
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the interest rate component of the asset dynamics using a set of LMM dynamics.
They made use of the variant of LMM proposed by Piterbarg (2005), which allowed
for stochastic volatility as well as the interest rate smile to be captured by the final
model. This combination of Heston (1993) and Piterbarg (2005) resulted in the H-
LMM hybrid model.

However, this hybrid combination results in the total number of components
of the model increasing drastically, compared to a hybridisation using a short-rate
model. This means that the process of calibrating the model becomes cumbersome,
even when using the proposed a-priori calibration of the LMM. As a result, Grzelak
and Oosterlee (2012) sought to determine a characteristic function for this hybrid
model. Their focus was applying the techniques presented in Duffie et al. (2000), as
it allows for a characteristic function to be implied by solving a system of ODEs.
However, this technique requires that the model is affine in its state space. This is
generally not the case, and Grzelak and Oosterlee (2012) linearised the non-affine
terms in order to be able to apply the result in Duffie et al. (2000). These linearised
approximations came at the expense of an adjustment to the Kolmogorov kernel
which means that the new approximate model, called the H1-LMM, does not nec-

essarily guarantee the no-arbitrage condition.

Whilst Grzelak and Oosterlee (2012) were able to determine an approximate
characteristic function for the hybrid model, it can be shown that this characteristic
function is not numerically stable for a range of parameter values. As a result, some
remedy is required to improve the stability of the characteristic function, due to the
potential benefit that it would be able to provide.

In addition to improving the numerical instability of the resulting characteristic
function presented by Grzelak and Oosterlee (2012), a characteristic function is also
derived for a Heston-LMM hybrid model, except the LMM model dynamics will
have constant instantaneous volatility. A note is provided on how to include deter-
ministic instantaneous volatility in the characteristic function. This allows market
practitioners who elect to use the deterministic or constant instantaneous volatility
LMM to also make use of this hybrid model, without needing to calibrate a new

interest rate model.

The first part of this derivation mirrors that of Grzelak and Oosterlee (2012),
however when applying the result in Dulffie ef al. (2000) the derivation begins to
deviate. Despite this initial deviation, the resulting characteristic function is anal-
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ogous with that of Grzelak and Oosterlee (2012), and also suffers from a similar
numerical instability. Thus, this characteristic function is also adjusted in order to
improve numerical stability.

The first section of this dissertation will present the dynamics that the equity
and interest rate processes in the constant volatility hybrid model are based on.
This is followed by a derivation of the characteristic function of the constant in-
stantaneous volatility LMM version of the Hybrid model. The results from this
characteristic function, as well as a replication of the characteristic function results
presented in Grzelak and Oosterlee (2012) are presented. Finally, characteristic
function adjustments are explored, and the results of the subsequent adjustments
are presented.



Chapter 2

Deriving an Equity-Interest Rate
Hybrid Model with Deterministic
Interest Rate Volatility

2.1 The Underlying Equity and Interest Rate Processes of
the Hybrid Model

2.1.1 Heston Model Dynamics

Heston (1993) proposed the following system of dynamics for equity processes:

d?st = r(t)dt + /exdWy(t), So > 0, (2.1)
t
de; = K(€ — €)dt + v/erdW(t), e > 0, (2.2)

where S; is the asset price process, ¢; is the asset variance process, () is the risk-
free rate, and W, (t) and W,(t) are the Brownian motions, under the risk-neutral
measure, for the asset and the variance processes respectively. All other terms are
constants. ¢ is a mean-reverting process, with € being the mean-reversion level and
 being the rate of mean reversion. The correlation between the asset price process
and its variance process is p, .. Note that, in this case, (t) is a deterministic func-
tion of time. We will look to extend the model to allow for this interest rate process
to be driven by a stochastic process instead.

2.1.2 Interest Rate Model Dynamics

We now look at the dynamics for the interest rate process that we are going to use
to model the risk-free rate in the above Heston model. We will be presenting the
LMM with deterministic volatility. For a given set of tenors 7 = {1y, T1,...,Tn},
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with accrual periods sy = T, — Tj—1, for k =1, ..., N, define B(t, T;) to be the price
of a zero-coupon bond (ZCB) at time ¢, which matures at time 7;, and has a face
value of one unit of currency. Observe that we define 7"_; := 0. Further define the
forward LIBOR rate as F}¥ := F(t; Ty_1, Ty), where:

1 (P(t7 Tk,’—l)

F(t; Tk—laTk) = — P(t Tk)

— 1) fort < Tj_1. (2.3)
Sk

Define Qi to be the measure that uses the B(t,7T;) ZCB as a numeraire. As sug-
gested by Brigo and Mercurio (2007), under this measure, the dynamics for the
LIBOR rates is specified by the following system of SDE’s:

k
1< k,t <T;: dFtk = o'k(t)Ftk Z wdt +o ( )Ftdek(t)a
j=i+1 L+ s, FY

i=k,t <Ty_1:dFF = ak(t)Ftdek(t)

i >kt < Ty dFF = —op(t) FF Z Prgi05(t th ou(t)FEAWL(E),  (2.4)
ioh1 1+S]FJ

where 0 (t) is the instantaneous volatility function of the k" LIBOR rate and p; ; is
the correlation between the i*" and j** LIBOR rate.

As was pointed out by Grzelak and Oosterlee (2012), given the nature of Equity
option pricing, it would be more convenient to work under the T-measure i.e. the
measure associated with the last observable ZCB, B(¢,Tx). Under this measure,
the LIBOR dynamics for the k" LIBOR rate is given by (2.4). Observe here that
SNy +1 = 0, such that the N*" LIBOR rate is a martingale. Moreover, we take
AW (t)dW Y (t) = pi jdt.

Using this definition of the LIBOR rate in (2.3), we can define ZCB prices in
terms of LIBOR rates through the following equality:
B(tv Tm(t))
L=y (1 + Fi(t, Tj1, 7))

where m(t) = min(k : t < T},). The short-dated ZCB, B(t, T,,,)), is not well-defined
in the above LIBOR framework. Some interpolation scheme will need to be used in

order to determine its price. Some schemes are proposed by Grzelak and Oosterlee
(2012).
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2.2 The Hybrid Model

In this section, we focus on specifying the hybrid model. However, before mov-
ing on to specification, it is useful to determine the price of a European call option
under the Tv-measure given that this is the measure we will be working under

throughout.

Observe that we can write the price of a European call option (under the Ty-

measure) as:

C(t) = P(t)E@{

(STN - K)+

— B(1, TN)]ETN[ \ft}

— B(t, Ty)E™ [(ZTN _ K)ﬂ}}},

where

N — St
ZTN(t) = BTN (2.6)

and P(t) is the numeraire associated with the risk-neutral measure. This is the rea-
son why we use the LMM dynamics associated with the terminal measure. As we
will be pricing vanilla options under this measure, using an interest rate process
associated with this measure will ensure that our discounted assets are all martin-
gales.

2.2.1 Deriving the Hybrid Model

Now that we have specified the equity and interest rate processes, we can move
on to using these in deriving the hybrid model. Note that the bulk of the proof in
this section comes from Grzelak and Oosterlee (2012). Given that, under the Ty-
measure, we require the forward price in order to determine the call price, it is clear
that we need to determine the dynamics of the forward rate process.

Thus, it would be useful to define the Heston dynamics specifically under the
Ty-measure. We assume that, under the Ty-measure, the asset and asset variance
process have the following dynamics:

%St — ()t + JadW N (8),
t

de; = k(€ — €)dt + /e dWN (t). (2.7)
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Observe that we are working with an asset that is discounted by B(t,Tn) i.e. a
martingale under the T-measure. This means that the final dynamics will not
have any dt terms, so that specifying the drift term of the asset process is not nec-
essary.

We will be using a correlation structure between the asset price process, the
asset variance process, and the interest rate process as follows:

AW N () dWN (t) = pr.cdt, 2.8)
AW (£)dW Y (t) = pp jdt, (2.9)
dWN (#)dW N (t) = p; jdt, (2.10)
dWN () dWN(t) =0 (2.11)

In other words, we will be assuming that the asset variance process is independent
of all the LIBOR rates. This assumption is consistent with Grzelak and Oosterlee
(2012), and has been included in order to maintain consistency with their result.

We now use these dynamics and those specified in (2.4) to determine the for-
ward price dynamics. Applying Ito’s formula to Z7¥ (¢), defined in (2.6), we get:

4z (1) — B(t,lTN)dSt + Std(B(t}TJV)) +d[s, B(tlTN)]
- B(t,1 T B2(f,tTN)dB (. T) + Bs(fqu)(dB(t v))*
— BZ(;TN)dStdB(t, Tn),
= (...)dt+ B(t,lTN)dS B(tSdeB(t Tn),
= (...)dt + Z™ (t)\JerdW N (t) — mdB(t, Ty). (2.12)

Where the second last line follows from the fact that Z7~ (t) is a martingale under
the Ty-measure, and the last line follows by substituting in (2.7) and from the defi-
nition of Z7¥ (¢).

It is clear from (2.12) that we require the ZCB dynamics under the T-measure
in order to proceed. First, substitute B(t, T,,()) = (1 + (Do) — ) Fonity(Tonr)))
into (2.5). This allows us to write:

B(t,Ty) = (1 (m(t)—t)FT((t)))_l H (1+7,F)" (2.13)
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Taking logs in the above equation allows us to re-write (2.13) as:

N

log B(t, Ty) = —log(1 + (Tyniy —Fp ) = > log(1+ 7)),
j=m(t)+1
— dlog B(t, Tw) = —dlog(1 + (T, — t)F}jfZ?))
N .
— > dlog(l+7F). (2.14)

j=m(t)+1
On the other hand we also have the following relationship by Ito’s formula:

1 1

dlog B(1, Tv) = 5B, Tv) = ! )(dB(t,TN))Q. (2.15)

2 (B(t,TN)

As noted above, we are not concerned with any dt terms. Thus, after dropping
these dt terms and setting equations (2.14) and (2.15) equal to eachother, we get the
following:

dB(t, Ty)

N
Bt Ty) Y. log(l+7F). (2.16)

j=m(t)+1
Now, by Ito’s formula, we can write the dynamics of log(1 + 7; F}) as:

A - A
dlog(1+4 1, F)) = —2—dF/.
( iF) 1+ 1, F) ¢

Thus, equation (2.16) becomes:

N .
B(t,Tn) e LEE

Substituting this into (2.12) results in:

dz"™ (t) N LI
e =VadW N+ Y I haw V(). (2.17)
Z7N (t) e LETE

Thus we now have dynamics for the forward price under the Ty-measure.

2.3 Approximation of the Hybrid Model

Now that we have the dynamics for the forward price under the T-measure, we
are able to specify a characteristic function for the model. The reason we would
want to do this is because Fourier inversion pricing techniques, which are highly
efficient for model calibration, require a characteristic function to be used. This is
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generally the case when no closed-form solution exists.

The process of finding a closed form characteristic function can be relatively
cumbersome. Instead, one would look to using the methods proposed by Dulffie
et al. (2000). The problem here, however, is that this method requires the dynamics
of the model to be affine. Howeyer, for the dynamics derived in (2.17), there are
non-affine terms of the form 1;:7’5;] As a result, we need to introduce approxima-
tions for the model that simplify the dynamics to the point where we can specify a
characteristic function. Once again, the bulk of the proof in this section comes from
Grzelak and Oosterlee (2012).

First, we write:

dz™ (t) N l N(
7 =VadWNt) + D ¢ t)dw)N (),
j=m(t)+1
where
s:04(t)F?
Y;(t) = L);
1+ .S’th

Now define X; := log ZT¥(t). By Ito’s formula we can write:

1 1

dXy = ZT(t)dZTN (t) — 1(ZTN())2(CZZTN (),

= /e dWX (t) Z b () dWN (t),

Jj= m(t)+1
5 (VaawX ) + Z Li(aw (1)
j=m(t)+1
Using the following formula:
N
() Zw £33
i=1 =1 j#i
and, by taking z; := wj(t)deN (t), we can write
N
AXe = Vadw (0 + S v )
j=m(t)+1
1 N
—§<€t+2\f Z ()pzj + Z b3 (
=m( j=m(t)+1
N
Y eyt 218)

ivj:m(t)"’_lvi;é]
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Now, define:

N N
A(t) = > yi) > it
j=m(t)+1 ,j:m(t)—i—l,i;éj
N
As(t) = Z Vi (t)pa,;j-
j=m(t)+1

These definitions allow us to simplify (2.18) to:

N
= VadW ¥+ S e Haw )—%(et+2\/aA2(t)+A1(t)>dt.

j=m(t)+1

In order to use the result in Duffie et al. (2000), we require that X; is affine on the
state vector, Y; := [ Xy, e, FH, F2, ..., EN]T. Clearly X is not affine on the state vec-
tor, as it includes terms of the form ,/¢; in the drift. We therefore need to introduce

some approximations to linearise these terms.

2.4 Hybrid Model Linearisation

We now look to linearise the non-affine terms in the dynamics of X;. We use the
same methods used in Grzelak and Oosterlee (2012) at this point. Alternative meth-
ods are explored in Section 4.2. The /¢; term can be linearised by its first moment:

Ve = ElVe].

Using a combination of the results in Dufresne (2001) and Kummer (1936), we have
a closed form solution for the expectation of a square-root process. However, this
solution is very computationally expensive, which would directly affect the effi-
ciency of the implementation of the final characteristic function. As a result, a proxy
for the evaluation of the above function is relevant, namely:

E[/&] ~ a + be™, (2.19)
=:9(t),

where a, b, and c are all constants. The derivation of these values can be found in
Appendix A. Their final values can be found in (A.2), (A.3), and (A.4).

The other terms that require linearisation are the A;(t) and Az () terms, which
both depend on ¢;(t). These v;(t) terms are a non-linear combination of F}(¢). The
linearisation of these terms can be done by freezing the LIBOR rates (Grzelak and
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Oosterlee (2011), Hull and White (2000), Jackel and Rebonato (2000)). This implies
approximating the current LIBOR rate, th , by its initial rate i.e.

F ~ F,
which subsequently allows us to write the dynamics of F/ as
N
dF} = —ai()F) > i (t)prjdt + ou(t) F) AW, (1),
j=k+1

We are essentially approximating the LIBOR dynamics using arithmetic Brownian
motions. This freezing of the LIBOR rates results in 1;(t), A1(t) and Az (t) becom-
ing affine in FY.

Now that we have linearised the non-affine terms in the dynamics of X;, we can
identify a characteristic function. Per Duffie et al. (2000), the characteristic function
for Xy, for a given state vector, Y; = [Xy, e, Fit, L, ..., FN]T, will be of the follow-

ing form:
¢TN (u, Yy, 7) = exp(A(u, 7) + B(u, 7)Yy),

where A and B satisfy the following system of ODEs:

;_B(u, 7) =ai B(u,7) + %B(u, ) le1B(u, 1), (2.20)

;TA(U, ) = Blu,) a0 + 5 Bl )7 coB(u, 7). (2.21)

subject to the terminal condition &N (u, Y7, ,0) = exp(iuXry ). The a; and ¢; terms
are defined by:

1(Yy) = ap + a1, (2.22)

(S(Y)Z(Y))ij = (co)ij + (1) Ye- (2.23)

For (ag,a1) € R" x R™™ and (¢, c1) € R™™ x R"*™*"_ The size of the state vector,
Y;,isn = N + 2. Note that the left-hand terms in the above equations come directly
from the dynamics of Y;:

dY; = p(Ye)dt + S(Y,)dW ™ (1),
B I CRRNCZHORPHO)

KZ(E — 6t)

—Floi(t) Zjvzz V;i(t)p1,; )
= —Foy(t) S0l ;(t)pay dt + S(Ye)dW ™ (8),

—FN  on (1) S5y (b on -1,
0
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where dIW ™ (t) is an (N + 2)-dimensional Brownian motion, 1(Y;) is the drift pro-
cess, and Y(Y;) is the volatility process such that X(Y;)%(Y;)? is the instantaneous
covariance matrix for Y;. Thus, we need to determine the instantaneous covari-
ance matrix, ¥(Y;)X(Y;)?, in order to proceed. For a given state vector, Y;, this
covariance matrix will be of the following form:

EZ’,LE E.I,E Em’pl Em,F2 P E%FN
Yer e 0 0 . 0
EFI 0 EFI Fl EFI F2 “ e EFl FN
T _ 7m b b 9
2(Y)2(Ye)" = Sp2, 0 Spep Spepe ... Spepw (224)
_ZFN@ 0 EFN’Fl ZFN,F2 ZFN7FN _

We can solve for the individual elements in the matrix by looking at the co-efficients
of the covariation terms: [V,Y]; = dV;dY;, where V; and Y; are elements in the state
vector, Y;. Determining these covariations, and including the correlations used in
(2.8), we get the following:

N
Sow = (Va0 + S wmawi o)

Zx,e = Ee,:c )

= (y /W (1) (VedW N (1) + > wnan ).

j=m(t)+1
= Y€tPx,e;
See = (WeadW (1) (ry/@dW N (1)),
:/726155
Ex,Fi = EFi,a:a
A N
= (RN ) (Vadw () + > waw (1),
j=m(t)+1

— (praoiOFVE+ S OF S bions).

j=m(t)+1
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Sri s = (0O FdW (£)) (05t F§dWN (1)),
= p;j0i(t)o; (t) FLFy.

The 0 terms all come from the fact that we have assumed that the asset volatilility
process is independent of the LIBOR rates. Clearly by linearising the dynamics of

X; we have linearised the terms in the covariance matrix as well.

We can now solve the ODEs presented in (2.20) and (2.21). A simplification
of these ODEs can be found in Appendix B. This marks the first major difference
between this dissertation and the article by Grzelak and Oosterlee (2012); because
they include a volatility term in the LIBOR framework, which is then part of the
state vector, the drift term in the frozen LIBOR dynamics include terms which are
relevant to the state vector. As a result, the ag term defined in Grzelak and Ooster-
lee (2012) has far more 0’s than in this dissertation, while the a; term has far fewer
0’s. As a result, the derivation of the final approximation model will begin to differ.

Observe that, as a result of the terminal condition, we require:

and that, as a result of (B.1), we must have:

0
EBI(U, T)=0,

0
53@ (u,7) =0.

These two results allow us to conclude that By, (u, 7) = 0 V7, which further implies
that the characteristic function does not include terms like Br;(u,7) or Fg . This is
of course a natural result of freezing the LIBOR rates (Grzelak and Oosterlee, 2012).
These frozen rates behave like arithmetic Brownian motions, and no longer depend
on their function value at a given time. As a result, the characteristic function used
for this model will also not depend on these values.
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Moreover, we can conclude that B, (u, 7) = iu. Using these two conclusions, we
can re-write the system of ODEs as follows:

"N (u, Yy, 7) = exp(A(u, 7) + iuXy + Be(u, 7)er), (2.25)

where A(u, 7) and B (u, 7) satisfy the following system of ODEs:

%Be(u, T)= —%(u2 +iu) + (iupg ey — K)Be(u, 7) + %’)/2362(’&, ), (2.26)
%A(u, r) = —(u? + i) (9(1) Aolt) + %Al(t)) + wEB.(u,7), (2.27)

subject to the terminal conditions A(u,0) = Be(u,0) = 0.

2.5 Solving the System of ODEs

Due to the approximations that have been introduced, we have been able to signifi-
cantly simplify the characteristic function of the log-forward process. We now look
to determining solutions for these functions.

First observe that, due to Duffie ef al. (2000), we can conclude that B.(u, ) and
A(u, 1) are of Heston type (Heston, 1993). This means that analytic solutions exist
for these functions, for constant parameters. However, it is important to note that
both A;(t) and A3(t) are not constant, but piece-wise constant if we make the as-
sumption that the interest rate volatility term, oy (t), as well as the correlation terms
pzk and p; . are constant. We shall proceed with the derivation assuming the o(t),
pa.k and p; , are indeed constant; however, changing this assumption to allow for a
deterministic volatility and correlation structure would not be difficult. Only (2.29)
would need to be re-evaluated. As a result of the piece-wise constant nature of
A1 (t) and Aa(t), we need to take a different approach to solving the ODE'’s given in
(2.26) and (2.27). As indicated by Wu and Zhang (2008), an analytic solution does
indeed exist for piece-wise constant parameters as well. However, this solution is

not constant, but recursive. We now derive this solution.

The trick that we will employ here is to solve the given ODE's for general initial
conditions. The idea is to set up a recursive relationship between the function value
at the beginning of the period, and the function value over the period for which it
is constant.
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We first re-write (2.26) and (2.27) as:

;Be(u, 7) = by + by Be(u, 7) + by B2(u, ), (2.28)
-
;A(u7 T) = Ao+ AlBe(u7 T)? (229)
-
where:
Lo . - L 5
bo = _i(u +iu), by = (iupgey — k), ba= 375

A= —( 4 i) (9(0) Aa(t) + %Al(t)), Ay = re.

Observe that (2.29) depends on A(u, 7) and B.(u, 7), while (2.28) only depends on
Be(u, 7). Thus, we solve (2.28) first.

Suppose that we are trying to solve the given ODEs over an interval, [7;_1, 7;],
where A;(t) and Az () are constant. Let Y; be the solution to:

0 = Yby 4 Yiby + by.

Clearly we have

—b1+d
Y =
1 2b2 )
where d = /b — 4boby. Given that we only need one particular solution to the
above we can, without loss of generality, let Y] = _g});d.

Now define Y5 := B¢(u,T) — Y;. Because Y is a constant in 7, we must have

0

0
EBE(U’ 7-) = —Yo.

or
Thus, we can write:

0
87Y2 = (Y1 + Y2)%b2 + (Y1 + Ya)by + by,

= bo (Y5 +2V1Y2 + Y7) + (Y1 + Ya)by + by,

= bo(Y3 + 2YaY7) + Yaby,

= byYy — dYs, (2.30)
with the initial condition Y5(0) = B(u,79) — Y;. Clearly Y5 belongs to the family

of Bernoulli differential equations (for constant parameters), and therefore has an
explicit solution. Define v := YQ_l; this means that
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0 0
—v=-Y; 2V
GTU 2 9r %
which allows us to re-write (2.30) as:
887_?) = —by + dv.

—dr

Re-arranging, and using an integrating factor of e=?7, allows us to write:

b
ve—dﬂ' — ge—dﬂ' + C,

= v = %2 + CeT, (2.31)

where C' is the constant of integration. Using the initial condition, solving for C'

yields:
C = 2b2d - b2(2B6(u, O)bg + bl + d)
N d(2Bc(u,0)by + by +d)
_ b
= Uy
where g = %. Substituting this, as well as the expression for v, back

into into (2.31) gives

—dge_dT

" —
2 ba(1 — ge=d)

We can now determine B (u, 7) as follows:

B (u,7) =Y+ Y,
—b—d —dge™
T 2, ba(1 — ge—d7)’
(b1 — d — 2Bc(u,0)by + 2B, (u,0)bs)(1 — geT9™) — 2dge="
2b2(1 — ge—d7) ’
(=b1 — d — 2Bc(u,0)bg)(1 — e™7)
2b2(1 — ge—a7) '

= BG(U,O) +

Now that we have an expression for B.(u, 7), we can determine A(u, 7). The evalu-
ation of the integral of A(u, 7) can be found in Appendix C. If we now take A(u, 0)
and Bc(u,0) to be the value of the function at the beginning of the interval over
which the parameter values are constant, we have a means of evaluating the ODEs
over disjoint periods. Note that [ 9(s)ds is known in closed form.
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We can now substitute the values for Ay, A1, by, b1 and by back into the above
expressions. Doing this results in the following characteristic function for the ap-
proximation of the forward price:

O™ (u, Y¢, 7) = exp(A(u, 7) + iuX; + Be(u, 7)er),

where

(—(iupgey — k) — d — Be(u, 75-1)72) (1 — e~ dm=mi-1))
72(1 _ gjefd(‘rjffj,l))

A7) = Alu, 1) = (u? + i) (Aa(t) / T 9(s)ds + %Al(t)(Tj —751)

Be(ua Tj) = Bﬁ(uﬂ—j*l) +

)

KE

2 ((—(iupx,ev =) —d)(7j = 7j-1) — 2log

and

d= \/(z'u,om'y — k)2 + 2 (u? + iu),
Be(u, 7j-1)7* + (iupz ey — K) +d
Be(uv ijl)’YQ + (iupx,e’Y - ’%) —d

g =

Because the above function steps through 7 and not ¢, we need to be careful
when evaluating the piece-wise constant functions. For example, suppose we are
evaluating the characteristic function over the period 7y to 71. This corresponds
to the period Tv_; to Ty. Now, the piece-wise constant functions are fixed over
the interval [T_1, T ), which corresponds to (79, 71]. In other words, when imple-
menting the model and stepping through 7, the value of the piece-wise constant
functions is determined by the value of 7 at the end of the interval, not the begin-
ning of the interval. Thus, A;(t) and A»(¢) hold for t = Ty — 7;.



Chapter 3

Results from the Replication of the
H1-LMM Model and the
Implementation of the Newly
Derived Model

In this section we present the results of the implementation of the model in Grzelak
and Oosterlee (2012), as well as the implementation of the constant volatility vari-
ant using the same parameter values as those used in that paper. A comparison
will then be made between these values and the market prices, which can be found

in Appendix D.

3.1 Pricing Using the H-LMM

Before we present the results, we first need to present the pricing formula used to
test the characteristic functions. The price of a vanilla call option, under the Ty-
measure is as follows:

C(Si, K) = B(t, T\)E™ (2 — K) |7,
= S,P — KB(t,Tn)Ps,
where C(S;, K) is the time ¢ price of the call option for a strike of K and a current
asset price of S; and
P =PZN (S, > K),
Py, =PIV (S, > K).
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Define ¢(u, 7) to be the characteristic function of ZZ¥ under its own measure. We
must have
d(u—1i,71)

o(=1,7)
Then, using the Gil-Pelaez Theorem, we can re-write P; and P» as (Gil-Pelaez,
1951):

p(u,7) =

1 1 [ emlog(K)qﬁ(u — 0, T)
P =—+— R — )d
1T 71'/0 e( iup(—i) > “
1 1 00 tulog(K)
Byt [Tre( A a,
2 7 37

where R(z) denotes the real part of z. The parameter values used by Grzelak and
Oosterlee (2012) are:

o =025 A=1,1n=0.1, (3.1)

while the initial forward curve is implied using the bond prices supplied by Grze-
lak and Oosterlee (2012), which can be found in Appendix D.

The parameter values for the equity part of the model are:
k=12 e=0.1,v=0.5, So=0.1, ¢ = 0.1. (3.2)

The call prices for this section of the results comparison were calculated using the
following maturities: 7 = {75, T5, T10}, which corresponds to call options with 2,
5 and 10 year maturities. An effective upper bound of integration of v = 30 was
used to evaluate the integrals in P, and P, with a grid containing 1000 points.

3.2 Replication of the H1-LMM Results

In this section we present the attempt to replicate the results presented in Grzelak
and Oosterlee (2012) with regards to call prices.

The replication results in Table 3.1 give a mean absolute error of 4.13%, and
gives a mean relative error of -1.28%. This is suggestive of a consistent over and
under approximation of the market values. Note that both the mean absolute er-
ror and the mean relative error were calculated using values rounded to the fourth
decimal place, in order to ensure consistency between these results and those pre-
sented by Grzelak and Oosterlee (2012).
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Tab. 3.1: Table showing article results and replicated results for the H1I-LMM model
European Call Price

Strike 15 T5 Tio
Replication Article | Replication Article | Replication Article
40% 0.6418 0.6418 0.7017 0.7017 0.7820 0.7821
80% 0.3304 0.3299 0.4638 0.4638 0.6198 0.6203

100% 0.2156 0.2149 0.3730 0.3730 0.5556 0.5562
120% 0.1340 0.1332 0.2993 0.2993 0.5001 0.5008
160% 0.0490 0.0483 0.1933 0.1933 0.4100 0.4109
200% 0.0188 0.0184 0.1268 0.1268 0.3408 0.3419
240% 0.0080 0.0078 0.0849 0.0850 0.2868 0.2878

The results reported by Grzelak and Oosterlee (2012) give a mean absolute er-
ror of 4.36%, and a mean relative error of -1.495%. The difference in error terms
may come from the difference in accuracy between the Gil-Pelaez method, and
the method proposed by Fang and Oosterlee (2008) in determining call prices (Gil-
Pelaez, 1951). It may also simply come from an incorrect implementation of the ap-
proximate characteristic function. However, if the source of additional error does
come from the different methods used to determine the prices, then this would
suggest that the bounds of integration used by Grzelak and Oosterlee (2012) are
not wholly appropriate.

3.3 Results from the Constant LMM Model

The results from applying the constant volatility LMM model for the given param-
eter values are presented in Table 3.2. These results were rounded to 4 decimal
places so that they are consistent the results given by Grzelak and Oosterlee (2012),
and give a mean absolute error of 4.135% as well as a mean relative error of -1.28%.
These errors are very similar to that of the HI-LMM model. Both models are ade-
quately able to capture the market, and are sufficient to be used for calibration.

3.4 Results Depicting the Explosion of the H1-LMM
Characteristic Function

The final set of results that are presented in this section illustrate the instability of
the H1-LMM characteristic function. For this, we will use the same parameters as
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Tab. 3.2: Table showing results from the constant volatility model and market data

European Call Price

Strike Ty T Tho
ChF Market | ChF Market | ChF Market
40% 0.6418 0.6420 | 0.7017 0.7020 | 0.7820 0.7790
80% || 0.3304 0.3290 | 0.4638 0.4610 | 0.6198 0.6120
100% || 0.2156 0.2120 | 0.3730 0.3680 | 0.5556 0.5460
120% || 0.1340 0.1310 | 0.2993 0.2930 | 0.5001 0.4890
160% || 0.0490 0.0510 | 0.1933 0.1880 | 0.4100 0.3970
200% | 0.0188 0.0230 | 0.1268 0.1250 | 0.3409 0.3280
240% | 0.0080 0.0120 | 0.0849 0.0860 | 0.2868 0.2750

above, except we now set p,; = —0.94.

Tab. 3.3: Table showing the results of the constant volatility model, specifically us-

ing py; = —0.94
) European Call Price
Strike
T Ty T3 Ty Ts Ty

40% | 0.6203 0.6415 0.6618 0.6809 0.6986 -5.512x10'°

80% || 0.2711 0.3265 0.3728 0.4128 0.4482 3.507x10'°
100% || 0.1434 0.2089 0.2629 0.3092 0.35  5.108x10'°
120% || 0.0653 0.1255 0.1794 0.2273 02701 -1.03x10
160% || 0.012 0.0424 0.0802 0.1196 0.1583 5.782x10'°
200% || 0.0026 0.0155 0.037 0.0639 0.0934 4.736x10%
240% || 0.0007 0.0064 0.0184 0.0357 0.0569 7.683x10'5
260% | 0.0004 0.0043 0.0133 0.0272 0.045 -5.099x10%°
300% || 0.0001 0.0021 0.0074 0.0165 0.0291 8.214x10%

The values in Table 3.3, which were generated using the constant volatility

LMM with the updated parameter values, are clearly not representative of call

prices, given that the values are so large and, in some cases, negative. Thus, there

is a clear numerical instability problem with the characteristic function as is, and

this should be remedied. This explosion result is also inherent in the characteristic

function derived in Grzelak and Oosterlee (2012). Thus, methods will be explored

that can be used to remedy the situation in both cases.



Chapter 4

Model Analysis

We now look to determine the cause of the numerical instability in the characteris-
tic function for the model approximation, and develop solutions to these problems.

4.1 Numerical Analysis of the Constant Volatility Model

4.1.1 Exponent of the Characteristic Function

Many of the parameters in the characteristic function are not constant through time,
so an analysis of these parameters may be difficult. Instead, the non-constant pa-
rameters are treated as functions of time. Then, we limit the analysis to the periods
where the parameters are constant. Thereafter, the analysis is generalised to a tenor
of times, while shifting the focus of these parameters from being constant to being
functions. We also focus the analysis of the characteristic function on its real part
alone. From Euler’s formula, the exponential of a non-real number has a real part
which is between -1 and 1, so the non-real part of the exponent of the characteristic

function cannot be the cause of explosions.

Figure (4.1) shows the exponent of the characteristic function of the vanilla
model versus one that is adjusted using the method in Section 4.2.1. Observe that
the adjusted model, which does not explode, has an exponent that is negative and
decreasing. Conversely, the vanilla model has an exponent that is positive and
increasing. This gives some indication of characteristics that we would like the ex-
ponent term to have to ensure that it is well behaved.

First, recall that the characteristic function for the approximate model is:

AN (u, Y (1), 7) = exp(A(u, 7) + iuX (t) + Be(u, 7€),
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where
(5 — iupg ey — d — Be(u, 7j-1)7%) (1 — e~ m—75-1))
,}/2(1 _ gjefd(ijijl))

A7) = A7) — (4 i) (As(t) / 9(s)ds + 5 A1 (0)(rs —75-1)

B (u, ;) = Be(u, 7j-1) +

)

— gje”Um=Ti-1) ] ) |

KE 1
Bk —i —d)(rj — i) — 21 [
+ 2 (("5 WUPg, 7Y )75 — Tj-1) 0g 1—g;

and

d= \/(iumc,ev — k)% + 72 (u? + iu),

Be(u, Tj—1)72 + (iup$7€fy - ﬂ) —d
Be(u, 7j-1)7? + (iupg,ey — k) +d

Now, the characteristic function is a function of u, the state vector and time. If we

9; =

fix the starting point at time 0, then the state vector input is fixed, and the charac-
teristic function becomes a function of u and 7 only. Observe that the d variable is
a function of v, but is independent of 7.

In the Bc(u, 7) equation, the sign of the next step is determined by (xk —iup, v —
d— Be(u, Tj_l)")/2). In this term, d > k, which means that, at least the first B.(u, 1) <
0. Over time, because of the way that the addition to B.(u,7;_1) is scaled, the
Be(u, 7j) term will always remain negative. This means that this term cannot be the
cause of the explosion.

1_gjefd(‘rj77'j71)
1=9j } )
term is the simplified integral of the B (u, 7) term, it will also be negative over time.

Moreover, because the ;—5 ((KJ —iupy ey —d)(1j — Tj—1) — 2log {

This leaves us with the first part of A(u, 7). Clearly the u? term is always pos-
itive. So, we need to look at the scenario where the remaining part of the term is

negative.

First, define:
Tj 1
L(u,7) = —(Ag(t)/ Ds)ds + 5 Ar(0)(r —75-1) ).
Tj—1
Recall that the above holds when ¢t = Ty — 7, and that
N N

A(t) = O+ D> i),
(t)+1

Jg=m(t i,j=m(t)+1,i#j

N
Aty = Y bi(O)pas,

j=m(t)+1



4.1 Numerical Analysis of the Constant Volatility Model 25

where
sjo Y
Y; (t) = — 7"
1+ S; FO

Given our assumption that Fg > (0 and that we generally take o; > 0, we must have
that ¢;(t) > 0. Moreover, it is generally observed that forward rates have positive
correlations i.e. p; ; > 0 (Brigo and Mercurio, 2007). Thus, it is realistic to assume
that A;(t) > 0. A similar logic allows us to conclude that the sign of A5(t) is deter-

mined by the sign of p ;.

If the L(u, ) function above is positive and increasing then the characteristic
function will explode. Thus, we either require that it is positive and decreasing, or
strictly negative.

We would like to determine the derivative of L(u, ), in order to determine
where this term is increasing or decreasing. First, for § > 7;_;, we have:

0
1
L(u, 0) = —AQ(TN — ijl) / 19(8)(18 — §A1(TN — ijl)(e — 7'];1),

— 2 L(w,0) = —As(Ty — 75-1)9(0) — %Al(TN — 7).

—L
00
Now, take limits to the end of the period, just before the piece-wise constant pa-
rameters change:

lim QL(U,H) = lim ( - AQ(TN - Tj_l)ﬂ(e) - }Al(TN - Tj_1)>,

0—T; 0—T;

[\

1
= —AQ(TN - ’7']',1)’[9(73) - §A1(TN - ijl)-
Thus, in order for L(u, 7) to be decreasing, we require:

N
1
’19(7']') Z lbj(t)px,j > —§A1(TN — Tj—l)-
j=m(t)+1

If we assume p, ; = pi.e. that the correlation is constant and equal, then we have:

p > —%Alj\(]TN — Tj—l) '
I (75) Zj:(m(t)+1) ¥;(t)

Then, because the above expression assumed an arbitrary time point, and because

we want this to hold for all 7, we then set

_lA Thr — 7o
p>max( ~ 2 1(Tn Tj 1) >
7)) Xm0 Vi (TN = Tj-1)
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We can now look at the above in the case where 7 becomes large. First, observe
that:

TILHSO ¥(7) = a.
Then, as E;V:(m(t)ﬂ) pj(t) > %Al(t), we can conclude that:
1
p>——
a

This means that the range of values that p is allowed to take on is informed by the
value of a. Observe further that, if a — 0, then the L(u,7) is decreasing for all

p > —oo. In other words, we would require no restriction on the final value for p.

4.1.2 Instability Caused by the E[,/¢;] Approximation

Interestingly, the approximation used for E[,/¢;] adds an additional element of in-
stability to the characteristic function. Observe from the definition of ¢, thatif b6 = 0,

then ¢ = —o0. In this case:

9(t) = oo V.
We can more generally state that

lim 9(t) = oo.

w0 = oo
Now, b — 0 whenever:

2
€0 ~ € + g,

in which case, if we wanted to include this approximation, we would need to re-
strict the parameter values such that the above relationship can never hold.

4.2 Fixes for the Characteristic Function Instabilities

The aim of the above section was largely to illustrate the parameters that had
the most influence on the instability. Clearly the p,; parameter has a large af-
fect on whether the characteristic function explodes or not. As a result, the whole
As(t) f:jj_l Y(s)ds term will need to be managed.

Otherwise, the parameters that come from the dynamics of ¢; also have a major
affect. However, all these parameters can be managed at once by using a different
functional form for the E[,/¢;] approximation term. Note that in Grzelak and Oost-
erlee (2012), the parameters in the dynamics for the volatility term in the LMM are
also a problem for the same reason as in Section 4.1.2. The process of managing this
is the same for ¢;.
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4.2.1 Re-arranging the Characteristic Function ODEs

We now re-arrange the differential equations so that the resulting solutions are gen-
erally more stable.

First, define W (u, 7) to be the solution to the differential equation defined by:

(,i_W(u, T) = ;_A(u, 7) + (iu 4 u?) Az (£)9(t),

and P (u, 7) to the solution to the differential equaiton defined by:

9, 0 (iu + u?) A (t)9(2)
ER(U,T) = EBE(U,T) - - )

Next, observe that we can write the characteristic function for the differential equa-
tions in (2.25) as:

¢(u, 7) = exp (/0 ;_A(u, T)dT + iuXo + et/O g_Be(u,T)dT>,

= exp (iuXt + / aaTA(u, T)+ etaaTBe(u, T)dT),
0

| 9 9 |
= exp (iuXo + /O 2 A7) + - Belun, ) 4 (i ) As(0)9(0)
~ (iu+ uQ)AQ(t)ﬁ(t)dT>,

= exp (iuXo + / ;_W(u, T) + et(‘iR(U’ T)dT).
0

The differential equation for W (u, 7) has been solved already: it is simply the dif-
ferential equation for A(u, 7) with one less term. However, the differential equation
for P.(u, ) is more difficult. With the inclusion of the 9J(¢) term, the co-efficients
of P.(u,T) are no longer constant in which case there is no easy way to solve for
P (u, 7). In fact, this differential equation is of the Ricatti form, which is notori-
ously difficult to solve without some particular solution.

Instead, we introduce another approximation that will aid in solving for the
function P, (u, 7). We approximate the asset variance process by the average of the
integral over the period. In other words,

I(t) ~ — / "ot

T1 — 70 T0
1 b
= (a(ﬁ —T70) — E((f”1 — 67670)>,

T — 70

=:v(m).
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Note that this approximation will require either that a constant correlation struc-
ture is used for the asset-LIBOR correlation process, or that this correlation is also
approximated as the average of its integral over the period.

With this approximation, we can re-write the solution to the characteristic func-
tion problem as:

dalu,Tj) =exp (W(u, 7;) + iuXo + €0 Z(u, 7'))7

W(u,7;) = W(u,1j-1) — %(UQ + iu) A1 (1) (75 — 7j-1)

— gje_d(Tj_Tj_l):|)
1 — gj ’
(~upeey = ) = d = Belu, 1 1)7?)(1 = e rm0)
Y3 (1 - gje*d(Tj*Tj—l))

KE . 1
+ ?((_(lupx,sf}/ — k) —d)(1j — 7j—1) — 2log [

Ze(u,7j) = Ze(u, 7j-1) +

9

where

Az (t)v(7y)

+1),
€0

d= \/(iupmv — k)2 + 72 (u? + iu) (2

Be(u, ijl)'yg + (iupx,GV —K)+d
Be(“» ijl)’yz + (iup:r,e'y - K‘) —d

g; =

Incidentally, this stability adjustment can also be applied to the H1-LMM model
presented by Grzelak and Oosterlee (2012) as well.

4.2.2 An SDE Based Approximation of E[,/€;]

We now look at alternative functions that can be used to linearise E[,/¢;].

As in Heston (1993), for an Ornstein-Uhlenbeck process of the form:
d\/er = —B/erdt + §dWy, (4.1)
then, by Ito’s formula, we have:
de; = (8% — 2Be;)dt + 26+/e;dW;.

We can now set the above equal to the dynamics of ¢, in (2.2). Matching terms
gives:

ﬁe:

N =
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Then, from the expectation of the Ornstein-Uhlenbeck process in (4.1), we conclude:

E[\/ef] ~ /eoe 2" (4.2)

Due to the parameter restrictions required in (4.1), the above holds as an approx-
imation. Specific restrictions would be needed for 5 and ¢ for the expectation to
hold in equality. In fact, we would require € = ﬁ for the above to be exact. As
a result, so long as the parameter values are non-zero, there will no longer be an
opportunity for the approximation to result in a singularity.

As we will also implement the above for the HI-LMM we repeat the above
process for the following dynamics:

dV (t) = NV (0) = V(¢))dt + n\/V (t)dW, Vo > 0.
This allows us to conclude:

A
ﬁV:§a

and

E[/V(1)] ~ /V(0)e 2.

4.2.3 An SDE Based Approximation With a More Sophisticated
Parameter Estimation

Instead of directly using the SDE approach to inform the parameter values, we can
also use this as an initial “guess” at a functional form for the estimate of E[,/€;], and
combine this with the technique used by Grzelak and Oosterlee (2012) to estimate
their parameter values. Doing this with the following approximation:

E[\/a] = aeeibet‘ (4.3)
we get:
Qe = \/57
_ A1)
be = —log( a. ),

where A(t) is defined in (A.1). This new approximation does not suffer the short-
comings of approximation (2.19), as it simply requires that /ey > 0, which is as-
sumed to be the case. This approximation is therefore consistent with the general
model structure. Interestingly, the a term above is the same as that of the SDE ap-
proach taken to determine parameter approximations. This suggests that the two
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methods are reasonably consistent as well.

The fundamental difference between the functional forms of these approxima-
tions is that the original form converges to a over time, while this new form con-
verges to 0. Converging to 0 is desirable on account of the fact that A,(t) is in-
creasing in 7. This means that, if it isn’t dampened by some other function, it will
eventually result in A(u, ) becoming greater than 0 and consistently increasing
thereafter.

Repeating this approximation for the stochastic volatility term in the LMM used
by Grzelak and Oosterlee (2012), we have the following approximation:

E[\/V (t)] = a,e b,

where




Chapter 5

Results from the Adjusted Models

In this section we present the results using the suggested model adjustments in
Section 4. The results from these models will initially be compared, using the same
parameter values as in Section 3, to the market values in Appendix D. Thereafter,
they will be compared using the parameter values which are known to cause issues

in the current model’s characteristic function.

5.1 Comparison of the Adjusted Models with Market
Prices

Here, we use the parameter values and tenor structure from (3.1) and (3.2) to com-
pare the adjusted models in Sections 4.2.1, 4.2.2 and 4.2.3. These results are pre-
sented in Table 5.1.

The application of the adjustment in Section 4.2.1 results in a mean absolute
error of 4.107% when compared to the market values with the same strike and ma-
turity values as those provided by Grzelak and Oosterlee (2012). When applying
the adjustment in Section 4.2.2, there is a mean absolute error of 4.02%. Interest-
ingly, this is a lower error than is the case when using the old approximation for
E[,/€]. This would imply that, even using this simple function, for the current
model this new functional form of the approximation term is a better description
than the old functional form. Finally, when applying the adjustment from Section
4.2.3, the mean absolute error is 3.58%, which is the lowest error achieved when im-
plementing the constant volatility LMM. This is reasonable evidence that this new
approximation function is more appropriate than the original. This is compounded
by the fact that the implementation of this new approximation function is more ef-

ficient than that of the original.



Tab. 5.1: Table comparing results from the adjustments in Sections 4.2.1, 4.2.2 and 4.2.3

European Call Price

Strike Ts Ts Tio
Section 4.2.1 Section 4.2.2 Section 4.2.3 | Section 4.2.1 Section 4.2.2 Section 4.2.3 | Section 4.2.1 Section 4.2.2 Section 4.2.3

40% 0.6418 0.6418 0.6418 0.7018 0.7011 0.7015 0.7823 0.7784 0.7803

80% 0.3298 0.3303 0.3300 0.4632 0.4613 0.4632 0.6194 0.6091 0.6150
100% 0.2146 0.2156 0.2151 0.3718 0.3694 0.3721 0.5545 0.5414 0.5493
120% 0.1326 0.1339 0.1333 0.2975 0.2949 0.2982 0.4984 0.4829 0.4925
160% 0.0479 0.0489 0.0484 0.1908 0.1881 0.1921 0.4071 0.3882 0.4004
200% 0.0183 0.0187 0.0185 0.1243 0.1217 0.1255 0.3371 0.3162 0.3300
240% 0.0078 0.0080 0.0078 0.0828 0.0805 0.0839 0.2825 0.2606 0.2752

SOT1J J9IEIAl YIIM S[IPOIAl paisnipy ayj jo uostredwo)) 1°g
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5.2 Comparison of the Adjusted Models with Updated
Parameter Values

Now, we compare the results from the constant volatility model and the adjusted
constant volatility model for the same parameter values, except for p,; = —0.94.
This value of p, ; allows for the illustration of the numerical instability of the H1-
LMM characteristic function, while ensuring that the instantaneous covariance ma-
trix is still positive-definite. The instantaneous covariance matrix is not positive-
definite for p,; values close to —1. The result of using p,; = —0.94 is shown in
Table 5.2. The shorter maturity prices are very similar, but there is a large devia-
tion when applied to the longer dated options. This implies that, even though the
ODE corrected method does reduce the instability, the additional approximation
likely increases the error. The reason for this appears to stem from this method
forcing the affect of the A (¢) term into the non-real part of the characteristic func-
tion when p, ; is negative. This is not observed with the adjusted approximation
function method. However, because this function tends to 0 over time, it reduces
the affect of the A (t) term to to zero over time. However, it does not diminish the
affect of this term entirely, and from the outset. Thus, it would likely give a more
accurate approximation of the H-LMM characteristic function.

There is also a large deviation when applying the adjustment method in Section
4.2.2 and Section 4.2.3. This suggests that approximation (4.2) does not diminish the
affect of As(t) as well as approximation (4.3).

Tab. 5.2: Table comparing results from the adjustments in Section 4.2.1, and using
approximations (4.2) and (4.3), using p, ; = —0.94

European Call Price

Strike Ts Tho

Adj(4.2.1) Adj(42) Adj(4.3) ‘ Adj(4.2.1) Adj(4.2) Adj4.3)

40% 0.6982 0.6994 0.6988 0.7694 0.7764 0.7731

80% 0.4488 0.4528 0.4493 0.5815 0.6028 0.5914

100% 0.3521 0.3571 0.3517 0.5049 0.5329 0.5172

120% 0.2739 0.2793 0.2724 0.4386 0.4725 0.4528

160% 0.164 0.1695 0.161 0.3326 0.3748 0.3489

200% 0.0989 0.1039 0.096 0.2543 0.3009 0.2712

240% 0.0609 0.0653 0.0589 0.1964 0.2444 0.213




Chapter 6

Application of the Characteristic
Function Adjustments to the
H1-LMM Model

In this section we review the affects of the characteristic function adjustment meth-
ods on the H1-LMM model. The same parameter values are used as in their article
and in 3.2 and 3.1. The additional parameter values that were used by Grzelak and
Oosterlee (2012) are as follows:

A=1,V(0)=1,nn=0.1.

Note that the parameter values used for the additional approximations used in
Grzelak and Oosterlee (2012) are found analogously to those used in Section 4.2.2
and 4.2.3.

Tab. 6.1: Table showing a sample of results from the HI-LMM model with the ad-
justment from Section 4.2.1 and market data

European Call Price

Strike T Ts Tio

ChF  Market | ChF  Market | ChF  Market

40% || 0.6418 0.642 | 0.7018 0.702 | 0.7823  0.779

80% | 0.3298 0329 | 0.4632 0.461 |0.6194 0.612

100% | 0.2146  0.212 | 0.3718 0.368 | 0.5545 0.546

120% || 0.1326  0.131 | 0.2975 0.293 | 0.4983  0.489

160% || 0.0479  0.051 | 0.1908 0.188 | 0.4071  0.397

200% || 0.0183  0.023 | 0.1243  0.125 | 0.3371  0.328

240% || 0.0078  0.012 | 0.0828  0.086 | 0.2825  0.275

The results from the application of the adjustment in Section 4.2.1 are presented
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in Table 6.1. These results give a mean absolute error of 4.11%. This is still lower
than the vanilla implementation which suggests that, for p,; > 0, this method is
adequate.

Tab. 6.2: Table showing a sample of results from the H1-LMM model with the ap-
proximation adjustment (4.2) and market data

European Call Price

Strike Ty T Tho

ChF  Market ‘ ChF Market | ChF  Market

40% || 0.6418 0.642 | 0.7007 0.702 | 0.7778 0.779

80% || 0.3296 0.329 | 04591 0.461 | 0.6073 0.612

100% || 0.2143 0.212 | 0.3663 0.368 | 0.5391  0.546

120% || 0.1324 0.131 | 0.2910 0.293 | 0.4801 0.489

160% || 0.0477 0.051 | 0.1835 0.188 | 0.3846 0.397

200% | 0.0181  0.023 | 0.1172 0.125 | 0.3121  0.328

240% | 0.0076  0.012 | 0.0766  0.086 | 0.2563  0.275

The results from the application of the adjustment in Section 4.2.2 are presented
in Table 6.2, which give a mean absolute error of 5.09%. This is the highest mean
absolute error so far, which is evidence that the double approximation may be in-
appropriate. Thus, we apply the alternatively derived approximation function.

Tab. 6.3: Table showing a sample of results from the H1-LMM model with approx-
imation adjustment (4.3) and market data

European Call Price

Strike T Ts T

ChF  Market ‘ ChF Market | ChF  Market

40% | 0.6418 0.642 | 0.7014 0.702 | 0.7800  0.779

80% || 0.3299 0.329 | 04625 0.461 | 0.6140 0.612

100% || 0.2148 0.212 | 0.3712 0.368 | 0.5479  0.546

120% | 0.1331  0.131 | 02971  0.293 | 0.4908  0.489

160% | 0.0482  0.051 | 0.1908 0.188 | 0.3983  0.397

200% | 0.0184 0.023 | 0.1243 0.125 | 0.3276  0.328

240% || 0.0078 0.012 | 0.0828 0.086 | 0.2727  0.275

Finally, the results from applying the adjustment in Section 4.2.3 are presented
in Table 6.3. These results give a mean absolute error of 3.55%, which is the low-
est across all the implementations relative to the sample of the market data. This



Chapter 6. Application of the Characteristic Function Adjustments to the H1-LMM Model 36

should be compared to the adjustment in Section 4.2.2, which resulted in the high-
est mean absolute error. Thus, it seems that the new functional form works for both
of the volatility approximations. However, in the case of the H1-LMM model, one
needs to be careful how one approximates the parameters in the final approxima-

tion function.



Chapter 7

Conclusion

The utility of the H-LMM model is without question; long-dated options cannot be
sufficiently evaluated without some form of stochastic interest rate assumption nor
can interest-equity products. However, the sheer number of parameters that need
to be calibrated in this model results in the requirement of an efficient method of

calibration. As such, the use of Fourier pricing techniques is paramount.

These Fourier techniques all require a characteristic function to be applied.
Thus, having a characteristic function that is numerically unstable for a range of
parameter values is a large drawback. This would require one to restrict the pa-
rameter values before use, severely limiting the potential of the final model.

Thus, the methods suggested in this dissertation are important in that they al-
low for efficient calibration techniques to be used, whilst not necessarily restricting
the parameter values. Moreover, both cases of the adjusted approximation method
are more efficient than the technique proposed by Grzelak and Oosterlee (2012),
while approximation (4.3) has a lower error for the given data set.

While the ODE adjusted method ensures that the characteristic function does
not explode, the additional approximation that is required to derive a closed-form
solution results in the error term increasing relative to simply using the adjusted
approximation method. Thus it is recommended to keep ODE method in mind
should alternative characteristic functions need to be derived. However, there is
sufficient evidence to conclude that the adjusted approximation method is more
appropriate.

In sum, the adjusted approximation method is effective for the H1-LMM model
characteristic function to be applied for calibration of the H-LMM model, as well
as for the constant volatility LMM variant of the H-LMM model.
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Appendix A

Derivation of the Parameter Values
in Equation (2.19)

We derive the parameter values for the expectation of the asset volatility process,
as well as the parameters for the analogous approximation of the expectation of the
interest rate volatility process used in Grzelak and Oosterlee (2012).

The dynamics for the relevant processes are:
de; = K(€ — €)dt + v/erdWe(t),
AV (t) = A(V(0) = V(£))dt + n\/V (£)dW (t).

Note that ¢, is the variance process of the underlying asset, while V' (¢) is the vari-
ance process of the LMM. Note further that, with no stochastic volatility in the
LMM, this simplifies considerably.

We use the following approximations:

Ve = E[e] = ai + bre™,
\/ V(t) ~ E[\/ V(t)] = ag + bge_c2t.

Define A(t) := a + be~. We seek to optimise: ming ;. ||A(t) — A(t)]],, where || - ||,
is any n'" norm, and:

(A.1)

2 —Kt
71 —e)
ce(t) = 4k ’
dkege "
€ t) = ;
et 721 —e)
o e
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and for V' (t), we have:

2 Y
n°(l—e
vty = T
_4AAV(0)e M
wy (t) = ma
4\V (0
dy = 772( ).

We now take limits as ¢ goes to 0, 1, and +oo. This gives:

2
. N - _ o 3
t—lg—nooA(t) a § 8k “ t—lgl-nooA(t)’
lim A(t) = /£(0) = a1 + by = lim A(t),
—0 t—0
}in% A(t) = A1) = ay + bre~ " = lim A(1),
.

t—1
and:
. n? -
Jim A =1[V(0)— L= ar = lim &),

lim A(t) = \/V(0) = ag + by = lim A(t),
t—0 t—0

lim A(t) = A(1) = ag + bae™ " = lim A(2).
t—1 t—1

Re-arranging the above yields:

a] = \/€— r
8k’
b1 = \/eo — ay,
A1) —
€ = —log( ( 3)1 al),
and
2
ag = V(O) — 7877)\’
bg = \/V(O) — ag,
A(1) —
y = _log((;a?).

(A.2)
(A.3)
(A.4)
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Simplification of (2.20) and (2.21)

Equation (2.22) can be re-written as:

-1 (et +20(1) As (1) + Al(t)>
K(€E— €)
—Fou(t) Y 0lg (1)1
—Fgoa(t) Zévzg Vi (t)p2,; =ap + a1 ¥Y(t),

—Fy lon () S v (o1
0

=ag + a1 Ll(t) .

Thus we must have:

—5(20()45(t) + A1(1))
—Fo1(t) Yy i ()5
ap = —Fioa(t) X5 ¥ (t)pn,

—Fy o () S v i(ton-1

0
and
0 —3 0 0
0 —x 0 ... O
aj= |0 0 0 ... 0f,
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Next we re-write (2.23) as:

1
ig = (co)ij + ()i | ¢ |,

where 3, ; = (X(Y(#))2(Y(2))T)ij. Now, (co);,; is a scalar value, and (c;); jisan x 1
vector. Let c1(i,5,k) = (((c1)i;)x) be the k™ element of the (c1);; vector. The k
value corresponds to the variable being dealt with. As a result, £ = 1 corresponds
to Xy, k = 2 corresponds to ¢;, and k = j corresponds to L;_»(t) for j > 2.

This allows us to write (2.23) more generally as:

Yij = (co)ij + Z c1 (2,7, k) Ye(t).

k=1
Matching terms gives:
Cl(l, 1,2) =1,
c1(1,2,2) = 1(2,1,2) = pa.e7,
c1(2,2,2) = +2.
This can be written in matrix form as:
. F 0T -
1 Pa.eY
0 0 0 0
—0— . 0 =
S 0
e = | | Prey ¥ ,
0 0 0 0
- O - - 0 -
0 0 0 0
. 0 0 0 ... 0]

where 0is a (n x 1)-dimensional matrix of 0’s.
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We also have:

Qﬁ(t)Ag(t) + Al(t) 0 E%Fl ECE7F2 ce EI7FN
0 0 0 0 0
EFl,.CC 0 2F17F1 EFI’FQ o e EFI,FN
¢ = EFQ@ 0 EFQ,Fl ZFQ,FZ EF27FN
L EFN@ 0 EFN’FI EFN,FQ EFN7FN ]

First, observe that B(u, ) can be written in terms of the components specific to
each element in the state vector:

Now, observe that:

1
alTB(u,T) = —QBI(U,T) — kBe(u,7),
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o 0 4 T
B, (ua T) + B (ua T)px,e’Y
0
- O -
_ 0 -
= B (u, 7’)9:):,67 + Be(u, 7')72 B(u, 1),
0
- 0 -
0
L 0 i
_ 0 . _ 0 -
By (u, 7) + Be(u, T) pa,ey Ba(u, 7) pa,ey + Be(u, 7)v?
= B, (u,7) 0 + Be(u,7) 0 ,
. 0 - - 0 -
_ 0 N
By (u, 7)(Bz(u, ) + Be(u, T)PI,E'Y) + Be(u, 7)(Bz(u, T)paz,GV + Be(u, 7')72)
p— 0
L 0 -
Then, we can write (2.20) as:
%B(u, T) =
i 0 .
3B (1, 7)(Be(u, 7) = 1) + (B (4, 7) pa,ey — 6) Be(u, 7) + 572 B2(u, T)
0 . (B.1)
- 0 -

Further observe that:

B(u,7)Tag = —% <219(t)A2(t) + Al(t)>B$(u, T) + KkéBe(u, 7)

N N

> o) F Bri(u,m) > ()i,

i=1 j=i+1
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where Zf\; ~N+1 = 0. The final matrix multiplication required is:

B(u, T)TCOB(U, T) =

[(20(1) A2 (t) + A1(£) Bo(u, 7) + 005, Bpi(u, 7) %]
0

B (ua T)E:E,Fl + Zi\il BFZ (’LL, 7_)EFZ',Fl B(u, ’7'),

L B (u, T)EIFN + sz\il EF",FN -

N
= Bo(u, ) ((20(0) Aa(t) + A1 (0) Bo(u, ) + > Bps(w, 7) g )

=1

N N

+3 " Bpi(u,7) (Bx(u, )y i+ > B (u, T)zFﬁFi) :
L P

= (20(t) A2(t) + A (1)) B3 (u, 7)

By (u.7) (s (O EO(E) + it Z w]p”)

z:l j=m(

Mz

+ Z Bri(u, 7)Bg(u, T) (pw-ai(t)Féﬂ( + ot Z w]p,J)
i=1

j=m(t)+1

N N
+ Z BFi(u, 7') Z BFj (u, T)pi’jgi(t)aj(t)FéFg
i=1 j=1

Thus, we are able to write (2.21) as:

(%A(u 7) = By(u, 7)(By(u, 7) — )(ﬁ(t)Ag(t) ¥ %Al(t)) + keBe(u, )
N
+ Z By (u, 7)Bpi(u, 7)pz jo;(t )Fgﬁ(t)
j=m(t)+1
N
B (u, 7)o’ (£)(F))?
] =m(t)+1

N
+ > Bpi(u,m)Bpi(u, 7)o (8o () 3R pij-
i,j=m(t)+1,i#j
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Integral of Equation (2.29)

Integrating (2.29) with respect to 7 gives:
A(u, 1) = A(u, 0) +/ Apds + Be(u,0)T + A1/ Be(u, s)ds,
0 0

— A(u,0) + /0 " + i) (ﬂ(s)Ag(t) + %Al(t))ds

b1 —d — 2B.(u,0)bs) /T (1—e™%) s
2b9 o ( 7

(_
+AlB€(u,0)T+A1 1 —ge_ds)

— Au,0) — (u® + i) /0 (99 4200) + SA1(1))ds + A1Bo(u, 0)7

(—=by — d — 2Bc(u,0)bs) /T (1 —e9%) + ge=d — ge=ds
2by 0 (1 — ge—ds)

= A(u, 0) — (u2 + zu) (Ag(t) /OT 19(S)d8 + %Al (t)T) + AlBg(u7 O)T

(—=by — d — 2Bc(u,0)bs) (7_ B /T (1-— g)e*dsd >7
0

2b, (1—ge @)™

= A(u,0) — (u® + iu) (Ag(t) /0 " 9(s)ds + %Alu)f) + Ay B.(u,0)7

(=by —d —2Bc(u,0)bs) (1-9) /E_dT g
— d
2by <T * dg J; 1—gu u),

= A(u,0) — (u* + i) (Ag(t) /OT I(s)ds + %Al(t)7'> + A1Be(u,0)T

—+ Al dS,

+ Ay

+ A

+ Ay

(=0 B0, (=) 1=y

= A(u,0) — (u® + iu) (AQ(t) /07' I(s)ds + %Al (t)T)a

A (—by —d — 2B.(u,0)bo)(1 — g) . [1—ge~
+ﬁ((—b1—d)7_ 1 ACRL o | 2
= A(u,0) — (u® +iu) (Az(t) /o JI(s)ds + %Al(t)7>

+ ;blg((_bl —d)T —2log {1_19_6;#}):
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where the proof follows by noting that A;(t¢) and Ax(t) are constant over the given
interval.



Appendix D

Market data

D.1 Zero Coupon Bond prices

Tab. D.1: ZCB prices

Bond

0.9512
0.9048
0.8607
0.8187
0.7788
0.7408
0.7047
0.6703
0.6376
0.6065

D.2 European Call Option Market Prices

Tab. D.2: European call market prices

European Call Price

Strike T ‘ 15 ‘ T3 ‘ T ‘ T5 ‘ T10

40% 0.62 | 0.642 | 0.663 | 0.683 | 0.702 | 0.779

80% | 0.271 | 0.329 | 0.378 | 0.421 | 0.461 | 0.612
100% || 0.143 | 0.212 | 0.271 | 0.322 | 0.368 | 0.546
120% | 0.067 | 0.131 | 0.19 | 0.244 | 0.293 | 0.489
160% || 0.015 | 0.051 | 0.095 | 0.141 | 0.188 | 0.397
200% | 0.004 | 0.023 | 0.051 | 0.086 | 0.125 | 0.328
240% | 0.001 | 0.012 | 0.03 | 0.055 | 0.086 | 0.275
260% | 0.001 | 0.009 | 0.024 | 0.045 | 0.073 | 0.253
300% 0 0.005 | 0.016 | 0.031 | 0.053 | 0.216
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