\

Commodity Derivatives: Modeling and Pricing
Zaizhi Wang

» To cite this version:

Zaizhi Wang. Commodity Derivatives: Modeling and Pricing. Economics and Finance. Ecole Na-
tionale Supérieure des Mines de Paris, 2011. English. NNT: 2011 ENMPO0088 . pastel-00712137

HAL 1d: pastel-00712137
https://pastel.hal.science/pastel-00712137

Submitted on 26 Jun 2012

HAL is a multi-disciplinary open access L’archive ouverte pluridisciplinaire HAL, est
archive for the deposit and dissemination of sci- destinée au dépot et a la diffusion de documents
entific research documents, whether they are pub- scientifiques de niveau recherche, publiés ou non,
lished or not. The documents may come from émanant des établissements d’enseignement et de
teaching and research institutions in France or recherche francais ou étrangers, des laboratoires
abroad, or from public or private research centers. publics ou privés.


https://pastel.hal.science/pastel-00712137
https://hal.archives-ouvertes.fr

Parislech ;/(/f -

INSTITUT DES SCIENCES ET TECHNOLOGIES

PARIS INSTITUTE OF TECHNOLOGY MINES
Tech

Ecole doctorale n° 396 : Economie, Organisation, Société

Doctorat ParisTech

THESE

pour obtenir le grade de docteur délivré par

I’Ecole nationale supérieure des mines de Paris

Spécialité “ Finance Quantitative ”

présentée et soutenue publiguement par

Zaizhi WANG
le 14/12/2011
Produits Dérivés des Matieres Premieres:

Modélisation et Evaluation

Commodity Derivatives:

Modeling and Pricing

Directeur de thése : Alain GALLI
Co-encadrement de la thése : Eric BENHAMOU

Jury

Mme. Delphine LAUTIER, Professeur, Université Paris Dauphine Rapporteur
M. Bernard LAPEYRE, Professeur, Ecole des Ponts ParisTech Rapporteur
M. René AID, Directeur Exécutif, EDF - Finance for Energy Market Research Centre Examinateur
M. Eric BENHAMOU, CEO, Pricing Partners Examinateur
M. Alain GALLI, directeur de recherche, ENSMP Examinateur
M. Michel SCHMITT, ingénieur général des Mines, ENSMP Examinateur

MINES ParisTech
Centre CERNA
60, Boulevard Saint-Michel 75272 PARIS cedex 06






Abstract

Commodity prices have been rising at an unprecedented pace over
the last years making commodity derivatives more and more popular in
many sectors like energy, metals and agricultural products. The quick
development of commodity market as well as commodity derivative market
results in a continuously uprising demand of accuracy and consistency in
commodity derivative modeling and pricing.

The specification of commodity modeling is often reduced to an appro-
priate representation of convenience yield, intrinsic seasonality and mean
reversion of commodity price. As a matter of fact, convenience yield can
be extracted from forward strip curve and then be added as a drift term
into pricing models such as Black Scholes model, local volatility model and
stochastic volatility model. Besides those common models, some specific
commodity models specially emphasize on the importance of convenience
yield, seasonality or mean reversion feature. By giving the stochasticity to
convenience yield, Gibson Schwartz model interprets the term structure of
convenience yield directly in its model parameters, which makes the model
extremely popular amongst researchers and market practitioners in com-
modity pricing. Gabillon model, in the other hand, focuses on the feature
of seasonality and mean reversion, adding a stochastic long term price to
correlate spot price.

In this thesis, we prove that there is mathematical equivalence relation
between Gibson Schwartz model and Gabillon model. Moreover, inspired
by the idea of Gyongy, we show that Gibson Schwartz model and Gabillon
model can reduce to one-factor model with explicitly calculated marginal
distribution under certain conditions, which contributes to find the analytic
formulas for forward and vanilla options. Some of these formulas are new
to our knowledge and other formulas confirm with the earlier results of
other researchers.

Indeed convenience yield, seasonality and mean reversion play a very
important role, but for accurate pricing, hedging and risk management,
it is also critical to have a good modeling of the dynamics of volatility in
commodity markets as this market has very fluctuating volatility dynamics.
While the formers (seasonality, mean reversion and convenience yield) have
been highly emphasized in the literature on commodity derivatives pricing,
the latter (the dynamics of the volatility) has often been forgotten. The fam-
ily of stochastic volatility model is introduced to strengthen the dynamics
of the volatility, capturing the dynamic smile of volatility surface thanks to
a stochastic process on volatility itself. It is a very important characteristic
for pricing derivatives of long maturity. Stochastic volatility model also
corrects the problem of opposite underlying-volatility correlation against
market data in many other models by introducing correlation parameter
explicitly. The most popular stochastic volatility models include Heston
model, Piterbarg model, SABR model, etc.

As pointed out by Piterbarg, the need of time-dependent parameters in
stochastic volatility models is real and serious. It is because in one hand



stochastic volatility models with constant parameters are generally inca-
pable of fitting market prices across option expiries, and in the other hand
exotics do not only depend on the distribution of the underlying at the
expiry, but on its dynamics through all time. This contradiction implies the
necessity of time-dependent parameters. In this thesis, we extend Piter-
barg’s idea to the whole family of stochastic volatility model, making all the
stochastic volatility models having time-dependent parameters and show
various formulas for vanilla option price by employing various techniques
such as characteristic function, Fourier transform, small error perturbation,
parameter averaging, etc.
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Résumé

Les prix des matieres premiéres ont augmenté a un rythme sans précé-
dent au cours des derniéres années rendant les dérivés sur matiéres pre-
mieres de plus en plus populaires dans de nombreux secteurs comme
I'énergie, les métaux et les produits agricoles. Le développement rapide
du marché des produits dérivés sur matiéres premieres a aussi induit une
recherche vers toujours plus de précision et cohérence dans la modélisation
et I'évaluation de produits dérivés des matieres premieres.

Les points les plus importants dans la modélisation des matieres pre-
mieéres sont la bonne représentation du rendement d’opportunité appelé
communément «convenience yield », la prise en compte de la saisonnalité
et la capture du phénomene de retour a la moyenne pour les prix des ma-
tiéres premieres. Il est a noter que le rendement d’opportunité (convenience
yield ) peut étre induit du prix des la courbe des forwards et étre simplement
ajouté au terme d’évolution(terme de drift) dans les modeles canoniques,
comme le modele de Black Scholes, le modele a volatilité locale et les mo-
deles a volatilité stochastique. An dela de ces modeles, d’autres modeles
ont été concus pour modéliser spécifiquement 1’évolution du convenience
yield, la saisonnalité ou le phénomene de retour a la moyenne des prix. Il
s’agit par exemple du modele de Gibson Schwartz qui suppose que le terme
de convenience yield est aléatoire. Cette approche prend donc en compte
I’évolution non déterministe du convenience yield et l'interpréte comme
un parametre critique du modele. Ceci explique sa grande popularité et
son adoption important par les praticiens du marché. Un autre modele
fréquemment utilisé est le modele de Gabillon. Celui se concentre sur la
saisonnalité des prix et I'effet de retour a la moyenne, en modélisant un prix
a long terme stochastique corrélé aux prix du spot. Dans cette these, nous
prouvons que ces deux approches ne sont en fait qu'une et qu’il y a une
relation d’équivalence entre le modele de Gibson Schwartz et le modéle de
Gabillon. Reposant sur le principe de diffusion équivalente introduite par
Gyongy, nous montrons que le modele de Gibson Schwartz et le modele
de Gabillon peuvent se réduire a un modele & un facteur dont la distribu-
tion marginale peut étre explicitement calculée sous certaines conditions.
Ceci nous permet en particulier de trouver des formules analytiques pour
I'ensemble des options vanilles. Certaines de ces formules sont nouvelles a
notre connaissance et d’autres confirment des résultats antérieurs.

Dans un second temps, nous nous intéressons a la bonne modélisation
de la dynamique de la volatilité des marchés des matieres premieres. En
effet, les marchés de matiéres premiéres sont caractérisés par des volatilités
tres fluctuantes et importante. Alors que les effets sur la saisonnalité, la
modelisation du convenience yield et I'effet de retour a la moyenne des prix
ont été fortement soulignés dans la littérature, la bonne modélisation de
la dynamique de la volatilité a souvent été oubliée. La famille de modele a
volatilité stochastique est introduite pour renforcer la dynamique de la vola-
tilité, capturant le phénomene de smile de la surface de volatilité grace a un
processus stochastique pour la volatilité. C’est une caractéristique tres im-
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portante pour les dérivés a maturité longue ot I'effet volatilité stochastique
conduit a des résultats tres différents de ceux obtenus avec des modéles
plus conventionnels. Les modeles a volatilité stochastique permettent aussi
de prendre en compte le phénomene de corrélation négative entre le sous-
jacent et la volatilité en introduisant de maniere explicite ce paramétre de
corrélation. Les modeles a volatilité stochastique les plus populaires com-
prennent le modele d’Heston, le modele de Piterbarg, le modéle de SABR,
etc.

Dans cette these, nous étendons les idées de Piterbarg a la famille des
modeles a volatilité stochastique en rendant le concept plus général. Nous
montrons en particulier comment introduire des parametres dépendant du
temps dans les modeles a volatilité stochastique et explicitons différentes
formules de calcul explicite du prix d’options vanilles, permettant ainsi une
calibration des parametres du modeles extrémement efficace.

iv
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Chapter 1

Introduction

Résumeé du chapitre

Les matiéres premieres sont un sous-jacent important en finance, cette impor-
tance s’est accrue avec 1’émergence du processus de globalisation dans le monde.
Les marchés des matieres premieres telles que le pétrole, les métaux précieux et
I'agriculture ont une influence tres large sur I’économie mondiale.

Le premier marché a terme organisé, moderne a commencé en 1710 ala Bourse
de Dojima Rice, a Osaka, au Japon. L'échange a été utilisé pendant pres de 300
ans jusqu’a la Seconde Guerre mondiale. Il a ensuite été dissous entierement en
1939, étant absorbé par le riz Agence gouvernement.

Au 19¢me siécle, un contrat a terme est apparu aux Etats-Unis. Des produits
agricoles comme le mais et le bétail, ont été échangés par contrat a terme de
Chicago et du Midwest. Le Chicago Board of Trade (CBOT) a été fondé en 1848.
Le premier contrat était un contrat a terme sur le mais, écrit le 13 Mars, 1851. Le
Chicago Mercantile Exchange (CME) a été créé en 1874, sous le nom de Chicago
Produit Exchange, puis réorganisé en 1919 ou il a pris son nom actuel.

Ce marché initialement des matiéres premieres agricoles s’étend progressi-
vement, couvrant d’autres produits comme le charbon, le pétrole, les métaux
précieux, etc. Ces produits sont commercialisés dans différentes bourses partout
dans le monde. En terme de volume, le pétrole brut et ses dérivés dépasse un
tiers du volume traité.
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Commodity is an important kind of financial asset among others, especially
under the process of globalization all over the world. The markets of commodity
such as fossil fuels, precious metal and agricultural have a very wide and radical
influence on the world’s economy.

The first modern organized futures exchange began in 1710 at the Dojima
Rice Exchange in Osaka, Japan, according to West [2000]. The exchange was
used for nearly 300 years till the World War II. It was then dissolved entirely in
1939, being absorbed into the Government Rice Agency.

In the 19th century, forward contract appeared in the United States. Agri-
cultural commodity, such as corn and cattle, was traded by forward contract
in Chicago and Midwest. Chicago Board of Trade (CBOT) was founded in
1848. The first contract was a forward contract on corn, written on March 13,
1851. Chicago Mercantile Exchange (CME) was established in 1874. The original
name was “Chicago Produce Exchange” and then reorganized in 1919 with the
name Chicago Mercantile Exchange.

The commodity market gradually extends beyond agricultural, covering
other commodities such as coal, petroleum, precious metal, etc. Nowadays,
the trading commodity in exchange are shown in table 1.1. These commodities
are traded in various exchanges all over the world. In term of volume, crude oil
and its derivative exceeds one third of total volume in all kinds of commodity.
We list hereby some of the major commodity exchanges in the world in table 1.2.
The major indices in commodity market are shown in table 1.3.

Table 1.1: The commodity categories

Category Description

Agricultural soybean, corn, wheat, cocoa, coffee, sugar, cotton, cit-
rus, orange juice, cattle, hogs, pork bellies, etc.

Metal gold, silver, platinum, palladium, copper, tin, zinc,

nickel, aluminum, etc.

Oil and oil production  crude oil, Liquefied Petroleum Gas (LPS), gasoline,
naphtha, kerosene, diesel, fuel oil, etc.

Gas and gas production gas and Liquefied Natural Gas (LNG).

Electricity

Coal and CO; emission

The commodity trading volume has grown to a very large scale. The trad-
ing volume of Intercontinental Exchange (ICE), a leading operator of regulated
global futures exchanges, clearing houses and over-the-counter (OTC) markets,
reported strong futures volume growth in November 2010. Average daily vol-
ume (ADV) across ICE’s futures exchanges was 1,366,669 contracts, an increase
of 26% from November 2009. Year-to-date through November 30, 2010, ICE’s
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Table 1.2: Some commodity exchanges

Abuja Securities and Commodities Exchange
Africa Mercantile Exchange

Bhatinda Om & Oil Exchange Bathinda
Brazilian Mercantile and Futures Exchange
Chicago Board of Trade

Chicago Mercantile Exchange

Commodity Exchange Bratislava, JSC

Dalian Commodity Exchange

Dubai Mercantile Exchange

Dubai Gold & Commodities Exchange
Euronext.liffe

Hong Kong Mercantile Exchange

Indian Commodity Exchange
Intercontinental Exchange

Iranian Oil Bourse

Kansas City Board of Trade

London Metal Exchange

Minneapolis Grain Exchange

Multi Commodity Exchange

National Commodity and Derivatives Exchange
National Multi-Commodity Exchange of India Ltd
National Food Exchange

New York Mercantile Exchange

New York Board of Trade

Rosario Board of Trade

Steelbay

Winnipeg Commodity Exchange

National Spot Exchange

futures ADV was 1.325 million contracts, up 27% compared to the same period of
2009. Total futures volume in November 2010 was 28.7 million contracts. ICE fu-
tures volume exceeded 300 million contracts through November 30; the previous
annual record, established in 2009, was 262 million contracts. ICE also reported
OTC energy average daily commissions (ADC) of $1.33 million US dollars in the
fourth quarter of 2010 and a record $1.37 million for the full year.

The derivative market of commodity contributes the majority part in commod-
ity trading. Unlike stock market or currency market, most commodities involve
physical transaction and therefore shipping cost or so-called freight cost, which
make spot trading very rare in commodity market. Instead, forward trading is
much more common. Consequently, the underlying commodity for the com-
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Table 1.3: Some commodity indices

Continuous Commodity Index (CCI)

Astmax Commodity Index(AMCI)

Commin Commodity Index

Dow Jones-AIG Commodity Index

Goldman Sachs Commodity Index

Thomson Reuters/Jefferies CRB Index

Rogers International Commodity Index

Standard & Poor’s Commodity Index

NCDEX Commodity Index

Deutsche Bank Liquid Commodity Index (DBLCI)
UBS Bloomberg Constant Maturity Commodity Index (CMCI)
Merrill Lynch Commodity index eXtra (MLCX) , etc.

modity option is not the commodity itself, but rather a standardized forward
contract, or commonly known as futures contract, for that commodity. For ex-
ample, a November soybean option will actually be an option for a November
delivery soybean futures contract. In this sense, the options are on futures and
not on the physical commodity. This fact results in a somehow slightly differ-
ent form of formula for option price from other asset classes even under classic
Black-Scholes model.

Nevertheless, the carry cost as well as potential benefit of holding a commod-
ity, also known as convenience yield, changes the fundamental relation between
spot price and future price. Besides, commodity market has other distinguish
characters, among which seasonality and mean reversion patterns play a very
important role. Both patterns describe the periodic behavior of commodity price
in both short term and long term. Certain specific designed commodity models
can explicitly reflect these characters in their model parameters, which presents
a better financial interpretation. In these models, convenience yield or long
term price themselves are assigned to follow a distinguish stochastic process
and eventually make the drift term of spot price to be stochastic.

Quite differently, stochastic volatility models introduce the second stochastic
process on the volatility parameter. The models in this family allows for a
different and as well complex marginal distribution, which in one way has a
better fit to the forward volatility surface, but in the other way adds difficulties
on even the simple vanilla option price. Thus, it is crucial to have the stable and
precise option formula and calibration to enjoy the advantage of the models.

In the first two chapters of this thesis, two most popular specific commodity
models, namely Gibson-Schwartz model and Gabillon model, will be studied.
In chapter two we will prove the mathematical equivalence between the two
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models. And in the chapter three we develop a so-called model factor reduction
technique and apply on both models to achieve the formulas for vanilla options
based on spot and future.

In chapter four, we will focus on the stochastic volatility model. We extend
the popular stochastic volatility model such as Heston model by allowing the
model parameter to be time-dependent. This extension gives the more degree
of freedom to stochastic volatility model in term structure, but in the other hand
introduces difficulty for formula of option price and process of calibration. We
will study different methods including parameter averaging, perturbation and
vol of vol expansion to get the option price formula in the extended models.
Some of calibration algorithm are also listed in the last part of this chapter.






Chapter 2

Modeling commodity with
convenience Yyield

Résumé du chapitre

Contrairement a d’autres actifs classiques, les matiéres premiéres montrent des
caractéristiques spécifiques : importance du convenience yield, de la saisonnalité
et du retour a la moyenne. Le concept clé est ici convenience yield, qui est
clairement expliqué par exemple dans Lautier [2009]. Celui-ci dicte la relation
entre les prix futurs et les prix au comptant. Il ya beaucoup de modeles sur
des produits de base spécifiques qui mettent l'accent sur ces concepts, citons
les principaux : Gibson and Schwartz [1990], Brennan [1991], Gabillon [1991],
Schwartz [1997], Hilliard and Reis [1998], Schwartz and Smith [2000], Casassus
and Collin-Dufresne [2005]. A présent les modéles de Gibson et Schwartz et
de Gabillon sont les plus populaires chez les chercheurs et les praticiens du
marché, non seulement parce que leur interprétation en terme de rendement de
commodité ou de prix a long terme, mais aussi de part leur simplicité et leur
clarté.

Dans ce chapitre, nous montrerons qu’il ya équivalence entre les modeles
de Gibson Schwartz et Gabillon. Cette conclusion n’est pas surprenante a si
I'on considere que dans le modele de Gibson et Schwartz le convenience yield
apparait comme un terme de dérive stochastique qui n’est pas loin d'un com-
portement a long terme comme dans le modele de Gabillon.
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2.1 Introduction

Unlike other asset classed, commodity has a strong presence of convenience
yield, seasonality and mean reversion. The key concept here is convenience
yield, which is clearly stated in Lautier [2009]. It dictates the relation between
future price and spot price. There are many commodity-specialized models
emphasize on these concepts, including Gibson and Schwartz [1990], Brennan
[1991], Gabillon [1991], Schwartz [1997], Hilliard and Reis [1998], Schwartz and
Smith [2000], Casassus and Collin-Dufresne [2005], etc. Among others, Gibson
Schwartz model and Gabillon model are the most popular in researchers and
market practitioners, not only because their appropriate interpretation on con-
venience yield or long term price, but also because their simplicity and clarity.

In this chapter, we will point out that there is a mathematical equivalence
relation between Gibson Schwartz model and Gabillon model. This conclusion
is not surprising provided the consideration that the former model suggests
convenience yield as its drift term while the latter uses long term price as its
drift term, which is an equivalent counterpart of convenience yield. The close
relation between convenience yield and long term price results in the equivalence
between two models.

2.2 Review of research and background

2.2.1 Convenience yield

Almost all the commodities, apart from the exception of electricity, are normally
considered as storable. That is to say, people can hold their commodities in the
stock for economic purpose. The following discussion will rule out electricity
and focus on the storable commodity. The concept of convenience yield is closely
linked to storage, which can be referred to Lautier [2005] and Lautier [2009].

Storability is essentially a very important feature of commodities. Various
scholars and market participants, such as Kaldor [1939], Working [1949], Brennan
[1958] and Telser [1958], have worked on the theory of storage. There are two
major economic effects based on storage theory:

1. The time value of holding a commodity. It is because the inventory enables
holders to store the commodity when its price is low and sell it on the market
when the price goes high. It also avoids the disruption of manufacturing.

2. The holding cost. Holding cost is also called carry cost or cost of storage. It
includes the land and facility to store the commodity, as well as the operation
management cost.

Convenience yield is then defined as the total effect of these two aspects,
which generally reflects the economic value of holding a commodity.



CHAPTER 2. MODELING COMMODITY WITH CONVENIENCE YIELD 9

Of course, this description only helps understand the economic meaning of
convenience yield. More elaborated and mathematical definition, as shown in
Lautier [2009] and Geman [2005], will involve market structure, precisely the
relation between spot price and future price.

Definition 1 (Convenience yield). Note F; 1 to be the future price of a commodity at
time t for maturity T. Note S; to be the spot price at time t. Note r; to be the short
rate, which is the (annualized) interest rate at which an entity can borrow money for an
infinitesimally short period of time from time t. Then we define convenience yield y; by
satisfying the arbitrage-free condition:

Fyp = Spel 0ovds @.1)
or equivalently,
_ d F t,s
Ys=Ts— % (10g S_t) (2.2)

witht<s<T.

The definition of convenience yield in equation (2.2) is in continuous form,
which presents the average of convenience yield from time f to T. In real world
application, since the future values are normally available at some discretion
time points, we can then defined convenience yield y; accordingly in piecewise
constant form by the following definition:

Definition 2 (Convenience yield in discrete form). Lett =ty <t; <tr <..<t,=T.
Note Fy4, to be the future price at time t for maturity t;. Note S; to be the spot price. Note
D(t;,t}) to be the discount factor between time t; and t;, which stands for the present
value at time t; of a future cash flow of 1 unit currency at time t;.

Convenience yield vy is then given by the following equation:

1 ( Fiy, 1
log
Ft,t,'+1 D(til ti+1)
It is very easy to verify that this definition fulfills the arbitrage-free condition

_ (ti+1 d
in equation (2.1) by using D(t;,ti11) =€ ffi "% This definition of convenience

Ys )/ti <s <t (2.3)

ot -k

yield in discrete form is practically used as the formula to calculate convenience
yield from market data.

The notion of discount factor is very useful in following paragraphs. We here
separately write it as a definition.

Remark For a fixed discount rate, 7, continuously compounded discount rate
from time t to T, then we have the relation D(t,T) = ¢, Normally discount
factor is provided by interest rate market data and very easy to access. So we
will treat it as a known variable hereafter.
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Convenience yield v.s. stock dividend

We compare arbitrage-free condition (2.1) to its counterpart in stock market. We
continue use the same symbol: F;r, S; and r; for future, spot and interest rate
respectively. Note d; to be the dividend of the stock. Then we have

T
Fyr = Spek (- (2.4)

Notice that it is exactly the same form as equation (2.1). This fact encourages
us to migrate the stock market models to commodity. All we need to do is to
simply replace dividend term by convenience yield.

Term structure: backwardation and contango

We copy here the arbitrage-free condition, equation (2.1), to facilitate reading.
The relation between future and spot is,

T
Fyr = Spel (s-y:)ds (2.5)

The term j;T(rs — Ys)ds can be negative or positive. We call these two different
term structures backwardation and contango respectively.

Backwardation means ftT(rs —ys)ds is negative. In this case, future price F;
is smaller than spot S;. It happens when interest rate in low and convenience
yield is high. For example, when the Gulf war broke up, holding oil became
particularly profitable at that time. And convenience yield of oil became so high
that caused backwardation in the future market.

Contrarily, when ftT(rs — Ys)ds is positive, we have contango. In this case,
future price F; r is greater than spot S;. The structure of future curve becomes an
increasing function against maturity time.

2.2.2 Gibson Schwartz model

Gibson Schwartz model, first introduced by Gibson and Schwartz [1990], is based
on a two-factor diffusion. The spot price S; is assumed to follow a lognormal
diffusion but with a stochastic drift. Gibson and Schwartz [1990] assume that
convenience yield, 64, is a stochastic process, explicitly following a mean revert-
ing normal diffusion, which leads to the following diffusion for the commodity
spot price on risk-neutral measure:

% = (r—0)dt+01dz; (2.6)
dé = (k(a—0) — Aop)dt + 02dzy (2.7)

where r is the risk free rate, z; and z, are two correlated Brownian motions
with correlation p.
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2.2.3 Gabillon model

Gabillon [1991] created this model to account for long term trend. He argued
that it was beneficial to use a two-factor diffusion to capture the difference
between short and long term effects. He introduced a long term trend factor
that would influence the convenience yield. This led him to assume that the
spot prices, S, follows a log-normal diffusion but with a stochastic drift term.
Instead of assuming a stochastic convenience yield like in Gibson and Schwartz
[1990] model, Gabillon assumed that the drift term is influenced by a long term
factor that is itself stochastic. This long term factor denoted by L follows also a
log-normal diffusion.

In the original paper the model parameters are assumed to be constant. To
allow an easy calibration across time, we will extend the hypothesis of Gabillon
and assume that these parameters are time dependent. This setting is very inter-
esting as we capture the long term trend stochasticity through the second factor
and capture time varying value through time dependent model parameters. We
will take the traditional assumption in mathematical finance and assume that
the uncertainty is represented by a probability space (Q, .#,IP) with a two dimen-
sional Brownian motion. The two components of the Brownian motion will be
denoted by z;,z> and will be assumed to be correlated with a constant correlation.

dzidz; =pdt

This leads us to assume that the spot price S follow under the historical
probability,

% = kln%dt +0sdz; (2.8)
L
df = [.lLdt +ordz (2.9)

where in the above equations, we have removed any obvious reference to
time to simplify the notation, like for instance Sy, Ly, z}, 2.

2.2.4 Previous research

As two of the most popular models in commodity world, Gibson Schwartz
model and Gabillon model are actually mathematically equivalent to each other.
The previous researches includes Gabillon [1991] and Schwartz and Smith [2000].
The former studied and compared the economic interpretation of the parameters
of both models. The latter built a Gabillon style model, namely short-term/long-
term model, and proved that the model was equivalent to Gibson Schwartz
model by change of variable. And our result in this thesis goes in the other
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direction: the equivalence relation between Gabillon model and short-term/long-
term model. Our result together with the result of Schwartz and Smith [2000]
complete the proof of the equivalence relation between Gibson Schwartz model
and Gabillon model.

2.3 Equivalence between Gibson Schwartz model and
Gabillon model

We establish the equivalence relation through a third model. The idea is to
respectively prove Gibson Schwartz model and Gabillon model are both equiva-
lent to a third model. Consequently, they are equivalent to each other. Moreover,
we interpret the equivalence relation in term of the economic significance of the
parameters in both models.

The significance of this equivalent relation is to establish a close connection
between two most popular models in commodity derivative pricing. Although
the two models are mathematically equivalent, the market practitioners have
their preference on choosing between the two. It is because they have good
knowledge about the economic meaning of the parameters of the model, which
guarantees them to better understand and use the model.

In fact, the equivalence between the third model and Gibson Schwartz model
were already proved in Schwartz and Smith [2000]. The model is called short-
term/long-term model in the paper. The definition is as follows.

Definition 3 (Short-term/long-term model). Let S; denote the spot price of a com-
modity at time t. We define,

log(S:) = xt + &, (2.10)

where x; and & present short term price and long term price respectively. They follow
the stochastic process:

dx: = —xxidt +o0,dz, (2.11)
dé; = ‘ngdf + ngZg (2.12)

Here z) and z¢ are two Brownian motion with correlation p. Parameters K, g, 0y
and o¢ are constant.

The first step is to prove the equivalence relation between short-term/long-
term mode and Gibson Schwartz model. Itis done in Schwartz and Smith [2000].
The key here is the change of variable .
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1
Xt = ;(& - ) (2.13)
& =log5—%(6t—a) (2.14)

Then simply inject the stochastic diffusion of Gibson Schwartz model, equa-
tion (2.6) and (2.7), into the equations above. We have the derivation as follows.

% = (u—06)dt+o1dz; (2.15)

do = (k(O(—(S)—/\GQ)dt+02dZZ (216)

Note X; =log5;, we have

dx, = (y 5 %aé)dt +ogdzy (2.17)
Using 2.13, we have
1
Xt = E(ét —a) (2.18)
= do; = k(o — Op)dt + k0, dz) (2.19)
1
& =logS— ;(& —a) (2.20)
= dX; = (ue+a—0p)dt +0:dzs + 0, dzy (2.21)
Assume zy = pzg + /1 - p?z;, where z; is independent to z.
= dogdzg +0,dzy = (0c + poy)dzs + [1-pPoydzy (2.22)
Then we note
t
llol? = f (0 +poy)? + (1= pHo?)ds (2.23)
0
So
llolls = o1 (2.24)

Hoc+ \1-p?oy
21(b) = f [‘79 POX 7+ N2 P Ox g1 (2.25)
0

£
llolle llolle ¢
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According to Levy Theorem, z(t) is Brownian motion. So the two models
are equivalent.

1
dx: = ;dét (2.26)
— (@ —0,)dt+ %dzz (2.27)
= —xpedt+ %dzz (2.28)
and
1
dé; = dlog$ - —ds (2.29)
=(u—-06¢— Eol)dt+aldzl —(a—06p)dt— ?dzz (2.30)
=(u-a- %of)dtmldzl - G—sz@ (2.31)

Here we use the risk neutralized version of both short term/long term model
and Gibson Schwartz model to exclude the risk premium parameter. Under

non-arbitrage principle, the drift term of both models should equal to fot rsds. So
we just need to take care of stochastic term for the spot diffusion. Comparing
these forms with short term/long term model, we can see that the two models
are equivalent if we relate the parameters of the two models.

In the other hand, the equivalence relation between long term/short term
model and Gabillon model is also easy to prove. The change of variables here is

& =logL (2.32)
Xt =logS—logL (2.33)

Inspired by the above result, we can similarly prove the equivalence relation
between long term/short term model and Gabillon model. We inject the diffusion
of Gabillon model, equation (2.8) and (2.9), in the equations above. We can re-find
the diffusion of long term/short term model.

dyx; =dlogS—dlogL (2.34)
= —xxpdt —osdWq +0rdWy (2.35)

and
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d&; =dlogL (2.36)
= (HL—%G%)dt+OLdW2 (2.37)

Therefore, we prove the equivalence relation between long term/short term
model and Gabillon model. This result is new to our knowledge.

Now we put the two parts together and we can get the equivalence relation
between Gibson Schwartz model and Gabillon model. It is given by the change
of variables as follows:

log$ = X; (2.38)
logL = X; — %(& -a) (2.39)

For the equivalence of parameters, the calculation is a bit lengthy but very
straightforward. We just list the result in table 2.1. Given the high similarity
between Gabillon model and short-term/long-term model, we observe the the
result in table 2.1 is in the same form as the result for the equivalence relation be-
tween Gibson Schwartz model and short-term/long-term model, which is shown
in Schwartz and Smith [2000].

Table 2.1: The Relationships Between Parameters in Gabillon Model and Gibson
Schwartz model

Gabillon model parameter

Symbols  Description Equivalence in Gibson Schwartz model
K Short-term mean-reversion rate K
os Short-term volatility o2/%
UL Equilibrium drift rate (u—a- %02)
or, Equilibrium volatility (0% + a% /12— 2poy102/ K)l} 2
P Correlation in increments (po1 =02/ K)(U% + 0% /12— 2poq02/ x)1/2

2.4 Summary

In this chapter, we revisited the concept of convenience yield and the models
specialized on commodity, namely Gibson Schwartz model and Gabillon model,
which emphasizes on stochastic convenience yield and stochastic long term price
respectively. As the main result of the chapter, we proved that the two models
are eventually equivalent in mathematics.
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The explanation of the equivalence of the two models involves the relation
of the concept of long term price and convenience yield. As we know, conve-
nience yield is the total benefit and carry cost on holding a commodity, which
consequently decides the long term price of the commodity. Gibson Schwartz
model assumes that convenience yield follows a Brownian motion with mean
reversion, while Gabillon model suggests that the logarithm of long term price
is also a Brownian motion with mean reversion. Apparently, these assumptions
lead to the equivalence of the two models.



Chapter 3

Model factor reduction
technique

Résumeé du chapitre

Le résultat principal de ce chapitre est I'introduction et I’application de la tech-
nique de réduction de modele factoriel. C’est une technique qui permet de
trouver —sous certaines conditions-un équivalent a un facteur qui a la méme
distribution marginale de spot et donc du prix d'une option Européenne, que le
modele initial a plusieurs facteurs. Nous appliquons ensuite cette la technique
aux modeles de Gibson Schwartz et de Gabillon. En outre, nous allons donner ex-
plicitement la distribution marginale des spots et futures de ces deux modeles,
et en déduire une formule explicite du prix de l'option vanille. La technique
s’applique généralement a tout modele multi-facteurs de prix sous I’hypothése
que la dérive est un processus de diffusion gaussien. C’est précisément le cas
des modeles de commodités que sont les deux modéles mentionnés ci-dessus.
La technique peut également s’appliquer a des modéles pour les autres classes
d’actifs telles que les modéles stochastiques avec dividendes pour les marchés
des actions.

L’organisation de ce chapitre commence en présentant notre technique de
réduction de modele factoriel sur un modele de tarification a deux facteurs
généraux. La premiére étape consiste a obtenir 1’équivalent a un facteur puis la
distribution marginale des prix au comptant, ce qui permet de dériver la formule
de prix de I'option de vanille. Ensuite, nous appliquons le résultat général aux
deux modeles ci-dessus modéle.

17



CHAPTER 3. MODEL FACTOR REDUCTION TECHNIQUE 18

3.1 Introduction

The main result in this chapter is the introduction and application of model factor
reduction technique. It is a technique to find an equivalent one-factor model that
has the same marginal distribution of spot and therefore vanilla option price
with the original two-factor model under certain condition. Interestingly, we
apply the technique to Gibson Schwartz model and Gabillon model. We show
that they are equivalent to one-factor model when pricing futures and vanilla
option. In addition, we will explicitly express the marginal distribution of spot
and future price of both models, and derive the formula of vanilla option on spot
and future thusly.

The equivalent one-factor model admits a weak solution, which has the same
one-dimensional marginal probability distribution and therefore same price for
vanilla options. Moreover, this distribution can be explicitly expressed under
certain conditions. The result can consequently induct closed formulas for fu-
ture and vanilla option price. The technique generally applies to any multi-factor
pricing model under assumption of normally distributed drift, which are pre-
cisely, in commodity modeling, the stochastic drift such as convenience yield
in Gibson Schwartz model or long term price in Gabillon model. Obviously,
the technique can also apply to models for other asset classes such as stochastic
dividend models in stock market.

The organization of this chapter begins with introducing our model factor
reduction technique on a general two-factor pricing model. The first step is to
get the equivalent one-factor model and then the marginal distribution of spot
price, which can derive the formula for vanilla option price. Next we apply the
general result to Gabillon model and Gibson Schwartz model, verifying that both
models fit the assumption condition. Once the equivalent reduced one-factor
model and the marginal distribution are obtained, it is straightforward to get
the formulas for vanilla option price by applying the result of general two-factor
model.

3.2 Review of research

The idea of model factor reduction technique is inspired by the paper of
Gyongy [1986]. In his paper, Gyongy considered a general form of a stochas-
tic process dx(t) = 6(t,w) dW(t) + B(t,w)dt. He proposed an equivalent process,
replacing stochastic parameters by non-random parameters. The new process
admits a weak solution having the same one-dimensional probability distribu-
tion.

Proposition 4 (Gyongy [1986]). Let &(t) be a stochastic process starting from 0 with
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Ito differential
d&(t) = o6(t, w)dW(t) + B(t, w)dt, (3.1)

where (W(t), %) is a Wiener process, 6 and f are bounded .#-non-anticipative processes
such that 567 is uniformly positive definite. Then it is proved that there exists a stochastic
differential equation

dx(t) = a(t, x(£))dW(t) + b(t, x(t))d (3.2)

with non-random coefficients which admits a weak solution x(t) having the same one-
dimensional probability distribution as E(t) for every t. The coefficients ¢ and b have a
simple interpretation:

ott, x(1) = (B[00 (91<(6) = 1)’ (33)
b(t,x) = E[BOIE() = 2] (54)

From this result, we can see the process x(t) is with non-random coefficients,
which means the model is reduced to one-factor. However, the condition that
0 and B are bounded limits the application of this result, since two-factor mod-
els usually cannot satisfy this constraint. For example, in Gibson Schwartz
model and Gabillon model, the drift term f is normally distributed, hence not
bounded. Follow this line, we make one step further. We will impose nor-
mal distribution on f(t,w), which holds for a large class of commodity pricing
models. Although normal distribution isn’t bounded, we still can calculate
the non-random coefficients for reduced equivalent one-factor model and ex-
press this one-dimensional probability distribution explicitly. Then, we show an
equivalent one-factor model that presents the same marginal distribution at any
time ¢, as shown in the definition 6. Once we know the distribution of the spot
price, it is then possible to compute a closed formula for the future price and
vanilla option price, shown and proved in proposition 10, 11 and 12 in following
sections for the general case. These results of general case are then applied to
Gibson Schwartz model and Gabillon model in the following sections.

3.3 Model factor reduction technique in general form

Assume that S; is a stochastic process with the following dynamic:

d
% = (1 + s 0)dt + o(HdAW; (3.5)
t
where W; is a (potentially multi-dimensional) Wiener process under filtration
% and risk-neutral measure Q. To be clear, all the calculation in this section is

always on risk-neutral measure Q. r is risk free rate. Drift term «; ,, is stochastic.
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And we assume that it follows another diffusion process, which is the case in
pratical for models such as Gibson Schwartz model and Gabillon model. @
represents the full stochastic information. In particular, the path-wise behavior
of X; may depend, via the random coefficients a;,, in a complicated way on the
past filtration .%;.

Assume that X; =1logS;. So X; is a stochastic process with the following
dynamic:

dx, = (r _ %G(t)z ; at,a,)dt +o(hdW, (3.6)

Equation (3.6) depicts a general form for pricing models under the assump-
tion of a deterministic volatility o(). Since the parameters a;,, is a random
variable, the process is multi-factor. Some examples can be found in section 3.4.

Lemma 5. [n process dX; = (r— %a(l‘)2 +ao)dt +0(t)dWy, as ay g, is a normal diffusion
process for all t > 0, then X; = Xo+ 1t — % j; o(s)*ds + fot as pds+ fot o(s)dW; is a normal
variable for any t > 0.

. . t . . t .
Proof. Since a;,, is normal, so fo @5, ds is normal. The Ito integral fo osdW; is
normal as the integrand o; is deterministic. X;, being the sum of normals, is
normal for all £. O

Under the assumption that a;, is a normal variable, we note o,(t) as the
standard deviation (square root of variance) of a;, for future convenience.

Definition 6. For afterward convenience, we define here u(t,T) and &(t,T). Denote
u(t, T) the expectation of Xt — X; at time t. Denote E(t,T) the variance of Xt — X at
time t. They are simply defined by:

T

T T
y(t,T):IE[XT—th,%]:]E[ f 0t o ds +r(T—t)—% ft o(s)*ds (3.7)
t

T T
E(t, T) = var(Xt — X¢|F;) = var (f as,pds + f a(s)dW;s
t t

,%) (3.8)

Remark We can write E[X7|.%#;] = X; + u(t,T) and var(Xt|.%) = &(t, T).

Now we can construct a new model with non-random time-dependent pa-
rameter. This one-factor model should have the same distribution.

T
Vr=Xru, 1)+ [ VEGSAW, (39)
t

where u(t,T) and &(t,T) are given by equation (3.7) and (3.8). And &’(¢,s) = %.
It is easily to verify that E[Y7|.%#] = X; +u(t,T) and var(Yr|#;) = &(t,T). From
lemma 7, we know that &’(t,s) is positive, so the process Y is well defined.
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Lemma 7. &(t,T) is given by equation (3.8). Assume a; has form day = uu(t)dt +

9&(t,T)

G > 0.

oa(t) AW}, ua(t) and o,4(t) are deterministic. Then we have Vt,

Proof. Note pa(t,T) = [ pa(s)ds.

T T T
f agds = ya(t,T)+f duf 1,5504(s)dsd W
t t t

T
— ot T)+ ft (T = 5)0(S) AW

Therefore,

T
Xr=X;+1(T—1) - % f o(s)*ds + ua(t, T)
t

T T
+ft (T —5)04(s)dWg +ft o(s)dW;

T

E(X7|.%) = Xi+r(T—t)— % f o(s)?ds + ta(t, T)
t

2

T
var(X7|.%) = E (f (T—S)Ga(s)dWS“+G(S)dWS)
t

Note p the correlation between Wi and W;.
For any t < T, we have

&, T) =var (X1|-%)

T T T
- T —5s)%0%(s)d 2(s)ds+2 T —5)0, d
I( s)05,(s) S+I o°(s)ds + pI( s)o.(s)o(s)ds
T

> f [(T —5)?0%(s) + 0%(s) — 204(s)a(s)]ds
t

T

_ f (T = $)0a(s) - o(s)2dls
t

>0

So we have,

AIEE,T) .. _
37 _}sll%é(t’TJré) &(t,T)
=1lim &(T, T +96)
0—0
>0

This proves lemma 7.

(3.10)

(3.11)

(3.12)

(3.13)
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The process Y1 = X; + u(t,T) + ftT V&' (t,8)dWs is a one-factor model with non-
random time-dependent parameters. At any time s > t, Y, is a normally dis-
tributed variable with E[Y:] = Xo + u(0,t), var(Yy) = £(0,t). So it has the same one-
dimensional marginal distribution as our original process dX; = a;,dt + o, dW;
at any time t.

From the calculation above, we know

T
w(t, T) = ua(t, T) + (T —t)— % f o(s)?ds. (3.14)
t
Therefore from Y7 = Xy + u(t, T) + j;T V&' (t,s)dW;, we can have Vs > ¢,
4y, = (r - %0(5)2 + ya(s))ds + JE AW, (3.15)

The advantage of the one-factor model, Y7 = X; + u(t, T) + ftT VE(t,8)dWg, is
that there are existing closed formula for future and vanilla option price. We
show them in proposition 10 and 11. Theoretically, with the normal distribution
in definition 6, all kinds of non-path-dependent options can be priced as in the
equivalent one-factor model.

In order to use the Black Scholes formula, we list the result of Black Scholes
here for convenience. Black Scholes model is initially introduced by Black and
Scholes [1973]. The model suggests the marginal distribution of underlying
follows a log-normal distribution. It is now still popular in the market thanks to
its simplicity and stability. Black and Scholes [1973] also presented Black Scholes
formula for the price of a vanilla option.

Definition 8 (Black Scholes model with dividend). Assume S; to be the spot price
of an underlying (such as commodity) at time t. The diffusion of Black Scholes model
follows:

% = (r—q(t))dt + o(t)dW; (3.16)
t

where ps(t), q(t) and os(t) are deterministic. q(t) is dividend. Note X; = logS;.
Applying Ito lemma, we have

dx, = (r - %o(t)z - q(t))dt +o(t)dW, (3.17)

Proposition 9 (Black Scholes formula - price of a vanilla option). Under Black
Scholes model in Definition 8, we can express the price of a vanilla option as follows:
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V(t) = SiN(dy)e™ b 199 _ KN(do)e (T (3.18)

where r is interest rate. Sy is the spot price observed at time t. N(x) = & f_ xoo e~ 124t
is the cumulative distribution function of standard normal distribution. And dy =

log(Si/K)+r(T-t)— [ gs)ds 4 B
Y +50 VT —t, dy=d;—o VT —t.

When os(t) is time dependent, dy and dy are changed to dy =
LV, dy = dy— v, with v = [ o(s)ds

Since the distribution S; is log-normal and the average and variance of log S;
are known, it needs only straightforward calculation to get Black Scholes formula

In(St/K)+r(T=H- [ g(s)ds
7 +

by integrating S; from K to co. The detailed proof can be found in Black and
Scholes [1973] and we won't list here. Example calculation for Black Scholes
model with dividend can also be found in page 237 - 238 of Shreve [2004].

Proposition 10 (Formula for future). If X; follows equation dX; = a; ,dt + o, dW;
with ay, being a normal, assuming that Sy is a stochastic process defined by Sy = eXt,
then the price of the future F(t,T), observed at time t, expiring at time T, and given by
E[ST|-#] has the following closed formula:

F(t,T) = E[S7]|.Z:] = S;ettD+2E¢T) (3.19)

Here u(t,T)=E [ftT asla,ds|,%] and &(t,T) = var (ftT as pds + ftT osdWs
by equation 3.7 and 3.8.

ﬁt) are given

Proof. Since S; is a log-normal variable, the proposition is obviously proved by
employing the property of a log-normal variable. |

Proposition 11 (Formula of vanilla option). If X follows equation 3.9 under risk
neutral measure, with oy, being a normal, then the price of a vanilla call on the spot
Sy = eXt with strike K is given by:

V = §N(d1)e PtD — KN(dp)e 7T (3.20)
where N(-) is standard normal cumulative distribution function;

+ % VE@R,T)

g = log (S5¢/K)+r(T—t)—p(t,T)

' VEGT)
dy = di - EGT)

p,T) = (T =)= 364D~ (e, T)

with u(t,T) and &(t, T) in equation 3.8 and Sy = %
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Proof. Simply use Black Scholes formula with on the stochastic process 3.15

dy, = (r _ %o—(s)z + pa(s))ds TG 9)dW,
We have

T
v:f (\/5’(t,s))2ds
t
=<&(t,T)

and Vs > t, the dividend term in Black-Scholes model is

16)= (13 (VEEI) )= (1= 3067+ 1a9)
T
def
=pt,T) = ‘[ q(s)ds

T
_ %( ft o(s)zds—é(t,T))—ya(t,T )
= HT =)= 26(,T) - p(t,T)

Then simply use the result of proposition 9 to get the result of this proposition.
O

Proposition 12 (Vanilla option on future). If X follows equation 3.6 with a(t,w)
being a normal and the spot process S = X is a log normal process. Assume a vanilla

call option has maturity at time t. The underlying is future FT and strike is K. Then the
price V of the option at time t is given by:

V = 7T (5ot 28 DN (dy) — KN(d)
where N(:) is standard normal cumulative distribution function;
1og(5teu<t,T>+%e(t,T) /K) 1
= + =&, T)
Ve T) 2
dy =dy— &, T)

with u(t,T) and &(t, T) in equation 3.8 and Sy = *.

di

Proof. We have to compute the following expectation:

TR (T - K)'| 1] = O [(RIsr171 - K] 7

— o T-DE [(Stey(t,TH%é(t,T) -K)*

7|

24
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where

T
y(t,T):lE[f as,pds
t

T T
Et,T)= Var(f as,wds+f osdW;
t t

eI [(FtT -K)'

leading to

Fi| = €T (Soet OTAOTINGly) - K@)

where
log (steu(t,T)+%<s(t,T> / K) 1
dlz é(t,t) +§ Vé(tlT)
dy =dy— Ve, T)
which is the result of the proposition. O

Remark The propositions assume that:
1. the drift term a;, in equation 3.6 is normally distributed for any ¢,
2. the volatility o; is deterministic.

These condition holds for at least two common models for commodity deriva-
tives, which are Gibson Schwartz model and Gabillon model.

3.4 Reduced one-factor Gabillon model

Commonly, the process 3.6, X, is the log price of the spot. Now, we show two
applications of the above propositions to the modeling of commodity deriva-
tives, namely the models of Gibson Schwartz and Gabillon. These models are
commonly used in commodity market. And both of them are two factors models
with a normal stochastic drift.

We take the traditional assumption in mathematical finance and assume
that the uncertainty is represented by a probability space (€Q,.#,P) with a two
dimensional Brownian motion. The two components of the Brownian motion
will be denoted by z1,z> and will be assumed to be correlated with a constant
correlation.

dzidz; =pdt

This leads us to assume that the spot price S follow under the historical
diffusion
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ds =kIn Edif+05dzl (3.21)
S S
% = urdt+ordz (3.22)

where in the above equations, we have removed any obvious reference to
time to simplify the notation, like for instance Sy, L, kt, 2,2, ...

Denoting by Ag the risk premium price for the spot risk, we can easily derive
the diffusion under the risk neutral probability as follows (see for instance Hull
and White [1990] or Gabillon [1991]):

(25 (kIn= dt—)\sas)-i-(fsdzl (3.23)
dLL =o01d2; (3.24)

where dz; and dZ are two Brownian motion with a correlation dZ;dz, = pdt.
Now let us change the variables and take X =InS, Y =InL. Using Ito’s lemma
in (3.21) and (3.22), we have:

- (k(Y—X) _ %af - Asas)dt +osdz (3.25)
dy = —%qzdt +ordz (3.26)

It can be rewritten in the following form:

dX =a(t,w)dt+0ogdzy (3.27)

with a(t, w) = k(Y - %GLZt + fot ordzy — X) - —(75 —Ag0g

To apply the Distribution Match Method, we just need to prove that a(t, w)
is a normal. Then, propositions 10 and 11 provides us closed formula for the
future and European options. To be clear, we work on risk neutral measure.

Lemma 13. If X follows equation 3.27, then a(t, w) is normally distributed. In addition,
the term p(0,t) and £(0,t) defined in equation 3.7 and 3.8 can be computed explicitly as
follows:

1 1 1 1
u(0,t) =Xo (e_kt - 1) + (1 _kt)Yo + = p ( —Agog + —a% oikt 5 é

2
—kt 1 o 1 1o
+e /\505—26 0L+2e o (3.28)
£0,6) == (1 2e " 4o 2kt)agaLp+2k (o§+4e kg2

—3aL—e—2kfai§ o2 + 207 kt) (3.29)
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Proof. Re-write equation 3.27 here,

dX =a(t,w)dt +osdz;

with a(t, w) = k(Yo - %GLZt + fot ordzy — X) - %052 —As0s
Denote a; = k(Y - %GLZt + fot aLdzz) — %052 — Ag0og, it is obvious a7 is normal.
So we can write a(t, w) = a; —kX. Change the variable, H = X,
dH = MdX — ke Xdt
= Mo dt +ogdz (3.30)

So H=Hj+ fot ésaqydt + fot ¢¥g¢dzy is normal since a; is normal. Therefore,
X =¢™H is normal. a(t,w) = a; —kX is normal. This proves that the drift is
normal.

Let us now calculate the terms 1(0,f) and £(0,). In equation 3.30, we can
derive the expectation and variance of H.

t
]E(H):HO+IE[ f eksmds]
0

¢
:H0+feksa2ds
0
t ¢ ) t
Var(H):erksaszds+f(ekt—eks) 0L2d5+2pfeks(ekt—eks)osoLds
0 0 0

with a, = kYo — %kO‘LZt - %0‘52 —As0g
Knowing X = e™*H, we have

t
E(X) = Xoe ™ + f ¢ Ca,ds
0

" f f
2
var(X) = f e 52ds + f (1 - ek(s_t)) or2ds + 2pf k=) (1 - ek(s_t))crqus
0 0 0

finally we get
u(0,£) =E(X) ~ X

t
=X (e_kt - 1) + f Dg,ds
0

t
1 1
=Xo (e‘kt - 1) + f =) (kYO — —kop?s— =05’ — /\Sas)ds
0 2 2

&(0,t) =var(X)

t t
2
=fezk(s't)052ds+f (1—6"(5'”) or2ds
0 0

t
+2p f &K=t (1 - ek(s_t))osaLds
0
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The calculation of the integrals is straightforward, and we finally get the
result of lemma 13. m]

The distribution match method summarized by propositions 10 enables us
to retrieve the original result of Gabillon for the futures price. The result of
proposition 11 and 12 introduces a new result for the price of European options
in Gabillon model.

Proposition 14. The future price at time t is

F(0,4) = A(t)So" Lo ~B®)

—kt _
with, A(t) = exp {ASOS (3 p 1 ) + % (2e—kt _ 2k _ 1)}

B(t)=e ™

V= 652 + GLZ —2posor,

Proof. Application of proposition 10 with equation 3.28 and 3.29. The calculation
is straightforward. m]

Note that the above result gives another proof of the result of the Gabillon
model which is originally done using PDE arguments.

Proposition 15. The price (at time t) V of a European call option on spot with strike K
and option expiry T is given by:

V = §;N(dy)e Pt — KN(dp)e 7T

where N(-) is standard normal cumulative distribution function;

_ log(S¢/K)+r(T—t)—p(t,T) 1

\/m +§\/€(t,T)
dy =dy— &, T)

P, T) = (T =)= 66, T) - (6 T)

dy

with u(t,T) and &(t, T) in equation 3.28 and 3.29. S; = eXt,
Proof. Straightfuture application of proposition 11. m|
Lemma 16. Under the hypothesis of lemma 13. The variance of process X from t to T is

&t T) = % (e_kT - e_kt) (or—0sp)— % (e_ZkT - e_Zkt) (aé + o% - 2p050L)

+0r(T—t) (3.31)



CHAPTER 3. MODEL FACTOR REDUCTION TECHNIQUE 29

Proof. Substitute lemma 13 into definition 3.8. |

Proposition 17. Assume a vanilla call option has maturity at time T. The underlying
is future F(t,T) and strike is K. Then the price V of the option at time t is given by:

V = 7T (528NN (dy) — KN(dy)
where N(-) is standard normal cumulative distribution function;

10g (Stey(t/T)"'%E(trT)/K) 1

di = = ,T
1 AR +5 Ve, T)

dyr =dy— &, T)

with u(t,T) and &(t, T) in equation 3.28 and 3.31. Sy = X,
Proof. Straightfuture application of proposition 12. m|

The results in proposition 15 and 17 are new to our knowledge.

3.5 Reduced one-factor Gibson Schwartz Model

Like the Gabillon model, Gibson and Schwartz [1990] model is based on a two-
factor diffusion. The spot price S is assumed to follow a lognormal diffusion like
in the Black Scholes model but with a stochastic drift. The difference between
Gibson Schwartz model and Gabillon model lies in the second factor assump-
tion. Gibson Schwartz Gibson and Schwartz [1990] assume that it is directly the
convenience yield, 0, that is stochastic, following a mean reverting log normal
diffusion. This leads to the following diffusion for the commodity spot price
under measure Q:

% =(r— (S)dt +01dzq (332)
dé = (k(a—6) — Aop)dt + 02dzy (3.33)

where 7 is the risk free rate, z; and z, are two correlated Brownian motions.
To apply the Distribution Match Method, we will do some change of variables.
Let X =1InS. Using Ito’s lemma in equation 3.32 and 3.33, we have:

dX=(r-6- %012)& +o1dz; (3.34)
dé = (k(a — 6) — Aop)dt + 02dzy (3.35)
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These equations can be rewritten in the following form:

dX =a(t,w)dt+o01dzq

with a(t,) = 7 — (k(a = 6) — Ao2)t — [} o2dzs — Loy 2.

30

(3.36)

Lemma 18. If X follows equation 3.36, then (a(t,w), W;) is a normal. In addition, the

term p(0,t) and £(0,t) can be computed explicitly as follows:

ka—/\azt
k
+k0z—)\02 (1—€_kt)— 1 2t

k 271

u(0,t) =rt— %60 (1 — e‘kt) -

2
o _
£0,1) = 012t + 2—;3 (2Kt — 72 + 465 - 3)

2p0102
K2

(—kt +1- e_kt)

Proof. We re-write the process of convenience yield 6 here:
do = (k(a—0) — Aop)dt + 0pdzy

Let H = €5, then

dH = ds +keodt

=M (ka— Aop)dt + &ordzy

So, H=Hy+ fot &S (ka — Aop)dt + fot *o,dzs. Consequently, we have:

S=e*H

t t
=e M50 + f G (ko — Aap)ds + f &6 g,dzy
0 0

kot — t
5(t) = e 5 + (1 - e‘kt) O(TAGZ +oe f é4dz,
0

Denote Y(¢) = fot ods.
In the other hand, we can derive from equation 3.39,

t
5(t) - 5(0) = (ka — Aoo)t —kY(E) + 02 f dz,
0

(3.37)

(3.38)

(3.39)

(3.40)

(3.41)

(3.42)

Substitute equation 3.41 into equation 3.42, we can get the expression for Y(t).
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ka—Aor, 1 g
= T t+EGZ‘LdZZ

ke e\ ka—Aoy —ktftk )
((e 1)60+(1 e ) +09e Oesdzz

Y(t)

k k

Therefore, we can rewrite X as following:

t t
X:f (7—5—1012)d5+f o1dzy
0 2 0

1 t
=rt—Y(t)—§alzt+faldzl
0

It is obvious that the drift is normally distributed since Y(#) is a normal.
Now we calculate 1(0,t) and £(0,£).

1(0,£) = B(X) ~ Xo

3 1 i\ ka—=Aor  ka—Ao; ey Lo
—rt—%ég(l—e )— T t+ X (1—6 )—Ealt (3.43)

£(0,1) = var(X)

2p0102

2
_ _2,,92" =2kt kt _ okt
=0t + (2Kt — 72 + 46K —3) + o (—kt+1-e) (3.44)
This proves lemma 18. O

Now we can use proposition 10, 11 and 12 to derive following result.
Proposition 19. The future price at time t is
F(0,t) = Soey(O,tH%é(O,t)
with u(0,T) and £(0,T) in equation 3.37 and 3.38. So = eXo,
Proof. Straightfuture application of proposition 10. |
Proposition 20. The price (at time T) of a vanilla call option with strike K and maturity

T is

V = SoN(d)e POT) — KN(dp)e "™ (3.45)
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where N(-) is standard normal cumulative distribution function;

_1og(S0/K)+rT-p(0,T) 1

=E&O,T
) +5 &(0,T)

dr =dy— &0, T)

di

pO.T) =T~ 2£0,T) = 0, T)

with w(0,T) and &0, T) in equation 3.37 and 3.38 and Sy = eXo.
Proof. Straightfuture application of proposition 11. m]

Lemma 21. Under the same hypothesis of lemma 18. The variance of process X from t
toTis

_1 —k(T—t) | ~2K(T—) 1o o kr-p 2
E(t,T)—E(l—Ze +e )osaLp+§<(os+4e o7
—30% - e_Zk(T_t)a:é — g 2K(T=1) G% + ZG%k(T - t)) (3.46)
Proof. Same calculation with lemma 18. m]

Proposition 22. Assume a vanilla call option has maturity at time T. The underlying
is future F(t,T) and strike is K. Then the price V of the option at time t is given by:

V = 00 (5,eH D 2EEDN (dy) — KN(d))
where N(:) is standard normal cumulative distribution function;

log (SetD*+2£ED) /K)

V&, T)
dy =dy— &t T)

with u(t, T) and &(t, T) in equation 3.37 and 3.46. Sy = eXt.

1
1 + E é(tl T)

Proof. Straightfuture application of proposition 12. m|

Remark The results in proposition 19 and 20 are equivalent to those of Jamshid-
ian and Fein [1990] and Bjerksund [1991]. The result in proposition 22 is new to
our knowledge.

3.6 Summary

In this chapter, we introduce model factor reduction method. We show that a
diffusion process with deterministic log-normal volatility and a normal stochastic
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drift can be approximated by an equivalent one dimensional process with the
same final marginal distribution. This enables us to compute explicitly futures,
vanilla call options on the spot and futures allowing for fast calibration. In
section 3.4, we show how to apply the model factor reduction technique on
Gabillon models and Gibson Schwartz model. This enables us to find a formula
for the Gabillon model for vanilla option allowing fast calibration. For Gibson
Schwartz model, the model factor reduction method provides another proof for
the closed form solution for futures and vanilla options. In addition, as model
factor reduction technique provides explicitly the marginal distribution, we can
easily extend our result to other common vanilla options like digitals. Model
factor reduction technique in addition, implies that for future and vanilla option,
the Gabillon model and Gibson Schwartz model are indeed equivalent to a one-
factor model. This contrasts with the common belief that these models were
explicit two-factor models.

An important consequence of model factor reduction technique is that it
shows, in the sense of marginal distribution, the similarity between the original
two-factor model and one-factor model. This contrasts slightly with the general
opinion that commodity derivatives should be priced with two-factor models.
Our result shows that in the particular case of vanilla options, Gibson Schwartz
model and Gabillon model are indeed equivalent to one-factor models. The
equivalence holds only for this specific case and not for path dependent options.

One of the limitation of the model factor reduction method is the loss of
information on the dynamic of the original process. Therefore, it can not work for
path-dependent products such as Asian option and snowball option. A possible
future work could be on the joint distribution at different time 0 <t; <t <--- <t
that would provide a way to calculate closed forms solutions for path dependent
options.






Chapter 4

Stochastic volatility model

Résumeé du chapitre

Dans le domaine de la finance quantitative pour évaluer des titres dérivés,
comme les options, les produits sont souvent chers et couvert a I’aide du modele
Black-Scholes, dans lequel il ya une relation univoque entre le prix de 1’option et
la volatilité og. En théorie, la valeur de volatilité op dans le modele de Black est
constante sur la durée du produit dérivé, et ne dépend pas des changements du
niveau des prix du sous-jacent. Cependant, en pratique, ce n’est pas le cas. Donc
modele Black-Scholes ne peut pas expliquer les caractéristiques de la surface de
volatilité implicite comme le « smile » de volatilité et le « skew », qui indiquent
que la volatilité implicite tend a varier par rapport aux niveaux de prix, du strike
et de la distance de l'expiration.

Le développement de modeles de volatilité locale par Dupire et Derman-Kani
a été une avancée majeure. Ces modeéles a volatilité locale sont auto-cohérents,
sans arbitrage, et peuvent étre calibrés pour correspondre exactement aux vola-
tilités observées. Ces modeles sont tres populaires actuellement. Cependant, le
comportement dynamique des « smiles » et « skew » prédite par des modéles
a volatilité locale est différent du comportement observé dans le marché. Sur le
marché, les prix des actifs et des smiles évoluent dans dans la méme direction,
mais le modele de volatilité locale prédit le mouvement inverse. Cette contradic-
tion crée des difficultés pour la couverture en delta et vega dérivées du modele
de volatilité locale. Ceci est prouvé dans l'article « Gestion du risque Smile » par
Hagan et al. [2002].

Les modeles cités auparavant ne permettent pas de respecter une dynamique
réaliste pour la volatilité. Les modeles a volatilité stochastiques ainsi que leur
calibration sont bien examinées dans Javaheri [2005].

Les modeéles a volatilité stochastique découlent du traitement de la volatilité

35
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du titre sous-jacent comme un processus aléatoire, gouverné par des variables
d’état tels que le niveau des prix du sous-jacent, la tendance de la volatilité
a revenir vers une certaine valeur a long terme et la variance du processus de
volatilité elle-méme, la corrélation entre le processus aléatoire pour le sous-jacent
et la volatilité du processus aléatoires, et d’autres. Ces variables peuvent décrire
précisément les « smiles » et « skew » du marché. En supposant que la volatilité
du prix sous-jacent est un processus stochastique plutdt que d'une constante
qui peut étre adapté a l’exigence du marché en changeant les parametres et
les modeles de formulaires, il devient possible de modéliser les dérivés plus
de précision. Les modeles tels que ceux de Heston, Piterbarg et SABR sont
les modeles les plus populaires actuellement pour leurs performances dans la
manipulation des smiles et skew. Dans ce chapitre on les étend a des fonctions
qui dépendent du temps, afin de leur donner encore plus de souplesse. Ensuite
on les calibre et on discute leurs performances.
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4.1 Introduction

In the field of quantitative finance to evaluate derivative securities, such as
options, products are often priced and hedged using Black-Scholes model, in
which there is a one-to-one relation between the price of option and the volatility
op. In theory, the volatility value op in Black’s model is constant over the life of
the derivative, and unaffected by the changes in the price level of the underlying.
However in practice, options with different strikes K require different valatilities
to match their market prices. So Black-Scholes model cannot explain long-
observed features of the implied volatility surface such as volatility smile and
skew, which indicate that implied volatility does tend to vary with respect to
strike price and expiration.

The development of local volatility models by Dupire and Derman-Kani was
a major advance in managing smiles and skews. Local volatility models are self-
consistent, arbitrage-free, and can be calibrated to match exactly observed market
smiles and skews. These models are very popular currently in most financial
institution. However, the dynamic behavior of smiles and skews predicted by
local volatility models is different from the behavior observed in the marketplace.
In the market, asset prices and market smiles move in the same direction, but the
local volatility model predicts the reverse movement. This contradiction creates
difficulties for delta and vega hedges derived from the local volatility model.
This is proved in the article "Managing Smile Risk" by Hagan et al. [2002]).

Commodity specialized model is able to better capture the features such as
convenience yield, seasonality and mean reversion. Various drift terms are sug-
gested in these models. These models for commodity derivatives pricing relies
on a specific dynamics of some state variables from whom one can derives the
corresponding futures prices. The states variables are often assumed to follow
a mean reverting process to capture the mean reversion nature of commodity
prices. Typical examples include Gibson and Schwartz [1990], Brennan [1991],
Gabillon [1991], Schwartz [1997], Hilliard and Reis [1998], Schwartz and Smith
[2000], and Casassus and Collin-Dufresne [2005]. But these models also lack a
realistic dynamics for the volatility. These models as well as their calibration are
well reviewed in Javaheri [2005].

Stochastic volatility models derive from the models’ treatment of the un-
derlying security’s volatility as a random process, governed by state variables
such as the price level of the underlying, the tendency of volatility to revert to
some long-run mean value, and the variance of the volatility process itself, the
correlation between the random process for the underlying and the volatility
random process, and others. These variables can describe precisely the market
smiles and skews. By assuming that the volatility of the underlying price is a
stochastic process rather than a constant which can be adapted to the market
requirement by changing the parameters and model forms, it becomes possible
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to model derivatives more accurately. The models such as Heston model, Piter-
barg model and SABR model are the most popular stochastic volatility models
studied currently for their performance in handling the smiles and skews.

4.2 Review of research

Indeed, various authors had already noticed the importance of stochastic volatil-
ity for commodity modeling. This includes the work of Eydeland and Geman
[1998], Richter and Serensen [2002], Nielsen and Schwartz [2004], and Trolle
and Schwartz [2008] who explicitly allow for stochastic volatility for the corre-
sponding state variables. Their models are often an adapted version of some
existing stochastic volatility models already developped for another asset than
commodity. For instance, Eydeland and Geman [1998] adapt an Heston model
to commodity. Trolle and Schwartz [2008] adapt their corresponding interest
rates HIM model.

This suggest first to study the various stochastic models already developed
in equity option pricing and see how to adapt them to commodity issue. Then
we need to benchmark these models in the case of commodity to assess the fit
or the consistency of these models for this market. These two questions are the
motivations of this work.

Stochastic volatility modeling has been studied for quite some time. Among
the precursors, Hull and White [1990] and Wiggins [1987] studied lognormal
distributed stochastic volatility. The Hull-White model was developed using
a trinomial lattice, although closed-form solutions for European-style options
and bond prices are possible. They assumed the correlation between spot price
and volatility is zero. But from the market data, evidence showed that the two
processes are strongly correlated.

Wiggins studied the same model with Hull and White, but with the non-zero
correlation. The advantage of the model is that the volatility is always positive
by assuming geometric Brownian motion.

Scott [1987], and then Stein and Stein [1991] studied an Ornstein Uhlen-
beck process (OU process) for volatility. OU process adds mean reversion into
volatility. It is more natural to assume the volatility mean reversion rather than
lognormal. The disadvantage of the model is that, the model cannot guarantee
positiveness. That is to say, if volatility follows an OU process, then there is
chance that volatility goes to negative.

Heston [1993] studied a special case of stochastic volatility model. He sup-
posed the square of volatility follows an OU process. This assumption resolved
the problem that volatility goes to negative. Another advantage of Heston model
is that, it allows correlation between spot and volatility. The model has also a
semi-analytic formula, which makes it practical to use.
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Richter and Serensen [2002] and Trolle and Schwartz [2008] studied the un-
spanned stochastic volatility model with abundant data analysis. It is an appli-
cation of perturbation theory. They expand the formula of price around vol of
vol near zero.

In dynamic stochastic volatility models, parameters depend on the time t.
The process for the forward and the volatility become much more complicate
than in constant parameter case. In reality, we only need to price products for
given dates, so we intend to consider the parameters as piecewise constant ones.
With this assumption, it is possible to find out closed pricing formulas which
are used later for the calibration. There are several methods as we noted before:
firstly, compute the effective mean value of the parameters so that we can use the
closed formula of the constant stochastic volatility model by replacing the time
dependent parameters with their effective mean values. This method consists
to find out the effective medium value of each parameter who depends on time.
This method is employed by Piterbarg [2005]. Secondly as another method, by
resolving the PDEs, we can compute the option price directly by an integration
of a function which is continuous on time t. Theoretically, we can use both these
two methods for each model. But as each model has its different characteristics,
one method should be easier than another. For SABR model in the case of
constant f3, the first method is easier that the second. But we can use the second
method to price an option with SABR model in the case of time dependent .
For Heston model and Piterbarg model with correlation p, we use the second
method, and for Piterbarg model without correlation, we can use both of them.
In the following, we will present one by one the methods used for each model.

Stochastic volatility models with time dependent parameters are derived
from stochastic volatility models with constant parameters to be able to price
products with long maturities. Different periods have variant market smiles
and skews, which need different parameter values to match exactly the curves.
In reality, the parameters in the models, especially correlation p between the
process of underlying and the process of volatility and parameters related to the
smile and skew, depend on time ¢. As we only need the model values for certain
dates, we can consider the parameters as piecewise functions of time t. This is
the approach taken for all the models.

Although jump can relax the need of time-dependent parameter, it cannot
fulfill the need completely, especially for the options with long maturity. It is
because the expectation of jumps tends to flatten in long time. We don’t consider
jump in this article, interested readers can refer to Andersen and Andreasen
[2000] and Benhamou et al. [2008].

However in practical, SV models are usually difficult to use due to difficulties
of calibration. The difficulty is obvious: 1. too many parameters to calibrate:
an SV model usually has more than 5 parameters; 2. some of the parameters
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cannot be observed from the market. Therefore we cannot perform the same
procedure of calibration as we do for BS model or LV models. To calibrate
an SV model, the common way is to minimize the vector distance between
theoretical price (or implied BS vol) and the market price(or implied BS vol).
One of the key points here is how to calculate the theoretical price fast and
precisely. The numerical algorithms such as partial differential equations (PDEs)
or Monte Carlo is too time-consuming to use in calibration, even for the simplest
European-style options. For this reason, we investigate closed form formula for
European options.

A closed form formula is typically available for SV models with constant
parameters. A series of references are available on this topic, such as Andersen
and Brotherton-Ratcliffe [1998], Hagan et al. [2002], Zhou [2003] and Andersen
and Andreasen [2002]. Lewis summarizes the Fourier formed solution for static
models in his book Lewis [2000]. There are closed formulas for all the common
SV models including square root model, GARCH model and 3/2 model.

Here we have some clarification on the term “closed form formula”. The
definition of the term “closed form formula” can vary from person to person.
A solution is said to be a closed form solution if it is in terms of functions and
mathematical operations from a given generally accepted set. However, the
choice of what to call closed form is rather arbitrary. For example, an infinite
sum is be called a closed form in certain context. In this paper, we call the Fourier
transform integration a closed form function. This kind of infinite integration is
also called semi-analytical solution in some references as well.

For an SV model with time-dependent parameters, saying dynamic SV
model, the closed form formula is more difficult to derive. Several different
methods have been reported, such as asymptotic expansion and character func-
tion. References for the former one includes Labordere [2005] and Osajima
[2007]. For the latter, readers can refer to Mikhailov and Nogel [2003a]. Some
references suggest piecewise constant parameters since market data in practical
is only available on certain expiries. Itis a natural assumption because there is no
information about how the parameters behave between two adjacent expiries.
This assumption can considerably simplify the closed form formula without
losing any generality.

4.3 Heston model

Heston [1993] supposes that spot price S; follows a log-normal process and its
variance V; also follows a log-normal process.

= e+ TidW, (4.1)
t

AV, = k(0 - Vy)dt + EJVidWa (4.2)
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where W and W, are two standard Brownian motion with correlation p; p is drift
term; O is the mean reversion of variance process; k is speed of mean reversion;
& is vol of vol parameter. Another model parameter is V), the initial value of the
variance process.

Using Fourier transform and characteristic function, we can get the formula
for vanilla option of Heston model as in Heston [1993] and Mikhailov and Nogel
[2003b]. The idea is to write the solution in the same form as Black Scholes
formula and assume the characteristic function has the form as e“*PVo+i¢f, By
solving C and D , we can have the final result.

4.3.1 Formula for vanilla option

Case 1: Heston formula This is the method developed by Steven L. Heston in
"A Closed-Form Solution for Options with Stochastic Volatility with Applica-
tions to Bond and Currency Options" Heston [1993].

Firstly we guess that the option value of a call has the form
C(S,V,t) = SP1 —KP,

Note x =logF(t, T), from the PDEs that C satisfies (that we can get by applying
the Ito’s formula), we get the PDE for P; and P;:

1 PP P 1, PP oP; v op; , o,
2 ﬁ tpe aav*z5 W“‘f v @bV gy + 5 =0

for j=1, 2, where uy =1/2, up = =1/2, a = k6, by = k— p&, by = k with the initial
condition Pj(x, V,T;logK) = 15105k Wwhen t =T.

Pj can be considered as the conditional probability of x; that the option expires
in the money:
P; = Proba[x(T) > logK[x;(0) = log f,0(0) = V(0)]

where x; follows:

dx;(t) = ujo(t)dt +x;(t) yo(t)dW;
do(t) = (a—bj)dt + & \Jo(t)dW>
< dW1,dW2 > = pdt
We can’t get the solutions for P; immediately. So we introduce the characteristic

functions f(x,V,t;¢) of their probability density function, we have by using
Lévy’s theorem to get the distribution function from characteristic function:
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Pj(x,V,t,T;log(K)) = 1—Proba[x(T) < log(K)|x(t) =x,0(t) = v] 4.3)

00 —ipIn(K) £, Vi, T;
:1/2+%f0 Re[e St VET,9) dp (44

ip
where fi(x, V,t; ) satisfies:

10 Pfi 1,9 9fj dfj 9} :
EVW-FPEVW-FEE Vﬁ-FM]Vg*-(a]—b]V)W-FE—O if0<t<T
fi(x, V, T;logK) = e iftr=T

The solutions for fi(x,V,t,T;¢) can be found by introducing:

Filx, Vb, T; ) = oC(T=EO)+D(T—t0)V-+igpx

where Cj(t;¢) and Dj(t;¢) with T = T — ¢ satisfy the PDEs following:

dC(t;
]Ci—ij) —aD(T,Qb) =0
dDj(t;¢) &°D3(T9) : -
iiz 9 o+ (b= pEPID;(1,¢) ~ujpi+ 57 =0

And C;j(0;¢) =0, Dj(0;¢) =0.

The solutions for Cj(t;¢) and D;(t;¢) are:

1= o,0%T
Ci(t; ) = é[(bj—P£¢i+dj)T—210gliD

1-gj
bj—p£q5i+d]‘ 1—efit
D](T’qb) = 52 ’ 1 —g‘edjT
]

_bj—pdi+d;
817 b= pegi—d;

dj = \(pEpi— b)) - £2(2ujgpi— ¢?)

Case 2: Lewis formula Another method using Fourier Transform is the method
developed by Lewis [2000]. Instead of adapting to the Black Scholes form as
Heston, we do directly Fourier Transform to the PDE of the option value C

following:

1 1
—Cy = EVFZCFF +(w—-kV)Cy + E52VCVV +pEVFCpy if0<t<T
C=(S-K)* ifr=T
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Here Crr, Cy, Cyy and Cry are the partial derivation of option price C with
respect to forward F(t,T) and variance V.

It can be written by noting x =logF(t,T) and T =T - t:

C, = %chx - %ch +(w—kV)Cy + EEZVCVV +pEVCyy ift>0
C=(S(T)-K)* ift=0

Then by computing the Fourier Transform C = f_ o:o eP*C(x, V, t)dx:

¢, = _%quzé - i%quC +(@-kV)Cy + %EZVCVV +ipeVCy
= (-3V +izVO)C (0 kV+ipEViQ)Cyr 2V @5

for 7 > 0. And the initial condition for 7 =0 is:

Financial Claim | Payoff Function | Payoff Transform | ¢-plane Restricitons
Call
option max[S(T) - K, 0] —% Im(¢) >1
Put
option max[K —S(T),0] —% Im(¢) <0

Here we introduce the fundamental transform H(¢, 7, V) who satisfies the same
equation as C but with an initial condition: H (¢,0,V)=1. Then C can be written
as: C=H (0, V)*Payoff Transform, and:

ipir+oo H(¢,7,V)

CVD=f-gr [ e

——Fd 4.6
oo P o

To get the solution for H(¢,7,V), we guess the form H(¢p,t,V) = exp(fi + f2V),
and we have the PDEs for f; and f»:

dfi B

T ok

UL SC I S lap
il —z(p +12¢+( k+zp<§¢)f2+2é 13

with initial conditions f;(0) = 0 and f,(0) = 0. Here w = k0.
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The solutions for f; and f; are:

i = @ |tg ~log (—1 - l;e_xg(dt) )]
1—exp(dt) )

£ = g(l—hexp(dt)
d = [0*+4¢8]?

g = 50+a)
W ?+d
0-d

where O(k) = é [(1 —y+iQ)pé+ k2 —y(1- 7)52], t=1&%1,0 = %w, and ¢= ¢2éi¢.

The advantage of Lewis formula is that it has a better numerical convergence.
The reason is obvious: it has only one integral instead of two in Mikhailov
formula. The following figure shows a test between two formulas. We calculate
the same option and integral interval is set to (0,M). M =2,3,---,12. For Lewis
formula, an interval (0, 6) is enough to converge, while Mikhailov formula needs
an interval (0,12) to converge.

Option Price

2163

= e —— ad b * * ¥ o
21.62

cgisi ///)./‘/'
216 / = HestonLewis

== HestonMikhailov
21.59

2158

2157

Integration interval

Figure 4.1: Option price with different formula under Heston model

4.3.2 Control variate in Heston model

This section focuses on the instability of the semi-analytical solution of Heston
model. We notice the numerical difficulty on the infinitive integral. When we
cut the integral to finite, it will cause a systematic error. We therefore propose a
more stable solution to overcome this difficulty. Let us consider a similar model
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with deterministic volatility. Instead of integrating the original function, we
integrate the difference between the original function and the function in case of
deterministic. As the new integrand is smoother, we get a better convergence.
Following this idea, we will show more detail in both Mikhailov formula and
Lewis formula.

Our improvement is supported in the section of empirical result. It solves the
failure in calibration caused by instability, especially with in-the-money options.

Here we consider a modified Heston model with deterministic volatility. In
Heston model we take vol of vol £ = 0 and get the following model:

DET
dssig?a—m = udt + A[V(HPETAW, 47)
dV(HPET = k(0 - V(H)PET)dt (4.8)

The objective is to improve the closed formula solution of the option price
with Heston Stochastic Model. As the volatility follows a process stochastic,
the convergency of the price formula is not very strong. We try to find out a
variate that increases the convergency of the pricing formula. The variate that we
choose is the price of an option with Heston model but in which the volatility of
volatility is 0. This method is used both for Heston formula and Lewis formula.

Case1l: Heston Formula The Heston model without volatility of volatility has
the process for the square of volatility:

dV(t) = k[0 - V($)]dt (4.9)

which is a deterministic process. Noting V the option price of Heston model
without volatility of volatility &, V can be written in two ways:

V =5P; —KDP,
where Pj satisfies the same PDEs as P i by setting & to 0. And:
V =SN(d) - KN(dy) (4.10)

where N is the Gaussian distribution, and by noting o7 the total volatility (def-
inition in equation 4.11) of the Heston model without volatility of volatility, we
have

logS/K
d1 = %8 / +10T
oT 2
logS/K
dy= =2 / —laT
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To get the total volatility o7, as we know dV/(t) = k[0 — V(¢)]dt and V(¢) is the
square of volatility, then:

T
o7 = [ v
0
= 9T+V0_6(1—e_kT)
k
And so
or = \/ oT + ng— 0 (1—ekT) (4.11)

By resolving the PDEs of C; and D; with & =0, let D]].DET and C]].DET the solutions
in the case & =0, we have:

D?ET - —b.l/_ZqiDZ (1—e7bi7)
J
CDET = a _u]qbl_ 1/2¢2 (e—b]"l' _ 1) + (u](Pl - /2(]52)7'—
f B b;

And we can have the characteristic functions f] PET of the density function of P;:

CDET(T;¢)+D}DET(T;(;/))V+1'(PX

ijET(x,V,T;qb) =e (4.12)

We have two different way to calculate the option price with vol of vol = zero.
One is on closed formula in equation 4.10. The other is on integral form with
characteristic functions in equation 4.12. Now the option price can be expressed
by adding and minus the two form on the original formula.

C(f,v(0),t) = ff’l —Kﬁ2+[5N(d1)—KN(d2)]—S_TK (4.13)
where '
5 1o [N VT e)- 75
P] = 1/2 + — f Re i ]
T Jo lq[)

The control variate method improve much the calibration process. For Heston
static model, without control variate, we usually can’t success the calibration
process. We know the vega : vega = g—‘c/ is very small when we are in the money
as we can see in a graph (figure 4.2) for vega with strike = 110.

The Heston formula without control variate calculates the option price in the
money with a difference which results a greater error for the implied volatility.
Because we calibrate to the market implied volatility, we can’t reach the given
calibration level with this formula since the error is accumulated in the calibration

loop to make the whole process fail. To illustrate the effect of control variate,
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Figure 4.2: vega and spot
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Figure 4.3: Effect of control variate to implied volatility - without control variate

by taking the same calibrated parameters, here we have the implied volatility
calculated with the Heston formula without control variate at left and the Heston
formula with control variate in figure 4.3 and 4.4.

We see from the figure above that the Heston formula gives a very big error
for the case when the spot is very small. The error is bigger if we have even
smaller spots. This difference is enough for that we can’t success the calibration.
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Figure 4.4: Effect of control variate to implied volatility - with control variate

The error shows that it is more difficult for in-the-money option since vega is
much smaller in this area.

Case2: Lewis Formula We have the same process for the volatility as in the
case of Heston formula. Note C the option price of Heston model with & =0,
then we get:

C.= %chx—%ch+(w—kV)Cv ift>0
C=(f(T)-K)* ift=0

where w = k0, by doing Fourier Transform of C: é = f_ o:o e C(x, V,t)dx, we get:

2 1

C.= —Eszé+ i%Vké+ (@—kV)Cy

for 7 > 0 and the initial condition for 7 = 0 is the same as in the case with
E#0.
Suppose C=H (¢, 7, V)*Payoff Transform, H (¢,7, V) =exp( ﬂ + fEV) and H (¢,0,V)=
1 as initial value, we get easily:
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d f1 _ a)fz
@ = Lot ito-kp
with w = k6 And their solutlons:
. ¢2
fl — _ e—k'[)
- ¢ ¢2 okt (Pi—¢*)T
f2= (2W BEARY )

The same as for Heston Formula, we can get the option price by computing
the total volatility and use Black’s formula:

C = fN(d1) - KN(dy)

Finally, we have the option price formula:

K i(f)i+00 )
C(f,V,m) =5 f X

A

A
¢? —icp

dp+[fN(d)—KN(d2)]

where:
H=H(¢,7,V)-H(¢p,1,V)

and H(¢,7,V) is the fundamental function that we calculated for Lewis for-
mula(See the section 3.2.2).

The figure 4.5 shows the numerical result of using control variate. We can
spot the zig-zag effect of the price for the formula without control variate. The
control variate makes the price curve smoother and more quickly convergence.

4.3.3 Discussion of numerical stability

As function log(-) is not continuous in C++ for complex numbers, we have to
pay attention during the implementation by using simple a method to track the
angle in order to keep it continuous. For doing this, we can use the method
explained in Kahl and Jackel [2005].

The formulas we have here can be written in another way by changing d to —d.
This is because d is the square root of a complex number and the principal square
root value is returned for d. The principal square root value makes f pass across
the negative real axis when increasing ¢ and hence leads to a discontinuous
function causing numerical trouble. In contrast, when we change d to —d, we
can go around this difficulty. The proof is given in Albrecher et al. [2007].

The numerical problem of solution (4.4) and (4.6) is that it is a semi-analytic
solution. In practical use, we must replace the infinitive integral to an integral
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Opiton price under Heston model
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Figure 4.5: Option price with different formula under Heston model

from 0 by a large number M. It causes a systematic error. The structure of Vega
also amply the pricing error, especially for the case of in the money options. The
empirical result is also given in Albrecher et al. [2007].

4.3.4 Dynamic Heston Model

For Heston stochastic volatility model with piecewise parameters, we use the
same method as in the case of Heston static stochastic volatility model by
Mikhailov and Nogel [2003b]. The model is presented as:

dF(t) = F(t) \//V(£) dWy
dV(t) = k(t)(O(t) — V(t))dt + &(t) \/ V(H)AW, (4.14)
<dWy,dW, > = p(t)dt

Suppose that we have N periods with time intervals [To, T1], [T1,T2], [T2, T3],
woes [Tn-1,Tn] where Ty =T, and Ty = t, and in each subinterval of time the pa-
rameters are constant. We note the parameters: ki, k1, k1, ..., k1, 61, 02, ...., On, p1,
P2, ..., pN,and &1, &y, ..., EN. As we use the inverse time 7 = T' —t, the subintervals
for 7 become [0, Ty — Tn-1], [TN = Tn-1, TN — Tn=2], ..., [Tn —T1,Tn —t].

Return to the Heston static model, the option price V = fP; —KP», to calculate
P71 and P,, we introduce their characteristic functions f; and f,, and f; (j =1 or
2) is presented as f; = ST H@*DIT-EIV+OX — Ouyr final task is to resolve the
equations of C;(t,¢) and Dj(t, ):
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dCy(t;P) ~
TR —a(T—-1)D(7,0) =0

dD(t; §2D2(7;¢)
J;Z o)) B ]2 +(b]-(T— T) —p(T—T)E(T—T)qji)D].(T/(P) —ujpi+ %‘PZ -0

where a(T — 1) = k(T —1)0(T - 1), b1(T—7) = k(T = 7) — p(T = 7)&(T — 7) and
by(T —1) = k(T — 7).

As the parameters are constant in each subinterval of 7, note i the ith subin-
terval of 7, 1 <i < N, we rewrite the equations for C; and D in the ith subinterval
[TN —Tn+1-i, Tn — Tn—i] of T where we note C; and D; and T =17 —(Tn — Tn+1-i):

dC;(’T; ) .

T —ﬂN+1—iDj(Tr¢) =0

dDi(1;¢)  EADi(T;)))
dt 2

i N a .1
+ (bi.\”1 "= PN 1-iEN+1-iPD) DT, ) — ujpi + EQZ)Z =0
where N1 = kny1 - — pns1-iénei-i, BT = knpiojand 0 < T < Tia1-i— Tnoi.
The initial conditions are C;(O), D;(O) are to be determined later.

The solution for the previous equations are:

i AN+1-i —i ; = 1-gje" '

C],(F[; ¢) = 2’;1 (b;\lﬂ — PN+1-iEN+1-iPi + d]-)’c —-2log [1—] + C;-(O)
EN+1-i —&j

. b;\m_i — PN+1-iéN+1-iPi+dj — (b?]”_i — pN+1-iéN+1-ipi—d) g e
Di(z;¢) = .

] diT\ 2

(1 - 8¢ )N i
B b;-\m_i — PN+1-iéN+1-iPi+dj — D;(O)Elz\m_i

8i= =i ‘ ’
J b;\’“ l—PN+1—i€N+1—i¢l_dj_D}(O)gilﬂ—i

4= \J(oraiénaoidi— N2 =82 (uji— )

For the first interval i = 1, the same as in the constant case, the initial conditions

are:

Q@:a
m@za

Cjand D; are continuous on 1, so for the second subinterval of 7, we take the
final value of the first subinterval as initial value. We do the same procedure for
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each subinterval of 7, every time we take the final value of previous interval as
initial value, this means for i > 2:

C;(O) = C§_1(TN+2—1' ~TN+1-i5 D),
D;(O) = D§_1(TN+2—1' —Tn+1-i5 ).

The final values of the last subinterval of 7: C;\] (I —t;¢) and D;.\] (T —t;¢)
equal to C;(T —t;¢) and D;(T —t; ) that we searched for.

Control variate on Heston Dynamic Model

In the Heston static model, we used control variate to improve the closed formula
solution, and we used some methods to resolve the discontinuity problems
during the implementation.

The discontinuity problems exist also in Heston dynamic model, and we use
the same methods as we cited in section 3.2.4 to handle them.

The control variate that we use here is an option which follows the Heston
dynamic model without the volatility of volatility, which means &(t) = 0. So the
volatility part is a deterministic part instead of a volatility process:

dV(t) = k()(O(t) - V(1)dt

In this part, we use the same notation as for the Heston static model. As pa-

rameters are piecewise constant, we compute C]].DET and D]].DET in each subinterval

of 7. The only difference is that the initial values for each subinterval (D?ET(O),

C?ET(O)) are not 0 except for the first subinterval. So we have the solutions for
each subinterval of 7 as following;:

uicpi = 1/242
D?ET _ 3
.hi — 2 . hi— 2
C?ET:aH—u’q” LR ppe | L et ) PR o

b]‘ / b_] b]

(1—¢7)+ DPET(0)e

And the final values of the last subinterval are the values of C]].DET(T —t;¢)and
D?ET(T —t;¢) that we need to compute f]DET.

The other way to calculate the option value by using the total volatility o7 is
quite the same as in the Heston static model. We can write:
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T
(07)* = f V()dt
0
5 1
= Z 6i(T; = Ti1) +(V) - 6) (_E) (e - e_kiT"l)
i=1 !
where
VP = V(Tim1) = 61 + (V) = 0jq)e T 7T
and V(l) = V.
The same way as in section 3.2.3, the option price can be expressed by:
C(f, V(0),1) = fPy ~ KPa + [N (@) ~ KN(@)] - = (4.15)

where

] | e‘i¢10g1<(fj(x,V,T;¢))— fJDET)
P]-=1/2+;f0 Re - d¢b

4.4 Piterbarg model

In this section we extend the closed form formula for square root stochastic
volatility model with time-dependent parameters. An earlier result by Piterbarg
has two constraints on parameters: 1. the correlation between the stochastic
processes of underlying and volatility must be zero; 2. mean reversion parameter
is constant. By employing our new calculation, we are able to remove the two
constraints. The formula can facilitate the calibration of the model.

In the second part, we show an application. We use the result that we have
obtained and extend the closed form formula of another stochastic volatility
model, SABR model, by removing the constraint on the parameter “skew".

One of the recent results on square root model is the method of “effective”
parameters, introduced by Piterbarg [2005] Piterbarg [2003]. The author suggests
replacing the time-dependent parameters by their average so that the model can
be converted into a static one. The kernel calculation shows how to get the
averages from the piecewise parameters in order to approximate the original
model as closely as possible. The method is lightweight comparing to asymptotic
expansion method and still have good performance.

However, there are two constraints on parameters in the calculation: 1. the
correlation between the stochastic processes of underlying and volatility must
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be zero; 2. mean reversion parameter is constant. To remove these constraints,
we employ Malliavin calculus and perform integration by parts on random
variables.

The main result of this paper includes two different closed form formula for
square root model. In the first formula, we follow the same line with Piterbarg,
and find all the effective parameters. The other way is to transform the model to
Heston model, of which the closed form formula is already known. Interestingly,
when changing the parameters, we have a constraint: to keep the continuity of
the underlying process, the parameter “skew” must be constant, and to average
the skew we once more find the need of zero correlation. In a word, it turns out
to be the same question with the previous formula. Therefore, the solution for
the first formula can apply to the second.

This article is organized in the following way. In chapter 2 we present square
root SV model. In chapter 3 we see the transform to Heston model. In chapter 4
we review Piterbarg’s result. Chapter 5 is the main result: we show the formula
without the previous constraint. In the last chapter, we show one application on
SABR model.

4.4.1 Diffusion and formula for vanilla option

In this section, we present the square root stochastic volatility model. Suppose
the price of an underlying S(t) follows a shifted log-normal diffusion.

dS(t) = o(BS(t) + (1 - p)S(0)) vVz(t)dU(t) (4.16)
dz(t) = 6(2(0) — z(t))dt + y Vz(HdV(¢) (4.17)

where d(U, V) = pdt.

In this model, z(t) is the variance of S(t); it follows a CIR process. z(0) is the
initial value of variance z(t). o is the deterministic part of the volatility. §is called
skew parameter; usually, 0 < f < 1; when =1, the process is log-normal; when
p =0, the process is normal. 0 is the mean reversion of the volatility process. y
is the volatility of volatility. U(t) and V() are two Brownian motions and their
correlation is p.

We can extend the model (4.16), (4.17) with time-dependent parameters. To
distinguish the extended model from the original one, we call model (4.16), (4.17)
static model and call extended model dynamic model. The dynamic model is
the primary target in this article.

dS(t) = a(®)(BHS(H) + (1 - B()S(0)) Vz(HdU(t) (4.18)
dz(t) = 0(£)(z(0) — z(t))dt + p(£) Vz(t)AV () (4.19)

where d(U, V) = p(t)dt.
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The parameters of the model are continuous. But for practical use, we prefer to
supposing the parameters to be piecewise constant. Itis because in calibration we
fit the price of options on certain maturities. There is no information about how
the parameters evolve between the maturities. So the assumption of piecewise
constant parameters won’t damage the generality of the model.

More precisely and mathematically, we can present the assumption of piece-
wise constant parameters in the following way. Suppose that we have n dif-
ferent maturities t1,fy,...,t,. Therefore we divide the parameters in n periods:
O=ty<t <tp<---<t,=T. Whent;_; <t<t, the parameters are constant on the
interval, we note o(t) = o;, y(t) = vi, p(t) = pi, O(t) = 0; ,B(t) = Bi.

Now we show the closed formulas of European options on our model. First
we give the formula for the static model, then for the dynamic model. In both
cases, we suppose that the option has strike K and maturity T.

Closed formula for static model

We list the closed formula for static model in this subsection. It will be refer-
enced in following sections.

We rewrite the static model (4.16), (4.17) here.
dS(t) = o(BS(t) + (1 - p)S(0)) vz(t)dU(t)
dz(t) = 0(z(0) — z(£))dt + y y/z(H)AV(t)

where d(U, V) = pdt.
This model can be regarded as a shifted Heston model. The closed formula
of Heston model can refer the result of Lewis [2000] and Mikhailov and Nogel

[2003a] in last section. So all we need to do is to change the variables to convert
the model to Heston model.

Let 5(f) = S(t) + 1%ﬁS(O). £(t) = 02f?z(t). 7 = oBy. Then we get a Heston model.

dS(#) = 5(t) VE(HAU(r) (4.20)
dz(t) = 6(2(0) — 2(t))dt + 7 VE(DAV(¢) (4.21)

where d(U, V) = pdt, with 5(0) = %S(O).

Here we list the closed formula for Heston model. It bases on the Fourier
transform of characteristic function.
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Proposition 23. Suppose we have a Heston model.

ds(t) = S() VV(HdW;
dV(t) = k(O - V(1)dt + E AV (AW, (4.22)
d(Wy, Wa); = pdt

Then the price of a European call option with maturity T and strike K is,
Call = S(O)P1 (0) - sz(O)

where

1 [ei908®) fi(x, V1, T; )
Pj(t):1/2+;f0 Rel i ldq)

£i(x, V1, T;p) = eCiT-t@)+ Di(T=tig) Vi
a . 1 - gjedfT
Ci(t; ) = = (bj — péi+dj)T—2log| ————

1-gj
b—p§¢l+d] 1—¢7
D. T; — J .
]( ¢) 52 1_gjed]'”[

o b]—péqbz+d]
817 b= pegi—d;

dj ==\ (pEi—b)? - £2u;i- ¢?)

with j=1,2,u1 =1/2, up =-1/2,a=k0, b1 =k—pé&, by =k.

4.4.2 Piterbarg Dynamic model
Dynamic model with zero correlation

In this subsection we show the result of Piterbarg [2005]. His idea is to find a
static model to mimic the original dynamic model, in the objective of having the
same price for a European options. This technique is called parameter averaging.

Here two constraints are added on the dynamic model: mean reversion 0 is
constant and the correlation p is zero. The latter assumption is strong because that
correlation controls the form of volatility smile. How to release this constraint is
the main purpose of this article and will be presented in the following sections.

dS(t) = o(£)(BHS(E) + (1 B(£)S(0)) vz(HdU(H) (4.23)
dz(t) = 0(z(0) — z())dt + p(t) Vz()dV(¢) (4.24)

where d(U, V) = 0.
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Piterbarg gave three approximate formula to convert y(t), f(t) and o(t) to three
constants, namely 1, b and A. After applying these three formulas, we have a
static model. The closed formula of a static model have already solved in section
(4.4.1).

dS(#) = A(bS(t) + (1 - b)S(0)) v/z(t)dU(t) (4.25)
dz(f) = 0(2(0) — z(H)dt + 1 \/z()AV () (4.26)

where d(U, V) = 0.

Parameter averaging formula To approximate the same price for European op-
tions with maturity T, the parameters in model (4.25) (4.26) should satisfy the
following equations. Basically, we use 1, b and A in the static model (4.25) (4.26)
to replace y(t), f(t) and o(t) in model (4.23) (4.24).

Proposition 24. (Piterbarg [2005]) For parameter 1,

L b Pepoa
) pat

with p(t)= [ ds [ dto?(s)e0t-)¢=206n)

Proof. o(t) is the determinist part of the variance; z(t)is the volatility part of the
variance on the other hand. It can change the curvature of the implied volatility

T . - -
smile. The curvature is fo o?()z(t)dt — o?(t)z(t); as the termo?(t)z(t) is constant,

therefore, fOT 0%(t)z(t)dt should be the same in both two models. This gives the
following equation:

2 2

T T
201\ _ 2
lE(f(; o (t)z(t)dt) —IE(L o (t)z(t)dt) (4.27)

Calculation can be detailed in the following way. Fubini’s theorem is employed.
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2

E ( fo Ta(t)zz(t)dt)
[ T ) T )

=E ( fo a(t) z(t)dt)( fo a(s) z(s)ds)]

=E — fo ' fo Ta(t)zo(s)zz(t)z(s)dsdt]

T ¢
=2 f f o(1)?0(s)*E [z(t)z(s)] dsdt (4.28)

=2 f f a(t)za(s)z(zo f O(2r=s=1) (r)2d1’+zo)dsdt
=270 f f f a(H)?0(5)%e?@ 5Dy (r)2dtdsdr + 225 f f o(H)?o(s)>dsdt
:ZZo‘fO y(r)Zp(r)dr+z§fO fo a(H)%o(s)>dsdt

Where, p(r) = [ ds [ dto(t)2a(s)2e 00206

We substitute this result to (4.27), and get 2z fOT y(r)?p(r)dr = 2z fOT n?p(r)dr

) yrPo(r)dr
j(; p(r)dr
In the above equation we use the covariance of the z(s), which can be derived

This gives that, > =

in the following way.

To calculate the covariance of z(s), this follows:

dz(s) = O(z0 —2(s))ds + () Vz(s)dV(s) , z(0) =z
Let x(s) = e?(z(s) — z9).

So we can derive that x(0) = 0 E[x(s)] = 0 and z(s) = x(s)e~% + z.

Therefore,

dx(s) = 0% (z(s) — zo)ds +e?*dz(s)

= e%y(s) A/ x(s)e=05 +zod V(s)

So the covariance of IE(x(s)x(t)), s < tis
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S t
E(x(s)x(t)) = E [ f 7y (r) \Jx()e=0" + zod V() f P y(r) \Jx(r)e=0" +zOdV(r)]
0 0
=FE | f s 20 y(r)? (x(r)e_er + zo) dr]
0

=2z f e?y(r)2dr
0

Now we substitute x(s) = e%(z(s) — zg)into the left-hand side of the formula
above.

E [(ees(z(s) —~ zo)) (eet(z(t) - zo))] =29 fo S 2 y(r)2dr

E[(2(5) — 20)(2(t) — 20)] = ze™ ¢+ fo s Oy (rydr

We note that,[E[z(s)] = zg
So

E[z(s)z(t)] = 23 +zge 7+ f s e2y(r)2dr (4.29)
0

which proves the result.

Proposition 25. For parameter b,

T
b= fo B(Hw(t)dt
2 ()o2(t)

2 Ho(pdt
Os —0s

t t
v*(t) = z%f o%(s)ds +zonze'9tf o2(s5)—C—ds

with w(t) =

Proposition 26. For parameter A, we need to solving an equation numerically.

o[ ool o )

with g(x) = 3 (2N (10 vx)-1)
N(-) is standard normal cumulative distribution function.

Proof. The proof of proposition 25 and 26 can be found in appendix A.1 and
A2 m|
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Remark An interesting fact is that the zero correlation condition is only used
in the proof of proposition 25. In another word, proposition 24 and 26 can work
with anon-zero correlation model, such as model (4.18) (4.19). So we can target to
improve this calculation by relaxing the need of the zero correlation assumption.

Remark 2 The formulas in Proposition 24, 25 and 26 can apply to both contin-
uous parameters and piecewise constant parameters.

Dynamic model with constant skew parameter In this part, we follow the idea
in section 4.4.1, and regard the square root SV model as a shifted Heston model.
Since we know the closed formula for dynamic Heston model, all we have to do
is to find a change of variables to connect these two models.

Suppose the skew parameter is constant; that is to say (t) = b in model (4.18)
(4.19). We re-write square root SV model here.

dS(t) = a(H)(BS(t) + (1 - b)S(0)) Vz(HdU(H) (4.30)
dz(f) = O(£)(z(0) — z(t))dt + p(£) Vz()AV (D) (4.31)

where d(U, V) = p(t)dt.

Then we take the change of variables in section 4.4.1, saying S(t) = S(t) + %S (0).
The model can change to a Heston model.

dS5(t) = a()5(t)b Vz(B)dU(H) (4.32)
dz(f) = O(£)(z(0) — z(t))dt + y(£) Vz(H)AV (D) (4.33)

where d(U, V) = p(t)dt. 5(0) = 22,

The hypothesis of constant (f) is necessary because it keeps the continuity of
S(t). Otherwise we cannot use the result of Heston model on 5(t). The following
proposition shows a closed formula for Heston model.

Proposition 27. The price for a European call option with maturity T, strike K under
model (4.32) (4.33) is given by the following equation.

V = 5(0)P1(0) — KP,(0)

with K = K+ £5(0)
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Where, for j = 1,2, note u; =1/2, up = =1/2, a = 6(t)z(0), by = 6(t) — p(t)y (H)o(t)b,
by = 6(t)

1 00 e_ldjln(K)f]'(x,‘/,t’ T, (P)
Pi(t)=1/2+ ;fo Re . i
Fi(x, V,t, T;p) = eCHT- 00 DT-t:0)V i
With

Ci(t;9) a (b — p(T = TY(T = 7)o (T — T)bepi +d )T — 21 (1_gjed]-T

i\T, = — ;= —T —1T)o -7 i+d)t=21lo 1T8e

A YAT-1) |’ P 14 ; . e
Dj(1;¢) = bj—p(T- T))/("-g —1)o(T —1)bepi +d, - ed]:

7 (T_T) 1—8’]'8 it
_bj=p(T-1)y(T-1)o(T - 1)bpi +d;
T bj—py¢o(T —T)pi—d;

dj=~— \/(pyo(T —T)bopi — b]')2 —y? (Zu]‘GZ(T —1)b?pi—o*(T - T)bquz)
Note that i = V=1 is the unit of pure imaginary number.

Proof. The proof is very similar to the proof in Mikhailov and Nogel [2003a] on
dynamic Heston model. O

Remark The proposition can apply to both continuous parameters and piece-
wise constant parameters.

Dynamic model without constraint

We rewrite the model here.

ds(t) = a(H)(B1S(E) + (1 - B(1)S(0) Vz(HdU(H) (4.34)
dz(t) = 6(£)(2(0) — z(£))dt + v (t) Vz(t) AV (t) (4.35)

where d(U, V) = p(t)dt.

First we analyze why we introduce the constraints in previous sections. In
section 4.4.2, we use the condition of zero correlation in the proof of proposition
24. More precisely, in equation (A.6) of the proof of proposition 25 we use the
condition of zero correlation to calculate v?(t). The definition of v?(t) is in (A.4).
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For the closed formula in section 4.4.2, we have a constraint of constant skew
B(t). If we first use parameter averaging technique on parameter (t), we can
remove this constraint. However it introduces the constraint of zero correlation.
We find the same problem as in the previous case.

In conclusion, both problems need a new way to average the parameter S(t).
More precisely, we need to calculate v?(t) in case of non-zero correlation. The
method we propose here is to use the formula of integration by parts.

Proposition 28. Suppose all the parameters of the model are piecewise constant. Sup-
pose we have n periods: 0 =ty <ty <ty <---<t, =T. The parameters are piecewise
time-dependent. When t;_1 <t <t;, we note o(t) = o;, y(t) = yi, p(t) = p;, O(t) = 0;
B(t) =i, Bi=4yioip;—0;.
Then the value of v*(t) in equation (A.4) with t;_y <t < t; is given by:
02 (t) =0*(ti_g ) VB + (e(t_tf—l)B" - 1)(7‘220l (zo + L)/2)
a "B; 20;""
1/ 4 B —t B
+ zéaf@iE (e(t i-UBiBt; g el t-0B B — 1)
1 2 2 ( (t—ti—1)Bi—20;ti_1 —20;t

26;(B; +26;) i =07 (e ¢ )

with v*(ty) =0

Proof. See the proof in appendix A.3. ]

Remark Obviously, the proposition can only apply to the case of piecewise
constant parameters.

Piterbarg Dynamic Model with p = 0 and constant k

In this case, we use effective medium values of the parameters and we change
the problem into the constant case.

The effective values for each parameter are computed in Piterbarg [2005] and
Piterbarg [2003]. Note & the effective volatility of volatility, B the effective skew,
and & the effective volatility, the final constant model that replaces the dynamic

model is:
ds() = &[pSt)+(1-p)F0)] VV(H)dW,
dv(t) = k(V(0)-V(H)dt+EAV(HAW,

< dW1,dW2 > 0
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The effective volatility of volatility &:

ey b £
fOT g(s)ds

where g(.) satisfies:

T T
g(t) = f ds f dra?(r)o?(s)e 0206
t s

The effective skew B:

T
p= fo p(s)w(s)ds

where the weights w(.) is given by:

off) = Tv2(t)o-2(t)
Jy vA(B)o(t)dt
£ £ s _ ,—0s
V() = Vg fo o*(s)ds + Vo(&)2e fo 62(5)69 266 ’ ds

The effective volatility & is the solution of:
_gmxﬂ: Ggw“
wl-557) 56

T
(=Vy f o2 (t)dt
0

() = E[exp (—uV(T))]

T
exp(—[u\f0 V(t)dt)]

Piterbarg Dynamic Model with constant j

where

Yo(u) =E

In this case, by doing the following transformations:

1-p
L(t) = F(t) + TF(O)

Z(t) = A (*V (1)

we have:

63
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dL(f) = L(t) VZ(t)dW;
dZ(t) = k(H)(O(F) — Z(£))dt + E(t) VZ(t) AW,
<dWy,dW, > = p(t)dt
_FO
B
Z(0) = *(0)p*V(0)

L(0)

where:

0(t) = a*(1)p*V(0)
&(t) = &(Ho(hp

Now as the parameters are piecewise constant, we use the method that we
introduced for Heston dynamic model to get the option price.

Note: In the case when f is piecewise constant too, the tranformation: L(t) =

F(t) + %P(O) introduces jumps for the forward at the end of each constant pa-
rameter period. So L(t) is not continuous. We can’t use exactly the same method
as we used in the Heston model.

4.4.3 Summary

Finally, let us summarize the result here. We showed two paths to find a closed
formulas without constraints on parameters.

First path, we use proposition 24, 25 and 26 with replacing the calculation
of v3(f) by proposition 28. As we convert the dynamic model to a static model,
we can use proposition 23 to get a closed formula. In this case, the correlation
is piecewise constant. This constraint may be relaxed by averaging a time-
dependent correlation to a constant correlation. That is left for future research.

Second path, we use the calculation of (t) in proposition 23 to convert f(t)
to b, where the calculation of v?(t) is replaced by proposition 28. Then we use
proposition 27 to get a closed formula. In this case, correlation and skew are
both time-dependent.

As we can see, proposition 28 enables us to avoid the constraint of zero
correlation in both paths.

4.5 SABR model

4.5.1 Diffusion

SABR modelis a stochastic volatility model which name stands for “Stochastic-a-
p-p model”. The model and its dynamic variation are first introduced by Hagan



CHAPTER 4. STOCHASTIC VOLATILITY MODEL 65

et al. [2002]. It is mainly used for forward interest rate and other asset classes
including commodity. The diffusion of SABR model is defined as follows.

Definition 29 (SABR model). Denote F; = F(t,T) the forward of underlying (i.e.
commodity) at time T, observing at time t, and denote a; the volatility of underlying at
date t, then SABR model is given by:

dF; = a;FfdW; (4.36)
da; = yadWp (4.37)

Where Wy and W, are two standard Brownian motion with correlation p. Skew
parameter  and vol of vol parameter y are constant.

The parameters in this model are
1. a(0) - the initial value of volatility at time ¢ =0,

2. p - skew parameter. When g = 0, the model becomes to normal; when =1,
the model is log-normal model,

3. y -vol of vol parameter. When y = 0, the model reduces to a CEV model.

4. p - the correlation between the two Brownian processes Wq and Ws.

Remark By using forward F; instead of spot price at time ¢, the model already
includes the information of convenience yield and discounting term in forward.
Therefore, there is no drift term in the stochastic diffusion. Moreover, we have
Fr =F(T,T) = St the forward at time T observed at time T, which is obviously
the spot price St at time T.

If we let parameters depend on time, namely f to (), y to y(t) and p to p(t),
then we extend SABR model to dynamic SABR model.

Definition 30 (Dynamic SABR model). Denote F; = F(t,T) the forward of underlying
(i.e. commodity) at time T, observing at time t, and denote a; the volatility of underlying
at date t, then dynamic SABR model is given by:

dF, = a,FLOdw, (4.38)
da; = y(t)ardW; (4.39)

Where Wy and W, are two standard Brownian motion with correlation p(t). Skew
parameter B(t) and vol of vol parameter y(t) are time-dependent.
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4.5.2 Static SABR model

Proposition 31 (Vanilla option price under SABR model, Hagan et al. [2002]).
Under SABR model, the price (at time t =0) V of a vanilla call option with strike K
and maturity T is defined as V = D(0, T)E[(St — K)*|.%0]. Here D(0,T) is the discount
factor, which equals to the value of 1 unit bond at time O with maturity at time T.
Forward F; follows the same definition in SABR model. % is the filtration of probability
space at time 0.

Then we can have the formula for V in form of Black Scholes formula:

V = D(0, T) (FoN(d1) - KN (d2)) (4.40)

where Fo = F(0,T) is the forward observed at time O with maturity T. N(x) =
= f_ xoo e~t*/2t is the cumulative distribution function of standard normal distribution.

d12 =log(Fo/K) £ %M Implied Black Scholes volatility ops is given by
g

VT
o = a 1 C.-
BS — — . '
(FoK)-P)/2 1+ %IHZF()/K+ %IH4F0/K+ x(Q)
A-pPa®  payp  2-3p ,
'{1 " [24(F01<)1‘ﬁ * 4(FK)(1-P)2 g VT (4.41)
where
ngdamkgGWK) (4.42)
1-2 2_
X0 = 10g[ «/Tji p+ c] s

Remark The pricing of SABR model with constant parameters is well presented
by Hagan et al. [2002]. In practise, Benhamou and Croissant [2007] use Taylor
series to get a more precise implied volatility when we are at the money. Closed
formula for static SABR model is given in Hagan et al. [2002].

4.5.3 Dynamic SABR model

For dynamic model, Hagan et al. [2002] showed a closed formula with constant
skew B(t) = . In Wang [2009], the parameter averaging technique is employed;
it shows another closed formula with zero correlation p(t) = 0.

We follow the same line with Wang [2009], applying the parameter averaging
technique. We loosen the constraint of zero correlation p(t) = 0 to the condition
of p(t) = p being constant. We target to convert the dynamic model in equation
4.38 and 4.39 to a static model in the following form.



CHAPTER 4. STOCHASTIC VOLATILITY MODEL 67

da(t) = va(t)dV(t)
dS(H) = a()S(HPdU(t)
d(U, V) = pdt
For parameters y(t) of the dynamic model, the calculation doesn’t need the
zero correlation condition in Wang [2009]; therefore we take directly the result

from the paper and we don't list the result in this thesis. Here we focus on the
calculation of p(t).

Proposition 32. Suppose all the parameters of the model are piecewise constant. Sup-
pose we have n periods: 0 =ty <t; <ty <---<t, =T. The parameters are piecewise
time-dependent. When ti_ <t <t;, we note y(t) = y;, p(t) = pi, B(t) = Bi, Bi = 4yioip;.
For parameter b,

T
b= fo B(Hw(t)dt
2 (t)o?(t)
2 Horat

200 _ 205 \,(t+1)B; , 20
t)= ti_ +—
4 () 4 (1 1)3 4,01’(

with w(t) =

1 0iZ0 ) B '(t—t‘ )
— toiyit+—|eV TV =1
et “2)( )
Proof. We use the same calculation with the proof of proposition 28. The only
difference is that the volatility process (equation 4.37) of SABR has no drift.
Therefore, we take the limit of the result in proposition 28 when drift term 0(t)
tends to zero. Then we get the result of proposition 32. |

Remark With proposition 32, we convert the dynamic model to a static SABR
model. Then we can use the closed formula for a static SABR model.

In proposition 32, correlation is actually piecewise constant. It means that
the constraint of correlation being constant can be removed if we can find a way
to averaging a piecewise constant correlation. That is left for future research.

Vol of vol expansion for SABR with constant g

For a SABR model with constant f, we can use the effective medium parameter
method. Firstly, the model is:

dF(t) = a()F(HEdW,
da(t) = y(Ha(t)dW,
< dWy,dW, >= p(t)dt

as in the constant case, we will rewrite « — eaand y — ¢y, with ¢ < 1 whichis
the distinguished limit. And we get the answers in terms of the original variables
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by replacing e« — a and ¢y — ) after obtaining the results.

Let V(t, f,a) be the value of a European call option at date ¢, with the economy

in state F(t) = f, a(t) = a. Let also T be the option’s expiry, and K be its strike.

Asin the constant parameter case, by defining the probability density p(¢, f,a; T, F, A):
p(t, f,a;T,F, A)dFdA = prob{F < F(T) < F+dFEA<a(T) <A+dA | F(t)=f,a(t)=a}

And

P@ﬂmﬂKﬁif A%p(t, f,a; T,F,A)dA

—00

we have:

T
V@ﬂaqu—Kr+%§KMJ“P@ﬂaﬁcmdy
t

where P(t, f,a; T, K) satisfies the forward problem:

ﬂ+%§@%ﬂﬂﬂrﬂmwfqﬁﬂm+fwfﬂd=0 fort<T
P =a?5(f-K) fort=T
where
n(t) = p)y(t)
o(t) = y(t)

We solve this problem by using an effective media strategy. Our objective
is to determine constant values 7 and @ yield the same option price as the time
dependent coefficients 7(t) and v(t). Then the problem is reduced to the non-
dynamic SABR model solved before.

Noting C(f) = f#, and C(0) = KP. By defining the variate z:

1 (g
~ea Jx C(f7)

we have the probability density P is Gaussian in z.

We carry out this strategy to resolve the near-Hamiltonian system by applying
the same series of time-independent transformations £ that was used to solve
the non-dynamic SABR model before. The transformations here are in terms of
the constants 7] and @ to be determined later.

We name L all the transformations used:
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=% R &y

K C(f)’
2. P=4KFp;
p— | h
3. P=\/gH;

4. H=e"nh /A,

£yz 1-2¢epyz+e2y222—p+eyz
5.x= L [P __df 1o NIZ2przyi2 gy,
0 \iozpevez &Y 1=p

6. H= (1 —2¢epyz+ 827/222)1/4 Q;

Then, the value V(t, f,a) can be written as:

T—t

1 2 2
V = [f=KI" +5ea KB fIV2(etz)el /4 a0 Q(r,x)dt  (4.44)
f > f ;

where [(C) = \1-2pC+C, fon = \/_ b=+, b= BB 1)‘

. HU
Q satisfies:

Qi+ 5 Qe = el = MxQurl + €2 (02~ 7 =301 - ) ¥ Qs
+%ab1(n —5)(xQr— Q) — —ab15Q ( - I’I)Q—az(ibz - gb%)Q] fort<T
Q=06(k) fort=T
Using perturbation expansion, we expand Q(t,x,T) as:
Qt,x, T) = QU(t,x, T) +eQU(t,x, T) + QW (¢, x, T) + ...
Then we get the equations that satisfy Q°, Q! and Q*:

Q(O) += Q(O) 0 fort<T
QO = 6(x) fort=T

QP+ Q(l) =(n-MrQy fort<T
QW = fort=T

QP + 502 =3 (¢~ 2~ 37(1 - 1) QY + b1 (7-5) (xQ - Q) - Zabi6Q"

1 3
7 YOO _ _ 222\ ~(0) A (€]
( =1"I- 81 )Q (4b 8b1)Q +(n—1)xQ5 fort<T

Q(Z) — fort=T
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By resolving these standard diffusion equations, we set some parts to 0 and find
values for 7, 7, 6, T:

[ T =s)m@Eds
H(T-12

n
5=

a1 (T | -
72 :%(T_t)S {I (T—s)zvz(s)ds—i)ﬂ]‘[t (T—S)Z[U(S)_n]ds

T S
6 ft ft 51 -sz>[n<sl>—ﬁ][msz)_,—ﬂdSzdSl}
T—t
T:T_t+f s[o*(s) — 6%]ds
0

Then the option price is identical to the static model’s option price by making
the identifications:

Q=
|
I

SABR: Dynamic j

For a SABR model with a non-constant f3, it is not easy to find out an effective
medium value for . But as we have seen during the search for the effective
medium values, we have the formula to calculate the option price in the form of
an integration. The integrand is a function continuous on time. Inspired from
this, we can compute the option price with g depending on time. The model is
given as:

dE®t) = a(HEHPOdW,
da(t) = y(Ha(t)dW,
<dWy,dW; >= p(t)dt

We consider firstly the most simple case where we have just two periods:

Hypotheses: Suppose that all the parameters are piecewise, and we just have
two periods: from 0 to T; and from T; to T».

In the case of SABR model, we have parameters as

a()=ay ift=0

B1 ifO<t<Ty
p(t) = :
‘32 lfT1<t<T2
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P1 if0<t<T1
p(t) = :
P2 ifT1<t<Ty

V1 if0<t<T1
y(H) = .
V2 1fT1<t<T2

We define the probability density p and P as before, we can write the value as:
V(t, f,a)=[f-KI"+ %ez fo - K2P1279p(1, f,a)dt
where P(7, f,a) satisfies the forward problem:
P.= %52 {azfzﬁ(Tz_T)Pff +2p(T7 - T)azfﬁ(Tz_T)Pfa + yZ(Tz - T)azpm} fort>0
P=a35(f-K) fort=0

As the parameters are piecewise constant, we rewrite the equation above as
following;:

1 Tr—T 1 T)
V(tlf/a) = [f_K]++§€2f KZﬁZP(T/f/a)dT‘i‘Eng KZﬁlP(T/f/a)dT
0

T,-T
and
1
P, = 552 {szfzﬁzpff'FZPZazfﬁzpfa +)/§CY2P(m} forO<t<Ty—-T4
1
P, = 582{asz'Blef'i'zplazfﬁlea +)/%012P,m} forTo,-Ti<t<Tp

Pzagé(f—K) fort=0

P is a function continuous on time ¢. The option price computing problem can
be reduced to:

Vet fa) = VOyy® (4.45)
1 Tr—T,
V(Z) — [f—K]+ + §€2f K2’82P(2)(T,f,a)d'f
0
1, ("
v = 552 fT ) K?P1pO(e, f,a)d
2—11
where
1
PP = 2 {a2 fPE 420207 [P + ﬁazl’fi} for0<7<T-Ti
P@ = a25(f - K) fort=0 (4.46)
and
1
P = e {az FAPY +20102 PP + yfang}g} for T,~T1 <1 <Tp

P(l) — P(z)(TZ — Tl) forT= TZ — Tl (4:47)
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Remark1: V@ is the value of a portfolio in state F(0) = f, &(0) = ap at date 0,
with parameters of the second period and maturity equal to T, — Tj.

P®)(T, —Ty) can be got easily regarding to the constant case. By doing some
simplifications and transformations (see detail in Appendix A), we can write
VW in the form of:

1 .
v = M*Ewo /K,Blfﬂl[(ll/)Z(gylz)el/4gzplV]aobgl)zz Oz, x)dt
To—T;
Tz—’[g y TZ_Tl_TO -
= MxN! (f Q(%,X)d%—f Q(%,X)df)
0 0
= Mx»(V1-V12 (4.48)
where
T2—To 5
VI = [f—K]*+N! f Q(z,x)dz (4.49)
0
Tr—T1—1¢ _
VI o= KN [ Qe (4.50)
0
and M is a constant with M = V2 Kﬁl_ﬁze‘gz(k(z)_k(]))(TZ_Tl)eszk(l)TO,

V2K2B1B2) +£2](T,~Ty)
. (©]
N1 = e VR T e it

Remark2: V' is the value of a portfolio in state F(0) = f, &(0) = ap at date 0,
and with parameters of the first period and maturity equal to T> — 7o.

Remark3: V2 is the value of a portfolio in state F(0) = f, &(0) = ap at date 0,
and with parameters of the first period and maturity equal to T> — T1 — 70.

So the value of the option is obtained by:

V(t,f,a) = V2+V!
= V24 MV -V1?) (4.51)

4.5.4 Summary

In this section we discuss the Fourier formed closed formula for square root SV
model. We reviewed the existing result on square root SV model with constraint
of zero correlation. We figured out another path by changing of variables, and
found a closed formula with constraint of constant skew. The constraints in
both cases can be removed by employing the integration by parts on random
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variables. We show this result in proposition 28. The proposition helps two
mentioned closed formulas relax the constraint.

An application on another SV model, SABR model, is also shown. It removes
the constraint of constant skew in the original paper of Hagan.

4.6 Vol of vol expansion

In order to calibrate stochastic volatility models, it is convenient to have an accu-
rate and fast-computing analytical formula for call options. However, deriving
such a formula is not always an easy task. For instance, as regards Heston model,
the most popular technique involves numerical integration, which is necessarily
time-consuming. This article presents the volatility of volatility series expan-
sion, a powerful technique for deriving fast-computing analytical formulae for
European options. The main idea is to apply perturbation method to the param-
eter vol of vol, calculating the first and second order of the difference between a
stochastic volatility model and a Black Scholes model. In general case, we can
reduce the integration of the exact formula to some simpler integration. For cer-
tain models, for example Heston model, the new integrations can be express into
analytic form. The result is significant: the time of calculation can be only 1% of
exact formula with optimization in integral; and the difference in implied vol is
often smaller than 0.05% in most cases except too short maturity. The method can
be applied successfully to several stochastic volatility models including Heston
model, GARCH model, SABR model, etc, to enhance the calibration and pricing
routines.

4.6.1 Framework

Consider the following two-factor stochastic volatility model

dS = (r—d)Sdt + 0SdB; (4.52)
dV = b(V)dt +ev(V)dW (4.53)
dBdW = p(V)dt (4.54)

where r is the short rate, d the dividend yield, € a constant, and b(V) and v(V) are
independent of e. We assume parameters r and d to be constant for the sake of
simplicity. The series expansion consists in writing the option price formula as
a series in €.

Fourier transform integration tells us that the call option price is given by

_ar_KeT f”“‘” ®(u,V,T)
i

C(S,V,T)=Se o exp(—iuX) o du, (4.55)

[2=0

where X =1og(S/K) + (r—d)T.
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Figure 4.6: Comparison of series A (expasion on price), series B (expansion on
implied volatility) and exact volatility

4.6.2 The expansion technique

We are looking for solutions which can be written as a power series of €. Thus,
we can obtain the power series of the call price using either 4.55 directly

C(u, V,T) = COw, V,T) +eCO(uw, V,T) +2CH(w, V,T)
or expanding first the implied volatility

Vimp(u, V,T) = Vio) (,V,T)+€Vy) (w,V,T)+€ Vi) (,V,T)

and then plugging it into the option price with Black-Scholes formula.

As a matter of fact, these two methods differ significantly. The former -
denoted by series A in the remainder of this article - gives the call price first
and implied volatility while the latter - denoted by series B - gives the implied
volatility and call price is obtained afterwards. Nevertheless, in most cases,
numerical difference is slight between the two series. However, regarding far
out-of-the money options, the two series give different results as shown in figure
4.6. Empirical evidence shows that series B is very often better than series A.
Even though this is not a general rule, series B should be usually preferred over
series A.
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4.6.3 Deriving the series

After we have presented the expansion technique, we will now explicit the two
series for the following model. In particular, this model encompasses the Heston
model for the special case ¢ = 0.5.

dS = (r—d)Sdt +0SdB; (4.56)
dV = (w-0V)dt +eV?dW (4.57)
dBdW = p(V)dt (4.58)

The expansion is first on the fundamental transform of the closed formula,
which is presented by ®(u, V,T) in equation 4.55. The idea is that we can expand
this function into simpler form, so that the integration in the equation 4.55 can be
reduced to analytic form. We don’t jump into the detailed derivation. Interested
readers can refer to the book of Lewis [2000]. Here we just list the result.

For series A, the expansion on price, is

C(S,V,7) = c(S,v,7) + et JURID (S, v, 1)
-2
+e2 {T—ljz + T—ZI(S)R(Z,O) + T—1](4)R(1,2) + %(]1)2R(2’2)}Cv(5, 0,7)

+0(e3)

For series B, the expansion on price, is

Vimp =v(5,0,7)+ 67_1](1)R(1'1)
-2
+é? {rl J?+ 172 JOREO 4 -1 @RA2) 4 %( JOy2 [R(2'2) — (R(Dy2 R(Q,O)]}

+0(e3)

In the above formulae, term ¢(S,v,7) presents corresponding Black Scholes
price. When vol of vol € = 0, the stochastic model reduces to a Black Scholes
model. v here is the equivalent variance for Black Scholes, which is basically the
the integration of the variance from 0 to 7.

The function RP9 and ]©® are the derivative ratios and integration respec-
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tively. Here list their expressions for practical use purpose.

2Y2 27 8
N X 1
RID = |- 4]
z 2l
" X2 X 1
12 _|A _ A
K _[22 z 1z Z)]’
N 1 1x® X* 1X 11
RED =q|— - - 34 = (124 2) + —— (48 - 77
T2>ZL;* 27 i T2t DY Al )
withZ=Vrt

And

T (P+l
(1) _P _ ~0(t=s) [2 ~0s _9] 2
JOW, 1) 6f0(1 e )9+e (V-3 ds

JAWV,7)=0

1 (" —oea\2 @ _ps w J*
100= g5 [ (1) [Gre =Pl s
@V 1) = (4 & fT @ o9y - 9" 6
W0=@+3) [ [Freow-5] om0

T (7)_1
with JO(V,7)ds = f (e-9<f-5>—e-95)[9 +e—9<f—u>(V—@)] " du
. 0 0

4.6.4 Example of vol of vol expansion: Heston model

In this section we will present an interesting example to show how the expansion
of vol of vol works with Heston model. By the asymptotic expansion, we can
finally obtain an approximate analytic formula for the European call option. This
work comes from the result of Benhamou et al. [2009].

Suppose we take a Heston model,

dX; = o dW, — %dt, Xo = xo, (4.59)
do; = (6; —vp)dt + & Vo dBy, o, (4.60)

(W, B): = pydt,

Here we have adjusted to risk neutral probability; as consequence it intro-
duces the drift term in spot process by change of probability.
To expand the model, we add € in the model.

US
dXs = \/;fdwt - odt, X5 = xo,

dof = (0~ ) +e& \fordB, o5 = 0o, (4.61)
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Now we will expand the European call option price formula respect to e.
Note that, when € = 0, we have a Black Scholes model; while € =1, we have a
Heston model. We have already the closed formula of Black Scholes for € = 0.
We expand at € = 0, and let € = 1 to obtain the approximate formula. This can
write in mathematics language as follows.

8PBS 8PBS
PHeston—PBS ]E[ Je ]+ ]E[ 92 ]+8

Another approximation we will take here is to simulate the partial derivatives
in the equation above by the linear combination of the Greek letters of Black

Scholes. The idea is that using the chain rule in derivative can make 3183_55 =

dPgg as

9Pgs Jdo . . .
T 5t 0292 Same idea for the second derivative.

i+1p 21+2P

S
Prtson =Pas(v0,0071) + ) a7 =5 B xo,oars) +me Sy oo +E,
i=1

(4.62)

We omit the lengthy derivation but just listing the result here. Readers can
refer to Benhamou et al. [2009] for proofs and intermediate derivation. The
parameters in the formula are:

vart =myvy +m; 0, a1,r =p&(povo +p10),
ax 1 =(pE)*(qovo +q10), bo,r =EX(rgvg +110).

T
vary = f v ¢dt,
0
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e T (—1 + eKT)
my =———=,
K

iy =T e‘KT(—l + eKT)/

e T (=T + eKT 1)

4

(-
T (KT + eKT(KT 2)+2)
(-

K2 ’
e T (=K T(kT +2) +2¢°T - 2)
2x3 ’
e (2e<T (kT = 3) + KT (T +4) +6)
2k3 ’
e~ 2T (—4eKT1<T +202T _ 2)
e 2T (4T (kT +1) + 2T (2kT - 5) + 1)
r = 41{3 .

The advantage is that there is no integration in the approximate formula. So
that the calculation speed is much faster than that of the exact formula. We will
see this point in section numerical results.

3
The error in the approximation is estimated as &= O ([Esup \/T ] \/T )

Numerical results

Benhamou et al. [2009] tested the approximate formula with strikes from 70%
to 130% for short maturity, and 10% to 730% for long maturity. Implied Black-
Scholes volatilities of the closed formula, of the approximation formula and
related errors (in bp), expressed as a function of maturities in fractions of years
and relative strikes. Parameters: 0 = 6%, k =3, £ = 30% and p = 0%. Except short
maturity with very small strike, where we observe the largest difference (18.01
bp), the difference is less than 5 bp (1 bp = 0.01%) in almost all other cases. For
the calculation speed, the approximate formula is about 100 times quicker than
the exact formula (with the optimization in integral).

4.7 Calibration of Stochastic Volatility Model

4.7.1 Introduction

A calibration procedure is a procedure in which we use market data (usually
prices) as input to determine the parameters of a financial model. We search
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for those parameters which enable the model to fit the best the input market
data. Calibration can be time consuming, this issue depending on the size of the
input data, on the number of parameters to calibrate and also on the calibration
algorithm itself.

Because a model parameter can be either time dependent or constant, we
have two categories of calibration methods: (1) the calibration procedure of time
dependent parameters is called "bootstrap”, while (2) the calibration procedure
of the constant parameters is called "optimization".

Usually, the model we use for pricing contains one or several parameters.
These parameters give the model some flexibility to better fit the characteristic
of the market. Before using a model to price, we need to get the parameters from
the market data. This procedure is often called calibration.

There are at least two methods to find the parameters. The quick way is to
estimate manually the parameters. This method is good when the number of
parameters are small. For example, in Black-Scholes model Black and Scholes
[1973], we need volatility. User of this model can estimate the parameter and then
use the model with his estimation. But this method is inaccurate, and useless to
the models with many parameters. Stochastic volatility models usually have 4
or more parameters. So we need to calibrate the models.

Description

Generally, the calibration process is a process using certain algorithm to find
the minimum of the difference of the target function by changing the parameter
(or parameter vector if there are more than one parameter).

Target function
Usually we use the option prices listed in the market as the target function. For
each given parameter vector, we need the option price calculated by the model.
For a given financial instrument, there are different maturities. So we need
to minimize the

Z (P model — pmarket)2

all maturities

where pmodel and Pmarket are respectively the option price calculated by the
model and the option price listed in the market.

Algorithm
The algorithm are usually the minimum finding algorithm.
Levenberg Marquadt
L-BFGS-B
Nelder and Mead (Simplex)
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The calibration of stochastic volatility model is a
We need analytic formula to evaluate the price of options, in order to calibrate
the model.

The Calibration Scheme in General

To calibrate the static stochastic volatility models, we search for ways to com-
pute the value of option with the corresponding model. Several methods are
introduced for the calibration of stochastic volatility models according to their
forms. For SABR model, by introducing the probability density, we compute the
value of a call option by resolving the PDEs. For the square root model, two
different ways using Fourier Transform are used, one of which will be applied
in the dynamic case.

The calibration of stochastic volatility models require analytic solution of the
option price or implied volatility. We calibrate the models to implied volatility
that we get from the market with an optimization algorithm "Levenberg Mar-
quardt". Let T be the time to maturity with fwd the corresponding forward. Let
K1, K2, ... Ky be a set of strikes, and V1, V3, ... Vi be the corresponding market
implied volatiliy. The aim of the calibration is to minimize the least square error:

M
R=Y (V;-Vim)?
1
i=1

where VI™ is the implied volatility corresponding to the model(calculated
with the Black’s formula after having obtained the option price). So the speed
of the calculation of the option price is very important for the speed of the
calibration.

By using methods to increase the convergency of the closed formulas and to
resolve the discontinuities during the implementation, we don’t dispose much
difficulty in the case of models with constant parameters. Based on these solu-
tions, we try to find out solutions for time dependent models. Several approaches
are used in the research. These methods are adapted to their process of spot (or
forward) and volatility. The effective medium parameter method is to find out
a mean value for each parameter. The effective medium parameter depends on
time and the values of all time dependent parameters in each period. By doing
this, we change a time dependent model into a constant parameter model where
we can use the analytical formulas that we developed in the constant parame-
ter case for the calibration. Another method is to compute the option price by
resolving the PDEs and to use the final value of one constant parameter period
as the initial value of the following constant parameter period. According to the
form of each model, we will choose the easiest method.
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Note: In the following, we work with "forward" instead of "spot" of the
underlying. So we are in the neutral risk environment. This will simplify
our calculus. The option price that we calculate is the expected value of the
payoff, which equals to the real option price divided by the discount factor. The

—rT

discount factor is generally DF = e™"" where r is the constant interest rate and T

is the expiry.

Bootstrap

The so called "Bootstrap Technique" may be used for parameters which are time
dependent, thatis, deterministic functions depending on time. Below we explain
in which manner the bootstrap technique is performed.

Consider a financial model M, having an unknown function parameter f
depending on time. Suppose we want to calibrate this function f. This means
that we want to exactly say who f(t) is for any ¢ belonging to [0, T]. As a base
hypothesis, suppose that you are also knowing the shape of f; typically, your
function will be piecewise constant, or piecewise linear, or quadratic.

Recall that we have to recover f(t) over the time interval [0, T], and suppose
that we get on the market n prices py, ..., p, of financial instruments 7y, ..., 71,:

p1 = Market price(ry;0, ),
p2 = Market price(m;0,t,),
pi = Market price(r;0,t),

pn = Market price(r,;0,ty),

where each price p; is computed at time ¢ = 0 for the maturity ¢;, and we have:
O<ti<try<---<t,=T.

Because we know the interpolation type of f, to compute f(t) over the time
interval [0, T], it suffices to compute f at the points

tlItZI “'ItNI

as f is completely defined by the vector of couples:

{t1, f(t1)}
{ta, f(£2)}

{ti, f(£)}

{tn, f(Ea))-
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Indeed, if fi = f(t1), f» = f(t2), ..., fa = f(t,) are known, to compute f(¢), for ¢ in
[0, T], we have only to find the index k, such that : ¢ belongs to [, f;+1]; once we
have k, we will compute f(t) interpolating f between t; and t;1.

We explain now how we can compute fi, fo, ..., fo. This will be done itera-
tively, solving numerically n equations; first we compute f;; then, using that f;
is known, we compute f,; then, using that f; and f, are known, we compute f3;
and so on; at the end, using that f;, f>, ..., fu—1 are known, we compute f,,.

Step1 To compute f over the first interval [0,#1], we have to use the price py;
as this information does not suffice to recover f(t), for any t € [0,t;], we
suppose in addition that f is constant over this interval: f(t) = fi, for any
te [0, tl].

Then, on [0,t1], f is defined by the 2-dimensional vector

[{O/fl }/ {tllfl}]l

which will be known, once f; will be known. Denote by f(t;, f1) the
function f, constructed with the vector above. We will compute f; solving
the following equation in y:

M(my; f(t, ) = p1,

where M(my; f(t1,y)) is the price of the financial instrument 71, computed
with the model M, which uses the function f(t;,y). The equation above is
solved using Newton Raphson algorithm.

Step2 We will use now that f is already constructed over [0,#1], and we will
compute it over (t1,f,]. Our goal function f is defined by the 3-dimensional
vector

HO, A1} {t1, ik AL, f2 = f(t2)H],
where fj is already know, and we have only to compute f;.

This will be done solving the following equation in y:

M(mtz; f(t2, ) = p2,

where M(mtp; f(t2,1)) is the price of the financial instrument 75, computed
with the model M, which uses the function f(t>,y). The above equation is
well defined because we know to compute M(mo; f(t2,y)) using: (1), that
we have already computed the function on the interval [0,#;], and, (2), that
f has a known interpolation type.

Step 3 ton Are analogous to Step 2.

In this way we iteratively compute f(t1), f(t2),-, f(tn)-
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Optimization
Consider a financial model M, depending on m unknown parameters
Xl,eee, Ay,

where each q; is a constant real number: «a; € R. Suppose we want to calibrate
these numbers and that we get on the market n prices py, ..., p, of financial
instruments 7y, ..., 7,

p1 = Market price(m),
p2 = Market price(my),
pi = Market price(TCi),
pn = Market price(r,).

We consider the following Least Square Problem: find the numbers x, ..., Xy
that minimize the following function F:

n

F(x1, ..., xm) = Z [M(ri;x1,..., xm) = pil*,

i=1
where M(mt;;x1,..., x,) is the price of the financial instrument 7;, computed with
the model M, which uses the parameters xy, ..., x,,. We suppose that m < n.
To resolve this Least Square Problem, we can employ the following numerical
methods

(1) Levenberg-Marquardt algorithm.
(2) Broyden-Fletcher-Goldfarb-Shanno (BFGS) algorithm.

Find details on these numerical methods in following subsection.

4.7.2 Calibration order

When we calibrate a model its parameters are calibrated one by one, but there
are two possible calibration procedures:

(1) Successive calibration.
(2) Nested calibration.

These calibration procedures use essentially an optimization algorithm to
compute (x3, ..., x;,), which is the optimal value for the parameter x = (x1, ..., Xp):

(x}, ..., x;,) = Calibrate{x = (x1, ..., xu)|(Y1, ..., Yn), K}

using the known values (v, ..., y,) and performing at most K steps.
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Successive calibration

This method calibrates the parameters independently: each parameter is cali-
brated independently with respect to the other parameters.

It is the end user who chooses the calibration order in the parameter vector.
Suppose that you have to calibrate tree parameters called m, v, w. If you want to
calibrate first v, then m, and then w you have to construct the vector: (v, m, w).
Writing (v, w, m) means that v will be calibrated first, then w and then m.

To explain the successive calibration procedure, let us suppose the model to
calibrate has only two parameters: (a1,42), having the initial value (a(l),a(z)). The
successive calibration procedure has only 2 steps and is as follows:

(1) Compute aj, that is the optimum value of the first parameter:
Calibrate (a1 |ag, K) .

Calibrate a; using the value aj for the second parameter. 4! is used as the

starting point of the algorithm.

(2) Compute a3, that is the optimum value of the second parameter:
Calibrate (a2 la3, K)

calibrate a, using the value 4] for the first parameter. Note that to compute

* we used aj.

a,

The maximum total number of steps of the 2-dimensional successive cali-
bration procedure is K+ K. When calibrating N parameters, the maximum total
number of steps is N X K.

Example

Let consider that we want to calibrate a Hull-White 1 factor model to the
following portfolio of swaptions. We denote by f(start,end,o,a) the price of an
ATM swaption with Hull-White model. ¢ can be a time-dependent parameter.

Initial volatility (6°) and initial mean reversion are both set to (a°) are both
set to 1%. The prices of portfolio 1 are given by:

First, we start by resizing the volatility parameter to the size of the portfolio.
The volatility is now a curve model parameter with size 10. Abscissas are equal to
14-May-08,...,15-May-17 and ordinates are equal to a(l) =1%, ag = 1%,...,0?0 =1%.

Then we bootstrap the volatility. We look for the value o] such that

f(14-May-08,14-May-18,0',a°%) = 1.16186% (4.63)
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where ¢! is the volatility parameters with ordinates
0},09=1%,...,05 = 1%. (4.64)
Once we have found o}, we look for the value o7. It is the value of o5 such that
f(14-May-09,14-May-18,5,4°) = 2.06796% (4.65)
where o is the volatility parameters with ordinates
07,0505 =1%,...,05, = 1%. (4.66)

At the end of this process, we obtain the following volatility parameter ¢ :

Once we have finished the bootstrap of volatility, we won’t modify it any-
more. We will optimize the parameter a*. It is the mean reversion value that
minimizes Y1, [ f (start;, end;, o*,a) — fM(start;,end;)]? where fM is the market price
of a swaption, start; are the start dates of the swaption portfolio and end; are the
end dates.

The linked calibration algorithm is now finished and output parameters are
0" and a*.

Nested calibration

This method nests calibration loops; which means we go through each loop of
parameter 1 by finishing a full calibration on parameter 2 with the present value
of parameter 1. We also call this kind of calibration order as "linked".

To explain the nested calibration procedure, let us suppose the model to
calibrate has only two parameters: (a1,42), having the initial value (a(l),ag). The
nested calibration procedure has at most K x K steps and is as follows:

Calibrate(ay | Calibrate (a1|az, K) ,K),
that is, compute a3, doing at most K steps, and using at each step
(ail)* = Calibrate (ail |a;,K)
i

1
value of the second parameter.

the optimal value of ai ; at corresponds, at the ith step, to aé, that is the current

The maximum total number of steps of the 2-dimensional nested calibration
procedure is KX K. When calibrating N parameters, the maximum total number
of steps is KN.

We take the same example as in the linked calibration.Let consider that we
want to calibrate a Hull-White 1 factor model to the following portfolio of swap-
tions. We denote by f(start,end,o,a) the price of an ATM swaption with Hull-
White model. ¢ can be a time-dependent parameter.
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Initial volatility (6°) and initial mean reversion are both set to (a°) are both
set to 1%. The prices of portfolio 1 are given by :

First, we start by resizing the volatility parameter to the size of the portfolio.
The volatility isnow a curve model parameter with size 10. Abscissas are equal to

14-May-08,...,15-May-17 and ordinates are equal to 0(1) =1%, og = %,...,0(1)0 =1%.

Then we bootstrap the volatility. We look for the value a]l such that
f(14-May-08,14-May-18,0',4°) = 1.16186% (4.67)
where ¢! is the volatility parameters with ordinates
0},09=1%,...,05 = 1%. (4.68)

Once we have found o}, we look for the value o7. It is the value of 07 such
that
f(14-May-09, 14—May—18,0,a0) =2.06796% (4.69)

where o is the volatility parameters with ordinates
0},05,09=1%,...,65, = 1%. (4.70)

At the end of this process, we obtain the following volatility parameter ¢*1 :

Like in the successive calibration scheme, we will now optimize the param-
eter a. It is the mean reversion value that minimizes 1131 [f(start; end;, 0% ,a) —
M(start;,end;)]* where fM is the market price of a swaption, start; are the start
dates of the swaption portfolio and end; are the end dates. The optimization
algorithm returns that a*! = 0.87%.

Contrary to the successive calibration, the nested calibration is not finished
yet. We will now redo the bootstrap process with a mean reversion equal to a*!.
Thus, we get a bootstrapped volatility 0*2. We iterate this process until we get a
good calibration precision. This nested calibration generally finds better results
than the successive calibration but it can be much slower.

4.7.3 Numerical method
Newton Raphson

Newton Raphson is an efficient algorithm for finding approximations to the zeros
(or roots) of a real-valued function. As such, it is an example of a root-finding
algorithm. It can also be used to find a minimum or maximum of such a function,
by finding a zero in the function’s first derivative.

The idea of the method is as follows: one starts with an initial guess which
is reasonably close to the true root, then the function is approximated by its
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tangent line, and one computes the x-intercept of this tangent line (which is
easily done with elementary algebra). This x-intercept will typically be a better
approximation to the function’s root than the original guess, and the method can
be iterated.

Suppose f : [a,b] — R is a differentiable function defined on the interval [a, b]
with values in the real numbers R. The formula for converging on the root can
be easily derived. Suppose we have some current approximation x,. Then we
can derive the formula for a better approximation x,,,1 by referring to the Fig 4.7.
We know from the definition of the derivative at a given point that it is the slope
of a tangent at that point.

A

>
X X X

Figure 4.7: An illustration of one iteration of Newton’s method (the function
f is shown in blue and the tangent line is in red). We see that x,1 is a better
approximation than x,, for the root x of the function f.

e Ay _ fle)=0 _0=f(x)
Xp) = - flx
fla) = 1o =t — =
X Xp—Xn+1 Xn+1 —Xn
were f’ denotes the derivative of the function f. Then by simple algebra we can
derive

fxn)

Xn+1 = Xn — f’(xn)'
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We start the process off with some arbitrary initial value xp. (The closer to the
zero, the better. But, in the absence of any intuition about where the zero might
lie, a "guess and check" method might narrow the possibilities to a reasonably
small interval by appealing to the intermediate value theorem.) The method will
usually converge, provided this initial guess is close enough to the unknown
zero, and that f’(xg) # 0. Furthermore, for a zero of multiplicity 1, the conver-
gence is at least quadratic in a neighborhood of the zero, which intuitively means
that the number of correct digits roughly at least doubles in every step.

Levenberg Marquardt

Levenberg-Marquardt (LM) algorithm provides a numerical solution to the prob-
lem of minimizing a function, generally nonlinear, over a space of parameters of
the function.These minimization problems arise especially in least squares curve
titting and nonlinear programming.

Minimization algorithm We reformulate the Least Square Problem: find the
vector p = (py,...,pm) that minimize the following function F:

n

E(p)=) [P, (4.71)
i=1
where f:R" - R", p - f(p) = (i(p),-.., fa(p)) € R*, and f is of class C .

Like any other numeric minimization algorithms, the LM algorithm is an
iterative procedure. To start a minimization, the user has to provide an initial
guess for the vector p. In many cases, an uninformed standard guess like
po =(1,1,...,1) will work fine; in other cases, the algorithm converges only if the
initial guess is somewhat close to the final solution.

At each iteration step, the vector p is replaced by a new estimate p+q. To
determine q, the value f(p + q) is approximated by its linearization:

fp+q) = f(p)+]Jq.

At a minimum of the sum of squares F in eq. (4.71), the gradient of F is zero.
Differentiating F the square of the right hand side of the equation (4.71) and
setting it to zero leads to:

0 Na=1"Ty-fp)],

from which q can be obtained by inverting J7J. The key hallmark of the LM
alogorithm is to replace this equation by a “damped version”:

J7+ADq=J"ly - f(p)],

where I is the identity matrix, and

q=0"T+AD Y [y - f(p)].
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The non-negative damping factor A is adjusted at each iteration. If the reduction
of F is rapid, then a smaller value can be used bringing the algorithm close to
the Gauss-Newton alogorithm. On the other hand, if an iteration gives insuf-
ficient reduction in the residual, then A can be increased, giving a step close to
the gradient descent direction. A similar damping factor appears in Tikhonov
regularization, which is used to solve linear ill-posed problems.

The solution of our minimization problem is found when one of the following
conditions is satisfied:

(1) The calculated step length q falls below a predefined limit.

(2) The reduction of the squares sum from the latest parameter vector p, falls
below predefined limits.

In these cases, the iteration is stoped and the last parameter vector p is considered
to be the solution.

Advantages The advantage of this algorithm is that it introduces a damping
parameter 1, which influences both the direction and the size of the step. The
step h* is defined by following formula:

g7y +unn =-)'f,

where f is the objective function and J is the Jaccobian of f.
Large damping parameter: When the damping parameter u is large

1
h*z__JT 2
s

the algorithm takes the steepest descent direction. This is advantageous if the
current search is far from the solution.

Small damping parameter: When the damping parameter u is small, the
algorithm becomes the Gauss-Newton algorithm, which is very advantageous
when the current search is close to the solution. The damping parameter is
updated at each loop of the algorithm.

In short, LM algorithm is the combination of the Steepest Descent method
and the Gauss-Newton algorithm. As a consequence it converges more quickly
than these two algorithms.

Quasi-Newton (BFGS)

In mathematics, the Broyden-Fletcher-Goldfarb-Shanno (BFGS) method is a
method to solve an unconstrained nonlinear optimization problem.

The BFGS method is derived from the Newton’s method in optimization, a
class of hill-climbing optimization techniques that seeks the stationary point of
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a function, where the gradient is 0. Newton’s method assumes that the function
can be locally approximated as a quadratic in the region around the optimum,
and use the first and second derivatives to find the stationary point.

In Quasi-Newton methods the Hessian matrix of second derivatives of the
function to be minimized does not need to be computed at any stage. The
Hessian is updated by analyzing successive gradient vectors instead. Quasi-
Newton methods are a generalization of the secant method to find the root of the
first derivative for multidimensional problems. In multi-dimensions the secant
equation is under-determined, and quasi-Newton methods differ in how they
constrain the solution.

Rationale The search direction pj; at stage k is given by the solution of the
analogue of the Newton equation

kak = —Vf(xk). (4.72)

A line search in the direction py is then used to find the next point xy.1.
Instead of requiring the full Hessian matrix at the point x;1 to be computed
as Byy1, the approximate Hessian at stage k is updated by the addition of two
matrices.
Bry1 = B+ U + Vi (473)

Both U and Vj are rank-one matrices but have different bases. The rank one
assumption here means that we may write

C=ab’ (4.74)

So equivalently, Uy and Vi construct a rank-two update matrix which is robust
against the scale problem often suffered in the gradient descent searching.

(asin Broyden’s method, the multidimensional analogue of the secant method).
The quasi-Newton condition imposed on this update is

Bip1 (X1 = xx) = Vf(Xe1) = Vf(x). (4.75)

Algorithm  From an initial guess xg and an approximate Hessian matrix By the
following steps are repeated until x converges to the solution.

1. Obtain sy by solving: Bgsi = —V f(xx).

2. Perform a line search to find the optimal k in the direction found in the first
step, then update xy1 = Xi + a,sy.

3. ¥k =V (x1) = Vf(x0).

kaT Bys, (Bksk)T
4. Byy1 = By + o5& — 2l
k+1 k Vi sk SszSk
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f(x) denotes the objective function to be minimized. Convergence can be
checked by observing the norm of the gradient, |V f(xk)|. Practically, By can
be initialized with By = I, so that the first step will be equivalent to a gradient
descent, but further steps are more and more refined by By, the approximation
to the Hessian.

The first step of the algorithm is carried out using an approximate inverse
of the matrix By, which is usually obtained efficiently by applying the Sherman-
Morrison formula to the fourth line of the algorithm, giving

B,:il = B,;l +(sks (s yi+ ykTB,;lyk)/(s,:yk)2 - (B,:lyks,j + sky,;rBlzl)/(s;yk). (4.76)

Credible intervals or confidence intervals for the solution can be obtained
from the inverse of the final Hessian matrix.

Simplex algorithm

The algorithm begins with n + 1 randomly sampled vectors, x; i € [0,1], when we
want to calibrate n parameters in our model. Each component x;; j € [0,n—1]
represents a parameter of our model. The aim is to find the best parameters
to compute implied volatilities with our model. We minimize the following
function
f09= ), (@0 T,K) = Ohtarkr(T, K
(T,K)er

where I is the set of all the strikes and maturities in our market data and o(x, T, K)
is the implied volatility computed when we consider a model whose parameters
are the components of x. When it’s possible, o(x, T, K) is directly computed with
a closed formula, otherwise we can get it with a closed formula for the price.

The Nelder-Mead algorithm (also known as the simplex algorithm) is usually
used for multidimensional unconstrained optimization. It remains a famous
solution for at least two reasons : it’s one of the methods which do not require
derivatives and it’s considered as reliable when it comes to deal with noisy
functions. If one has to find an optimal solution to a problem in n dimensions,
this algorithm creates and modifies a polytope of n + 1 vertices. Then, one has
just to compute objective function values on these vertices to know the next
modification of the simplex : reflexion, expansion, contraction, shrinkage. The
main idea of these distorsions is to progress toward areas where the objective
function takes the best values.

First, we need to find n +1 vertices to create a simplex. We use a first set of
parameters given by the user and the others are choosen randomly. Algorithm’s
end occures when one of these condition is satisfied :
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e A vertex giving the good precision, xo, is found :

If (xo0)l < €1
e New vertices don’t modify objective function values anymore :
N 2 )_Z i
Liso wﬁ% <€ where 1 = %

e Time given to the algorithm has passed.
e The execution has rised above iteration limit.

We usually choose :

a =1 (reflexion parameter)

B = 2 (expansion parameter)

Y= % (contraction parameter)

0= % (shrink parameter)

This algorithm consists in the following pseudo code algorithm 1.

Modified simplex algorithm

Previously, we generated n +1 vertices to create a simplex. However, it’s not
enough to find the minimum we’re looking for and we compute more objective
function values to increase our hope to reach a global solution. That’s why we
begin with the computation of 4n values so as to keep n interesting vertices.
This is the first modification of the initial Nelder-Mead algorithm. Then, we also
have to look for the minimum in every direction : the initial vertices mustn’t
be linearly dependent, this would prevent us from transforming the simplex in
a part of the space (and from computing objective function values in this part).
This step is also called degeneration test. After every initialization a test checks if
the simplex is degenerated and resets it if need. The modified simplex algorithm
consists in algorithm 2.

Advantages / Drawbacks The simplex algorithm is really famous for many
reasons. First of all, it does not need derivatives and we can use it for noisy func-
tions. Moreover, it does not compute many objective function values (indeed,
one by iteration in general) so it’s not a time-consuming algorithm.

The biggest difficulty with this algorithm appears when we have to minimize
multi-modal functions. It’s difficult to prevent the algorithm from finding a ‘bad’
local minimum and giving it as a solution of the problem.

Differential evolution algorithm

The algorithm begins with p randomly sampled vectors to initialize the first
generation : x;o i € [0,p —1]. Each component x;o,; j € [0,n—1] represents a
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if User hasn’t provided initial value of x1,x2,...,X,+1 then
‘ Randomly generate 1 + 1 vertices in n dimension: x1,x2,...,X,+1 € RN;
end
a=1// reflexion parameter
f=2// expansion parameter
Y= % // contraction parameter
o= % // shrink parameter
while condition function is true do
Sort x1,x2,...,X,41 s0 that f(x1) < f(x2) <--- < f(xn+1);
Xcenter <— % Zzzl Xks
Xr €= Xcenter + a(xcenter - xn+1)}
if f(x;) < f(x1) then
Xe < Xcenter T+ ﬁ(xr — Xcenter);
if f(x,) < f(x,) then
‘ Xn+1 < Xe;
else
‘ Xn+l < Xy;
end
else if f(x1) < f(xy) < f(x,) then
Xp+1 < Xyy
else if f(x,) < f(xr) < f(xp41) then
Xcout €<= Xcenter + V(xr - xcenter)/'
if f(xcour) < f(x,) then
‘ Xn+1 €< Xcouts
else
Xn+1 < Xp;
Call shrink function;

end
Ise if f(xy41) < f(x,) then
Xcin € Xcenter T V(xn+1 - xcenter)}
if f(xcin) < f(xn+l) then
‘ Xn+1 € Xcins
else
‘ Call shrink function;
end

[¢)

end
end

Algorithm 1: Simplex
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begin condition function

if time limit reached or iteration limit reached then
‘ return false;

end

if |[f(x1)| < €1 then
‘ return false;

end

pe X ()

if /Y] W <€, then

‘ return false;
end
return true;
end

Function for simplex

begin shrink function
fori=2ton+1do
X; — x1+0(x; —x1);
compute f(x;);
end
end

Function for simplex

parameter of our model (we want to calibrate n parameters). One iteration starts
with a generation Xi g i € [0,p—1] and creates a new set of vectors Xi,g+1 i€[0,p-1].
The aim is to find the best parameters to compute implied volatilities with our
model. We minimize the following function

F09=") 00T, K) = Optarker(T, K))?

(T,K)el'

where I is the set of all the strikes and maturities in our market data and o(x, T, K)
is the implied volatility computed when we consider a model whose parameters
are the components of x. When it’s possible, o(x, T, K) is directly computed with
a closed formula, otherwise we can get it with a closed formula for the price.

The differential evolution algorithm is a population-based optimizer. Aninitial
population is sampled in the domain and objective function values are computed
to start the optimization. Then it produces a new generation of vectors with
perturbations of the existing points. To generate a new population the scaled
difference of two randomly chosen vectors is added to a third vector. The next
step consists in a recombination between this new population and the previous
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repeat

end

m« 4n;

Generate X,42,Xn+3, .-, Xm € RN;
Sort x1,x2,...,%, so that f(x1) < f(x2) <--- < f(xm);
until The volume of polyhedron (x1,x2,...,Xu+1) > €;
a=1;// reflexion parameter

p=2;// expansion parameter

Y= %; // contraction parameter

o= %; // shrink parameter

while condition function is true do

Sort x1,x2,...,X,41 s0 that f(x1) < f(x2) <--- < f(xn+1);

if User hasn’t provided initial value of x1,x2,...,X,+1 then
Randomly generate 1 +1 vertices in n dimension:

N.
xl/xZI"~/xn+1 € R 7

Xcenter <— % ZZ:] Xks
Xr < Xcenter + &(Xcenter — Xn+1);
if f(x;) < f(x1) then
Xe € Xcenter T ﬁ(xr — Xcenter);
if f(x,) < f(x,) then
‘ Xn+1 < Xe;
else
RETERE
end
else if f(x1) < f(x;) < f(x,) then
Xn+1 < Xys
else if f(x,) < f(x;) < f(xp4+1) then
Xcout € Xcenter T V(xr - xcenter)/'
if f(xcout) < f(xr) then
‘ Xn+1 <= Xcouts
else
Xn+1 < Xyy
Call shrink function;
end
Ise if f(xy4+1) < f(x,) then
Xein € Xcenter T V(xn+1 — Xcenter);
if f(xcin) < f(xn+l) then
‘ Xn+1 < Xcins
else
‘ Call shrink function;
end
end

[¢)

end

Algorithm 2: Modified simplex
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one. To achieve the algorithm, we compare objective function values between
the two sets of vectors to determine which vectors are part of the new generation.

Algorithm’s end occures when one of these condition is satisfied :

e A vector giving the good precision, xg 4, is found :

|f(x0,6)l < €1

e New generations don’t modify objective function values anymore :

Lisof(xig)

n+1

y (f(xig)—p)?

in0 41— <€ where u =

e Time given to the algorithm has passed.

e The execution has rised above iteration limit.

We use these parameters throughout the evolution of the optimization :

F = 0.5 (scale factor used in the mutation step)
C = 0.5 (criterion used in the crossover step)
The index g refers to the gth generation.

This algorithm consists in the following algorithm 3.

Advantages / Drawbacks An interesting advantage of this algorithm is the
use of difference vectors. The difference distribution adapts the algotithm to
the objective function landscape. When we have to cope with a multi-modal
function, this distribution is also multi-modal and gives us the opportunity to
look for the minimum in each region and to move vectors from a region to
another. We have a better chance to find a globalm minimum (in comparison
with the simplex algorithm for example).

However, we are not sure to be in a position to afford this opportunity. The
main difficulty is the time consumed in each iteration because many objective
function values have to be computed for each generation.

MGB algorithm

Call price approximation This algorithm uses an approximation of call prices
under the Heston model. We can compute them in the constant case and with a
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if User hasn’t provided initial value of x1,x,...,x, then
‘ Randomly generate n vertices in n dimension: x1,xp,...,X, € RN;
end
m « 5n;
Generate X,41,Xp+2, ..., Xm € RY;
§<0;
fori=1tomdo
| Xig <X
end
F«—05,C«<0.5;
while condition function is true do
// Mutation
fori=1tomdo
Randomly choose rg, 71,72 from 1 to m with rg # r1 #1;
Ujg < Xy + F(Xry g — X1y ¢)
end
// Crossover
fori=1tomdo
Randomly choose j, from 1 ton—-1;
for j=0tondo
randomly choose u € [0,1];
if u <Cor j==j, then
| j-th ordinate of v; ; < j-th ordinate of u;
else
| j-th ordinate of v; ¢ < j-th ordinate of x; ¢ ;
end
end
end
// Selection
fori=1tomdo
if f(vig) < f(xiq) then
\ xi,g+1 — Z71',g
end

Xig+l < Xig
end
ge—g+1
end

Algorithm 3: Differential evolution



CHAPTER 4. STOCHASTIC VOLATILITY MODEL 98

begin condition function

if time limit reached or iteration limit reached then
‘ return false;

end

if |[f(x1)| < €1 then
‘ return false;

end

b g L f);

if Y7, W <€ then

‘ return false;
end
return true;
end

Function for differential evolution

time dependent model. From now on we use the following model :

dS(t) = rS()dt + \V()S(H)AW,

AV (t) = k(0r — V(B)dt + EAV(EAW,,
xo = In(So),
v = V).

pt is the correlation coefficient between W; and W,. These formula are very
interesting since they give us the opportunity to write a call price as an easily
computable function of p and &. This will be really useful for a new calibration
procedure. In this subsection we will just focus on these analytical formula.

In the constant case, we can derive the following expression:

d°P
vary =movy +m10, a1,r =(povo +p10) 8x§s (xg,varr),
3Pps 2Pps
= +g10 , , by = +7r10 , ,
a,T =(qovo +410) 2y (xo, varr) 0,7 =(rovo +710) P (xo, varr)
_ (povo + P 6)2 a4PBS

bZ,T (XQ,ZJW’T).

2 Ix2y?
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where

o~T (1 4 o<T e T (=1 4T
T I )

” K

e-KT(_KTJr e<T — 1) el (KT+€KT(KT—2) +2)
po = K2 7 pl = K'Z ’

e (=K T(T +2) +2¢°T - 2) e T (26T (1T —3) + KT(kT +4) +6)
qo = 213 o m= 23 ’

2T (~4TT 4267 ) e 2T (46T (kT + 1) + 2T (kT ~5) +1)
rO = 7 rl = '

43 4ic3

and Pgs(xo,varr) is a call price under a Black-Scholes model with volatility /<.

Then, the MGB formula is :

Puica(xo, T) = Pps(xo,vart, T) +a1,rp& + (az,r + by 1) p?E? + bo 1

If we consider piecewise constant parameters, we write To=0<T; <--- < T, =
T suchthat 6, p, £ are constant on each interval |T;, T;;1[ and are equal respectively
to O71,,,,0T;,,,ETs, - The new coefficients used to derive our analytical formula are

0V T = OUT, + @77, DT, + PTt €T fiagr, (070 Tis Tis),
@LH:@m+ﬁﬂhﬂmvﬂmﬂﬁﬁﬁﬁ?1@H*Hpm@mﬂfﬁmfQmuﬂﬂhﬂ/
bor = bor, + @7y, T+ @rr @21+ & filny (01,1, Tiy Tist),

ar,, =ar, +p1,,, &1, (Tiv1 = T 1T, + PTM ETngh vor,OTis1, Tis Tiv1),

Brin = B1,+ @7y, @21, + &1, 8% 007 (07,0, Tiy Tisn),
@Lm4:@Ln+Pnﬂ&ﬁﬂimﬂ@nﬂﬂbﬂH%
@2,T;,, = @2,1; + 5%i+1h12<,vo,Ti(6T,'+1/Ti/ Tiv1),

00,1, =€ T (v 1, - Or,,) + 07,

i+17

where
e 2T (251 (0—209)+e2*T ((—2xt+2xT—5)0+200) +4e** D ((—xct+xT+1)0+x(t-T)vyp) )
7\‘00(6 t T) 413 ’
f (0,4,T) = e T (T (—xct+xT—2)0+vg)—e* ((kt—xT—2)6— Ktvo+KTvg+vo))
K,00 12
6,t,T) = e K8 (<3 (1(T—1)— 3)9+v0)+32’<<f+T>((K(K(t T)-4)(t— T)+6)6 (k(x(t=T)=2)(t-T)+2)vo))
KUO 23 ’
2e¥T0+et (k2 (t-T)%vo— (k(k(t=T)-2) (t-T)+2)0)
0,t,T)= ,
g;UO e"‘T(CZKT6—@2“(9—203)11226K(”T)(K(t—T)(@—vg)—vo))
gKUo(Q t T) = 22 7

(6,,T) = £10+ (=R T =10 1Tt

KUQ 4

(e~ —e"T)(eKt(G 21}0) e"TQ)
6,4,T) = ©
tu

and a)”(T) —¢ +e ~(t),u(T): eT”(—tu+Tu—1)+e'“ o ”(T) (e —eT ) ‘

u2

KUO
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Thanks to these expressions we can write Ppigp(xo, Ti+1) as a function of pr
and &7, with :

i+1
i+1
2 3

’ P 0 K ~ P
ayr. =f UOT(QTHVT:,THI) Iy (JCO,?JWTM)+a)T”Tl+1 i ° (xo,varr,,,)

d*Pgs

+(a,r, + @'y, @ l-)&Tyz(xolvarTi+1),

1+1

’
aZ,T,'+1 fK /00,T; (9T1+1 ’ Tl/ T1+1) y (x()/ UarT,+1 )

’

bO,TiH _fK /00,T; (QTIH ’ Tl/ Tl+1) y (xOI UﬂrTHl )

/ 19*P
b2,T1+1 2 (9 2y2 (xO/ UKZT’T,+1)

4 82PBS
ayr,, =@1T; + o, T,+1a)1,T')—axy (xo,varr,,,)

3

d
ar) L LBS Pgg

+(a2,1, +a)TT 2y

i+1

(xo, varr,,,)
2

~—K ~—K,~K ~
+ (bO'T" + a)Ti/Ti+1ﬁTf + wTi,Tma) ) 8y2

(xo, varr,,,)
(al,T,' + CD']_“:TI,HCDLT[)Z 84

Pps
+ > P 2y2 (xo,varr,,).

’ ’ 2
Pwmca(xo, Tis1) =ay g, , + Pps(xo,varr, T) +ay 1.

i+1

’ ’ 2
PTin éTH—l + (aZ,TH.l + bZ,TiH )pTi+1 ET:’+1
¢ 2
+ bO,Tm éT”l

From now on, for each maturity T, this formula gives us the opportunity to
write a call price as an easily computable function of pr and &r.

Calibration This algorithm calibrates the Heston model using the new formula
to compute prices. We consider a time dependent Heston model with constant
vp (chosen accordingly to our market data) and x. With several maturities, ©
represents the values of the longterm vol on [0, T1], ..., [Tn-1,Tn] and I and E the
values of the correlation and the volatility of volatility on [0, T1],...,[Tn-2, Tn-1]-
If px and &y are the corresponding values on [Tn-1, Tn], the call price for a strike
Kis:

Punic(Tn, K) = a(x,0,T,E) +b(x,0,T, E)pnEn +c(x,0,T, E)EX +d(x,O,T, E)p3, &3

It seems really interesting to use this approximation in a calibration procedure
since two market prices are enough to solve the system and get the volatility of
volatility and the correlation. However, numerical solutions for {x and py can
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be useless for our model (for instance if we have to deal with complex numbers
or huge &y). Finding a good value for Oy in order to get interesting & and pn
is the aim of this calibration.

The algorithm starts with given values for x, vy and 0; for the first maturity.
Then, we use a simplex algorithm to find a good 6;. For each value of 0y, the
simplex solves the following system (using Mathemartica):

{ Py(T1) = a(x, 01) +b(x, 01)p1&1 + c(kc, 01)E7 +d(x, 61)p7éT
Py(T1) = a(x, 01) + b(x, 01)p1&1 + c(kc, 01)E7 +d(x, 61)p7éT

where P1(T1) and P»(T7) are two market prices (at the money and the first strike
higher than the spot) and the coefficients a, b, c and d are given in the previous
subsection. This system gives four solutions but two of them lead to negative
&. We decided to remove one of the two remaining solutions since it did not
give suitable results with our pricing formula. Then we have to realize our
optimization with one of these solution : (p1,&1). The simplex computes (E is the
upper bound chosen for &)

F(p1,&1) = max(0,]p1| = 1) + Im(py)| + [Im(&1)| + |min (0, Re(&1))|
+max(0,Re(&1)? —2x61) + max (0, Re(&1) — &)

If F(p1,&1) = 0 this is a good solution and the simplex returns the current value of
01 and save p; and &;. Otherwise, it tries to minimize F. To end the calibration
on the first maturity, we use these solutions as an initial vector for a Levenberg
Marquardt optimization.

When the model is calibrated on several maturities, Ty,..., Ty, we write I', ©
and E the calibrated values of p, 6 and & from 0 to Ty and the algorithm begins
with a given value Oy for Tn.1. For each value of Oy.1, the simplex solves the
following system :

Pi(Tn+1) =a(x,I,E,0,0n41)+b(x,T,E,0,On1)pN+1EN+1
+c(x,T,E,0, 9N+1)€12\I+1 +d(x,I,E2,0, 6N+1)p12\,+1§%\]+1
Py(Tn+1) =a(x,T,E,0,0n11) +b(x,T,E,0,0n11)pN+1EN+1
+c(x,T,E,0, 9N+1)512\]+1 +d(x,T,E,0, 6N+1)P12\[+15%\]+1
where P1(Tn+1) and Py(Tn+1) are two market prices (at the money and the first
strike higher than the spot). Then, the simplex tries to find a On.1 which gives
good values for py41 and Enyq. If it fails, this part is replaced by a classical
simplex optimizing every parameter. The solution of this subsection is then
used as an initial vector for a Levenberg Marquardt optimization.
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Table 4.1: Market data of crude oil future

Maturity Jun09  Jul09 Aug09 Sep09 Oct09 Nov09

Future Value 66.12 67.09 68.02 6886 69.66 70.46
Dec09 Janl0 Febl0 Marl0 Aprl0 Mayl0
7111 7163 7211 7259 73.06 73.52
Jun1l0  Jull0 AuglO0 Sepl0 Octl0 Nov10
7397 743 7453 7479 7505 753
Decl0 Janll Febll Marll Aprll Mayll
7556 7584 7613 7642 7671 77

4.8 Numerical analysis

4.8.1 Market data: crude oil

We take a market data as of the 3rd June 2009. The spot value is 66.12. The
future and volatility market data are shown in figure 4.8 , table 4.1 and figure 4.9
respectively.

Market Data: Future of Crude Oil

77 *
s : . : 4 __‘——H—‘—’_
E 73 /—w
En -
69 /
67 /
/'

o > » P @ o 0
¢ P & S
" ‘P\po, Wt o \kdp o“ég & &

Maturity dates

——Future

Figure 4.8: Market data of crude oil future

Now we use the spot, futures and volatility surface market data to calibrate
a Heston model. All the numerical tests are carried on under financial software
Price-it®Excel.

We recall Heston model here for convenience.

% =rdt+ \VidW; (4.77)
t
AV, = k(0 - Vy)dt + & VAW, (4.78)

There are five parameters to calibrate:

1. V), the initial value of V}, is initial volatility.
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Market Date: Volatility of Crude Qil
50.00%
45.00% \\\\‘
40.00%
= i g N
E
-g \—‘
=
35.00%
"I.{_ TN
T S W
30.00% —= i
. ® ——i — ]
Strike
25.00%
90.00% 95.00% 97.50% 100.00% 102.50% 105.00% 110.00%
a1 [ 47.24% 46.49% 45.44% 44.52% 43 68% 42.83% 42.19%
w311 42.33% 41 87% 41.19% 40.52% 30.09% 39.53% 39.19%
iy M 3895% 3B8.69% 38.38% 37.84% 37.38% 36.90% 36.72%
i ] 3376% 3361% 3313% 32.69% 32.44% 32.26% 32.09%
i ] Y+ 6 M 3001% 30.79% 30.44% 30.17% 29.94% 29.77% 29.64%
——2Y 29.22% 29.14% 28.90% 28.69% 28.49% 28.38% 28.38%

2. Oislong term volatility.

Figure 4.9: Market data of crude oil volatility

3. k is mean reversion.

4. & isvol of vol.

5. pis the correlation between W; and W,

4.8.2 Calibration Heston model with constant parameters

In the first test, we assume all the parameters of Heston model are constant.
And we use only one year maturity on the volatility surface. The optimization
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Table 4.2: Calibration result

InitialVol LongTermVol MeanReversion VolOfVol Correlation
0.3981 0.0614 1.0922 0.6451 -0.0853

algorithm is set to be Levenberg-Marquardt. The result of calibration is listed
in table 4.2. We use this set of parameter in Heston model and re-calculate the
options we use to calibrate. In this way, we can compare the smile from the
model and the smile of market data. It is shown in figure 4.10.

Compare of the smile

24.00%

33.50% v&\
33.00%
h \
£
= 32.50%
o
= \‘
32.00%
31.50%
strike
31.00%
90.00% 95.00% 97.50% 100.00% 102.50% 105.00% 110.00%
== Narket Data 33.76% 3361% 33.13% 32.69% 32.44% 32.26% 32.09%
=== Heston model 33.77% 33.20% 3296% 32.75% 3257% 32.41% 32.19%

Figure 4.10: Smile of Market data and Heston model

From figure 4.10 we observe the largest difference between two curves at
strike 95%. In market data, the smile presents a slight “Z” form instead of
normal “U” form, especially at point strike 95%. Heston model cannot match
exactly at this point. Therefore it causes a relative larger difference than other
points. The difference is shown in figure 4.11.

4.8.3 Calibration Heston model with time-dependent parameters

In this test, we continue to use the same market data in figue 4.8 , table 4.1 and
tigure 4.9. We let parameters in Heston model be time-dependent, more precisely
piecewise constant. Among the five Heston model parameters, we allow three
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Difference
0.20%
0.10% //'_.__.-r—""""""--..___.;
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-0.30%
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strike
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—$=Difference| 0.01% -0.41% 0.17% 0.06% 0.13% 0.15% 0.10%

Figure 4.11: Difference on smile

of them to be piecewise constant: long term volatility, vol of vol and correlation.
Parameter initial volatility and Mean reversion parameter are set to be constant
over different maturities. The reason of setting mean reversion to be constant is
to decrease the degree of freedom in calibration, in order to stabilize the result
of calibration. We will discuss the stability of calibration in more details in the
next subsection.

Here we take maturity 1 year, 18 months and 2 years. So there are 21 input
volatility in total, seven strikes for each maturity. The calibration targets to
minimize the sum of the square of the difference on all the 21 points. The
calibrated parameters are listed in table 4.3 and the difference between market
data and Heston model is shown in figure 4.13 and 4.12.

Compare figure 4.11 and 4.12, we can see they present same form. The
reason is always that market data presents irregularity at strike 95%. Another
observation from table 4.3 is that the correlation parameter changes sign in the
second maturity, though there is little difference in the shape of the volatility
curves in figure 4.13.

With the observation on correlation parameter, we now set correlation as
constant over different maturities. The calibrated parameters are listed in table
4.4 and the difference between market data and Heston model is shown in figure
4.14 and 4.15. We can observe that all the parameters are smoother without big
change over different maturities in table 4.4. And the calibration error in figure
4.14 remains as little as that in the case of time-dependent correlation.
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Table 4.3: Calibration result for time-dependent Heston

InitialVol LongTermVol MeanReversion VolOfVol Correlation

1Y 47.96% 8.68% 408.47% 142.19%  -9.13%
1Y+6M  47.96% 4.72% 408.47% 186.55%  30.82%
2Y 47.96% 7.49% 408.47% 112.43%  -1.90%

Smile Difference

. —
0.20% / —

0.10% e / /'-’_ .=.—_—-_h-.
0.00% & \Y/ /

.0.10% \ //./

oo | B\ Pl

| TN A
e\l

-0.40% :
strike
-0.50%
1 2 3 4 5 5] 7
] Y 0.01% -0.39% -0.14% 0.10% 0.18% 0.21% 0.16%
w1 Y+ 6 -0.18% -043% -0.24% -0.10% 0.01% 0.09% 0.09%
2% 0.15% -0.02% 0.11% 0.23% 0.35% 0.40% 0.30%

Figure 4.12: Difference on Smile of Market data and time-dependent Heston
model

From the comparison, we find that we don’t need to allow every parameters
to be time-dependent. Two time-dependent parameters can achieve a calibration
result as good as the case of three time-dependent parameters.
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Compare of the smile: time dependent case

34.00%
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== Market Data 1Y 33.76% 33.61% 33.13% 32.69% 32.44% 32.26% 32.09%
== Heston model 1Y 3377% 33.22% 32.99% 32.79% 32.62% 3247% 32.25%
== Market Data 1Y+6M 30.91% 30.79% 30.44% 30.17% 29.04% 28977% 20.64%
i He ston madel 1Y+6M 30.73% 30.36% 30.20% 3007% 29.95% 29 B6% 29.73%
i [\1arket Data 2Y 29.22% 29.14% 28.90% 28.69% 28.49% 2B.38% 28.38%
=== Hecton model 2 28.37% 20.12% 20.01% 28.92% 28.84% 28.78% 28.68%

Figure 4.13: Smile of Market data and Heston model for time dependent case

Table 4.4: Calibration result with constant correlation

InitialVol LongTermVol MeanReversion VolOfVol Correlation
1Y 59.77% 6.32% 495.80% 171.95%  -5.01%
1Y+6M 59.77%  6.06% 495.80% 171.98%  -5.01%
2Y 59.77% 6.49% 495.80% 169.17%  -5.01%
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Smile Difference
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Figure 4.14: Difference on Smile of Market data and time-dependent Heston
model with constant correlation
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Compare of the smile: time dependent case
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Figure 4.15: Smile of Market data and Heston model for constant correlation

case
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4.8.4 Sensibility of parameters

In this subsection, we add 0.02% on the volatility surface of market data. Then
we use this shifted market data to calibrate Heston model. And we compare
against the previous result to see if the parameters largely change or just have
small change.

The spot value remains at 66.12. And the futures are still as in table 4.1. But
the volatility surface is shifted by 0.02% as shown in figure 4.16.

Shifted Market Date: Volatility of Crude Qil

50.00%

45.00%

40.00%

Voltility

35.00%
=
30.00% ! "
i ———— %
. a - .
strike
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90.00% 95.00% 97.50% 100.00% 102.50% 105.00% 110.00%
——10 47.26% 46.51% 45.46% 44.54% 43.70% 42.85% 42.21%
kLY 42.35% 41.89% 41.21% 40.54% 40.01% 30.55% 30.21%
e 38.97% 38.71% 38.40% 37.86% 37.40% 36.92% 36.74%
——1Y 33.78% 33.63% 33.15% 32.71% 32.46% 32.28% 32.11%
=#=1Y+6M| 30.93% 30.81% 30.46% 30.19% 20.96% 19.79% 10.66%
- 29.24% 29.16% 28.92% 28.71% 28.51% 28.40% 28.40%

Figure 4.16: Shifted market data of crude oil volatility

The calibrated parameters are listed in table 4.5 and the difference between
market data and Heston model is shown in figure 4.17 and 4.18.

The result in table 4.4 and 4.5 shows that the parameters of Heston model
don’t change a lot. They are relatively stable. And the calibration result in figure
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Table 4.5: Calibration result with constant correlation

111

InitialVol LongTermVol MeanReversion VolOfVol Correlation
1Y 64.48%  541% 494.33% 157.08%  -19.32%
1Y+6M 64.48%  6.36% 494.33% 159.48%  -19.32%
2Y 64.48%  6.79% 494.33% 155.21%  -19.32%

4.17 stays at a good level as the case before shifting in figure 4.14.
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g 0.00349 0.001z24 0.00232 0.00323 0.00416 0.00431 0.00275

Figure 4.17: Difference on Smile of Market data and time-dependent Heston

model with shifted market data
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Compare of the smile: shifted case
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Figure 4.18: Smile of Market data and Heston model with shifted market data
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4.9 Summary

In this chapter, we have mainly discussed stochastic volatility model in two
parts. In the first part (section 4.1 to 4.5), we replace the constant model param-
eters to time dependent, which extends the original stochastic volatility model
to dynamic stochastic volatility model. It allows more degree of freedom on
the implied volatility surface generated by these models. We study the closed
formula for vanilla option price for three typical stochastic volatility models,
namely Heston model, Piterbarg model and SABR model, by employing control
variate, parameter averaging technique and perturbation theory. Instead of the
the formulas for the option price, we also have the formula for implied volatility.
In section 4.6, we discuss the result of vol of vol expansion. The advantage of the
method is that it can get directly the implied volatility which is very convenient
for calibration, but the precision is often not good enough for calibration.

In the second part (section 4.7), we discuss the calibration for stochastic
volatility models. Substantially, calibration is the process to numerically reverse
the closed formula of option price in n-dimension space (1 is the number of the
parameters to calibrate). As the closed formulas for option price have ready
achieved in the first part, we focus on different numerical algorithm, includ-
ing bootstrap, Newton Raphson, simplex, differential evolution. We list their
pseudo-code and comment on their advantage and limitation.






Chapter 5

Conclusion

The modeling of commodity and commodity derivatives consists in three steps:
1. choose the dynamic model of the spot price,

2. calibrate the model,

3. price the products with the calibrated model.

All these three steps are necessarily needed for a complete pricing process and
they are related to each other. Step three needs the model parameters and so
it depends on the result of step two, the calibration. Step two needs to use
the formula of vanilla option price to calibrate the model to the market implied
volatility surface, which depends the choice of the dynamic model. Interestingly;,
the choice of the dynamic model sometimes depends on the final product we
want to price. For example, if the product is sensitive to the volatility smile,
then the stochastic volatility model family is a better choice than Black-Scholes
model.

In this thesis, we focus on the different choices of dynamic model and their
formula for vanilla option price, as well as some calibration algorithms. Using
the model to price the products by employing numerical method, such as Monte
Carlo simulation or PDE grid is beyond the scope of the thesis.

There are basically two different families of dynamic models in our discus-
sion, namely stochastic convenience yield model and stochastic volatility model.
We pick up the most popular models, Gibson-Schwartz model and Gabillon
model, from the family of stochastic convenience yield model. In chapter 2, we
proved the mathematical equivalence relation between Gibson-Schwartz model
and Gabillon model. It is not surprising because both models share the similar
economy concept of stochastic convenience yield. And in financial mathematics
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equation, it shows the stochastic drift term. In chapter 3, we presented that both
Gibson-Schwartz model and Gabillon model were equivalent to a one-factor
model by introducing model factor reduction technique. Of course, this conclu-
sion is true only when the product is not path dependent because the equivalence
is established on the marginal distribution of the stochastic process. Based on
the equivalent one-factor model, we give the formula of vanilla option price with
the underlying being spot as well as forward.

The family of stochastic volatility model is studied in chapter 4. The main
idea is to extend the original version of the models to dynamic models by al-
lowing their parameter depending on time. To make it more practical, the
parameters are not set to be continuous function depending on time. We choose
piecewise constant parameters. The reason to choose piecewise constant param-
eters is based on the fact that market data is normally given on a few maturities.
Therefore, we simply don’t have the information of the parameters between two
maturities of market data from the point of view of calibration. These piecewise
constant parameters represent for the average value of the parameters between
two maturities in term of calibration result. Based on this assumption, we ex-
tended Heston model, SABR model and Piterbarg model into dynamic Heston
model, dynamic SABR model and dynamic Piterbarg model. To set up the
formula of vanilla price for these extended models we employ different tech-
niques including parameter averaging techniques, perturbation theory and vol
of vol expansion. These formulas are approximation but with a good numerical
precision.

In the last part of chapter 4, we list some calibration algorithms. These
algorithms are global optimization in high dimension space. We gave some
adjustment to increase the probability of convergence. Although the algorithms
are model-free, they can be more helpful for the family of stochastic volatility
model, since these models have more parameters.
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Appendix A

Proof of propositions

A.1 Proof of proposition 25

To porve the proposition, we consider two diffusions more generally,

dX() = f(t, X() Vz(Bo(t)dW (D), X(0) =g
dY(t) = FY(H) Vz()o(HdW(t), Y(0) =g

Without loss of generality:

f(t,x0) = f(x0) =1

The objective is to find the best function f(-), which minimizes the "distance"
between two diffusion X(¢) and Y(f).
We note the objective function to minimize as:

p(X,Y) = E[(X(T) - Y(T)?]

Use Ito’s lemma and then expand to the first order,

T
p(X,Y) = fo E [2()(F(t, X(8) - f(Y ()] P ()t

T
:f]E
0

Further approximation:

2
Z(t)(%f(t,xO)(X(f) ~30)= 2 ) (V) —xo>) }ozwdt

X(t) = x0 = Xo(f) — x0
Y (t) —xo = Xo(t) — x0
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Where Xy(t) is given by,
dXo(t) = Vz(t)a(t)dW(#), Xo(0) = xo
Finally we get,
T 0 ~ 2
X,Y)= E | z(£)(Xo(t) — x0)* | o2(t)d
pX,Y) fo(a f(t,x0) — f ) [Z(f)( o(t) xo)]G(l‘) t

Minimizing p(X,Y) leads to,
af o) _ fT 2f(t,x0)
0

R Ee w(t)dt

where the weights w(t) can calculate by,
2 (t)o?(t)
) 22yt
o’ (1) = E[2(t)(Xo(H) — x0)?

Now we apply the general result (A.2) to our diffusion,

dS(t) = a(OBMSE) + (1= B(E)S(0)) Vz(HAU()

T
= fo B(tyw(t)dt

2 (£)o?(t)
i 2Ho(pdt
o2 (t) = E[2()(Xo(t) —x0)?

w(t) =

And we can get,

w(t) =

124

(A1)

(A.2)

(A.3)

(A.4)

Remark In this part of proof, we don’t use the zero correlation condition.
Therefore, the result (A.2) can also apply to a model with non-zero correlation.

Now we calculate v%(f). It needs the assumption of zero correlation.

Using the independence between X and z we obtain,

o2 (t) = E[2()(Xo(t) —x0)?
= E[2()E[(Xo(t) - x0)*[z() ]

T
:]E[z(t) fo z(s)oZ(s)ds]

T
= f o%(s)E[z(t)z(s)]ds
0

(A.5)
(A.6)

(A7)

(A.8)
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Calculate the covariance of z(t) and substitute in equation (A.8), we can get,

—0s

t t e@s —e
v*(t) = zéf o%(s)ds + zonze_etf 0%(s)—————ds
0 0 20

This proves proposition 25. O

A.2 Proof of proposition 26

We can first remark that the model given by:

dS(t) = a(t)(bS(t) + (1 - b)S(0)) Vz(H)dU(t)

where the stochastic volatility z(t)follows

dz(t) = 6(z0 —2(1))dt + 1 VZ(HAV (1), 2(0) = 2o

has closed formula. We can use Fourier transform as in Lewis (2000), with the
non-constant sigma directly. In this case, instead of solving a Riccati system
by Runge-Kutta method, we have to solve a Riccati system in the fundamental
transform to construct the closed formula.

Consider the European style at-the-money call option.
E(S(T)=50)" = E[E[(S(T) - S0)"]2()] (A.9)

S(T)—Sg, when S(T) > Sy

0, when S(T) < Sy

That’s to say, we can express(S(T) — So)* as a function ofZ(T), saying, in form
of g(Z(T)). And

Where (S(T) - So)* = {

T
Z(T) = fo o?(H)z(t)dt (A.10)

Now we derive the explicit form of function g(-)
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The process S(t)is a shifted lognormal.
dS(t) = o(H)(bS() + (1 —b)So) Vz(HdU(#), 5(0) = So
ds(t) = a(t)b(S(t) + 50) Vz(hdUu(t)

So) Vz(tH)dU(t)
S(t) + iso =exp { f (b Az(HdU(t) + 1og(s0 + 1—_1’50)}
b 0 b
t
= %exp‘fo‘ o(t)b/z(t)dU(t)
S t
S(T)—-Sg = > (expf o(t)bz(t)dU(t) - 1)

f +
(S(T)—So)+=%(exp fo a(H)b z(t)dll(t)—l)

( (t)+—b50) = (t)b(S(t)+

The right-hand side of the equation (exp fot o(t)b /z(t)dU(t) — 1) can be regarded
as Black-Scholes model, with the spot price being 1, strike price being 1 and
interest rate being 0.

Therefore,

(S()= S = 2 (N(@) - N(@)

With

dy =

log(So/K) + (r + (vol)? /DT _o- \/_ 1
Sb VZ(T)
o T o

dy=dy—o VT = —%b VZ(T)

N(y) = \/% f_ yoo ¢~*/2dx is cumulative function of standard normal distribu-
tion. Z(T)is defined in A.10.

(A.11)

(1) - 50" = 22 (N (50 VZD) - N~ yZ(T))
Ao

We note g(x) = 3 (ZN ( b \/J_C) - 1)
So we get an equat1on for A:

T T
IEg( fo oz(t)z(t)dt):lEg(/\z fo z(t)dt) (A.12)

Now we make an approximation for g(x)
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We have obtained g(x) = s_; (ZN (%) - 1)

Here, N(y) = —— f Y e¥/2dx is cumulative function of standard normal dis-
oo Var J-eo
tribution

N
Note that, N(%) = \/% f_; e 124t

The derivative respect to x is:

) - e

So, we can approximate N (%) with p+ge™™
That’s to say,
g(x)~a+be ™ (A.13)

a,b and care constants, which are to be determined.
Substitute (A.13) into (A.12), we get:

T T
a+bEexp (—cf oz(t)z(t)dt) =a+bEexp (—c)\2 f z(t)dt)
0 0

T T
lEexp(—c f az(t)z(t)dt) =Eexp (—c)\2 f z(t)dt) (A.14)
0 0
And the constant ccan be given by:
__8"©
g’

T T
(=EZ{t) = fo o2 (NEz(Hdt = zg fo o (t)dt

We note the Laplace transform of Z(T) as:
¢(u) = Eexp(-uZ(T))
And the Laplace transform of z(t) as:
T
Po(p) = JEeXP(—u f z(t)dt)
0

Substitute the transforms above into (A.14), we get the equation, from which we
can solve the parameterA.

_g//(c) 2) _ (_g//(c))
(PO( 0" )7\ "50 (a.15)

The Laplace transform can be presented as:

¢(u) = exp(A(0,T) - 20B(0, T))
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A(t,T) and B(t, T) suffice the Riccati system of ordinary differential equations:

A’(t, T) - 0zoB(t,T) =0 (A.16)

B'(t)-6B(t,T) - %nsz(t, T)+ uc?(t) =0 (A.17)
A(T, T)=B(T,T)=0
Wheno(t) = 1, we arrive from ¢(u) to ¢o(u). This case can be solved explicitly.

Po(u) = exp(Ao(0,T) —z0Bo(0, T))
2u(1 -7

Bo(0,T) =
00, T) O+y)A—e7T)+2yeT
2620 2)/ u
Ap(0,T) = 1 -26 T
00, T) 1> 8 6+y(1—e‘VT)+2ye‘VT) O+y

Here,y = /02 +21u
To solve (A.15), we use Newton’s root searching method. We use recursion
to get the solution of f(x) = 0.

_ f(xn)
f'(xn)

Because the scope of A? is relatively small, saying [0,2] typically, Newton’s

Xn+1 = Xn

method works very fast.

(A.16) and (A.17) are called Riccati system. When o(t) is not constant, Riccati
system doesn’t have explicit solution. In this case, we employ Runge-Kutta’s
method to solve it numerically which concludes the result.0

A.3 Proof of proposition 28

According to the definition in equation (A.4)

+ 2
z(t) (fo \/z(u)o(u)dW(u)) }

»*(t) =E

We note Y(t) = fot vz(W)o(u)dW (i) and N(t) = Y(+)>.
Apparently, N(0) = Y(0) =0.

E[Y(#)] =0

E[N(H)] = zo fo t a(s)?ds

dN(t) = 2Y()AY(#) + d(Y);
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dz(t) = 0(H)(z0 — 2(5))ds +(s) Vz(s)dV (s)
with z(0) =z

S
E [z(s)z] = zg +zge 200 f eze(")”y(u)zdu
0

Here we use the integration by parts (X;Y; = XoYo + fot Xs—dYs+ fot Y, dXs+
<X/ Y)t)

v*(t) = E[z()N(#)] (A.18)
t t
= ]EL[O z(s)dN(s) +j(; N(s)dz(s) + (z,N)t] (A.19)

The first term of equation A.19:

t I t t
IE[‘f0 z(s)dN(s)]z]E_fO z(s)~2Y(s)dY(s)+fOz(s)d(Y)s]
i t
=E d(Y),
| | = >]
[ t
= f z(s)zo(s)zds]
ht 0
= f E [2(s)?] o(s)*ds
0

The second term of equation A.19:

[ f N(s)dz(s] [ f N(s)6(s) (z(0) — z(s)) ds + f N(s)y(s) vz(s) dV(s)]

t
—ZOJO‘]E[N(S)]Q(s)ds—fO‘]E[N(s)z(s)]@(s)ds

The third term of equation A.19:
t
E[(z,N)] =E [ fo Y(s)z(s) -4Y(s)20(s)p(s)ds]

¢
:4f y(s)a(s)p(s)E [z(s)N(s)] ds
0

Finally we get,

E[z(ON(H)] = A(t) + fo tB(s)IE[z(s)N(s)]ds (A.20)
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Or,
t
2 =A B(s)v?(s)d
() = A+ fo (5P (6)ds
dz:;(t) = A’(t) + B(HvA(t) (A.21)
with

t t
A(t) = fo E[2(5)] o(s)*ds + 20 fo E[N(s)]0(s)ds

B(s) = 4y(s)a(s)p(s) — O(s)
v*(0) =0

Note that the ordinary differential equation (ODE) A.21 is easy to solve if all
the parameters are constant. The solution in this case is,

02(t) = e/ B ( f A’ (e JBO g 4 K) (A.22)
K is the constant of integration,

K=- f A’(He~ S BOd gy

t=0

Now we consider all the parameters of the model is piecewise constant. The
ODE A.21 can be solved in each interval. And the initial value for each interval
is the last value for the last interval.

Suppose we have n periods: 0 =ty <t; <tp <---<t,=T.

When t;_1 <t <t;, we note o(t) = g, y(t) = yi, p(t) = pi, O(t) = 0; ,B(t) = i,
B(t) = Bi = 47/i0ipi - 61‘.

Now solve ODE A.21 on interval [t;_1,t;], with the initial value vf_l = v%(ti_1).
We obtain the solution for t € (t;_1, ],

3(f) = ef B! ( f A'peS B<f>dfdt+1<) (A23)

K:viz_le—fB(t)dt_ fA/(t)e—fB(t)dtdt

(A.24)

t=tiq

For the first period, initial value v% =2(0) = 0.



APPENDIX A. PROOF OF PROPOSITIONS 131

Now we substitute the initial value and develop equation A.23. It yields,

1 1
2 _.2 _Bi(t+1 Bi(t—t;_ 2 2
ve(t) =v;_e (t+ )+(e ( 1)_1)0iZO_BZ‘ (Zo+—26iyi)

1 (h—p (bt
+ Z%O?Qig (EB’(t t”l)BitZ‘_1 + eB’(t fio) Bit - 1)
i
1 2

o Z())/l2 (6

I S Bi(t—ti-1)-20iti1 _e—ZQif)
20i(B;+26;) '

with B; = 4y;0p; - 0.
It proves proposition 28. O
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Produits Dérivés des Matiéres Premiéeres:
Modélisation et Evaluation

RESUME : Les prix des matiéres premiéres ont augmenté a un rythme sans précédent au
cours des derniéeres années rendant les dérivés sur matieres premiéres de plus en plus
populaires dans de nombreux secteurs comme I'énergie, les métaux et les produits agricoles.
Le développement rapide du marché des produits dérivés sur matieres premiéres a aussi induit
une recherche vers toujours plus de précision et cohérence dans la modélisation et I'évaluation
de produits dérivés des matiéres premieres.

Reposant sur le principe de diffusion équivalente introduite par Gyéngy, nous montrons que le
modéle de Gibson Schwartz et le modéle de Gabillon peuvent se réduire a un modéle a un
facteur dont la distribution marginale peut étre explicitement calculée sous certaines conditions.
Ceci nous permet en particulier de trouver des formules analytiques pour I'ensemble des
options vanilles. Certaines de ces formules sont nouvelles a notre connaissance et d’autres
confirment des résultats antérieurs.

Dans cette theése, nous étendons les idées de Piterbarg a la famille des modéles a volatilité
stochastique en rendant le concept plus général. Nous montrons en particulier comment
introduire des parameétres dépendant du temps dans les modéles a volatilité stochastique et
explicitons différentes formules de calcul explicite du prix d’options vanilles, permettant ainsi
une calibration des parameétres du modeles extrémement efficace.

Mots clés : Produits Dérivés des Matiéres Premiéres, modeéle de Gibson Schwartz, modeéle de
Gabillon, Théoreme de Gybngy, modele a volatilité stochastique, parametres dépend du temp.

Commodity Derivatives:
Modeling and Pricing

ABSTRACT : Commodity prices have been rising at an unprecedented pace over the last years
making commodity derivatives more and more popular in many sectors like energy, metals and
agricultural products. The quick development of commodity market as well as commodity
derivative market results in a continuously uprising demand of accuracy and consistency in
commodity derivative modeling and pricing.

In this thesis, we prove that there is mathematical equivalence relation between Gibson
Schwartz model and Gabillon model. Moreover, inspired by the idea of Gyéngy, we show that
Gibson Schwartz model and Gabillon model can reduce to one-factor model with explicitly
calculated marginal distribution under certain conditions, which contributes to find the analytic
formulas for forward and vanilla options. Some of these formulas are new to our knowledge and
other formulas confirm with the earlier results of other researchers.

We extend Piterbarg's idea to the whole family of stochastic volatility model, making all the
stochastic volatility models having time-dependent parameters and show various formulas for
vanilla option price by employing various techniques such as characteristic function, Fourier
transform, small error perturbation, parameter averaging, etc.

Keywords : Commodity derivative, Gibson-Schwartz model, Gabillon model, theory of
Gyongy, Stochastic volatility model, time-dependent parameter.
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