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Abstract

In this report, we present extensions of the SABR model to negative rates applied to the swaption market. We
start by briefly presenting the classical SABR model. Then we study the Shifted, Free Boundary and Mixture
SABR Models. Numerical experiments are performed on these models to assess their performance, in particular
we detail the calibration process for the Mixture SABR and apply it on market data.



Sammanfattning

I den hér rapporten presenterar vi utvidgningar av SABR modellen till negativa rdntor pd swaption mark-
naden. Vi borjar med att oversiktligt presentera den klassiska SABR modellen. Direfter studerar vi Shifted,
Free Boundary and Mixture SABR modeller. Vidare utfors numeriska experiment pa dessa modeller for att
utvirdera dem. Speciellt forklaras kalibreringsprocessen i mer detalj for Mixture SABR och den tillimpas
sedan pd marknads data.
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Chapter 1

Introduction

The simplest and most commonly used model for pricing European options is the Black-Scholes model. The
log-normal model assumes that the underlying asset follows a geometric Brownian motion. Under this model,
there is a bijection between the option price and the volatility. Therefore when using Black-Scholes for pricing
options with different strikes, one should use the same volatility. This is not coherent with market quotes, as
the observed implied volatility is not a constant function of the strike, in fact we observe a volatility skew or smile.

In order to take into account this behavior, local and stochastic volatility models were introduced. They
offer an arbitrage free approach to match market quotes. In this thesis, we focus on the SABR model and its
extensions to negative rates applied to the swaption market.

The SABR (Stochastic Alpha Beta Rho) model was first introduced by Hagan et al. in [1], where an ap-
proximation of the Black Scholes implied volatility as a function of the maturity and strike was derived. This
formula is simple to implement and its execution is almost instantaneous, hence its popularity among practi-
tioners. Nevertheless, this approximation has some limitations as many assumptions were made in order obtain
the final formula. In order to deal with such constraints many authors proposed refinements and new methods.
This topic will be addressed in the first part of this thesis.

In the SABR model with S # 0 rates are implicitly assumed to be strictly positive. This hypothesis seemed
appropriate at the time the model was first presented. Recently rates have reached negative levels. Thus an
extension to negative rates has become crucial. The second part of this thesis present such extensions, starting
with the Shifted SABR and ending by a detailed study of the Mixture SABR [2].

Numerical experiments are performed in the second part, as we are interested in calibrating and using the
models with negative rates. The final goal is to use the Mixture SABR with market data, and assess its perfor-
mance in comparison with the Shifted SABR.



Chapter 2
Swaption pricing

A swaption is an interest rate option where the holder has the right to enter an interest rate swap at a certain time
in the future with a prefixed swap rate K. Let 7" denote the maturity of the option, and 7;, the maturity of the
underlying swap. The time frame [T, T;,] is commonly referred to as the tenor.

We assume that each fixed payment on the swap is the fixed rate times 7; L, where L is the notional amount
and 7; is the year fraction for the payment at T;. Therefore the cash flows are exchanged on the swap payment
dates: T4, 15,..,TN.

We define the swap rate F} as the fixed rate that makes the swap having a zero value at time t.Assuming the
forward swap rate at maturity is F7, the payoff of a payer swaption is:

nL(Pr — K)" attime T; € {11, T», .., Tn'} 2.1)

Therefore the payoff at maturity 7" is given by:

N
> #LP(T,T) (Pr— K)* 2.2)

i=1
We define the annuity as A(t) = Y i | 7;P(t,T;). It is the value of contract that pays 7; at times (7 );cq1,., v}
Using this notation the present value payoff of the swaption at time T can be written as:

LAT) (Fr—K)" (2.3)

Since the annuity is a traded asset with a strictly positive value, the price of the swaption can be obtained by
considering the equivalent forward risk neutral measure with respect to A(¢).

V(t) =L A(t) B4(Fr — K)*] (2.4)



In this report the swap rate F is modeled under the annuity measure, the price of a swaption is then the price
of call (or put) on Fr times the annuity. In particular £ denotes the expectation under this measure.

Furthermore the value of the rate in a mono curve framework is given by:

P(t,Ty) — P(t,Tn)

F, = 2.5
t AQD) 2.5)
Therefore F; is a martingale under the annuity measure and:
F, = EAFy] (2.6)

This result also holds in a multi curve framework (see [3]), as the denominator doesn’t change.

Example: Log-normal model

We assume that the forward rate follows a log-normal model. Based on equations 2.4 & 2.6 the price is given
by Black’s formula:

V(t) = LAW)[FoN (d1) — KN (d)] @.7)

where

2

_log(R) — G (T —t)

di =
! ovl —t
do=dy —ovVT —t

and M the standard normal distribution function. One can find further details for the derivations above in [4].



Part 1

The SABR Model



Chapter 3

Hagan implied volatility approximation

The SABR model was first introduced in Hagan et al.[1] (2002). Since then it has been extensively used by
practitioners mainly as an interpolation tool for swaptions cubes (Implied Volatility, Maturity, Tenor). Under
this model, the underlying forward rate has the following dynamics:

dF, = oy FPdw,', F(0) = f (3.1)
doy = vo dW,2, o(0) =« (3.2)

where dW;'dW;? = pdt. W', W? are Wiener processes and c, 3, p are constants.
In this chapter we will first present the main result of Hagan et al.[ 1], then we will give some instructive elements
of the proof that will enable us to understand the limits of the approximations leading to the final formula.

3.1 Main results

Hagan et al. presented a closed-form approximation of a Black’s implied volatility as a function of the spot f,
the strike K, the maturity 7" and the SABR parameters. Thus the price of a European option is obtained by
inserting this implied volatility into a Black pricer.

The implied volatility o (7', K) is given by the following asymptotic approximation:

op(T, K) = a . <$ (Z)> (3.3)
—R)2 —_ R4
(fK)(IB)/2{1 + WP 10g2(f/K) + Ui logh (/) + }
(1-8?2 o 1 pBva  2-30,
{1+[ 5 GRF T agR ARt e T+..
Here z and x(z) are defined by:
v _
2= —(FK)""10g(f/K) (3.4)
J1— 2 _
2(z) = log{ ! 2”?“2 rteop (3.5)
—p
This formula (3.3) is reduced for at-the-money case K = f to:
B .« (1-p8)?% o 1 pBav  2—3p% ,
oary = op(f, K) = f(l—ﬂ){1+ [ o e Tapm T VT GO

These formulas are the main results in Hagan’s et al. paper [1]. This approximation has the virtue of being
straightforward to implement, and provides an almost instantaneous price for European vanilla options, also the



4 degrees of freedom of the model permit to capture many forms of the volatility smile. However there are some
restrictions one should consider. In the next section we explore these restrictions while going through some
elements of the proof.

Remark. Hagan’s implied volatility has a small time T asymptotic form and can be written as:

o3(K,T) = o%(K)(1+ o5(K)T) + O(T?)

3.2 Proof structure

In order to derive equation (3.3), the following general dynamics are considered:

dF; = 6C(F)dW;', F(0)=f

3.7
6, = 06,dW;2, 5(0) = a G-

where the SABR model dynamics correspond to the special case C'(f) = f. The analysis is based on a small
volatility expansion, where both the volatility & and the vol of vol ¥ are assumed to be small, and therefore can
be rewritten as ¢ — €, U — ev for € > 0. Thus the dynamics 3.7 become:

dFy = ecC(F,)dW,', F(0)=f
a

3.8
doy = evodW,2, o(0) = (5-8)

The final result is then derived by following the steps below:

1. Derive the partial differential equation satisfied by the correspond transition density function.

2. Solve the PDE using singular perturbation techniques. The option price for the general model 3.8 is then
obtained by a applying a simple integration with respect to time.

3. Compute the option price V (¢, f, o, K) with F following the normal model by setting:
C(f)=1,v=0and e = o
Then the normal implied volatility o (K, C(f), c, v, p) is obtained by equating the prices:
V(t, fyon, K) =V(t,C(f), e, v, p)
4. We then use this normal implied volatility under Log-normal:
C(fy=f,v=0andea=o0p

we write it as 0B (K, f, o).

By uniqueness of the price under the general SABR model, and uniqueness of the corresponding nor-
mal implied volatility, the Black’s implied volatility is obtained by solving:

UN(K?C(f)7a7V?p) = Uﬁ(K,f,O’B)

5. Take C(f) = f* in the Balck’s implied volatility, thus yielding Hagan’s formula.

3.3 Elements of the proof

Following the plan in the previous section, we present some elements of the proof. These elements will allow us
to get an understanding of the approximations made, and therefore the limitations on using the final formula.The
purpose here is not to derive the intermediate results, but rather present them with some remarks regarding the
approximations made.
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Step 1

As this step is the starting point, we give it in more detail. We derive the price and the PDE that is to be solved.
Suppose the dynamics of the forward swap rate F are given by 3.7, and that the state at time t: F'(t) = f,
o(t) = a. Define the transition density function p as:

pt, f,a; T, F,5)dFds = P(F < F(T) < F+dF,c <o(T) <& +do | F(t) = f,o(t) = a)

F and & are introduced to distinguish the variables of the transition density function from the processes. Also
for simplicity Jx denotes the partial derivative operator with respect to X.

The transition density function p satisfies the forward Kolmogorov equation:

orp = 262628,51;13[02(15)19] + vy [G2C(F)p] + %e%ﬂa&& [a2p)] (3.9)

Fort <T,andp = 6(F — f)6(6 — a) att =T.

Let V (¢, f, ) be the value of a European call option at date t, with F'(t) = f, o(t) = a. Let T, be the
option’s exercise date, and let K be the strike. Omitting the discount factor D(T¢;), the call option value is
given by:

V(t, f,a) = B{[F(T..) = K|" | F(t) = f,0(t) = a}

By rewriting the transition density function p as:
— — TESE —
p(t, f: Q3 Ta F7 6-) = 5(F - f)(;(é’ - O[) + / 8Tp(t) fa OZ;T, Fu 6)dT)
t
we can rewrite the option value as:

Tex [ee) [ee]
V(t, f,a)=[f — K|T + / / / (F — K)orp(t, f,a; T, F,5)dodFdT (3.10)
t K —00

Using the equation 3.9, we substitute drp into 3.10.

V(t, f,a)=[f - K] / - / / (F — K)620ppp|C?(F)pldadFdT

& /t - /K (F - K){ / ) (pu@FU[J2C(F)p] + ;u2agg[a2p]>da}dFdT

since
Or[0*C(F)p| , 95[a*p] — 0 when & — +o0
Therefore the option price reduces to:
TEI —
Vit f,a)=[f - KI* / / / 75 [C?(F)pldFdadT (3.11)

11



In the expression above the integration order was changed. We perform an integration by parts twice with re-
spect to F":

|~ K10 ICHEWIAF = [ - K)0glCF)l] -~ [ a0plCHFyplaF
K K

Substituting this expression in 3.11 yields:

v+, Lo e [0, —\ 7=
Vit o) = [ = K1+ 5¢C3K) [ [ttt 0, K o)daaT

This can be further simplified by defining:

P(t, o, T, K) = / o2p(t, f,a, T, K, 5)dodT

—0o0
Thus the price can the be written as follows:

Tex
V(t, fa)=[f - KI" + %802(1() t P(t, f o, T, K)dT

P then satisfies the backward Kolmogorov equation:

O P + %e2a202(f)affp + Epra’C(f)0sa P + %e%?a?awp =0, Vt<T (3.12)
And P = o?5(f — K) fort =T.

Since ¢ doesn’t appear in this equation, P depends only on 7" — ¢ and not on ¢ and 7" separately. Hence, we
define the following integration variable:

T=T—-1
Using this, we can write the price as follows:
V(t, f,a) = [f — K" + %8020{) / P(7, f, 0, K)dr (3.13)
t
where 7., = T — t. And P is solution of:
. P = %8@202( )05 P+ Epva’C(f)0saP + %e%ﬂa?awp, V1 >0 (3.14)

And P = o?§(f — K) for 7 = 0.

12



Step 2

Equation 3.14 is solved using singular perturbation techniques. The solution is then substituted in 3.13 to obtain
the price under the SABR model with the general function C'(f):

f - K]

3
“2¢79q 3.15
IV R (319)

V(t, f,a)=[f - K]"

with

€z

f—K

I3 (evz) ) 1

€20 = log < B(O)B(eaz)> + log < + ZEprable

Pricing a call option with this expression is not practical as the resulting formula is too complicated. At this
point the price is given to a precision up to O(e?). One should refer to [ 1] for the definition of the different terms.

Step 3

We consider the normal model:
dFt = O'Nth, F(O) = f

This is a special case of the SABR model with C'(f) = 1, v = 0 and e« = o . In this step we need to express
the normal volatility o in terms of the SABR parameters. This volatility can then be used as an input under
the standard Normal model. We proceed by inverting the equation:

V(t, foon, K) =V (t,C(f), v, p)
In order to do this, Hagan considered a small time expansion in 7., and therefore in T¢,.
on(K) = 0% () (1+ ok (K)o ) + O(T2)

This approximation could lead to wrong values for large maturities. This approach leads to the following ex-
pression:

K
on(K) = ej(ff a7 )'(@fg))' (3.16)
K &7
_ 2
{1 + [27224 i o C*(fav) + 4PVCV’71C'(fau) + 2 Qi)p 1/2] ETor + }

Where

e _ C(fav) O (fa)
fcw_ fKa Y1 = C(fafu>7 Y2 = C(fay)

vfi-K . 1—2p§+&2—p+¢
L=, az(&)—log<v ot )

&=

The price of a European call option with exercise date 7, struck at K under the SABR model can be computed
by using o in the normal model.

13



Step 4

we consider the Log-normal model:
dF; = opFidWy, F(()) =f

The normal implied volatility from the previous step is used under the Log-normal model with C(f) = f,v =0
and e = op. In order to obtain o3, we need to invert the following equation:

UN(K,C(f),a,V,p) = O-]%(th?O'B)

This results in the following expression:

” alog(f) £
5(K) = T v -<£€>>- (3.17)

+ _ 2
{ ” 22N T g, 4 renC(u) + 2] Pt }
Where
vf-K V1I—=2p6+& —p+¢

As for the implied normal volatility, op should be inserted in a Black pricer in order to obtain the price of a
European call. This result was obtained by using a further approximation, thus better results should be expected
when using oy .

Step 5

Now that we are equipped with the normal and log-normal implied volatilities for the general function C'(f),
we only need to use the special case C(f) = f5. Doing so for o yields Hagan’s formula.

We won’t give the calculations, however we should note that this process requires making another approxi-
mation. In fact Hagan considered an expansion in log( ), this implies K to be not so far from f.

3.4 Hagan’s formula refinments

The derivation of Hagan’s formula required several assumptions, these can lead to inaccurate results in some
cases. In particular o, v, Te, are assumed to be small and that K not far from the money. In order to improve
Hagan’s formula some authors proposed new results (J. Obloj [5], L. Paulot [6] and Antonov et al. [7])

Let’s present Antonov et al. results as there are similarities with the approach in the Free Boundary that we

explore in the second part of this thesis. In that paper [7] a new exact formula for the zero-correlation case was
presented as a two-dimensional integration:

O(T,K) = E[(Fr — K)"] — (Fo — K)*
= % KFO{ /i+ MG(#T, s)ds + sin(|v|m) /OO MG(VQT, s)ds} (3.18)

sinh s s+ sinhs

14



where

_t
e 8

tv2mt Js

sinh? s — sinh? s_
$(s) = 2arctan | [ —— —
sinh® s — sinh” s

u2
G(t,s) =2Vv2 u e 2 \/cosh u — cosh s du,

sinh? s — sinh? s

s) = 2arctanh
¢( ) \/sinh2 s —sinh? s_

s— = arcsinh <‘QK_Q()’> and s, = arcsinh (qK * q0>
Ho 1o

K1-8 fl—ﬁ
qK_l—B’ QO—I_ﬁ

O(T, K) is the time value, the call price is given by E[(Fr — K)T| = O(T,K) + (Fy — K)". We note that
function G can be efficiently approximated (see Appendix A. 7), thus reducing the formula to a single integra-
tion. These aspects are detailed in the next chapters as the same function is used for prices in both the Free
boundary and normal SABR.

The general-correlation price is obtained using a model mapping approach. The idea behind this is to find
the general-correlation price using the zero-correlation formula with suitable parameters. In other words, for
an initial SABR model defined by («, 3, v, p) there exist a zero-correlation mapping SABR model defined by
(&, B, 7, 0) such that:

VGC(T,K,O&,B,I/,,O)2Vzc(T,K,d,B,I;,O) (3.19)

In order to do this the authors match the small time expansion of the time value of both models. This however
is not sufficient to completely define the effective parameters, thus some additional constraints must be set. The
chosen parametrization can be found in the Advanced analytics for the SABR model [7]. This model mapping
approach is a general principle and used in the chapter the Free Boundary SABR chapter.

15



Part 11

SABR Extensions to Negative Rates
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Chapter 4

Shifted SABR

4.1 Introduction

The shifted SABR is the first and simplest extension of the SABR model to the low-interest-rate environment.
Despite several short comings it is widely used by practitioners. It inherits the advantages and intuitive param-
eters of the SABR model.

Under the shifted SABR the forward rate has the following dynamics:

dFy = oy(Fy + 5)PdWy', F(0) = f 4.1)
doy = vo dW,2, 0(0) =« 4.2)

where dW;'dW;? = pdt and s a positive deterministic shift.

The shift changes the lower boundary from 0 to —s, thereby allowing F} to reach negative levels. The shift
can be either calibrated as an additional parameter of the SABR model or fixed prior to calibration, the first
option is not adapted as calibrating the shift only influences the skew (already controlled by 3) without adding
a new degree of freedom.

In the next sections we will derive the ‘shifted” Black-Scholes implied volatility as a function of the SABR
process analogously to the classical SABR Black-Scholes implied volatility.

4.2 Call price

In this section we will derive the call option price under the shifted SABR model, assuming that the call option
price under the original SABR model is known.

Let s be a positive shift defined such that:

e Fi+s>0forall0 <t <T.

e K + s > 0 for all considered strikes.

We define the shifted forward rate by: X; = F; + s. We then rewrite the value of a call option as follows:

E((Pr — K)"] = E[(Fr + 5) — (K +5))"]

— B[(Xr — (K + )] @2

Thus the value of call option on F' with strike K is equal to the value of a call option on X with strike K + s.

Furthermore using 4.1, we can write

dFt = O't(Ft + S)Bthl

17



This is the same as

d(Ft + S) = O't(Ft + S)ﬁthl

We then rewrite it using X

dX; = o X Paw,!

Thus X follows a SABR model dynamics with the same parameters as F':
dX; = o X, PdWit, X(0) =z
doy = voydWi2, 0(0) =«

where dW;'dW,2 = pdt.

We conclude that the call option price of a shifted SABR model with the forward f and strike K, is equal
the corresponding SABR model (same parameters) call option price with the forward f + s and strike K + s.

4.3 Hagan’s Approximation for the shifted SABR

In this section we apply the above results to price a call option using Hagan approximation. The forward swap
rate F' is assumed to follow the shifted SABR dynamics.

Let BS(f,T, K, o) denote the Black-Scholes call option price with forward f, maturity 7', strike K ,and
volatility o. The price of a call option on F is then given by:

E[(Fr—K)"|=BS(f +s,T,K +s,0p(K +s,f +5))
= (f + 8)N(d1) — (K + S)N(dg)

where the volatility is given by Hagan’s approximation, as a function of the initial forward rate, the strike and
the shift.

7+ 0+ 21 052 g () 4 ot () + ) )
(1 - 5)2 a2 1 pﬁya 9 _ 3)02 )
{1+ [ 24 ((f+3)(K+S))1_5+Z((f+s)(](+s))(1_5)/2+ 24 I/]T—I—...

Here z and x(z) are defined by:
v _ + s
z:a((f—ks)(K—Fs))(l A2 10g <f >

K +s
1-2 24—
x(z):log{ pi-l_-;—l-z p}

4.4 Conclusion

Shifting the SABR model produces excellent results in terms of fitting market data since it inherits the benefits
of the original SABR model. Furthermore the results presented in section 4.2 show that it is possible to use any
pricing approach under the SABR model only by shifting the forward and the strike. Thus allowing us to benefit
from the different methods developed to improve Hagan’s initial approximation (e.g the Antonov approach).

That being said, the shifted SABR has one major flaw namely fixing the shift prior to calibration. This leads
to two direct problems:

18



* The probability density function of the forward rate degenerates near the lower boundary —s resulting in
a delta mass in that region. Therefore while using this model, traders will usually not hedge close to the
boundary. They would instead allocate additional funds in reserves in order to pay for their inability to
hedge.

* A change in the shift may be required if the rates go lower than expected, this can result in a jump in cal-
ibration parameters. Thus jumps in the Greeks of the trades dependent on the swaption or cap volatilities
may also occur. To cover for potential losses in such situations, traders are likely to be asked to allocate
additional funds in reserves

In the next chapter, we present a new model that doesn’t require such adjustments and that seems more naturally
adapted to negative interest rates.

19



Chapter 5

The Free Boundary SABR

5.1 Introduction

A different extension of the SABR model which does not require determining a shift is presented in “The Free
Boundary SABR: Natural Extension to Negative Rates’ by Antonov et al. [8]. The forward rate is assumed to
have the following dynamics:

dF; = v |F|PdW,', F(0) = Fy (5.1)
dvy = yoedWi%, v(0) = vg (5.2)
with0 < 8 < % a free boundary and dW;'dW;? = pdt.

The results presented in this section only apply to the case Fy > 0. For Fjy < 0, we note that F, = —F; satisfies
the SDE:

dFt = —dFt = —‘Ft"gUtdW1 = |Ft]’8vtdW1,
dvy = yvdWo

where W, = —W. Thus F is a free boundary SABR process with parameters (— Fp, «, 3, —p, y). Furthermore
as presented in the original paper, the time value O (T, K) (defined below) verifies the following relation

OF(T,K) = E[(Fr — K)*] - (Fy — K)* = E[(-K — (=Fr))*] = (=K — (~Fp))*
= E[(K - )] - (K - Fy)" = OF (T, K)
where K = — K.

This model has the advantage of not bounding how negative rates can become, thus providing a flexible
structure for calibration to market data. In the next sections, we present the zero-correlation exact formula for
the value of a call option. Next we present the general-correlation case where an approximation is derived using
a mimicking model similar to the one used in [7] for the SABR model. Finally we discuss the advantages and
drawbacks of this model focusing on calibration to the swaption volatility cube .

5.2 Zero-correlation case

We start by deriving the time value for a CEV (Constant elasticity of variance) model with a free boundary
condition. The forward rate then follows the dynamics:

dF, = |F|Pdw,, F(0) = Fy (5.3)

Where 0 < 8 < % Such dynamics permit Fr to reach the negative values.
The corresponding forward Kolmogorov equation is:

p(t, f) = %(!f\”p(t, s (54)
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A solution to this equation with the initial condition p(0, f) = §(f — fo) can be expressed using the reflecting
and absorbing solutions for the standard CEV Forward Kolmogorov equation:

plt, ) = 5 (pmlt, |£1) + sign(Fpa(t, ) 5.5

where pr and p4 are respectively the solutions of the forward Kolmogorov equation from the SABR model 5.6
with an respectively an absorbing and reflecting boundary condition.

Db, f) = }(f?%(t, s (5.6)

We integrate 5.4 with a payoff h(f) over :

) ( / e, £) df) o, ( / " Rl ) df) o, ( / e, £) df)

—00 —0o0

Using the FK equation and integrating by parts twice, we get:

o [T wmtenyar) =3 [ HOU 0 1)y

1

1 28 +00 oo, 283
= SN = =5 [ W) dr

—_

1

+o0
= S Ppt, 1)y = WP, HIEE+ 5 /0 W' () f2Pp(t, f) df

2 2

1

+oo
=5 /0 ()Pl ) df + %[h'(f)f%p(t, ) = h(H) (e, )1l =0

The integral from —oo to 0 is obtained similarly, thus:

+00 +o0
o [ st syar) =5 [0 O df + GRG0 )~ AT ) 8

—00 2 —00

Let us now consider the payoff h(f) = (f — K)™ of a call option, with the left derivative A’ (f) = (f > K),
and the second derivative b (f) = 6(f — K). Integrating between t = 0 and ¢ = T yields the option time-value:

1 T
Or (T, ) = 3 K [ plt, )t
0

1
2

_ %((’)R(t, K1) + sign(K)O (T, | K1)).

1
KPSt 1) + sien()pa(t )

The call option time-value for the absorbing case was derived in [9], the reflecting case is given in [8] resulting
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in the free time-value:

Op(T,K) = |K’F0<KZO/ We_wd¢
W = (gzocosh(ily) inh(|v|¢))) sinh ¢ 67
. o K>0COS 14 + K<oSln v sin  g(btoosh )
—i—sm(|V|7T)/0 b1 cosh e T d?/})

— _ |FoK|'—8 _ 1 | Fo|2A-8) 4| K 2(-5)
Where g = S5 ———, v = 3B and b = SR R|TF .

Equipped with this result we can derive the exact option-time value of the zero-correlation SABR using that:

0BT, K) = BIOGEY (71, K)], (5.8)

where the stochastic time "7 = fOT vfdt” is the cumulative variance for the geometric Brownian motion v;.
Substituting 5.7 into this equation yields:

0PI, K) = EJOGFY (1, K)]

| K| Fo /’T sin(|v|¢)sin ¢, —alb=cos ¢)
= - B — T d
™ K20 0 b — cos ¢ le T |d¢ (5.9
o0 (k>0 cosh(|v|w) + g<osinh(|v|p)) sinh @ albreosh v)
. > . ]
—I-Sln(‘l/‘ﬂ)/o b+ cosh ¥ [e T ¢>
Here we can see that we need to compute an expectation over the stochastic time of the form E[e—%], To ac-

complish this, we use the moment generating function of the inverse stochastic time derived in [9].

T 2
Ele 7] = M7 (5.10)
cosh s
t
e s &° w2
G(t,s) =2V2 we 2 v/cosh u — cosh s du, 5.11
(t,s) el (5.11)
V2
s(\) = sinh™? <U’y> (5.12)
0

Applying this result to equation 5.9 with A\ = G(b — cos ¢) and A\ = (b + cosh ) yields:
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OSABR(T K \/|KF0 { k=041 + sin(|v|m) Ag} (5.13)
With the integrals A; and As:

_ [T sin ¢ sin(jv|¢) G(TV?, 5(¢))
= _/0 b— cos ¢ cosh s(o) de, (5-14)
hym [ 50 ez b)) G0

2T 0 b+ cosh 1) cosh s(1)

W (5.15)

And the parametrization:

__ |RK"?
a-e
B 1
2(1-5)’
|Fo|2(=8) + | K|2(1-P)
N 2| FoK |1 =P ’
sinh s(¢) = Ul 2q(b — cos ¢),
sinh s(y) = i 2q(b + cosh )
v

This exact pricing formula contains double integrals leading to time consuming computations, as a result mak-
ing calibration impractical. Fortunately it turns out that the function G can be well approximated by a closed
formula, thus reducing the problem to simple integrals.

5.3 General-correlation case

Antonov shows that the zero and general correlation free boundary SABR models have the same small time
expansion for the option value, thus in order to obtain the price in the general correlation case we use a model
mapping approach.

To do so we define a zero-correlation free SABR (mimicking) model:

dF, = |FyPod W,
dvy = 30,dWo
where E[dWlde] = (. The parameters of this model are set such that,
Ve (T, K, 0, 8,%,0) = Vi (T, K, vo, 8,7, p)

The zero-correlation effective parameters (7o, A, 7) are calculated by matching the small time asymptotics with
non-zero correlation model. This approach allows a projection of the general correlation into the zero correla-
tion, for which there is an exact pricing formula. Here we use the effective parameters given in [8], and initially
derived for the SABR model in [7].

* Strike-independent parameters: B, Y

s
I
=

(5.16)

) 3 B
=2 = S10°0" + wovp(1 - BYFS (5.17)
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* Strike-dependent parameters: g
The initial stochastic volatility is calculated as a time expansion:

g0 =05 + T8 + .. (5.18)

The leading volatility term can be expressed as

_(0) _ 2®46q7
vy = 321 (5.19)
where
5
Umin + pUo +70q | 7 2 2¢ 9 2
P = d =0 2vpd
< (1 + p)Uo > and Up,p, Y7 0q” + 2vpoqug + Vo
for
LB _ | (18 LB _ |18
5q:| | | Fol and&j:| | |£o
1-p 1-3
where k is set to:
k = max(K,0.1Fp)
The first-order correction is more complicated and is given by:
() b
07 — ~ ~2 0 min ~ —
@0) Y ].+R Rln( 1+R2+R) for R 6(0)7
0 Vv 0
where
Umin = \/’{25q2 + (170(0))2
and B, is the so-called parallel transport, defined as
B P
Bin = — — o — -1
min 2(1 — 5) 1_ p2 (77 o — arccos p )
Here we have
; )
L= Umin__ and g = arccos ( — W)
q 1- PQ Umin
and
2 ug+L L
I —=— arctan (h) — arctan (@)) for L <1 5.20)
1 ug(L+vVL2—1)+1
A (uo(L—\/vL2—1)+1) for [ > 1

As mentioned above, this approach is based on matching parameters of the zero and general correlation free
boundary SABR models by using a small time expansion. This yields an unstable parametrization, as it is possi-
ble to find a set of parameters that results in a negative effective initial volatility 9. This is more likely to occur
for long dated options, as the small-time hypothesis will no longer be valid. In such cases, the contribution of
first-order correction becomes more important than that of the leading volatility term.

Due to such constraints we choose not calibrate this model to market data, but instead use the Mixture SABR
model (6). However, in the remainder of this chapter, we address the ATM (At-The-Money) limits (K — Fp)
of this parametrization, and perform numerical experiments that highlights some interesting aspects of the Free
Boundary that motivates the study in the next chapter.
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ATM limit

We note that the initial stochastic ¥y parametrization requires taking careful limits ATM. These limits are not
provided in the original paper, since these results are very similar to what was obtained in [7] for the classical
SABR model. Here we use the same approach as in Appendix C of that article.

Proposition:

The ATM limits for the initial volatility are given by the following results:

e The leading order ATM limit:

9 | e, = o (5.21)
e The first correction ATM limit:
~(1) 2
=5|1— = — 50" |7+ BpvovE (5.22)
17(()0) k=r 12 7?2 4 0

Proof. In the following we assume that 5 = §.
Since the forward rate Fy is assumed to be positive we have k| x—p, = Fp. which yields:

k1P — | R
1-5

dqg=408q = —0 as K — Iy

Let us expand the different expressions defined in 24. We define 6z = yg—g, and consider the small §z expan-
sions:

® Unin = \/ 204 + 2ypdquo + v
=wvoV 1+ 2pdz + 022

1 1
=vo(1+ pdz + 5(1 — )% — §p(1 — ph)6z3 + 0(62%))

Umin + PV + 75(]
(14 p)vo

B <5z+,o+“g;”>“
N 1+p

a
> where a =

=2 |

—_

1 1 @
e [52 +p+1+4+poz+ 5(1 — )62 — §p(1 — 3623 + 0(524)]>

i, [(1 +p)+ (14 p)oz + %(1 —pH)62% — %p(l —pH)o3 + 0(524)]>a

=(1+62+ %(1 —p)oz? — %p(l — p)dz* + 0(521))"
=14adz+ g(l —p)o2? — %p(p —1)623 + a(a2— 1)5,22 + ala - 12)(1 —r) 623
ala = 1é(a —2) 62% + 0(62Y)
—tase+ MNP 5 s ) 48— 1)(1— p) + (a — 1)(a — 2))52° + 052

2 6
1
=1+adz+ 5a(a —p)oz% + %(3/}2 —1—3ap+a?)62> + 052"
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Using this result, we can compute the expansion of ®2 — 1:
®2 =1+ 246z + ala — p)dz* + %(3,02 —1—3ap+a?)623 + a?02% + a*(a — p)62> + O(62%)
®? — 1 =2adz + a(a — p)6z* + %(3p2 —1—3ap+ a® + 3a*> — 3pa)éz® + O(521)

®? —1=2adz 1+(a—7)52+ (3,0 —1—6ap+ 4a*)62% + O(52%)

6
72“52 —_1—(a—8)5 —7(32—1—6 +4a?)62* + (a? )5 0(82")
1 59z = £ (3p pa + 4a”)dz pa+ 2“4+ 0(6z
2adz P 1 9 3 9\ 9 3
— 14 (P _ 21 _°
1 +(2 a)5z+6( + 2a 5P )0z° + O(62°)

The expansion of the leading volatility term 5(()0) is then given by:

. 17(0) _ 204q7y
O T2 1
206z

=wtgr Ty

= vo( + adz + —p)o22 + 0(5,23)) (1 + (g - a)éz + 6(1 + 2a* 2)522 + 0(523))

:vo[l p52+ g—a)—i-g(a—p) 6(1+2a ))(52 +0(62 )]

= [1 péz —l— (1—a? 3p2)522 + 0(52'3)}
Particularly the leading volatility ATM limit is:

96 | e g, = vo0 (5.23)

Let’s now expand the correction term:

17(1) - % 1n<;8;};m > - Bmin _ S
00) =4V14+R— 0 7 — for R= ((10
By RIn(V1+ R?+R) g

First, we rewrite R in terms of ®:

)

5 0qY 647 o -1
R= = _(®2 1) =
5[()0) 2<I>(5qu( ) 29

Let N denote the numerator and D the denominator of the correction term. We have:

2
D= VI;FR n (V14 R +R)

where
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= 2 _1)2
Vit =14+ &0

4P2
1
= — /492 + (2 —1)?
55 V407 + ( )

1
- P2 1)2
5g V(22 +1)

9741
29

Using this expression yields the following :

0241 20 9241

<1>2+1+<1>2—1

D= = 1
% -1 - o1 s 55 )
o2 1
=— In(®
Furthermore:

®=1+adz+ 0(62°)
which gives us

P21
P2 41

= adz 4 0(62%) and In(®) = adz + O(62?)
Thus the denominator has the following expansion:

D = a?52* + 0(52°)

Let’s now expand the numerator

‘We have:

770 6min

o In(voUmin) = In(vd) + In(1 + pdz + %(1 — 1022 + 0(62%))
— 1 2 2 ﬁ 2 3
=2Invy + pdz + 2(l—p )0z — 5 0z + 0(62°)

1
=2Invy + poz + 5(1 —2p%)022 + 0(62%)

The second term is more complex. We start by expressing v using terms with know expansions.

= P2 41
Buin = /72002 + (0)2 =V R =)L
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Thus,
(53" Bmin) = 255" + In(®2 + 1) — In(2D)

We then use the derived expansions of ®, 2 and 17(()0).

2
In(®? +1) =1In2 + adz + ala — 5)522 — %(522 +0(62%)

=In2+adz+ %(a —p)82% 4+ 0(623)

2
In(2®) =In2+ adz + g(a —p)oz? — %5732 +0(02%)

=In2+adz — %(5,22 +0(02%)

~(0) _ Lo 2 35 2_&2 2 3
21In 7, —21nv0—|—p6z+3(1 " —5p )0z 4(52 + 0(62?)
1
=2Inwvg + pdz + g(l —a® - Zp2)522 +0(62%)

Therefore we obtain:

o (8 tmin) = 230" + In(®2 + 1) — In(20)

0, @
=2Inv;’ + 5522 +0(62°)
2

1
= 2Invg + pdz + §(1 + % - %p2)522 +0(02%)

Hence

In (W) = I0(vgUmin) — (3 Tnin)
UO Umin

1 3
= 6(1 —a?— §p2)5z2 +0(02%)

Furthermore, we use the expansion of the parallel transport By, derived in [7].

1 8 ¢y 3 Fy’
Bmin = ———— +O(6 where =
115" 300 (0g”) ©=13
1 B Vo ¢ 2 3
— - P 50521 0(62
11— 8" q0y (9=%)

Thus the nominator has the following expansion:

1
N=4—(1-d*— §p2)6z2 18 p%&Z +0(52°) (5:25)

12 2 41-p8"¢q
The expansions 5.24 and 5.25 lead to the correction term ATM limit:

v

2,2

3 1 Vo
= —(1—a®>—=p2)622+ = —
[’y ( 5P") 11507
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Substituting a, go and §z by their respective expressions, yields the ATM correction:

5

7

1 ( ¥ 3 2) s 1 51
=<\1— =5 — 5, )7 + ;BpvovFy (5.26)
Kk—p, 12 22 4

5.4 Numerical Experiments

In this section we will present the numerical results obtained using our implementation of the Free Boundary.
We will start by presenting the probability density functions for a given set of parameters, then we will compare
our call prices results to the ones in the original article [8]. Finally we will focus on the particular case of zero
strike and/or zero forward.

5.4.1 Free Boundary SABR PDF

Let C(K,T) = E[(Fr — K)™] denote the call price with maturity 7" and strike K. And let fr denote the
implied probability density function. In order to derive it, we use the approach of Breeden and Litzenberger

[10]:

+oo
ﬂKﬂ=EW%—mﬂ=/ (& — K)* fp(r)ds

o0

+o00
— [ - B fe)ds

K

Taking the derivative with respect to the strike yields:

(W = —Kfp(K)+ Kfr(K) - - fr(z)dx
K

oC(K,T) [+

T /K fr(x)da (5.27)

Thus the PDF is obtained using the second derivative with respect to the strike.
_ O*C(K,T)
- OK?

Furthermore we can write the distribution function of F' using equation 5.27:

fr(K)

9C(K,T)
oK

Since we do not have closed formulas for this expressions under the Free Boundary SABR model, in practice
we will use the central difference approximation:

Pp(F<K)=1+

0C(K,T) C(K +0K,T) - C(K — 6K, T)
< = _— .
Pp(F<K)=1+ i 1+ Wi (5.28)
PC(K,T) C(K+6K,T)—-2C(K,T)+ C(K —6K,T
fr(K,T) = 8(K2 ) & ) ;KQ )+ ) (5.29)
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Table 5.1: Implied probability density function inputs

Parameter | Inputl Input II
Fy 50 bps 50 bps
vo 06 F, " 06F "

v 0.3 0.3
p -0.3 -0.3
Ié] 0.1 0.25
T 3Y 3Y
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Figure 5.1:

Free Boundary SABR implied PDF for Input I: 3 = 0.1
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Figure 5.2: Free Boundary SABR implied PDF for Input II: § = 0.25

In the following, we consider the same inputs used in the original article 5.1.

The Figures 5.1 & 5.2 represent the implied probability density function respectively for Input I and II. From
these we can see that a key feature of the Free Boundary model is that the forward rates has a PDF consistent
with the natural market perception. The forward rate have a non zero probability of reaching negative territory
and tends to stick around 0. We point out that the intensity of this stickiness (spike at O of the implied density)
is controlled by the parameter /3.

Therefore, unlike the original/Shifted SABR model, where the parameter 3 doesn’t change the quality of cali-
bration, we expect it here to have a significant contribution.

Another interesting way to compare this model with shifted SABR is to look at the implied distribution function.
If we set for example the shift at 2% then:

P}S?hifted(F < _2%) =0
Whereas,

PR (F < —2%)mput1 = 0.0153
PEe(F < —2%)1mpuct = 0.0202

Thus under the Free Boundary dynamics the forward rate isn’t bounded by a lower limit like the Shifted SABR.
This feature is very important since we cannot be certain that the rates will not go beneath a fixed threshold.

5.4.2 Comparison with Antonov’s results
The implementation of Hagan’s approximation for the SABR model is straightforward, as it only uses elementary

trigonometric functions, whereas the implementation of the Free boundary SABR can produce different results
depending on the chosen numerical methods. In this section we compare our results with those presented in [8].
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We compute the normal implied volatility in basis points (1bps = 0.01%) for European call options with
the parameters shown in Table 5.2.

Parameter Symbol | Value for Input I | Value for Input IT
Rate Initial Value Fy 50 bps 1%
SV Initial Value | v 0.6 Fy " 03 F "
Vol-of-Vol 0% 0.3 0.3
Correlations P -0.3 -0.3
Skews B 0.1 0.25
Maturities T 3Y 10Y

Table 5.2: Setups for the free-boundary SABR model

In Table 5.3 & 5.4 , we compare our results with Antonov’s analytical results (A) and the Monte Carlo simula-
tions (MC) both from [8]. The normal implied volatilities are obtained by numerically inverting the prices.

From these Tables (5.3 & 5.4) we can see that we obtain the same results as in [8] with the highest difference
being 0.01 bps.

Here we have used the Integral version of function (G, but we obtain exactly the same results with the approxi-
mation.

5.4.3 Specialcase: F=0& K=0

In this section we will go through the special case of zero strikes and zero forwards. It was pointed out in [2],
that the call price is a smooth function of K and Fp, and that one can show:

aﬂmﬂuaq+@K+QMMW+w

C(T, K, Fy) = Cy+CyFp+ Cyl R +

0

(5.30)

where the constants C; and C’; depend on the model parameters.

We will only address the zero correlation case, consequently we are not concerned by the asymptotics for the
general correlation parametrization.

From the zero correlation time value formula 5.13, we see that the cases K = 0 and Fy = 0 are problem-
atic. However any other value for the strike or the forward rate no matter how small (in absolute value) can be
directly substituted into the pricing formula without any problem.

Assuming the limit exists it must equal the left and right hand limits. We use a heuristic whereby the limit
is computed as the average of the estimates of the left and right hand limits. Thus the prices at K = 0 and
F' = 0 are obtained by:

C(T7 €, FO) + C(T, —6 FO)
2

C(T, K, ¢) + O(T, K, —¢)
2

C(T,K =0,F) =

C(T,K,Fy=0) =
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& K oV o oo diffA diff MC
095 -0.48% 30.87 30.87 3093 0.00 -0.06
-0.80 -0.40% 29.83 29.83 2995 0.00 -0.12
-0.65 -0.33% 28.79 28.80 2897 -0.01 -0.18
0.50 -0.25% 27.79 27.79 2799 0.00  -0.20
035 -0.18% 26.82 26.83 27.04 -0.01 -0.22
020 -0.10% 2595 2595 26.15 0.00 -0.20
0.05 -0.03% 2530 2530 2546 0.00 -0.16
0.10 0.05% 2577 2577 2585 0.00 -0.08
025 0.13% 2663 2663 2669 0.00 -0.06
040 020% 2733 2733 2739 0.00 -0.06
0.55 028% 27.90 27.90 27.97 0.00  -0.07
0.70 0.35% 2838 2838 2845 0.00 -0.07
0.85 0.43% 28.80 28.80 28.87 0.0  -0.07
1.00 0.50% 29.17 29.18 29.25 -0.01  -0.08
.15  058% 2953 29.53 29.60 0.00  -0.07
130 0.65% 29.87 29.87 29.94 0.0  -0.07
145 0.73% 3022 3022 3029 000 -0.07
1.60 0.80% 30.58 30.58 30.63 0.00 -0.05
1.75 0.88% 3094 3095 3099 -0.01 -0.05
1.90 0.95% 3133 3133 3137 0.00 -0.04

Table 5.3: Differences in Normal implied volatilities (bps) between our implementation and the results from
Antonov’s paper, using Input I from Table 5.2

£ K oV o oo diffA diff MC
0.95 -0.95% 40.05 40.05 4086 0.00 -0.81
-0.80 -0.80% 38.43 3843 3924 0.00 -0.81
-0.65 -0.65% 36.80 36.80 37.60 0.00  -0.80
-0.50 -0.50% 35.18 35.18 3597 0.00 -0.79
035 -0.35% 3359 33.59 3433 000 -0.74
020 -0.20% 32.05 32.05 3273 0.00 -0.68
-0.05 -0.05% 30.67 30.67 3125 0.00 -0.58
0.10 0.10% 3021 3020 30.63 -0.01 -0.42
025 0.25% 30.19 30.19 3051 0.00 -0.32
040 040% 30.14 30.14 3041 000 -0.27
0.55 0.55% 30.06 30.06 3031 0.0 -0.25
0.70 0.70% 30.00 30.00 30.22 0.00 -0.22
0.85 0.85% 29.98 29.98 30.18 0.00 -0.20
1.00 1.00% 30.05 30.05 30.22 0.00 -0.17
115 1.15% 3024 3024 3036 0.00 -0.12
130 1.30% 30.56 30.56 30.63 0.00 -0.07
145 145% 31.03 31.03 3104 000 -0.01
1.60 1.60% 31.63 31.63 3158 0.00  0.05
175 1.75% 3235 3235 3226 0.00  0.09
1.90 1.90% 33.17 33.17 33.04 0.00  0.13

Table 5.4: Differences in Normal implied volatilities (bps) between our implementation and the results from
Antonov’s paper, using Input II from Table 5.2
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Parameter | Value
Fo 50 bps
Vo 0.011
¥ 0.3
p 0
I} 0.25
T 3Y

Table 5.5: Input model for figure 5.3

zzzzzz

0,80% 0,60% 0,40% 0,20% 0,00%

Strike

Figure 5.3: Normal implied volatility curve, varying the Strike across zero value

Parameter | Values
K 50 bps
v 0.011
0% 0.3
P 0
15} 0.25
T 3Y

Table 5.6: Input model for figure 5.4
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For € small enough.

The figures 5.3 & 5.4 are constructed by respectively using the data used in Tables 5.5 & 5.6. They represent
the curve of normal implied volatilities varying respectively through zero-strike and zero-forward. From these
we can observe the smoothness of the call price around the zero-strike and the zero-forward. This approach
yields coherent results with what we could expect from the expansions 5.30.

5.5 Conclusion

We have seen that this model represents an elegant and natural approach to taking into account the possibility of
negative rates. In addition, unlike the Shifted SABR model where we need to postulate a limit on how negative
rates can become, this model is free of similar prior adjustments. Thus, it can be directly calibrated to market
data.

Unfortunately this model also has its drawbacks. Namely, despite the fact that the zero correlation formula
is exact, the mapping technique allowing the parametrization for the general correlation case does not work
for all possible parameter combinations. Sometimes this parametrization leads to negative initial volatility. In
particular this mapping instability can be very problematic in calibration.

In the next chapter we present an alternative model that was introduced by Antonov to offer an arbitrage free
solution.
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Figure 5.4: Normal implied volatility curve, varying the Forward across zero value
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Chapter 6

Mixture SABR

6.1 Introduction

This model was proposed by Antonov in the article Mixing SABR models for Negative Rates [2] as a follow up
to the Free Boundary SABR. It came as an alternative solution to deal with the arbitrage problems caused by
the approximations in the general correlation Free Boundary SABR.

This new model is a mixture of a zero-correlation Free Boundary SABR and a Normal SABR, and therefore
inherits an exact pricing formula for call options, consequently free of arbitrage. Also, as mentioned in the pre-
vious chapter, the parametrization for the general correlation can produce incoherent effective parameters. The

mixture has no similar problems, and thus can be used in a practical way for calibration and risk management.

In what follows we first present the Normal SABR with a free boundary, before going through the Mixture
SABR model.

6.2 Normal SABR

The dynamics of the forward swap rate under the Normal SABR are:

dFt = Ut dW17 (61)
d’Ut = YUt dWQ, (62)

where dW1dW, = pdt.
Antonov proposed an exact pricing formula with a 2D integral. The inner integral is the same function G

that we have seen in the Free Boundary SABR. Therefore using the approximation for this function reduces the
formula to a 1D integral. The time value of a call option is given by:
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2Ts

smh2 s — (k—pcoshs)2ds  (6.3)
sinhs

ON(T,K)=E[(Pr—K)"| - (Fp —K)" = VO/ Gl

where
— ok /52 1 52
cosh sy = P+ =) T ,
p
K — Fy
k=
‘/b + p7
Vo=,
v
p=+1-p?
And the function G is given by:
_t
8
G(t,s) = 2\[ / duwe = \/cosh u — cosh s (6.4)

We note that this formula is valid for any p €] — 1, 1]. Also the special cases of zero-strike and/or zero-forward
are not problematic here.

Remark. Careful limits of the integrand should be taken for s around 0. This is the case with At-The-Money
options. Also we note that sg should always be taken positive.

6.3 Mixture SABR

Under the SABR Mixture model we assume that the forward rate can be written as:

F=xFY+01-x)F? (6.5)
where

. Ft(l) follows a zero-correlation Free SABR model with parameters («, 51, 0,71).

. Ft(Q) follows a normal Free SABR model with parameters (a2, 0, p2,72).

* Y is arandom variable taking value 1 with probability p and 0 with probability 1 — p and independent of
both SABR processes.

Now that we have pricing formulas for both the Free Boundary and the Normal SABR, we can derive the Mix-
ture SABR price.

Assuming the forward rate has dynamics 6.5, we can write:
P(Fr <) = P(x Fy + (1= x) F” <)

X
—p P FY + (1) FP <a|x=1)+(1-p) P FV+(1—x) FP <z |y =0)
=p P(F{) <)+ (1—p) P(FY <)

Taking the derivative of the last equation with respect to x yields the probability density function for the mixture
model.

fr(z) =p frm (@) + (1 = p) fre(z) (6.6)
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Let’s now consider the price of a contingent claim with payoff h(Frp):

EEn) = | (o) fry (a)do
Using 6.6 yields:
EWE) =p [ bl (@) + (1-p) [ ha)fyp (e)ds
— p E[W(ED)] + (1 — p) E[W(F?
p EIn(Fp )] + (1 = p) E[h(F7)]
Consequently the time value of a call option is given by:
O]V[ixture (T7 K) =p OZC’FTee (T7 K) + (1 - P) ONormal (T7 K) (67)

Since we have free of arbitrage exact formulas for O z¢ pree (T, K) and Oy ormai (T, K), the call price under the
Mixture SABR model is consequently free of arbitrage.

Unlike the original SABR model where there are 4 degrees of freedom, the Mixture model has 7. It was pointed
out in [2] that these new degrees offer a new possibility of a joint calibration of swaptions and CMS payments.
Antonov proposed two ways (full and reduced) of choosing parameters for calibration purposes. In both, the
initial stochastic volatility was set for the Free and Normal SABR models at the ATM volatility oy:

oy — alFégl = 9 (68)

In the full parametrization the probability p is taken as a function of a parameter z, that should then be calibrated:

oo p1 e”
x) = (6.9
p(z) 00 B1 €* + |72 p2
The reduced parametrization corresponds for the probability to z = 0
oo b
p=—F—""T—"— (6.10)
oo 1 + |72 p2|
and is fully determined by the other model parameters (31, y2, p2).
Furthermore, the vol-of-vol are linked between the two models in the reduced parametrization:
gk
— (6.11)
72 1- 54

As mentioned above, Antonov explained that the extra degrees of freedom in the full parametrization, offers the
possibility of a joint calibration to swaptions and CMS payments, we however focus on calibration to swaptions
alone.

Furthermore the model will be used in calibrating the swaption cube, which in our study consists of approxi-
mately 500 "smiles". As a result, we need the calibration to be efficient and relatively fast. We recall that the
pricing formula includes 2D integrals or 1D integrals in the approximated version. Thus, the pricing process
is much heavier than Hagan’s approximation. And having more degrees of freedom, means more calibration
parameters and consequently more execution time.

We will therefore not be using the full parametrization. We further discuss our choices in section 6.4.2.
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6.4 Numerical Experiments

In this section we present the numerical results obtained using our implementation of the Mixture SABR model.
The experiments include comparison with some results from the original article in addition to a large spectrum
of experiments that we have done.

6.4.1 Mixture SABR PDF

The implied probability density function is very important in this study. The Mixture SABR model came as a
new way of going around the arbitrage problems of the mapping technique, therefore we expect it to inherit the
behavior of the Free Boundary pdf, in particular we would like it to reproduce the stickiness of the forward rate
around zero. In this section we use the results derived in section 5.4.1.

Let us consider the input from Table 6.1.

Parameter Input I Input II
Ey 50 bps 50 bps
a 0.6 Fy ™ | 0.6 Fy ™
b1 0.1 0.25
Y1 0.3 0.3
(65)] (05} F(']Bl alF(’)Bl
72 11151 1’_}[151
P2 -0.3 -0.3
P 0.5 0.5
T 3Y 3Y

Table 6.1: Implied probability density function inputs

The Figures 6.1 & 6.2 show that the Mixture SABR does inherit the desired behavior. Also the parameter
(1 still controls the intensity around zero. We can deduce that this model reproduces forward dynamics similar
to the Free Boundary’s, with the advantage of being arbitrage free.

Parameter p effect:

Let us now take a closer look at the probability p effect. This parameter allows to navigate between the zero-
correlation Free boundary (p = 1) and the Normal SABR (p = 0). Figures 6.3 & 6.4 represent the PDF of the
inputs in table 6.1 for different values of p.

We observe that the parameter p controls the intensity around 0, this was predictable since by lowering p we
lower the contribution of the ZC Free Boundary, and consequently the effect of 3;. The effect of the correlation
is less visual on these but undoubtedly present, in fact it can be observed by plotting the PDF of the Normal
SABR with p = 0 and p # 0 (Figure 6.5). Thus the correlation seems to affect the tails.

Mixture PDF restrictions
Even though this model seems capable of reproducing the Free Boundary’s density, there are some restrictions.

Indeed the contribution of the correlation in the mixture model is only coming from the normal SABR, thus
it would be a problem if for some reason we need to consider extreme values for this parameter (e.g. p = 1).
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Figure 6.1: Mixture SABR implied PDF for Input I: 5 = 0.1
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Figure 6.2: Mixture SABR implied PDF for Input II: 5 = 0.25




Unless p = 0, its contribution can only be partial. Therefore, we expect that there would be some distribution
shapes of the general Free boundary that cannot be reproduced. The same reasoning applies to the parameter /3,
it is however less problematic since we will not need to reach high values (i.e. near 0.50) in practice, and 5 = 0
corresponds to the normal model.

90
80
70
60

50
——p=0
w—p = 0.5

40 p=1

10

" . - : o . !
-4,0000% -3,0000% -2,0000% -1,0000% 0,0000% 1,0000% 2,0000% 3,0000% 4,0000%

Figure 6.3: Mixture SABR implied PDF for Input I: § = 0.1. With p € {0,0.5,1}

Left tail

Shifting the SABR model with a fixed s > 0, implies that PSPifted([* < —s) = 0. Since the shift is fixed prior
to calibration its value doesn’t reflect any specific market behavior, and comes only from our decision of how
negative rates can become. This is one of the main reasons of considering an alternative approach.

pMixtue( [ ) for the Mixture SABR is strictly positive , however we want to quantify it in order to get
a hold of how permissive this model can be. In addition it is important to study this behavior when varying the
parameter p, as this allows the comparison of the left tail between the Mixture (with p # 0) and the full Normal
SABR. As seen in Figure 6.5 the correlation of the Normal SABR has a significant effect on the left tail, hence
the importance to perform the comparison on 3 different cases: p € {—0.98,0,0.98}.

Figure 6.6 shows the distribution function valued at —2% (P(F < —2%)) as a function of the probability
p. We see that the Normal SABR has a fatter tail than the zero-correlation Free Boundary, however the slope is
reverted when considering high enough correlation values. We note that when Fjy < 0 the slope is reverted for

negative correlation values.

These results are in line with the correlation effect observed in Figure 6.5 and shows that the behavior of the left
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Figure 6.4: Mixture SABR implied PDF for Input II: 5 = 0.25. With p € {0,0.5,1}

120
100
80
==—rho =-0.98
60
~==rho = 0.98
———rho =0
4
90—
-4,0000% -3,0000% -2,0000% -1,0000% 0,0000% 1,0000% 2,0000% 3,0000% 4,0000%

Figure 6.5: Normal SABR PDF using table 6.1, with probability p = 0.
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Figure 6.6: Plot of P(F' < —2%) as a function of the probability p of the Mixture SABR Model

tail can be problematic when calibrating to market data. Indeed we observe that the Shifted SABR fits almost
perfectly the market and since its implied distribution is equal to zero for F' < —s, we expect the mixture to have
some difficulties in producing the same fit quality on both positive and negative strikes. This point is further
discussed in the next section.

6.4.2 Calibration

In this part we go through the different steps of calibrating the Mixture SABR model, we start by presenting
the general approach and work our way through the complications we have met and the choices we have made.
This is an important part of this study, as it gives the practical usefulness of the model, and allows us to assess
its performance.

General approach

Calibration of the swaption cube, is performed by calibrating the model to every single smile, i.e. a set of
volatilities/prices corresponding to different strikes for a fixed maturity and tenor . As a result, for each couple
(Maturity,, Tenor;) there will be a corresponding fitted Mixture SABR model. Thus, we only focus on calibrat-
ing the model to a single smile, the same procedure is then reiterated to the rest of the cube.

Let’s start by fixing some notations.

* T': Maturity of the swaption
* T),: Tenor (see page 6)

* n : number of the available swaption quotes

K;: Strikes (i € {1,..,n})

. O'ZN : Normal implied volatility
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afhif ted . shifted BS implied volatility

« s : shift corresponding to (o574,
The Mixture SABR is calibrated using prices, thus if we have shifted or normal implied volatilities as input, we
transform them to prices. Either way, in order to assess the quality of the fit we use implied volatilities.

The main goal is to calibrate the model to swaptions. As this is a vanilla product, we need the calibration
to be relatively fast. Therefore we can not afford to calibrate using all the parameters, instead we use a reduced
version. In fact, we use a slightly different parametrization from what was proposed in [2]. We set the initial
volatilities such that:

a9 = 051|F10|B1

However we do not choose them to be equal to the ATM normal implied volatility. Instead they will be fixed by
fitting the ATM price, this is detailed in the calibration procedure.

In the reduced parametrization suggested by Antonov:

b= Bioo
Broo + |p2y2]

o is the ATM normal implied volatility.

This creates a difference in scale between the two terms (100 and |p27y2| as op is too small (around 1%) in
comparison to 31, p2 and gammas. Thus unless po is equal to zero the first term will always be negligible.
Consequently p will be equal to 1 in the zero correlation case, and otherwise approximately equal to 0. This
means that in most cases, it will be as if we only use the Normal SABR model.

The parametrization below circumvents this problem while keeping a coherent set up. When f; is equal to
zero p is also equal to zero, and when p3 is equal to zero, p is equal to 1.

b
p=——— (6.12)
B+ |pa|
Finally we link the vol-of-vols as suggested in Antonov’s reduced parametrization.
!
= (6.13)
72 1- 54

Consequently we reduce the calibration parameters as follows:

(0, Br,71, 2, p2,72) — (a1, B, 71, p2)

We have the same calibration set up as the classical SABR model. We perform the calibration following these
steps:

e Fix B in {0.1,0.2,0.3}

* Calibrate using the parameters (p2,71) on a suitable range as described below. For each couple of vol-
of-vol and correlation « is set by fitting the ATM price

* Choose the fit corresponding to the 3; yielding the smallest fit error of a given norm.

By proceeding as described above, we ensure a perfect fit ATM. This is important for us, since these options are
the most liquid and we want the model to perfectly reproduces there prices.
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At-The-Money fit
This part details the ATM fit. We note that at this point 39, 4 and pJ are assumed to be fixed.

The problem can be formulated in two ways, as a minimization of an objective function, or as a root finding
problem.

a = Arg( min V(0 558, ) — VRIS 6149
1

where ||.|| is a norm, and A the set of possible values of «;.

or,
of = Arg (VMiX‘“re(al, BY AT, p5) — Varu™ = 0) (6.15)

We prefer the latter as we require a perfect ATM fit. This however introduces a theoretical obstacle, indeed,
depending on the values of ¥ and p equation 6.15 may not have a solution. Nevertheless, we can also see this
as an opportunity to reduce the range of calibration.

We note that the same difficulties can be met when calibrating Hagan’s formula. Indeed the ATM fit is done by
solving in « the following 3™ degree equation:

a {h{(l—ﬁ)? o 1 pPay 2—3p271T}

FO) 21 fe29) 4f0B 2

oarm = op(f, K) =

This equation has a at least one real solution, however this solution is not necessarily positive. Thus it is possible
to have a set of parameters of the correlation and the vol-of-vol that are not valid. In fact, if we set a calibration
space C = [Pmin, Pmax) X [Ymin, Ymax)» We find out that there is a whole region where we don’t find a positive
solution, however formally characterizing it is somewhat difficult.

For the Mixture SABR we do not have an analytical equation, which makes it even more difficult to under-
stand if such behavior occurs. In order to get an intuition, we proceed with a numerical experiment.

To define a clear framework, we use a specific example. However the stated results are general as shown follow-
ing the example. Let us consider the market data on the 24/10/2016 in Table 6.2.

We discretize the space C into Cq = {(pi,7;),(i,4) € [1,n] x [1,m]}, and for now we only consider

Parameter ‘ Value

Fy 1.383%
ol | 0.6635%
T 10Y
T, 10Y

Table 6.2: ATM Swaption 10Y 10: normal implied volatility and forward observed on the 24/10/2016
the Normal SABR (p = 0). For each point in Cy4 we try to fit the ATM on & € [yin, max]. We note that auyin
should be taken strictly positive, otherwise the volatility would always be equal to zero, thus leading to a zero

forward rate (see the dynamics 5.1).

The Figure 6.7 shows the regions where the fit succeeded (green) and where it did not (red). The process
of fitting the ATM formalized in equation 6.15 starts by bracketing the root, i.e. finding an ayy and ayp such

46



300%

Vol-of-vol

5%

1 0 1

Correlation

Figure 6.7: ATM fit of the Normal SABR for each point in Cg4, given aumin = 1%. The green region represents
the points where the fit succeeded, whereas the red region is where it failed
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that:

(VMixture(alw’ B[l)v 7?’ ,08) _ Al\ﬂf?\slket) (VMixture(aup’ B[l)v 7?’ ,08) _ Al\ﬂr?\slket) <0

0 _
Where oy, Qup € [Omin; Omax], and 37 = 0.

Having a closer look at the red region, we find out that when we cannot fit the ATM value, we always have:
Mi Mark
4 1xture(a7 5?7 ’7?7 :0(2)) > VAT?\EI et’ for every a € [amina amax]

Therefore there is a set of correlation and vol-of-vol values for which the price given by the model is always
greater than the market price for any value of «. This means that if we want to calibrate the smile in this example
it is pointless to consider the same range. Thus it is important to characterize the border line, and consequently
reduce the calibration space.

If we fix p and look at the range of permissive values of , we can see from Figure 6.7 that worst case cor-
responds to p = 0, this suggests that we obtain the highest prices in the zero-correlation case. And taking into
account the symmetric shape of the boundary line with respect to p, we postulate the following proposition:

Proposition:
The ATM time value under the Normal SABR as a function of the correlation has a maximum at p = 0.

Proof. The ATM time value under the Normal SABR is given by:

ON(T, Fy) = E[(Fr — Fy) ™)
v ® G(42T), s)

= _7\/sinh2 s — p?(1 — cosh s)? ds
™ Jo sinh s

Taking the derivative with respect to the correlation yields:

ds

vy /OO G(¥?T, s) (1 — cosh s)?
Op ™ Jo sinhs \/sinh2 s — p?(1 — cosh s)?

Thus, the time value as a function of p is increasing on [—1, 0] and decreasing on [0, 1]. Therefore it reaches its
maximum at p = 0.
O

This result coupled with the fact that the prices obtained in the red region (see Figure 6.7) are higher than
the market price means that if we decide to calibrate on a rectangle C C by reducing the value of vy, it is then
possible to obtain a value g™ for which we can fit the ATM price for any v < 7op. This value corresponds to
the boundary point between the red and green regions for p = 0.

Now if we can determine upfront to the calibration process the value of o, we would be certain to consider a
valid calibration space where it is always possible to obtain a "perfect” ATM fit. This part can in fact be studied
for the Mixture SABR with a fixed p # 0, because adding the zero-correlation Free Boundary only shifts the
border line up or down without changing its shape, this is logical since by construction the Free Boundary is
independent of the parameter p, as illustrated on Figure 6.8.

However if we consider a parametrization for the probability p that depends on the correlation, we can ob-
tain behaviors that can be difficult to characterize. This is the case for the parametrization given in equation
6.12. In order to avoid such complications, we instead find 7y, for both the zero-correlation Free Boundary
and the Normal SABR and then choose min(~opt, N Yopt, F) Where Yope, N (Yopt, F)corresponds to yope With p = 0
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Figure 6.8: ATM fit of the zero-correlation Free Boundary for each point in Cy, given ayin, = 1%. The green
region represents the points where the fit succeeded, whereas the red region is where it failed
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(p = 1), . Since the Mixture price is a weighted average of the ZC Free Boundary and the Normal SABR, then
if we set the value of vol-of-vol like that, we will be sure that both models are capable of reaching the market
price, and so will their weighted average no matter how the weights are distributed.

For both models, we observe that the value of 7 is determined by the lower boundary that we set for apiy,
in fact the price is an increasing function of the initial volatility and the vol-of-vol. Thus an increase of the
value of the vol-of-vol needs to be compensated by a decrease of the initial vol. And since it doesn’t make any
sense to consider a zero initial vol, we need to set a reasonable lower boundary, consequently implying an upper
boundary for the vol-of-vol.

Therefore the optimal value of the vol-of-vol is obtained as the maximum value for which it is possible to
fit the ATM price, given that c,i,. This can be formalized by:

Yopt, N = Arg (VN(amin, 0,7,0) — VAt = 0) (6.16)
Yopt, F = Arg (VF(ozmm, B9, 7,0) — Vet = 0) 6.17)

Applying this process prior to the calibration guarantees a calibration space where it is always possible to fit the
ATM price. Therefore the pre-calibration goes as follow:

* Choose the initial boundaries: aumin, Omax; Ymin; Ymax-

* Find yop, N and ~yop, r by numerically solving the equations 6.16 & 6.17.

Set Yopt, M = min(’)/opt, N(1 - /81); “Yopt, F)

* The resulting calibration space for the Mixture SABR is then:
C = { (,0, 7) / P € [_0987098] and v € ['Ymina’)/opt, M] }

This set is then used as a calibration input as described in the next section.

Smile calibration

In order to calibrate the Mixture SABR model to a swaption smile, we have used the previously specified
parametrization. Thus allowing us to reduce the parameters to (a1, 51,71, p2). The (3 is fixed, o is obtained
by fitting the ATM price. Therefore the calibration parameters are (71, p2). A suitable range for 7 is chosen
following the steps in the previous section.

This two dimensional calibration is performed using the Downhill Simplex Method by minimizing an objective
function over the space C:

n
min Z HvMixmre(Oélyﬁl,'}/hpQ,Kz’) _ VMarket(Ki)H2
(p2m)€C—

Where ||.|| is a chosen norm.

In this section we assess the quality of calibration to market data of this model, discuss its speed and ana-
lyze the fitted parameters.

We use market shifted Black implied volatilities ( i.e the price is obtained using a shifted log normal model
) for the swaption 10Y 10 observed at the 24/06/2016 for the EUR currency. The shift used here is s = 3%, and
the spot swap rate is Fy = 1.35%.

We calibrate the Mixture and Shifted SABR model to this data. The Mixture is calibrated using the reduced
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Relative Strike(%) | Strike(%) | Vol(%)
-2.50 -1.15 20.7
-2.00 -0.65 19.7
-1.50 -0.15 19.7
-1.00 0.35 17.9
-0.50 0.85 17.2

0 1.35 16.7
0.50 1.85 16.3
1.00 2.35 15.9
1.50 2.85 15.5
2.00 3.35 15.2
2.50 3.85 14.9

Table 6.3: Swaption 10Y10 calibration input. The strike is equal to the sum of the relative strike and the spot
swap rate.

parametrization specified in this chapter, in addition to a perfect ATM fit. The Shifted is calibrated using a
similar approach. The calibrated parameters are presented in Table 6.4.

Table 6.5 and Figure 6.9 present the shifted implied volatilities obtained from the calibrated models. Overall

Shifted Mixture
a 01725 | ap 0.0111
5 1 61 0.1
v 0.1453 | v4  0.0786
p -0.6269 | as 0.0072
s 3.00% | v 0.0873
p2 098
p 0.0926

Table 6.4: Mixture and Shifted SABR calibrated to the data in Table 6.3

Strike(%) Market(%) Shifted(%) Mixture(%)

-1.15 20.7 20.8 21.4
-0.65 19.7 19.6 19.8
-0.15 19.7 18.7 18.7
0.35 17.9 17.9 17.9
0.85 17.2 17.3 17.2
1.35 16.7 16.7 16.7
1.85 16.3 16.2 16.3
2.35 15.9 15.8 15.9
2.85 15.5 15.5 15.5
3.35 15.2 15.2 15.2
3.85 14.9 14.9 15.0

Table 6.5: Calibrated shifted volatilities

the fit is good for both models, however the Mixture SABR tend to yield higher volatilities on extreme negative
strikes.This behavior is not an isolated case and is observed on many examples.

The Shifted SABR fits almost perfectly the smile, thus it is reasonable to suggest that its dynamics are aligned
with the market. And since the call price is an integral over [—oo, K| and the implied density of the Shifted is
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Figure 6.9: Calibrated Shifted and Mixture SABR shifted implied volatility corresponding to the input in Table
6.3

equal to zero over [—oo, —s], the prices yielded by the calibrated shifted on very far OTM options with negative
strikes are low compared with those yielded by the fitted Mixture SABR.

If we take a closer look at the Mixture fitted parameters, we can see that the correlation is at its maximum
value "0.98", and based on the discussion around the Mixture PDF restrictions in 6.4.1, it can be explained by
the fact that this parameter controls the thickness of the tails. At high positive correlation values the left tail
tends to be flattened, consequently reducing the prices on negatives strikes. Therefore we can conclude that this
reduced parametrization of the Mixture cannot perfectly fit some smiles, as we expect the calibrated model to
take off from the shifted on the left region.

Having said that, this extreme OTM points are not very liquid and might simply be obtained by extrapolat-
ing the Shifted SABR, thus explaining its perfect fit.

Based on this, if we decide to include such extreme points in calibration, we will usually end up with a cor-
relation around 0.98 when Fy > 0 (or —0.98 when F{; < 0). This means that calibration would be reduced to
one parameter. Furthermore as p takes extreme values the probability p becomes low, consequently leading to
a small contribution of the zero-correlation Free Boundary.

In order to be comfortable around the calibration results, we chose to plot the RMSE(Root-mean-square er-
ror) surface: we discretise C and compute the RMSE on each point. This way it is possible to verify whether
the "Simplex" calibrated model corresponds to a global minimum or just a local minimum.

Figure 6.10 shows that the calibrated model corresponds indeed to a global minimum. In fact while taking

into account the extreme left points in calibration, we usually obtain similar surfaces, particularly the minimum
is obtained for high values of correlation.
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Figure 6.10: RMSE(Root-mean-square error) surface for the Mixture SABR on a subset of C for input in Table
6.3

Another way to look at this is to see how the smile moves when we reduce the correlation. Figure 6.11 shows
that as we reduce it the left values go further up. Figures (6.12, 6.13 and 6.14)show the smile alteration when
changing the different reduced model parameters.

At this point, the decision of using this model depends on our confidence in the quality of these extreme left
points. We can distinguish two setups:

* We suppose that these points should not be taking into account in the calibration. The model can then be
used with this parametrization and is likely to produce higher prices on that region.

* We suppose that these points are valid. The model with this parametrization is then not suitable, in this
case we should either use the Shifted or increase the Mixture calibration degrees of freedom. This last
option is likely to offer more flexibility and possibly allow to fit the whole smile, however the calibration
process is going to be very slow.

Swaption cube calibration

Once it is possible to calibrate the model to a smile, the swaption cube calibration becomes very easy. Indeed,
for each couple (T, T,,) we calibrate the corresponding smile.

The difficulty at this point is execution time, we want the calibration to be as fast as it can be. In our study

we have 513 couples (7', T, ), thus if calibrating a smile takes 1 second calibrating the cube will take 8.55 min-
utes.

53



26,0%

24,0%

p Effect

© Market
18,0% 0,98
0,7
e 0,5
16,0%
14,0%
12,0%
10,0%
-2,00% -1,00% 0,00% 1,00% 2,00% 3,00% 4,00% 5,00%
Figure 6.11: Correlation effect for input in Table 6.3
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Figure 6.12: Alpha effect for input in Table 6.3
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Figure 6.13: Gamma effect for input in Table 6.3
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Figure 6.14: Beta effect for input in Table 6.3
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Table 6.6: The scale of the time required to calibrate one smile for the approximated and integral versions of
function G 6.4

The price under The Free Boundary and the Normal SABR models is presented as a double integral, and
numerical integration can be very time consuming. In order to circumvent this issue, Antonov presented an
approximation of function G with a closed formula [1 1], thus reducing the pricing to a single integration. Table
6.6 gives the scale of the execution time of one smile for the integral version of G and for its approximation,
when using either Guass-Legendre or Romberg integration methods.

From these results we can see that using Gauss-Legendre quadrature is much faster than Romberg integra-
tion. And if we calibrate 513 smiles using this method, it would take around 8 minutes with the approximation
of G and around 4 hours with the integral version. Therefore the only "acceptable" setup is to use the approxi-
mated version combined with Gauss-Legendre integration.

One can note that each smile is calibrated independently from the others, thus it is possible to run the cube
calibration on multithreading. This should significantly improve the swaption cube calibration time.

6.5 Greeks under the Mixture SABR model

Swaption prices obtained using the Shifted and Mixture SABR calibrated models are very close, the greeks
however might be quite different. This means that the hedging is likely to be different depending on which
model we chose to adopt, furthermore one of the key arguments of preferring the Mixture over the Shifted is its
ability to hedge near-the-boundary options.

In this section we derive the standard greeks under the Mixture SABR based on our parametrization and cali-
bration method. These expressions are derived for call prices under the following framework:

VM = p VE(Fy, a1, B1,7,0) + (1 — p) VN (Fo, a,0,72, p2)

where
ay = ai(oarm, Fo) g = | Fp|”
Y2 = n b= b
1-75 B1 + |p2]

In this parametrization ;1 depends on both the ATM volatility and the forward rate, this is due to the fact that
its value is fixed by fitting the ATM.

We have mentioned in the previous section that it is possible to calibrate this model with a greater number
of parameters, we however argued that this would make the procedure very time consuming and not practical.
At this point we can see another reason for not taking that path, indeed if we choose to calibrate the model
without fixing the parameters cia and ~y» the problem of properly defining the vega and volga risks arises. In a
model where we have two initial volatilities (vol-of-vol) how do we define the vega (volga)?

Therefore if we want to hedge these risks under the Mixture SABR we need to link the initial volatility and

the vol-of-vol of the zero-correlation Free Boundary and the Normal SABR. One way of doing so is the sug-
gested parametrization.
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Delta

Differentiating V™ with respect to Fy yields:

3VM + 8041 aVZC 30&2 aVN

A = _ —“
aFo N 8F0 aal +( p) 8F[) aag

(6.18)

In practice we compute the greeks using finite differences. We should note that in order to compute g%% using

finite differences, we write:

Oar  ai(Fy+ 0Fy, oatm) — a1(Fo — 0Fp, oatm)

0Fy 20F)

where a1 (Fy + 0Fy, oatm) and oy (Fy — 0 Fy, oatm) are computed by fitting the ATM volatility given that the
forward rate is respectively Fyy+ 0 Fy and Fy — d Fyy. The derivative of aig with respect to Fy is obtained similarly
as we only need to multiply o by |Fy & 6 Fy|

Vega

As the initial volatilities are linked, we define the vega as the derivative of the price with respect to «;.

vega = VZC+(1— )%OVN
ga=p 8@1 N 8a1 60&2
oV ZC ovN
= — 617
P Do + (1 —p) |Fo| Dy (6.19)

This expression of vega does not take into account the correlation between the forward rate and the volatility
under the Normal SABR. This contribution was studied by Bartlett in [12] for the general SABR model, and it
was shown that another term should be added. For the Normal SABR, this the additional term is:

P2 day OVN
V2 9F?) Oz

Unfortunately this expression depends on FO(Q) and not Fy. And since we don’t have direct control over FO(Q),
we cannot use it. This being said, it is worth mentioning that the contribution of this term in the classical SABR
model is minimized when one hedges both vega and delta risks.

Volga

As the vol-of-vols are linked, we define the volga as the derivative of the price with respect to ~;:

ovFE dOya OVN
volga=p —+(1—p) =—
s=r omn (1=p) oy 072
ovF 1 ovN
P o (1-p) =6, 0% (6.20)
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Chapter 7

Conclusion

Each of the SABR model extensions to negative rates, has its advantages and drawbacks. First we have seen that
shifting the SABR model produces excellent results in terms of fitting market data, but requires to set the shift
prior to calibration.

Then we have studied the Free Boundary SABR [8]. This model represents an elegant and natural approach
for taking into account the possibility of negative rates without any prior adjustments. Unfortunately it also has
its drawbacks. Namely, despite the fact that the zero correlation formula is exact, the mapping technique allow-
ing the parametrization for the general correlation case does not work for all possible parameter combinations.
Sometimes this parametrization leads to negative initial volatility. In particular this mapping instability can be
very problematic in calibration.

The Mixture SABR Model [2] offers a stable solution to circumvent this parametrization issues. It has proven
to be a robust model, that can be efficiently calibrated. However some issues have risen, namely the incapacity
of this model to fit market prices for extreme negative strikes. Nevertheless the quality of this quotes are ques-
tionable as these might actually represent extrapolated prices by a calibrated shifted SABR model.
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Appendix A: Approximation of G

The prices of both the zero-correlation Free boundary and Normal SABR are presented as double integrals.
Under this form, these models are not suitable for calibration as the process can be very time consuming. In
order to deal with this, Antonov presented an approximated version of the inner integral (kernel function G),
thus reducing the pricing formulas to a single integral.

The integral version of G is given by:

G LI Gl hsd
t,s) =2v2 u e~ 2t v/coshu — cosh s du
(t,5) V2t Js

The approximated version was presented in [11]. It was stated that the function G can be closely approximated
by:

inh s2
G(t,s) ~ S”; e 58 (R(t,s) + OR(t)) 1)
where
3tg(s)  5t2(—8s% + 3g%(s) + 249(s))
t,s) =1 —
Rt) =1+ =3 12851
N 35t3(—40s% + 3¢3(s) + 2447 (s) + 120¢(s))
102456

g(s) = scoth(s) — 1

3072+ 384t + 242 + 3
SR(t) =es —
R(t) =es 3072

The correction d R is defined such that G(¢,0) = 1. This approximation is derived using a small-time expansion
based on the McKean Kernel result from [1].

In general this formula gives excellent results. However when s small it degenerates and yield inaccurate values.
In order to deal with this, Antonov suggested to use its fourth-order approximation for small s. In this appendix,
we derive this expansion.

Let’s start by expanding the function d : s — % We have

s — 83 55 5
sin S—S+*3!+*5!+0(8)

sinh s s2 st 4
:1—0—54‘54—0(8)

s
sinh s 5?2 st 4
= 4/ . :(1+§+a+o(s))

2

S
14+
+12+1440

N

s 4 o(s%)

Thus

sinh s 52 7T 4 4
\/ 142 2
3 + 15t T Tt 2)

In order to expand R, we need to expand each numerator to a different order. Let N1, N2 and N3 denote the
numerators of R:
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Ni(t,s) = 3tg(s)
No(t,s) = 5t*(—8s% 4 3g°(s) + 249(s))
N3(t,s) = 35t3(—40s% + 3g°(s) + 24¢%(s) + 120g(s))

Ny should be expanded to the sixth-order, V5 to the eight-order and N3 to the tenth-order. This implies that we
need to expand g to the tenth-order. One can show that:

_ 1 2 1 4 2 6 1 8 2 10 10
9(5) = 35"~ 55 T os® " 1725 Tosssss TOL)
1 2 1 2
2 _ -4 = 6 - 8 = 10 10
9 () =55 1355 T 5355 “mmos® O )

14 1 17

3 _ -~ 6+ 8, 10 10
9(8) = 975"~ 1355 T st TOB)

From these expressions we find:

2 1
2(t,s) = 5t( 5.9 —1—3153 +1575s)+0(s)
59 67 1
Na(t. s) = 3563(°_ 8 10 10
3t 8) = 35 ([ + [5e s+ qgpss ) FolsT)

Therefore R small s expansion is given by:

t 1 2 12 2 1
Rts) =14+ -(1— —24+ =y ' (14 224 — 3
(t,8) =1+ gl = ps" F 3p87) = g (Tl + G357 + 3155 3)
3513 1 67 A A
+ 1021105 T 1575° T 1025° ) T o)

We note that this expression verifies G(¢,0) = 1. Using the small-time expansion 1 with these small s expan-
sions (when appropriate) yields excellent results. Adopting this approach reduces significantly the pricing time
execution.
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