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Multi-curve Modelling Using Trees

John Hull and Alan White

Abstract Since 2008 the valuation of derivatives has evolved so that OIS discounting
rather than LIBOR discounting is used. Payoffs from interest rate derivatives usually
depend on LIBOR. This means that the valuation of interest rate derivatives depends
on the evolution of two different term structures. The spread between OIS and LIBOR
rates is often assumed to be constant or deterministic. This paper explores how this
assumption can be relaxed. It shows how well-established methods used to represent
one-factor interest rate models in the form of a binomial or trinomial tree can be
extended so that the OIS rate and a LIBOR rate are jointly modelled in a three-
dimensional tree. The procedures are illustrated with the valuation of spread options
and Bermudan swap options. The tree is constructed so that LIBOR swap rates are
matched.

Keywords OIS - LIBOR - Interest rate trees + Multi-curve modelling

1 Introduction

Before the 2008 credit crisis, the spread between a LIBOR rate and the corresponding
OIS (overnight indexed swap) rate was typically around 10 basis points. During the
crisis this spread rose dramatically. This led practitioners to review their derivatives
valuation procedures. A result of this review was a switch from LIBOR discounting
to OIS discounting.

Finance theory argues that derivatives can be correctly valued by estimating ex-
pected cash flows in a risk-neutral world and discounting them at the risk-free rate.
The OIS rate is a better proxy for the risk-free rate than LIBOR.! Another argument

ISee for example Hull and White [15].
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(appealing to many practitioners) in favor of using the OIS rate for discounting is
that the interest paid on cash collateral is usually the overnight interbank rate and
OIS rates are longer term rates derived from these overnight rates. The use of OIS
rates therefore reflects funding costs.

Many interest rate derivatives provide payoffs dependent on LIBOR. When LI-
BOR discounting was used, only one rate needed to be modelled to value these
derivatives. Now that OIS discounting is used, more than one rate has to be consid-
ered. The spread between OIS and LIBOR rates is often assumed to be constant or
deterministic. This paper provides a way of relaxing this assumption. It describes
a way in which LIBOR with a particular tenor and OIS can be modelled using a
three-dimensional tree.? It is an extension of ideas in the many papers that have been
written on how one-factor interest rate models can be represented in the form of a
two-dimensional tree. These papers include Ho and Lee [9], Black, Derman, and
Toy [3], Black and Karasinski [4], Kalotay, Williams, and Fabozzi [18], Hainaut and
MacGilchrist [8], and Hull and White [11, 13, 14, 16].

The balance of the paper is organized as follows. We first describe how LIBOR-
OIS spreads have evolved through time. Second, we describe how a three-dimensional
tree can be constructed to model both OIS rates and the LIBOR-OIS spread with a
particular tenor. We then illustrate the tree-building process using a simple three-
step tree. We investigate the convergence of the three-dimensional tree by using it
to calculate the value of options on the LIBOR-OIS spread. We then value Bermu-
dan swap options showing that in a low-interest-rate environment, the assumption
that the spread is stochastic rather than deterministic can have a non-trivial effect on
valuations.

2 The LIBOR-OIS Spread

LIBOR quotes for maturities of one-, three-, six-, and 12-months in a variety of
currencies are produced every day by the British Bankers’ Association based on
submissions from a panel of contributing banks. These are estimates of the unsecured
rates at which AA-rated banks can borrow from other banks. The 7-month OIS rate
is the fixed rate paid on a 7-month overnight interest rate swap. In such a swap the
payment at the end of 7T-months is the difference between the fixed rate and a rate
which is the geometric mean of daily overnight rates. The calculation of the payment
on the floating side is designed to replicate the aggregate interest that would be earned
from rolling over a sequence of daily loans at the overnight rate. (In U.S. dollars, the
overnight rate used is the effective federal funds rate.) The LIBOR-OIS spread is the
LIBOR rate less the corresponding OIS rate.

2 At the end of Hull and White [17] we described an attempt to do this using a two-dimensional
tree. The current procedure is better. Our earlier procedure only provides an approximate answer
because the correlation between spreads at adjacent tree nodes is not fully modelled.
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LIBOR-OIS spreads were markedly different during the pre-crisis (December
2001-July 2007) and post-crisis (July 2009—April 2015) periods. This is illustrated
in Fig. 1. In the pre-crisis period, the spread term structure was quite flat with the 12-
month spread only about 4 basis points higher than the one-month spread on average.
As shownin Fig. 1a, the 12-month spread was sometimes higher and sometimes lower
than one-month spread. The average one-month spread was about 10 basis points
during this period. Because the term structure of spreads was on average fairly flat
and quite small, it was plausible for practitioners to assume the existence of a single
LIBOR zero curve and use it as a proxy for the risk-free zero curve. During the post-
crisis period there has been a marked term structure of spreads. As shown in Fig. 1b,
it is almost always the case that the spread curve is upward sloping. The average
one-month spread continues to be about 10 basis points, but the average 12-month
spread is about 62 basis points.

There are two factors that explain the difference between LIBOR rates and OIS
rates. The first of these may be institutional. If a regression model is used to ex-
trapolate the spread curve for shorter maturities, we find the one-day spread in the
post-crisis period is estimated to be about 5 basis points. This is consistent with the
spread between one-day LIBOR and the effective fed funds rate. Since these are both
rates that a bank would pay to borrow money for 24 h, they should be the same. The
5 basis point difference must be related to institutional practices that affect the two
different markets.?

Given that institutional differences account for about 5 basis points of spread,
the balance of the spread must be attributable to credit. OIS rates are based on a
continually refreshed one-day rate whereas t-maturity LIBOR is a continually re-
freshed T-maturity rate.* The difference between r-maturity LIBOR and -maturity
OIS then reflects the degree to which the credit quality of the LIBOR borrower is
expected to decline over t years.’ In the pre-crisis period the expected decline in the
borrower credit quality implied by the spreads was small but during the post-crisis
period it has been much larger.

The average hazard rate over the life of a LIBOR loan with maturity 7 is approx-
imately
L(7)

1-R

A=

where L(7) is the spread of LIBOR over the risk-free rate and R is the recovery rate
in the event of default. Let & be the hazard rate for overnight loans to high quality
financial institutions (those that can borrow at the effective fed funds rate). This will
also be the average hazard rate associated with OIS rates.

3For a more detailed discussion of these issues see Hull and White [15].

4A continually refreshed r-maturity rate is the rate realized when a loan is made to a party with a
certain specified credit rating (usually assumed in this context to be AA) for time 7. At the end of
the period a new t-maturity loan is made to a possibly different party with the same specified credit
rating. See Collin-Dufresne and Solnik [6].

51t is well established that for high quality borrowers the expected credit quality declines with the
passage of time.
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Fig. 1 a Excess of 12-month LIBOR-OIS spread over one-month LIBOR-OIS spread December
4, 2001-July 31, 2007 period (basis points). Data Source: Bloomberg. b Post-crisis LIBOR-OIS
spread for different tenors (basis points). Data Source: Bloomberg
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Define L*(7) as the spread of LIBOR over OIS for a maturity of 7 and O (7) as the
spread of OIS over the risk-free rate for this maturity. Because L(t) = L*(7)+ O (1)

L@+0@ _, L'

1—R 1—-R

X:

This shows that when we model OIS and LIBOR we are effectively modelling OIS
and the difference between the LIBOR hazard rate and the OIS hazard rate.

One of the results of the post-crisis spread term structure is that a single LIBOR
zero curve no longer exists. LIBOR zero curves can be constructed from swap rates,
but there is a different LIBOR zero curve for each tenor. This paper shows how
OIS rates and a LIBOR rate with a particular tenor can be modelled jointly using a
three-dimensional tree.

3 The Methodology

Suppose that we are interested in modelling OIS rates and the LIBOR rate with tenor
of t. (Values of T commonly used are one month, three months, six months and 12
months.) Define r as the instantaneous OIS rate. We assume that some function of
r, x(r), follows the process

dx = [0(t) — a,x]dt + o, dz, (1)

This is an Ornstein—Uhlenbeck process with a time-dependent reversion level. The
function 6(¢) is chosen to match the initial term structure of OIS rates; a, (=0) is
the reversion rate of x; o, (>0) is the volatility of r; and dz, is a Wiener process.7

Define s as the spread between the LIBOR rate with tenor 7 and the OIS rate with
tenor t (both rates being measured with a compounding frequency corresponding to
the tenor). We assume that some function of s, y(s), follows the process:

dy = [¢(t) — a,yldt + oy dz, @)
This is also an Ornstein—Uhlenbeck process with a time-dependent reversion level.

The function ¢ (¢) is chosen to ensure that all LIBOR FRAs and swaps that can be
entered into today have a value of zero; a; (>0) is the reversion rate of y; o (>0) is

%Extending the approach so that more than one LIBOR rate is modelled is not likely to be feasible
as it would involve using backward induction in conjunction with a four (or more)-dimensional tree.
In practice, multiple LIBOR rates are most likely to be needed for portfolios when credit and other
valuation adjustments are calculated. Monte Carlo simulation is usually used in these situations.
TThis model does not allow interest rates to become negative. Negative interest have been observed
in some currencies (particularly the euro and Swiss franc). If —e is the assumed minimum interest
rate, this model can be adjusted so that x = In(r 4 ¢). The choice of e is somewhat arbitrary, but
changes the assumptions made about the behavior of interest rates in a non-trivial way.
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the volatility of s; and dz, is a Wiener process. The correlation between dz, and dz;
will be denoted by p.

We will use a three-dimensional tree to model x and y. A tree is a discrete time,
discrete space approximation of a continuous stochastic process for a variable. The
tree is constructed so that the mean and standard deviation of the variable is matched
over each time step. Results in Ames [1] show that in the limit the tree converges
to the continuous time process. At each node of the tree, » and s can be calculated
using the inverse of the functions x and y.

We will first outline a step-by-step approach to constructing the three-dimensional
tree and then provide more details in the context of a numerical example in Sect. 4.8
The steps in the construction of the tree are as follows:

1. Model the instantaneous OIS rate using a tree. We assume that the process for r
is defined by Eq. (1) and that a trinomial tree is constructed as described in Hull
and White [11, 13] or Hull [10]. However, the method we describe can be used in
conjunction with other binomial and trinomial tree-building procedures such as
those in Ho and Lee [9], Black, Derman and Toy [3], Black and Karasinski [4],
Kalotay, Williams and Fabozzi [18] and Hull and White [14, 16]. Tree building
procedures are also discussed in a number of texts.” If the tree has steps of length
At, the interest rate at each node of the tree is an OIS rate with maturity At.
We assume the tree can be constructed so that both the LIBOR tenor, 7, and all
potential payment times for the instrument being valued are multiples of Az. If
this is not possible, a tree with varying time steps can be constructed.'’

2. Use backward induction to calculate at each node of the tree the price of an OIS
zero-coupon bond with a life of . For a node at time ¢ this involves valuing a bond
that has a value of $1 at time ¢ + 7. The value of the bond at nodes earlier than
t + 7 is found by discounting through the tree. For each node at time r + t — At
the price of the bond is e "4’ where r is the (Af-maturity) OIS rate at the node.
For each node at time ¢ 4+ T — 2 At the price is e 4! times a probability-weighted
average of prices at the nodes at time ¢ + t — At which can be reached from that
node, and so on. The calculations are illustrated in the next section. Based on the
bond price calculated in this way, P, the T-maturity OIS rate, expressed with a
compounding period of 7, is'!

1/P—1
T

3. Construct a trinomial tree for the process for the spread function, y, in Eq.(2)
when the function ¢ (¢) is set equal to zero and the initial value of y is set equal to

8Readers who have worked with interest rate trees will be able to follow our step-by-step approach.
Other readers may prefer to follow the numerical example.

9See for example Brigo and Mercurio [5] or Hull [10].

108ee for example Hull and White [14].

'The r-tree shows the evolution of the Az-maturity OIS rate. Since we are interested in modelling

the 7-maturity LIBOR-OIS spread, it is necessary to determine the evolution of the t-maturity OIS
rate.
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zero.'? We will refer to this as the “preliminary tree”. When interest rate trees are
built, the expected value of the short rate at each time step is chosen so that the
initial term structure is matched. The adjustment to the expected rate at time 7 is
achieved by adding some constant, o, to the value of x at each node at that step.'?
The expected value of the spread at each step of the spread tree that is eventually
constructed will similarly be chosen to match forward LIBOR rates. The current
preliminary tree is a first step toward the construction of the final spread tree.

4. Create a three-dimensional tree from the OIS tree and the preliminary spread tree
assuming zero correlation between the OIS rate and the spread. The probabilities
on the branches of this three-dimensional tree are the product of the probabilities
on the corresponding branches of the underlying two-dimensional trees.

5. Build in correlation between the OIS rate and the spread by adjusting the prob-
abilities on the branches of the three-dimensional tree. The way of doing this is
described in Hull and White [12] and will be explained in more detail later in this
paper.

6. Using an iterative procedure, adjust the expected spread at each of the times
considered by the tree. For the nodes at time ¢, we consider a receive-fixed forward
rate agreement (FRA) applicable to the period between ¢ and ¢ + 7.'* The fixed
rate, F', equals the forward rate at time zero. The value of the FRA at a node, where
the 7-maturity OIS rate is w and the 7-maturity LIBOR-OIS spread is s, is'

F—(w+ys)
1+wt

The value of the FRA is calculated for all nodes at time ¢ and the values are
discounted back through the three-dimensional tree to find the present value.!'®
As discussed in step 3, the expected spread (i.e., the amount by which nodes are
shifted from their positions in the preliminary tree) is chosen so that this present
value is zero.

1245 in the case of the tree for the interest rate function, x, the method can be generalized to
accommodate a variety of two-dimensional and three-dimensional tree-building procedures.
13This is equivalent to determining the time varying drift parameter, 6 (¢), that is consistent with the
current term structure.

14 A forward rate agreement (FRA) is one leg of a fixed for floating interest rate swap. Typically, the
forward rates underlying some FRAs can be observed in the market. Others can be bootstrapped
from the fixed rates exchanged in interest rate swaps.

I5F, w, and s are expressed with a compounding period of 7.

16Calculations are simplified by calculating Arrow—Debreu prices, first at all nodes of the two-
dimensional OIS tree and then at all nodes of the three-dimensional tree. The latter can be calculated
at the end of the fifth step as they do not depend on spread values. This is explained in more detail
and illustrated numerically in Sect. 4.
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4 A Simple Three-Step Example

‘We now present a simple example to illustrate the implementation of our procedure.
We assume that the LIBOR maturity of interest is 12 months (r = 1). We assume
that x = In(r) with x following the process in Eq.(1). Similarly we assume that
y = In(s) with y following the process in Eq.(2). We assume that the initial OIS
zero rates and 12 month LIBOR forward rates are those shown in Table 1. We will
build a 1.5-year tree where the time step, Az, equals 0.5 years. We assume that the
reversion rate and volatility parameters are as shown in Table 2.

As explained in Hull and White [11, 13] we first build a tree for x assuming that
0(t) = 0. We set the spacing of the x nodes, Ax, equal to o,+/3At = 0.3062. Define
node (i, j) as the node at time i A¢ for which x = jAx. (The middle node at each
time has j = 0.) The normal branching process in the tree is from (7, j) to one of
@+1,j+1),G+1, j),and (i +1, j — 1). The transition probabilities to these three
nodes are p,, p., and p; and are chosen to match the mean and standard deviation

Table 1 Percentage interest rates for the examples

Maturity OIS zerorate | Forward Forward Forward Spread:

(years) 12-month 12-month OIS 12-month LIBOR less
LIBOR rate rate 12-month OIS

0 3.000 3.300 3.149 0.151

0.5 3.050 3.410 3.252 0.158

1.0 3.100 3.520 3.355 0.165

1.5 3.150 3.630 3.458 0.172

2.0 3.200 3.740 3.562 0.178

2.5 3.250 3.850 3.666 0.184

3.0 3.300 3.960 3.769 0.191

4.0 3.400 4.180 3.977 0.203

5.0 3.500 4.400 4.185 0.215

7.0 3.700

The OIS zero rates are expressed with continuous compounding while all forward and forward
spread rates are expressed with annual compounding. The OIS zero rates and LIBOR forward
rates are exact. OIS zero rates and LIBOR forward rates for maturities other than those given
are determined using linear interpolation. The rates in the final two columns are rounded values
calculated from the given OIS zero rates and LIBOR forward rates

Tablg 2 Reversion rate.s, OIS reversion rate, a, 0.22

volatilities, and correlation —

for the examples OIS volatility, o, 0.25
Spread reversion rate, ag 0.10
Spread volatility, oy 0.20
Correlation between OIS and | 0.05
spread, p
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of changes in time At!’

1 1
Pu=g+ 5(a312m2 —a, jAt)

2 .
Pm = g _afJZAtz

L o1 50,0 .

pa = <+ 5(a, j"At” + a, j Ar)
6 2

As soon as j > 0.184/(a, At), the branching process is changed so that (i, j) leads

tooneof (i +1,j), i+ 1,j—1),and (i + 1, j — 2). The transition probabilities

to these three nodes are

7

pu=6

1
+ E(aszmz —3a, jAr)

1
Pn=—3- a’jr At 4 2a,j At
1

Pd=6

1
+ E(aszmz —a, jAt)
Similarly, as soon as j < —0.184/(a, At) the branching process is changed so that
(i, j)leadstooneof i +1,j+2), @+ 1,j+ 1),and (i 4+ 1, j). The transition
probabilities to these three nodes are

1 1 2.2 2 .
Pue=¢ + E(Cl,] At +a, j At)

1
Pm = -3~ arzjzAt2 —2a, jAt

N I .
pa = -+ =(a; j"At" 4+ 3a, j At)
6 2

We then use an iterative procedure to calculate in succession the amount that the
x-nodes at each time step must be shifted, «g, @ as, 24, - - ., SO that the OIS term
structure is matched. The first value, o, is chosen so that the tree correctly prices a
discount bond maturing At. The second value, « 4;, is chosen so that the tree correctly
prices a discount bond maturing 2 Az, and so on.

Arrow—Debreu prices facilitate the calculation. The Arrow—Debreu price for a
node is the price of a security that pays off $1 if the node is reached and zero
otherwise. Define A, ; as the Arrow—Debreu price for node (i, j) and define 7; ; as
the Af-maturity interest rate at node (i, j). The value of «; o, can be calculated using
an iterative search procedure from the A; ; and the price at time zero, P;4, of a bond
maturing at time (i + 1) Az using

17See for example Hull ([10], p. 725).
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Py =D Aijexp(—rijAl) 3)
J

in conjunction with
rij = exp(@iar + jAx) “4)

where the summation in Eq. (3) is over all j at time { A¢. The Arrow—Debreu prices
can then be updated using

Aij1p = z Aijpjiexp(—ri jAt) )

J

where p(j, k) is the probability of branching from (i, j) to (i 4+ 1, k), and the sum-
mation is over all j at time i Af. The Arrow—Debreu price at the base of the tree,
A0, is one. From this o can be calculated using Eqgs. (3) and (4). The A, x can then
be calculated using Eqs. (4) and (5). After that o4, can be calculated using Egs. (3)
and (4), and so on.

It is then necessary to calculate the value of the 12-month OIS rate at each node
(step 2 in the previous section). As the tree has six-month time steps, a two-period
roll back is required in the case of our simple example. It is necessary to build a
four-step tree. The value at the jth node at time 4Af(= 2) of a discount bond that
pays $1 at time 5Az(= 2.5) is exp(—r4 j At).

Discounting these values back to time 3Af(= 1.5) gives the price of a one-year
discount bond at each node at 3A¢ from which the bond’s yield can be determined.
This is repeated for a bond that pays $1 at time 4 At resulting in the one-year yields at
time 2At, and so on. The tree constructed so far and the values calculated are shown
in Fig.2.!8

The next stage (step 3 in the previous section) is to construct a tree for the spread
assuming that the expected future spread is zero (the preliminary tree). As in the case
of the OIS tree, At = 0.5 and Ay = o,+/3Ar = 0.2449. The branching process and
probabilities are calculated as for the OIS tree (with a, replaced by ay).

A three-dimensional tree is then created (step 4 in the previous section) by com-
bining the spread tree and the OIS tree assuming zero correlation. We denote the
node at time i At where x = jAx and y = kAy by node (i, j, k). Consider for
example node (2, —2, 2). This corresponds to node (2, —2) in the OIS tree, node 1
in Fig.2, and node (2, 2) in the spread tree. The probabilities for the OIS tree are
py = 0.0809, p,, = 0.0583, p; = 0.8609 and the branching process is to nodes
where j = 0, j = —1, and j = —2. The probabilities for the spread tree are
pu = 0.1217, p,, = 0.6567, p; = 0.2217 and the branching process is to nodes
where k = 1, k = 2, and k = 3. Denote p,, as the probability of the highest move
in the OIS tree being combined with the highest move in the spread tree; p,,, as the
probability of the highest move in the OIS tree being combined with the middle move
in the spread tree; and so on. The probability, p,, of moving from node (2, —2, 2) to

18More details on the construction of the tree can be found in Hull [10].
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r-value 3.050% 4.213% 3.102% 2.284% 5.835% 4.296% 3.163% 2.329% 1.715%
12-month rate (ann. comp.)  3.149% 4.306% 3.207% 2.393% 5.910% 4.397% 3.275% 2.443% 1.828%
Pu 0.1667 0.1177  0.1667 02277 08609 0.1177 0.1667 02277 0.0809
P 0.6667 0.6546 0.6667 0.6546 00582 0.6546 0.6667 0.6546 0.0582
Pa 0.1667 02277 0.1667 0.1177 0.0809 02277 0.1667 0.1177 0.8609
Arrow-Debreu price 1.0000 0.1641 0.6566 0.1641 0.0189 02129 05045 02140 0.0191

Fig. 2 Tree for OIS rates in three-step example

node (3, 0, 3) is therefore 0.0809 x 0.1217 or 0.0098; the probability, p,,, of moving
from node (2, —2, 2) tonode (3, 0, 2) is 0.0809 x 0.6567 or 0.0531 and so on. These
(unadjusted) branching probabilities at node (2, —2, 2) are shown in Table4a.

The next stage (step 5 in the previous section) is to adjust the probabilities to build
in correlation between the OIS rate and the spread (i.e., the correlation between dz,
and dzy). As explained in Hull and White [12], probabilities are changed as indi-
cated in Table3."” This leaves the marginal distributions unchanged. The resulting
adjusted probabilities at node (2, —2, 2) are shown in Table4b. In the example we
are currently considering the adjusted probabilities are never negative. In practice
negative probabilities do occur, but disappear as At tends zero. They tend to occur
only on the edges of the tree where the non-standard branching process is used and
do not interfere with convergence. Our approach when negative probabilities are en-
countered at a node is to change the correlation at that node to the greatest (positive
or negative) correlation that is consistent with non-negative probabilities.

19The procedure described in Hull and White [12] applies to trinomial trees. For binomial trees the
analogous procedure is to increase p,, and pgq by & while decreasing p,s and pg, by € where

e=p/4.
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Table 3 Adjustments to probabilities to reflect correlation in a three-dimensional trinomial tree

Probability Change when p > 0 Change when p < 0
Duu +5e +e

Dum —4e +4e

Pud —e —Se

Pmu —4e +4e

Pmm +8e —8e

Pmd —4e +4e

Ddu —e —5e

Pdm —4e +4e

Pdd +5e +e

(e = p/36 where p is the correlation)

Table 4 (a) The unadjusted branching probabilities at node (2, —2, 2). The probabilities on the
edge of the table are the branching probabilities at node (2, —2) of the r-tree and (2, 2) of the
s-tree. (b) The adjusted branching probabilities at node (2, —2, 2). The probabilities on the edge of
the table are the branching probabilities at node (2, —2) of the r-tree and (2, 2) of the s-tree. The
adjustment is based on a correlation of 0.05 so e = 0.00139

a

r-tree
Pu Pm pd
0.0809 0.0583 0.8609
s-tree Pu 0.1217 0.0098 0.0071 0.1047
P 0.6567 0.0531 0.0383 0.5653
Pa 0.2217 0.0179 0.0129 0.1908
b
r-tree
Pu Pm pd
0.0809 0.0583 0.8609
s-tree Pu 0.1217 0.0168 0.0015 0.1033
P 0.6567 0.0475 0.0494 0.5597
Pa 0.2217 0.0165 0.0074 0.1978

The tree constructed so far reflects actual OIS movements and artificial spread
movements where the initial spread and expected future spread are zero. We are now
in a position to calculate Arrow—Debreu prices for each node of the three-dimensional
tree. These Arrow—Debreu prices remain the same when the positions of the spread
nodes are changed because the Arrow—Debreu price for a node depends only on OIS
rates and the probability of the node being reached. They are shown in Table 5.

The final stage involves shifting the position of the spread nodes so that the prices
of all LIBOR FRAs with a fixed rate equal to the initial forward LIBOR rate are
zero. An iterative procedure is used to calculate the adjustment to the values of y
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Table 5 Arrow—Debreu prices for simple three-step example
i=1 k=-1 k=0 k=1
j=1 0.0260 0.1040 0.0342
j=0 0.1040 0.4487 0.1040
J
i

j=—1 0.0342 0.1040 0.0260

=2 k=-2 |k=-1 k=0 k=1 k=2
j=2 0.0004 0.0037 0.0089 0.0051 0.0008
j=1 0.0045 0.0443 0.1064 0.0516 0.0061
Jj= 0.0112 0.1100 0.2620 0.1100 0.0112
j=- 0.0061 0.0518 0.1070 0.0445 0.0046

j=-2 10.0008 0.0052 0.0090 0.0037 0.0004
i=3 k=-3 |k=-2 |k=-1 k=0 k=1 k=2 k=3
Jj= 0.0001 0.0016 0.0085 0.0163 0.0109 0.0027 0.0002
j=1 0.0005 0.0094 0.0496 0.0932 0.0551 0.0116 0.0007
j=0 0.0012 0.0197 0.1016 0.1849 0.1016 0.0197 0.0012
j=-1 0.0008 0.0117 0.0557 0.0941 0.0501 0.0095 0.0005
j=-2 10.0002 0.0028 0.0111 0.0167 0.0087 0.0017 0.0001

at each node at each time step, Bo, Bar, Boas, - - -, SO that the FRAs have a value of
zero. Given that Arrow—Debreu prices have already been calculated this is a fairly
straightforward search. When the o 4, are determined it is necessary to first consider
Jj = 0,then j = 1, then j = 2, and so on because the «-value at a particular time
depends on the «-values at earlier times. The 8-values however are independent of
each other and can be determined in any order, or as needed. In the case of our
example, By = —6.493, Ba, = —6.459, Baar = —6.426, B3a, = —6.395.

5 Valuation of a Spread Option

To illustrate convergence, we use the tree to calculate the value of a European call
option that pays off 100 times max(s — 0.002, 0) at time T where s is the spread.
First, we let T = 1.5 years and use the three-step tree developed in the previous
section. At the third step of the tree we calculate the spread at each node. The spread
atnode (3, j, k) is exp[¢ (3At) + kAy]. These values are shown in the second line
of Table 6. Once the spread values have been determined the option payoffs, 100
times max (s — 0.002, 0), at each node are calculated. These values are shown in the
rest of Table 6. The option value is found by multiplying each option payoff by the
corresponding Arrow—Debreu price in Table 5 and summing the values. The resulting
option value is 0.00670. Table 7 shows how, for a 1.5- and 5-year spread option, the
value converges as the number of time steps per year is increased.
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Table 6 Spread and spread option payoff at time 1.5 years when spread option is evaluated using
a three-step tree

i=3 k=-3 |k=-2 |k=-1 k=0 k=1 k=2 k=3
Spread 0.0008 0.0010 0.0013 0.0017 0.0021 0.0027 0.0035
j=2 0.0000 0.0000 0.0000 0.0000 0.0133 0.0725 0.1482
j=1 0.0000 0.0000 0.0000 0.0000 0.0133 0.0725 0.1482
j=0 0.0000 0.0000 0.0000 0.0000 0.0133 0.0725 0.1482
j=-1 0.0000 0.0000 0.0000 0.0000 0.0133 0.0725 0.1482
j=-20.0000 0.0000 0.0000 0.0000 0.0133 0.0725 0.1482

Table 7 Value of a European spread option paying off 100 times the greater of the spread less
0.002 and zero

Time steps per year 1.5-year option 5-year option
2 0.00670 0.0310
4 0.00564 0.0312
8 0.00621 0.0313
16 0.00592 0.0313
32 0.00596 0.0313

The market data used to build the tree is given in Tables 1 and 2

Table 8 Value of a five-year European spread option paying off 100 times the greater of the spread
less 0.002 and zero

Spread Spread/OIS correlation
volatility
-0.75 -0.50 -0.25 0 0.25 0.5 0.75

0.05 0.0141 0.0142 0.0142 0.0143 0.0143 0.0144 0.0144
0.10 0.0193 0.0194 0.0195 0.0195 0.0196 0.0196 0.0197
0.15 0.0250 0.0252 0.0253 0.0254 0.0254 0.0255 0.0256
0.20 0.0308 0.0309 0.0311 0.0313 0.0314 0.0316 0.0317
0.25 0.0367 0.0369 0.0371 0.0373 0.0374 0.0376 0.0377

The market data used to build the tree are given in Tables 1 and 2 except that the volatility of the
spread and the correlation between the spread and the OIS rate are as given in this table. The number
of time steps is 32 per year

Table 8 shows how the spread option price is affected by the assumed correlation
and the volatility of the spread. All of the input parameters are as given in Tables 1
and 2 except that correlations between —0.75 and 0.75, and spread volatilities be-
tween 0.05 and 0.25 are considered. As might be expected the spread option price
is very sensitive to the spread volatility. However, it is not very sensitive to the cor-
relation. The reason for this is that changing the correlation primarily affects the
Arrow—Debreu prices and leaves the option payoffs almost unchanged. Increasing
the correlation increases the Arrow—Debreu prices on one diagonal of the final nodes
and decreases them on the other diagonal. For example, in the three-step tree used
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to evaluate the option, the Arrow—Debreu price for nodes (3, 2, 3) and (3, —2, —3)
increase while those for nodes (3, —2, 3) and (3, 2, —3) decrease. Since the option
payoffs at nodes (3, 2, 3) and (3, —2, 3) are the same, the changes on the Arrow—
Debreu prices offset one another resulting in only a small correlation effect.

6 Bermudan Swap Option

We now consider how the valuation of a Bermudan swap option is affected by a
stochastic spread in a low-interest-rate environment such as that experienced in the
years following 2009. Bermudan swap options are popular instruments where the
holder has the right to enter into a particular swap on a number of different swap
payment dates.

The valuation procedure involves rolling back through the tree calculating both
the swap price and (where appropriate) the option price. The swap’s value is set
equal to zero at the nodes on the swap’s maturity date. The value at earlier nodes is
calculated by rolling back adding in the present value of the next payment on each
reset date. The option’s value is set equal to max (S, 0) where S is the swap value at
the option’s maturity. It is then set equal to max(S, V') for nodes on exercise dates
where S is the swap value and V is the value of the option given by the roll back
procedure.

We assume an OIS term structure that increases linearly from 15 basis points at
time zero to 250 basis points at time 10 years. The OIS zero rate for maturity ¢ is
therefore

0.0235¢

0.0015 +

The process followed by the instantaneous OIS rate was similar to that derived by
Deguillaume, Rebonato and Pogodin [7], and Hull and White [16]. For short rates
between 0 and 1.5 %, changes in the rate are assumed to be lognormal with a volatility
of 100 %. Between 1.5 % and 6 % changes in the short rate are assumed to be normal
with the standard deviation of rate moves in time Az being 0.015+/Az. Above 6 %
rate moves were assumed to be lognormal with volatility 25 %. This pattern of the
short rate’s variability is shown in Fig. 3.

The spread between the forward 12-month OIS and the forward 12-month LIBOR
was assumed to be 50 basis points for all maturities. The process assumed for the
12-month LIBOR-OIS spread, s, is that used in the example in Sects.4 and 5

din(s) = as[¢ (1) — In(s)] + o, dzs
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OIS short rate, r

0.000
0.00% 2.00% 4.00% 6.00% 8.00% 10.00% 12.00%

Fig. 3 Variability assumed for short OIS rate, r, in Bermudan swap option valuation. The standard
deviation of the short rate in time At is s(r)+/ At

Table 9 (a) Value in a low-interest rate environment, of a receive-fixed Bermudan swap option on
a 5-year annual-pay swap where the notional principal is 100 and the option can be exercised at
times 1, 2, and 3 years. The swap rate is 1.5 %. (b) Value in a low-interest-rate environment of a
received-fixed Bermudan swap option on a 10-year annual-pay swap where the notional principal
is 100 and the option can be exercised at times 1, 2, 3, 4, and 5 years. The swap rate is 3.0 %

Spread Spread/OIS correlation
volatility
a

-0.5 -0.25 -0.1 0 0.1 0.25 0.5
0 0.398 0.398 0.398 0.398 0.398 0.398 0.398
0.3 0.333 0.371 0.393 0.407 0.421 0.441 0.473
0.5 0.310 0.373 0.407 0.429 0.449 0.480 0.527
0.7 0.309 0.389 0.432 0.459 0.485 0.522 0.580
b

-0.5 -0.25 -0.1 0 0.1 0.25 0.5
0 2217 2218 2.218 2.218 2218 2.218 2.218
0.3 2.100 2.164 2.201 2.225 2.248 2.283 2.339
0.5 2.031 2.141 2.203 2.242 2.280 2.335 2.421
0.7 1.980 2.134 2218 2.271 2.321 2.392 2.503

A maximum likelihood analysis of data on the 12-month LIBOR-OIS spread over
the 2012 to 2014 period indicates that the behavior of the spread can be approximately
described by a high volatility in conjunction with a high reversion rate. We set a;
equal to 0.4 and considered values of o, equal to 0.30, 0.50, and 0.70. A number of
alternative correlations between the spread process and the OIS process were also
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considered. We find that correlation of about —0.1 between one month OIS and the
12-month LIBOR OIS spread is indicated by the data.”
‘We consider two cases:

1. A 3 x 5 swap option. The underlying swap lasts 5 years and involves 12-month
LIBOR being paid and a fixed rate of 1.5 % being received. The option to enter
into the swap can be exercised at the end of years 1, 2, and 3.

2. A5 x 10 swap option. The underlying swap lasts 10 years and involves 12-month
LIBOR being paid and a fixed rate of 3.0 % being received. The option to enter
into the swap can be exercised at the end of years 1, 2, 3, 4, and 5.

Table9a shows results for the 3 x 5 swap option. In this case, even when the
correlation between the spread rate and the OIS rate is relatively small, a stochastic
spread is liable to change the price by 5—10 %. Table 9b shows results for the 5 x 10
swap option. In this case, the percentage impact of a stochastic spread is smaller.
This is because the spread, as a proportion of the average of the relevant forward
OIS rates, is lower. The results in both tables are based on 32 time steps per year. As
the level of OIS rates increases the impact of a stochastic spread becomes smaller in
both Table9a, b.

Comparing Tables 8 and 9, we see that the correlation between the OIS rate and
the spread has a much bigger effect on the valuation of a Bermudan swap option
than on the valuation of a spread option. For a spread option we argued that option
payoffs for high Arrow—Debreu prices tend to offset those for low Arrow—Debreu
prices. This is not the case for a Bermudan swap option because the payoff depends
on the LIBOR rate, which depends on the OIS rate as well as the spread.

7 Conclusions

For investment grade companies it is well known that the hazard rate is an increasing
function of time. This means that the credit spread applicable to borrowing by AA-
rated banks from other banks is an increasing function of maturity. Since 2008,
markets have recognized this with the result that the LIBOR-OIS spread has been an
increasing function of tenor.

Since 2008, practitioners have also switched from LIBOR discounting to OIS
discounting. This means that two zero curves have to be modelled when most interest
rate derivatives are valued. Many practitioners assume that the relevant LIBOR-OIS
spread is either constant or deterministic. Our research shows that this is liable to
lead to inaccurate pricing, particularly in the current low interest rate environment.

The tree approach we have presented provides an alternative to Monte Carlo
simulation for simultaneously modelling spreads and OIS rates. It can be regarded as

20Because of the way LIBOR is calculated, daily LIBOR changes can be less volatile than the
corresponding daily OIS changes (particularly if the Fed is not targeting a particular overnight
rate). In some circumstances, it may be appropriate to consider changes over periods longer than
one day when estimating the correlation.
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an extension of the explicit finite difference method and is particularly useful when
American-style derivatives are valued. It avoids the need to use techniques such as
those suggested by Longstaff and Schwartz [19] and Andersen (2000) for handling
early exercise within a Monte Carlo simulation.

Implying all the model parameters from market data is not likely to be feasible.
One reasonable approach is to use historical data to determine the spread process
and its correlation with the OIS process so that only the parameters driving the OIS
process are implied from the market. The model can then be used in the same way
that two-dimensional tree models for LIBOR were used pre-crisis.
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Derivative Pricing for a Multi-curve
Extension of the Gaussian, Exponentially
Quadratic Short Rate Model
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Abstract The recent financial crisis has led to so-called multi-curve models for the
term structure. Here we study a multi-curve extension of short rate models where,
in addition to the short rate itself, we introduce short rate spreads. In particular,
we consider a Gaussian factor model where the short rate and the spreads are sec-
ond order polynomials of Gaussian factor processes. This leads to an exponentially
quadratic model class that is less well known than the exponentially affine class. In
the latter class the factors enter linearly and for positivity one considers square root
factor processes. While the square root factors in the affine class have more involved
distributions, in the quadratic class the factors remain Gaussian and this leads to
various advantages, in particular for derivative pricing. After some preliminaries on
martingale modeling in the multi-curve setup, we concentrate on pricing of linear
and optional derivatives. For linear derivatives, we exhibit an adjustment factor that
allows one to pass from pre-crisis single curve values to the corresponding post-crisis
multi-curve values.
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1 Introduction

The recent financial crisis has heavily impacted the financial market and the fixed
income markets in particular. Key features put forward by the crisis are counterparty
and liquidity/funding risk. In interest rate derivatives the underlying rates are typically
Libor/Euribor. These are determined by a panel of banks and thus reflect various risks
in the interbank market, in particular counterparty and liquidity risk. The standard no-
arbitrage relations between Libor rates of different maturities have broken down and
significant spreads have been observed between Libor rates of different tenors, as well
as between Libor and OIS swap rates, where OIS stands for Overnight Indexed Swap.
For more details on this issue see Egs. (5)—(7) and the paragraph following them, as
well as the paper by Bormetti et al. [1] and a corresponding version in this volume.
This has led practitioners and academics alike to construct multi-curve models where
future cash flows are generated through curves associated to the underlying rates
(typically the Libor, one for each tenor structure), but are discounted by another
curve.

For the pre-crisis single-curve setup various interest rate models have been pro-
posed. Some of the standard model classes are: the short rate models; the instan-
taneous forward rate models in an Heath—Jarrow—Morton (HIM) setup; the market
forward rate models (Libor market models). In this paper we consider a possible
multi-curve extension of the short rate model class that, with respect to the other
model classes, has in particular the advantage of leading more easily to a Markovian
structure. Other multi-curve extensions of short rate models have appeared in the
literature such as Kijima et al. [22], Kenyon [20], Filipovi¢ and Trolle [14], Morino
and Runggaldier [27]. The present paper considers an exponentially quadratic model,
whereas the models in the mentioned papers concern mainly the exponentially affine
framework, except for [22] in which the exponentially quadratic models are men-
tioned. More details on the difference between the exponentially affine and expo-
nentially quadratic short rate models will be provided below.

Inspired by a credit risk analogy, but also by a common practice of deriving
multi-curve quantities by adding a spread over the corresponding single-curve risk-
free quantities, we shall consider, next to the short rate itself, a short rate spread to
be added to the short rate, one for each possible tenor structure. Notice that these
spreads are added from the outset.

To discuss the basic ideas in an as simple as possible way, we consider just a two-
curve model, namely with one curve for discounting and one for generating future
cash flows; in other words, we shall consider a single tenor structure. We shall thus
concentrate on the shortrate r, and a single shortrate spread s, and, for their dynamics,
introduce a factor model. In the pre-crisis single-curve setting there are two basic
factor model classes for the short rate: the exponentially affine and the exponentially
quadratic model classes. Here we shall concentrate on the less common quadratic
class with Gaussian factors. In the exponentially affine class where, to guarantee
positivity of rates and spreads, one considers generally square root models for the
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factors, the distribution of the factors is y. In the exponentially quadratic class the
factors have a more convenient Gaussian distribution.

The paper is structured as follows. In the preliminary Sect.2 we mainly dis-
cuss issues related to martingale modeling. In Sect. 3 we introduce the multi-curve
Gaussian, exponentially quadratic model class. In Sect.4 we deal with pricing of
linear interest rate derivatives and, finally, in Sect.5 with nonlinear/optional interest
rate derivatives.

2 Preliminaries

2.1 Discount Curve and Collateralization

In the presence of multiple curves, the choice of the curve for discounting the future
cash flows, and a related choice of the numeraire for the standard martingale measure
used for pricing, in other words, the question of absence of arbitrage, becomes non-
trivial (see e.g. the discussion in Kijima and Muromachi [21]). To avoid issues of arbi-
trage, one should possibly have a common discount curve to be applied to all future
cash flows independently of the tenor. A choice, which has been widely accepted
and became practically standard, is given by the OIS-curve T > p(t, T) = p?"S(¢t, T)
that can be stripped from OIS rates, namely the fair rates in an OIS. The arguments
justifying this choice and which are typically evoked in practice, are the fact that
the majority of the traded interest rate derivatives are nowadays being collateral-
ized and the rate used for remuneration of the collateral is exactly the overnight
rate, which is the rate the OIS are based on. Moreover, the overnight rate bears
very little risk due to its short maturity and therefore can be considered relatively
risk-free. In this context we also point out that prices, corresponding to fully col-
lateralized transactions, are considered as clean prices (this terminology was first
introduced by Crépey [6] and Crépey et al. [9]). Since collateralization is by now
applied in the majority of cases, one may thus ignore counterparty and liquidity risk
between individual parties when pricing interest rate derivatives, but cannot ignore
the counterparty and liquidity risk in the interbank market as a whole. These risks
are often jointly referred to as interbank risk and they are main drivers of the multi-
curve phenomenon, as documented in the literature (see e.g. Crépey and Douady [7],
Filipovi¢ and Trolle [14], and Gallitschke et al. [15]). We shall thus consider only
clean valuation formulas, which take into account the multi-curve issue. Possible
ways to account for counterparty risk and funding issues between individual coun-
terparties in a contract are, among others, to follow a global valuation approach that
leads to nonlinear derivative valuation (see Brigo et al. [3, 4] and other references
therein, and in particular Pallavicini and Brigo [28] for a global valuation approach
applied specifically to interest rate modeling), or to consider various valuation adjust-
ments that are generally computed on top of the clean prices (see Crépey [6]). A fully
nonlinear valuation is preferable, but is more difficult to achieve. On the other hand,
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valuation adjustments are more consolidated and also used in practice and this gives
a further justification to still look for clean prices. Concerning the explicit role of
collateral in the pricing of interest rate derivatives, we refer to the above-mentioned
paper by Pallavicini and Brigo [28].

2.2 Martingale Measures

The fundamental theorem of asset pricing links the economic principle of absence
of arbitrage with the notion of a martingale measure. As it is well known, this is a
measure, under which the traded asset prices, expressed in units of a same numeraire,
are local martingales. Models for interest rate markets are typically incomplete so
that absence of arbitrage admits many martingale measures. A common approach
in interest rate modeling is to perform martingale modeling, namely to model the
quantities of interest directly under a generic martingale measure; one has then to
perform a calibration in order to single out the specific martingale measure of interest.
The modeling under a martingale measure now imposes some conditions on the
model and, in interest rate theory, a typical such condition is the Heath—Jarrow—
Morton (HIM) drift condition.

Starting from the OIS bonds, we shall first derive a suitable numeraire and then
consider as martingale measure a measure Q under which not only the OIS bonds,
but also the FRA contracts seen as basic quantities in the bond market, are local
martingales when expressed in units of the given numeraire. To this basic market
one can then add various derivatives imposing that their prices, expressed in units of
the numeraire, are local martingales under Q.

Having made the choice of the OIS curve T +— p(¢, T) as the discount curve, con-
sider the instantaneous forward rates f (¢, T) := —(% logp(¢t,T) and let r, = f(t, 1)
be the corresponding short rate at the generic time ¢. Define the OIS bank account as

B; = exp (/ rsds) (L
0

and, as usual, the standard martingale measure Q as the measure, equivalent to the
physical measure P, that is associated to the bank account B, as numeraire. Hence
the arbitrage-free prices of all assets, discounted by B;, have to be local martingales
with respect to Q. For derivative pricing, among them also FRA pricing, it is often
more convenient to use, equivalently, the forward measure QT associated to the OIS
bond p(t, T) as numeraire. The two measures Q and Q are related by their Radon—
Nikodym density process

o'y _ peT) o
dQ 91_Btp(07T) - - .




Derivative Pricing for a Multi-curve Extension ... 195

As already mentioned, we shall follow the traditional martingale modeling, whereby
the model dynamics are assigned under the martingale measure Q. This leads to
defining the OIS bond prices according to

T
p(t, T) = E¢ [GXP [—/ rudu] | 3‘7] 3)

after having specified the Q—dynamics of r.

Coming now to the FRA contracts, recall that they concern a forward rate agree-
ment, established at a time ¢ for a future interval [T, T + A], where at time T + A
the interest corresponding to a floating rate is received in exchange for the interest
corresponding to a fixed rate R. There exist various possible conventions concern-
ing the timing of the payments. Here we choose payment in arrears, which in this
case means at time 7 + A. Typically, the floating rate is given by the Libor rate and,
having assumed payments in arrears, we also assume that the rate is fixed at the begin-
ning of the interval of interest, here at 7. Recall that for expository simplicity we
had reduced ourselves to a two-curve setup involving just a single Libor for a given
tenor A. The floating rate received at T + A is therefore the rate L(T; T, T + A),
fixed at the inception time 7. For a unitary notional, and using the (T + A)-forward
measure Q74 as the pricing measure, the arbitrage-free price at t < T of the FRA
contract is then

PfRAG T, T+ A R) = Ap(t, T + AETYA{L(T; T, T+ A) —R | Z}, (4)

where ET+4 denotes the expectation with respect to the measure Q7 4. From this
expression it follows that the value of the fixed rate R that makes the contract fair at
time ¢ is given by

R, =ET 4 {L(T;T, T+ A) | %) :=L(t; T, T + A) (5)

and we shall call L(¢t; T, T + A) the forward Libor rate. Note that L(-; T, T + A) is
a QT*+4 —martingale by construction.

In view of developing a model for L(T; T, T + A), recall that, by absence of
arbitrage arguments, the classical discrete compounding forward rate at time ¢ for
the future time interval [T, T + A] is given by

1 T
FU:T.T+4) = (%—1),

where p(t, T) represents here the price of a risk-free zero coupon bond. This expres-
sion can be justified also by the fact that it represents the fair fixed rate in a forward
rate agreement, where the floating rate received at T + A is

1 1
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and we have
F(t;T, T+ A) =E"™"{F(I; T, T+ A) | Z}. )

This makes the forward rate coherent with the risk-free bond prices, where the latter
represent the expectation of the market concerning the future value of money.

Before the financial crisis, L(T; T, T + A) was assumed to be equal to F(T; T,
T + A), an assumption that allowed for various simplifications in the determina-
tion of derivative prices. After the crisis L(T; T, T + A) is no longer equal to
F(T;T,T 4+ A) and what one considers for F(T;T,T + A) is in fact the OIS
discretely compounded rate, which is based on the OIS bonds, even though the
OIS bonds are not necessarily equal to the risk-free bonds (see Sects.1.3.1 and
1.3.2 of Grbac and Runggaldier [18] for more details on this issue). In particular,
the Libor rate L(T; T, T + A) cannot be expressed by the right-hand side of (6).
The fact that L(T; T, T + A) # F(T; T, T + A) implies by (5) and (7) that also
Lt;T, T+ A) #F(t; T, T+ A) forall t < T and this leads to a Libor-OIS spread
Lt; T, T+ A)—F&; T, T+ A).

Following some of the recent literature (see e.g. Kijima et al. [22], Crépey et al.
[8], Filipovi¢ and Trolle [14]), one possibility is now to keep the classical relationship
(6)alsofor L(T; T, T + A) thereby replacing however the bonds p(¢, T') by fictitious
risky ones p(t, T') that are assumed to be affected by the same factors as the Libor
rates. Such a bond can be seen as an average bond issued by a representative bank
from the Libor group and it is therefore sometimes referred to in the literature as a
Libor bond. This leads to

1 1

Recall that, for simplicity of exposition, we consider a single Libor for a single
tenor A and so also a single fictitious bond. In general, one has one Libor and one
fictitious bond for each tenor, i.e. L*(T; T, T + A) and p*(T, T + A). Note that we
shall model the bond prices p(¢, T), for all # and T with # < T, even though only
the prices p(T, T + A), for all T, are needed in relation (8). Moreover, keeping in
mind that the bonds p(z, T) are fictitious, they do not have to satisfy the boundary
condition p(T, T) = 1, but we still assume this condition in order to simplify the
modeling.

To derive a dynamic model for L(¢; T, T + A), we may now derive a dynamic
model for p(¢, T + A), where we have to keep in mind that the latter is not a traded
quantity. Inspired by a credit-risk analogy, but also by a common practice of deriving
multi-curve quantities by adding a spread over the corresponding single-curve (risk-
free) quantities, which in this case is the short rate r;, let us define then the Libor
(risky) bond prices as

T
p@t, T) = E? [eXp [—/ (ru + su)du} | «%] ; €))
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with s, representing the short rate spread. In case of default risk alone, s, corresponds
to the hazard rate/default intensity, but here it corresponds more generally to all the
factors affecting the Libor rate, namely besides credit risk, also liquidity risk, etc.
Notice also that the spread is introduced here from the outset. Having for simplicity
considered a single tenor A and thus a single p(#, T'), we shall also consider only a
single spread s;. In general, however, one has a spread s for each tenor A.

We need now a dynamical model for both r, and s, and we shall define this model
directly under the martingale measure Q (martingale modeling).

3 Short Rate Model

3.1 The Model

As mentioned, we shall consider a dynamical model for 7, and the single spread s;
under the martingale measure Q that, in practice, has to be calibrated to the market.
For this purpose we shall consider a factor model with several factors driving r;
and s,.

The two basic factor model classes for the short rate in the pre-crisis single-curve
setup, namely the exponentially affine and the exponentially quadratic model classes,
both allow for flexibility and analytical tractability and this in turn allows for closed
or semi-closed formulas for linear and optional interest rate derivatives. The former
class is usually better known than the latter, but the latter has its own advantages. In
fact, for the exponentially affine class one would consider r, and s, as given by a linear
combination of the factors and so, in order to obtain positivity, one has to consider a
square root model for the factors. On the other hand, in the Gaussian exponentially
quadratic class, one considers mean reverting Gaussian factor models, but at least
some of the factors in the linear combination for , and s, appear as a square. In this
way the distribution of the factors remains always Gaussian; in a square-root model it
is a non-central y*>—distribution. Notice also that the exponentially quadratic models
can be seen as dual to the square root exponentially affine models.

In the pre-crisis single-curve setting, the exponentially quadratic models have been
considered, e.g. in El Karoui et al. [12], Pelsser [29], Gombani and Runggaldier [17],
Leippold and Wu [24], Chen et al. [5], and Gaspar [16]. However, since the pre-crisis
exponentially affine models are more common, there have also been more attempts to
extend them to a post-crisis multi-curve setting (for an overview and details see e.g.
Grbac and Runggaldier [18]). A first extension of exponentially quadratic models
to a multi-curve setting can be found in Kijima et al. [22] and the present paper is
devoted to a possibly full extension.

Let us now present the model for 7, and s;, where we consider not only the short
rate r, itself, but also its spread s, to be given by a linear combination of the factors,
where at least some of the factors appear as a square. To keep the presentation simple,
we shall consider a small number of factors and, in order to model also a possible
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correlation between r; and s,, the minimal number of factors is three. It also follows
from some of the econometric literature that a small number of factors may suffice
to adequately model most situations (see also Duffee [10] and Duffie and Garleanu
[11D.

Given three independent affine factor processes llfti, i =1, 2,3, having under Q
the Gaussian dynamics

dw! = —b'W/dt + o' dwl, i=1,2,3, (10)
with b;, o; > 0 and wﬁ, i =1, 2,3, independent Q—Wiener processes, we let

r=w 4+ @?)? (an
s =Kk + W)

where ¥/ is the common systematic factor allowing for instantaneous correlation
between r, and s, with correlation intensity x and ¥? and ¥, are the idiosyncratic
factors. Other factors may be added to drive s,, but the minimal model containing
common and idiosyncratic components requires three factors, as explained above.
The common factor is particularly important because we want to take into account
the realistic feature of non-zero correlation between 7, and s; in the model.

Remark 3.1 The zero mean-reversion level is here considered only for convenience
of simpler formulas, but can be easily taken to be positive, so that short rates and
spreads can become negative only with small probability (see Kijima and Muromachi
[21] for an alternative representation of the spreads in terms of Gaussian factors that
guarantee the spreads to remain nonnegative and still allows for correlation between
r; and s;). Note, however, that given the current market situation where the observed
interest rates are very close to zero and sometimes also negative, even models with
negative mean-reversion level have been considered, as well as models allowing for
regime-switching in the mean reversion parameter.

Remark 3.2 For the short rate itself one could also consider the model r, = ¢, +
lI/t1 + (llllz)2 where ¢, is a deterministic shift extension (see Brigo and Mercurio [2])
that allows for a good fit to the initial term structure in short rate models even with
constant model parameters.

In the model (11) we have included a linear term ¥,' which may lead to negative
values of rates and spreads, although only with small probability in the case of models
of the type (10) with a positive mean reversion level. The advantage of including this
linear term is more generality and flexibility in the model. Moreover, it allows to
express p(t, T) in terms of p(¢z, T) multiplied by a factor. This property will lead
to an adjustment factor by which one can express post-crisis quantities in terms of
corresponding pre-crisis quantities, see Morino and Runggaldier [27] in which this
idea has been first proposed in the context of exponentially affine short rate models
for multiple curves.
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3.2 Bond Prices (OIS and Libor Bonds)

In this subsection we derive explicit pricing formulas for the OIS bonds p(t, T) as
defined in (3) and the fictitious Libor bonds p(¢, T) as defined in (9). Thereby, r, and
s, are supposed to be given by (11) with the factor processes ¥, evolving under the
standard martingale measure Q according to (10). Defining the matrices

-1 0 0 a0 0
F=| 0 —=»* 0 | ,D=|00¢%0 (12)
0 0 -» 0 0o

and considering the vector factor process ¥, := [¥,!, W2, W3] as well as the mul-
tivariate Wiener process W, := [w}, w?, w}]’, where ' denotes transposition, the
dynamics (10) can be rewritten in synthetic form as

d¥, = FW,dt + DdW,. (13)

Using results on exponential quadratic term structures (see Gombani and
Runggaldier [17], Filipovi¢ [13]), we have
7
t

pt,T) = { — ! rudu| Z
- exp[—A(t, T) — B'(t. T)W, — w/C(t, T)tlf,] (14)

m} EQ{ — M@ @2 du

and, setting R, := r; + sy,

p(t,T) = EQ{e—f,T Rudu

f%}} — g2 {e—f,T«l+~>wl}+(wl?)2+<wu3>2>du

)

- exp[—A(t, T) - B'(t, T)¥, — w/C(, T)lll,], (15)

where A(7, T), A(t, T), B(t, T), B(t, T), C(t,T) and C(¢, T) are scalar, vector, and
matrix-valued deterministic functions to be determined.

For this purpose we recall the Heath—Jarrow—Morton (HIM) approach for the case
when p(¢, T) in (14) represents the price of a risk-free zero coupon bond. The HIM
approach leads to the so-called HIM drift conditions that impose conditions on the
coefficients in (14) so that the resulting prices p(¢, T') do not imply arbitrage possi-
bilities. Since the risk-free bonds are traded, the no-arbitrage condition is expressed
by requiring ’% to be a Q—martingale for B, defined as in (1) and it is exactly this
martingality pr(;perty to yield the drift condition. In our case, p(¢, T) is the price of
an OIS bond that is not necessarily traded and in general does not coincide with the
price of a risk-free bond. However, whether the OIS bond is traded or not, 2% (' Disa
Q—martingale by the very definition of p(¢, T') in (14) (see the first equality i m (14))
and so we can follow the same HIM approach to obtain conditions on the coefficients
in (14) also in our case.
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For what concerns, on the other hand, the coefficients in (15), recall that p(t, T) is
afictitious asset that is not traded and thus is not subject to any no-arbitrage condition.
Notice, however, that by analogy to p(¢, T) in (14), by its very definition glven in
the first equality in (15), ” LD jsa Q— martingale for B, given by B, := exp fo R,du.
The two cases p(¢, T) and p(t T) can thus be treated in complete analogy provided
that we use for p(¢, T') the numeraire B;.

We shall next derive from the Q—martingality o conditions on
the coefficients in (14) and (15) that correspond to the class1ca1 HIM drift condition
and lead thus to ODEs for these coefficients. For this purpose we shall proceed by
analogy to Sect.2 in [17], in particular to the proof of Proposition 2.1 therein, to
which we also refer for more detail.

Introducing the “instantaneous forward rates” f (¢, T) := —a% logp(t, T) and

f@,T):= —% log p(t, T), and setting

P(l ) p.T)
f and 5,

B) B) B
SpACT). b T) = B T), c(.1) = o C(.T)  (16)

a(t, T) :=
and analogously for a(t, T), l_J(t, T),c(t, T), from (14) and (15) we obtain

f@&,T)=a@,T)+ b, T)W + ¥/ c(t, T, 17)

F@. Ty = a@, T) + b (0. )W, + W, T (18)

Recalling that r, =f(z,¢) and R, =f(t, 1), this implies, with a(?) := a(t, 1),

b(t) :=b(t,t), c(t) := c(t, t) and analogously for the corresponding quantities with

a bar, that
re=a@) + b O + ¥/ c(t)¥, (19)

and
R, =r +s =at)+ l_/(t)lI/t +¥/c()Y,. (20)

Comparing (19) and (20) with (11), we obtain the following conditions where i, j =
1,2, 3, namely

a(t) =0 a(t) =0
b (t) = 1=y b (1) = (14 k)1ji=y
() = 1zjry ¢l (1) = 1jimjmayuimj=3)-

Using next the fact that

T T
p(t, T) = exp [— / f, s)dsj| , p(t,T) =exp [— / f, s)ds:|,
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and imposing 2~ (t D and 280 (t D to be Q—martingales, one obtains ordinary differential
equations to be satlsﬁed by c(t T),b(t,T), a(t, T) and analogously for the quantities
with a bar. Integrating these ODEs with respect to the second variable and recalling
(16) one obtains (for the details see the proof of Proposition 2.1 in [17])

Ci(t,T) +2FC(t,T) — 2C(t, T)DDC(t, T) + c(r) =0, C(T,T)=0 an
C,(t,T)+2FC(t,T) —2C(@t, T)DDC(t, T) +¢() =0, C(T,T)=0
with
000 000
cH)=1010| er)=1[010]. (22)
000 001

The spgcial forms of F', D, c(t) and c(¢) tog_ethelz with boundary conditions C(T, T) =
0 and C(T, T) = 0 imply that only C?2, C??, C* are non-zero and satisfy

C2(t,T) — 2b>C%(t, T) — 2(6H*(CP(t, T))* +1=0, C*(T,T)=0
C2(t,T) — 20>C2(t, T) — 2(cH*(CP2(t, T))* +1=0, C*(T,T)=0 (23)
C3(t,T) = 2b°CH(t, T) — 2(c>)*(C3(t, T)* +1=0, C3(T,T)=0

that can be shown to have as solution

2 _ . 2(e(T—r)hz_l)
C21.T) = O T) = g 2 o

=33 _ z(e(T—r)lx3_1)
c (ta T) T 2B QB3 3) (T 1)

with &' = \/4(b))2 + 8(0)? > 0, i = 2, 3.

Next, always by analogy to the proof of Proposition 2.1 in [17], the vectors of
coefficients B(t, T) and B(1, T) of the first order terms can be seen to satisfy the
following system

B.(t,T) + B(t,T)F — 2B(t, T)DDC(t,T) + b(t) =0, B(T,T) =0 25)

[Bt(t, T)+ B(t, T)F — 2B(t, T)DDC(t,T) + b(t) =0, B(T,T)=0
with B
b(t) =1[1,0,0] b() =[(1+k),0,0].

Noticing similarly as above that only B'(z, T), B'(t, T) are non-zero, system (25)
becomes
B't,T) —b'B'(t, T) +1=0 BY(T, T)=0

Bl 151 51 (26)
B'(.T)—b0'B'(.T) + (1 +r) =0 B'(T.T)=0
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leading to the explicit solution

B'(t,T) = (1 —e T
] o ) 27)
Bt T) = ‘Lﬁ(l - e‘hl(T_t)) = (1 +RB'Q,T).
Finally, A(¢, T) and A(t, T) have to satisfy
A1, T) 4+ (0H)*CH2(1, T) — 3(0")*(B' (1, T))* =0, (28)
A, T) + (62)CP(t, T) + (63)C¥, T) — (6" (B'(1, T))* =0

with boundary conditions A(T', T) = 0, A(T,T) =0. The explicit expressions can
be obtained simply by integrating the above equations.
Summarizing, we have proved the following:

Proposition 3.1 Assume that the OIS short rate r and the spread s are given by
(11) with the factor processes W', i = 1,2, 3, evolving according to (10) under the
standard martingale measure Q. The time-t price of the OIS bond p(t, T), as defined
in (3), is given by

p(t,T) = expl—=A@, T) = B'(t, ¥, = C2(1, T)(¥))?], (29)
and the time-t price of the fictitious Libor bond p(t, T), as defined in (9), by

exp[—A(t, T) — (s + DB (e, )W} — C?2 (1, T)(W})? — CB (1. T) ()2
p(t, TYexp[—A(1, T) — kB (1, T)W,! — C33(1, T)(w)?1,

p@,T)

- - _ (30)
where A, T):=A(t,T)—A(,T) with A(t,T) and A(t,T) given by (28),
B'(t, T) given by (27) and C?*(t, T) and C3(t, T) given by (24).

In particular, expression (30) gives p(¢, T) in terms of p(z, T). Based on this we
shall derive in the following section the announced adjustment factor allowing to
pass from pre-crisis quantities to the corresponding post-crisis quantities.

3.3 Forward Measure

The underlying factor model was defined in (10) under the standard martingale
measure Q. For derivative prices, which we shall determine in the following two
sections, it will be convenient to work under forward measures, for which, given the
single tenor A, we shall consider a generic (T + A)-forward measure. The density
process to change the measure from Q to Q74 is
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T+A T A) 1
dQ |z~ p(0.T+ A) B,

from which it follows by (29) and the martingale property of (W'ITg—+A)) that
! t<T+A

dt, =% (=B (t,T + A)o'dw] —2C*(t, T + AW odw]) .
This implies by Girsanov’s theorem that

thL”A =dw! +a'B'(t, T + A)dt
dw?,T+A _ dwtz 202, T—}—A)llltzazdt (32)
dwl3.T+A = aw’

are Q"4 —Wiener processes. From the Q—dynamics (10) we then obtain the fol-
lowing Q7 ™2 —dynamics for the factors

dw! = — [b'W) + (¢")?B'(t, T + A)] dt + 'dw; T+
dW? = — [PPW2 +2(02)2C2(t, T + AW?] dt + odw; ™ (33)
dv} = —pWidr 4 3dw,; "4,

t

Remark 3.3 While in the dynamics (10) for lI/,i , (i=1,2,3) under Q we had for
simplicity assumed a zero mean-reversion level, under the (7' + A)-forward mea-
sure the mean-reversion level is for ¥,' now different from zero due to the measure
transformation.

Lemma 3.1 Analogously to the case when p(t, T) represents the price of a risk-free

zero coupon bond, also for p(t, T) viewed as OIS bond we have that p(f,(;—I)A) isa

QT4 —martingale.

Proof We have seen that also for OIS bonds as defined in (3) we have that, with B;
as in (1), the ratio 2 (’ T) is a Q—martingale. From Bayes’ formula we then have

EQ{ 1 p(T.T) L%}

P, T+A) Brya [)(T T+4)

P(T.T+A)

ET+A{ _p(I.T) |%} —

EQ{]}(O,T+A) BT+A ‘ f}

EQ[ pIT)_ [0 { |9T}|§/] BIEQ{ pI1)_pIT+8) | g7 }

P(T.T+A) Brin pT.T+4) By
- p(t, T+A) - [7([ T+A)
By

o[ pr.D
BEERIZ)
pt,T+A) pt,T+A)°

thus proving the statement of the lemma. [
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We recall that we denote the expectation with respect to the measure Q74 by
ET+4{.}. The dynamics in (33) lead to Gaussian distributions for ¥/, i = 1, 2, 3 that,
given B'(-) and C??(-), have mean and variance

ETAwiy =al =al@', o) , Vart ) =i = G, o),

which can be explicitly computed. More precisely, we have

[ _ _pl e g1 1 1\2 1
a} — e tl:lpol _ 2(8,1))23 b (T+A)(1 — p2b t) _ ((t;]))2 = o t)]
21 __ ,—2b't, 2b't (e")?
t =e (e ~_ 1)2(],1)
=2 = (PPt2(02)2CH(, T+A)) gy 2
{O‘é; _ 2b? 4022”22 T A%t 20%5+4(0?)2C2 (5. T+4) (522 (34)
Je; =e—<z A ERTHA) [1 ARt ERTHD) (52)2 g
& = ey
= o131 (53)2 3
t3 —e 2br(f27bg (eth_l),
with
2
C2(1, T+ A) = 2(21og (262 (e THA=DN _ 1y 4 p2(eTHA=DI 4 1)) 4 1(2% + 1))

(262 + h2)(2b% — h?)
20 log2b2 (e THOR _ 1y 4 p2(oT+DF 4 1)
(202 + h2)(2b% — h2)

(35)
and h? = /(2b2)2 + 8(02)2, and where we have assumed deterministic initial values
¥, ¢ and ¥ . For details of the above computation see the proof of Corollary 4.1.3.
in Meneghello [25].

4 Pricing of Linear Interest Rate Derivatives

We have discussed in Sect. 3.2 the pricing of OIS and Libor bonds in the Gaussian,
exponentially quadratic short rate model introduced in Sect. 3.1. In the remaining part
of the paper we shall be concerned with the pricing of interest rate derivatives, namely
with derivatives having the Libor rate as underlying rate. In the present section we
shall deal with the basic linear derivatives, namely FRAs and interest rate swaps,
while nonlinear derivatives will then be dealt with in the following Sect. 5. For the
FRA rates discussed in the next Sect. 4.1 we shall in Sect. 4.1.1 exhibit an adjustment
factor allowing to pass from the single-curve FRA rate to the multi-curve FRA rate.
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4.1 FRAs

We start by recalling the definition of a standard forward rate agreement. We empha-
size that we use a text-book definition which differs slightly from a market definition,
see Mercurio [26].

Definition 4.1 Given the time points0 <t < T < T + A, a forward rate agreement
(FRA) is an OTC derivative that allows the holder to lock in at the generic date t < T
the interest rate between the inception date 7" and the maturity 7 + A at a fixed value
R. At maturity 7 + A a payment based on the interest rate R, applied to a notional
amount of N, is made and the one based on the relevant floating rate (generally the
spot Libor rate L(T; T, T + A)) is received.

Recalling that for the Libor rate we had postulated the relation (8) to hold at the
inception time 7', namely

1 1
LT:T.T+A) =— (— 1),
o ) A(p(T,T+A) )

the price, at t < T, of the FRA with fixed rate R and notional N can be computed
under the (T + A)-forward measure as

P™RA(t; T, T+ A,R,N)
=NAp(t, T+ ADET™{L(T; T, T + A) — R | %}

=Np(t, T+ AET™ ———  —(1+AR) | F}, 36
p(t, T + A) [p(T,TJrA) (1+AR) | ;] (36)
Defining
1
pr=Et—— | # !, 37
vt [ﬁ(T,T+A) | (37)

it is easily seen from (36) that the fair rate of the FRA, namely the FRA rate, is given
by

-1
Ri=— (77 —1). (38)

In the single-curve case we have instead

1

R, = Z (Vz,T - 1) > (39
where, given that - (}’?A) is a QT4 —martingale (see Lemma 3.1),
1 t,T
L Fe e I B (40)
p(T, T+ A) pt, T+ A)
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which is the classical expression for the FRA rate in the single-curve case. Notice
that, contrary to (37), the expression in (40) can be explicitly computed on the basis
of bond price data without requiring an interest rate model.

4.1.1 Adjustment Factor

We shall show here the following:

Proposition 4.1 We have the relationship

Uiy = vip - Ad"? - Res!? 41)
with
T.T + A 3
mﬂ%:ﬂﬂ@4—ijwﬁ4=Eqaﬂmnr+m
(T, T + A)
+MN1T+Aw4+@%1T+m@®ﬂ|%} (42)
and 1
2
RestT’A = exp[—ﬁ% (1 - e’b]A) (1 — e’b](T”)) ], (43)

where A(t, T) is defined after (30), B'(t, T) in (27) and c33 (t, T) in (24).

Proof Firstly, from (30) we obtain

1_72} ;: 1 j; — eA(T,T+A)+r:,B‘(T,T+A)WT'+C33(T,T+A)(W73)2' (44)
pL,

In (37) we now change back from the (7' + A)-forward measure to the standard
martingale measure using the density process .%; given in (31). Using furthermore
the above expression for the ratio of the OIS and the Libor bond prices and taking
into account the definition of the short rate r; in terms of the factor processes, we

obtain
Ut = ET+A[_;L?I] = Z_IEQ[_LLgZ}]
’ p(T, T+ A) p(T, T+ A)

1 T T,T+ A
— —EQ<exp(—/ rudu)uL?,}
pt, T+ A) 1 p(T, T+ A)

)

! A C33 3y2
= ———explA(T, T+ A EQ{eC (T, T+A) @)
P T+ 2) A )]
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.EQ[e— fIT(lI/,}-&-(lI/MZ)Z)due»;B‘(T,T+A)lI/T1 |yt}
1 ~ 33 T T+A w} 2
= explA(T, T+ A)EC [T 7 )
pt, T+ A) |
T . T
,EQ{[ ST 0} du B (T T+ )0 ’%}EQ{( . (wf)zdu’%}’ 45)
where we have used the independence of the factors ¥ i=1,2, 3 under Q.

Recall now from the theory of affine processes (see e.g. Lemma 2.1 in Grbac and
Runggaldier [18]) that, for a process ¥, satisfying (10), we have for all §, K € R

T
E° [exp [—/ SW)du — Kw;] | y‘f] =expla'(t,T) — B'(t, HW'], (46)

where

BL(t, T) = Ke 2T — 5 (gfbl(Tft) B 1)
ol (1. T) = %5 [T(3 (. T))du.

Setting K = —xB'(T, T + A) and 6 = 1, and recalling from (27) that B'(¢, T) =
1% (1 — e‘bl(T_”), this leads to

EQ{e— i W du B (T, T+2)0] }yt]
12 T
= ¢XP|:%("€B1 T, T+ A))z/ e 2T gy
t
T ) 2 [T
—#B'(T.T + 4)(@")’ / B, Tye "1™+ —= / (B' (u, T))*du
! t

+ (K‘,Bl (T.T + A)e T _ pl(q, T)) w}] (47)

On the other hand, from the results of Sect.3.2 we also have that, for a process lI/,2
satisfying (10),

T
E? Iexp [— / (wj)zdu} | 341} =exp[—a’(t, T) — C*(t, )(¥})*],
t
where C?*(t, T) corresponds to (24) and (see (28))

T
a*(t,T) = (62)? / C?*(u, T)du.
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This implies that
T
E¢ [exp [— / (wj)zdu] |y‘,}
T
= exp [—(0—2)2 / C?*(u, T)du — C*(t, T) (11/,2)2} . (48)

Replacing (47) and (48) into (45), and recalling the expression for p(¢, T) in (29)
with A(-), B'(-), C*(-) according to (28), (27) and (24) respectively, we obtain

by = PO Adrrage [6633(T,T+A)(w§)2 \fz]
’ pt, T+ A)
1,2 T
- exp |:(U2)(IiBl (T, T+ A))Z/ €72b1 (T*Lt)du + HBI(T, T+ A)eib] (T—1) lI/tli|
t
T
- exp |:—KBI (T.T + A)(Ul)z/ B'(u, T)ebl(T”)du] : (49)
t
We recall the expression (44) for Zgﬁﬁ; and the fact that, according to (46), we

have
EQ{enB' (T.T+2)¥} ’%}

1,2 T
— exp {“’2’(&31(1 T+ A))Z/ 2 T=0 g, 4 BN (T, T + A)e_bl(T_t)lPtli| .
t

Inserting these expressions into (49) we obtain the result, namely

- p,T) 1] p(T,T+A)
T = perrak {i»(T,T+A) |%}

T
-exp[—nBl(T, T + A)(o!)> / B'(u, T)e’bl(T’”)du]

t

rt.T) 10 p(T,TJrA)’g
= p(t.T+A) p(T,T+A) 1

exp| (€4 = D@2 (s (1 = ' T0) — Gl (1 — e T0)) |,

(50)

where we have also used the fact that

T T 1
/ B'(u, T)e "' T gy = / — (1 _ e—b'(r—m) oV T g,
b
! t

— _ﬁ (1 _ e—zb‘(T—t)) + # (1 _ e—h‘(T—z)) .

O
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Remark 4.1 The adjustment factor Ad,T 4 allows for some intuitive interpretations.
Here we mention only the easiest one for the case when x = 0 (independence of r,
and s,). In this case we have r, 4+ s, > r, implying that p(T', T + A) < p(T, T + A)
so that Ad,T A > 1. Furthermore, always for x = 0, the residual factor has value
Res]"® = 1. All this in turn implies 7, 7 > v, 7 and with it R, > R,, which is what
one would expect to be the case.

Remark 4.2 (Calibration to the initial term structure). The parameters in the model
(10) for the factors lI/lf and thus also in the model (11) for the short rate r; and the
spread s, are the coefficients b’ and o' for i = 1,2, 3. From (14) notice that, for
i = 1, 2, these coefficients enter the expressions for the OIS bond prices p(z, T') that
can be assumed to be observable since they can be bootstrapped from the market
quotes for the OIS swap rates. We may thus assume that these coefficients, i.e. b’ and
o' fori = 1, 2, can be calibrated as in the pre-crisis single-curve short rate models. It
remains to calibrate b*, o> and, possibly the correlation coefficient . Via (15) they
affect the prices of the fictitious Libor bonds p(¢, T) that are, however, not observable.
One may observe though the FRA rates R, and R, and thus also Vi, as well as v 7.
Via (41) this would then allow one to calibrate also the remaining parameters. This
task would turn out to be even simpler if one would have access to the value of s by
other means.

We emphasize that in order to ensure a good fit to the initial bond term structure,
a deterministic shift extension of the model or time-dependent coefficients b’ could
be considered. We recall also that we have assumed the mean-reversion level equal
to zero for simplicity; in practice it would be one more coefficient to be calibrated
for each factor ¥,'.

4.2 Interest Rate Swaps

We firstrecall the notion of a (payer) interest rate swap. Given a collection of dates 0 <
To<T) <---<T,withy= =Ty — Ty—1 (k=1,---,n),as well as anotional
amount NV, a payer swap is a financial contract, where a stream of interest payments on
the notional N is made at a fixed rate R in exchange for receiving an analogous stream
corresponding to the Libor rate. Among the various possible conventions concerning
the fixing for the Libor and the payment dates, we choose here the one where, for
each interval [Ty_1, Ti], the Libor rates are fixed in advance and the payments are
made in arrears. The swap is thus initiated at 7, and the first payment is made at
T). A receiver swap is completely symmetric with the interest at the fixed rate being
received; here we concentrate on payer swaps.

The arbitrage-free price of the swap, evaluated at ¢ < Ty, is given by the following
expression where, analogously to ET+4{.}, we denote by E”+{.} the expectation with
respect to the forward measure Q™ (k =1, --- , n)
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PS"(t; To, Ty, R) = 5 ) p(t, TOE™ {L(Ti_1; Te—1, Te) — R1.F:)
k=1

=7 > pt,T) (Lt Teey, Ti) — R) . (51)
k=1

For easier notation we have assumed the notional tobe 1,1.e. N = 1.

We shall next obtain an explicit expression for P (t; Ty, T, R) starting from the
first equality in (51). To this effect, recalling from (24) that C?*(¢, T) = C*(t, T),
introduce again some shorthand notation, namely

Ay = ATy, Ty), B := B'(Ty_1, Ty),

_ _ _ (52)
CP? = CP(Ti 1, To) = CP(Ti1, T), CF = C¥(Tiy, To).

The crucial quantity to be computed in (51) is the following one

E™{yL(Ty1: Ty, TOLF} = ETk{_—w*} 1
' p(Ti—1, Ty) !

= ME™exp((k + DB, + CP(WE )V +CPWE DIFY -1, (53)

where we have used the first relation on the right in (30). The expectations in (53)
have to be computed under the measures Q7%, under which, by analogy to (33), the
factors have the dynamics

dw! = — [b'w) + (¢")?B' (1, T)] dt + o'dw, "
dw? = — [PPW2 + 2022 C2 (1, TOW?] dt + o?dw}* (54)
A} = —b’W3dr + o>dw}*.

where wi, i =1, 2,3, are independent Wiener processes with respect to Q7. A

straightforward generalization of (46) to the case where the factor process ¥,! satisfies
the following affine Hull-White model
dw,! = (a' (1) — "W dt + o' dw,

can be obtained as follows
T
E? [exp [—/ oW du — KWTI} | 9‘,] =expla!' t, T) — B'(t, H¥,'], (55)
t

with
B, T) = Ke?' T — 5, (e—hl(T—z) B 1)

T T
al(t, T) = @ / (8" (u, T))du — / a' )" (u, T)du.

t

(56)
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We apply this result to our situation where under Q7 the process ¥,' satisfies
the first SDE in (54) and thus corresponds to the above dynamics with a() =
—(0")?B' (¢, T}). Furthermore, setting K = —(x + 1) B,i and 6 = 0, we obtain for
the first expectation in the second line of (53)

E™exp((s + DBIW, || F) = explT (0. To) — ' (. TO W', (57)
with
pl(t, T =—(k+ I)Blie_h](n_t)
% /Tk (Pl (u, Tk))2 du+ (0")? /Tk B'(u, To)p' (u, To)du.
:

t

I, Ty (58)

For the remaining two expectations in the second line of (53) we shall use the fol-
lowing:

Lemma 4.1 Let a generic process ¥, satisfy the dynamics
d¥, = b()W,dt + o dw;, (59)
with w; a Wiener process. Then, for all C € R such that E? {exp [C (WT)z]} < 00,
we have
E?{exp[C (¥r)?] | Z} =exp [ (t, T) — p(t, T) (%)*] (60)
with p(t, T) and I' (t, T) satisfying

[ pi(t, T) +2b0)p(t, T) = 2(0)* (p(t, T))* =03 p(T, T) = ~C 61)

L@, T) = (0)?p@,T).

Proof Anapplication of It6’s formula yields that the nonnegative process @; := (¥;)>
satisfies the following SDE

do, = ((0)* +2b(1) ®,) dt + 20 \/ &, dw,.
We recall that a process @, given in general form by
do;, = (a+ \X)D)dt +n+/ D, dwy,

with a, 7 > 0 and A(¢) a deterministic function, is a CIR process. Thus, (¥;)? is
equivalent in distribution to a CIR process with coefficients given by

MO =2b(t) , n=20 , a=(0)%
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From the theory of affine term structure models (see e.g. Lamberton and Lapeyre
[23], or Lemma 2.2 in Grbac and Runggaldier [18]) it now follows that

E? {exp [C (#r)?] | #} = E? {exp[C @11 | Fi} = exp[I(t,T) — p(t, T) &;]
= exp [F(t, T)—p,T) (‘I’r)z]

with p(¢, T) and I'(¢, T) satisfying (61).

Corollary 4.1 When b(t) is constant with respect to time, i.e. b(t) = b, so that also
A(t) = A, then the equations for p(t, T) and I' (¢, T) in (61) admit an explicit solution
given by

__ Abhe®dD ' —__C
p(t, T) = gypemra With h'= 355e

r 62
reT) = —(0)2/ p(u, T)du. 62)

Coming now to the second expectation in the second line of (53) and using the second
equation in (54), we set

b(t) := — [b* +2(c*)*C*(t, Ty)], 0 := 0, C=CP

and apply Lemma 4.1, provided that the parameters b* and % of the process ¥? are
such that C = C,%z satisfies the assumption from the lemma. We thus obtain

E™ {exp(CP (W} _)DIF} = expl (¢, T) — p*(t, T (W], (63)
with pz(t, T), '@, T) satisfying

pr (6, T) = 2[* + 2(6*)*C?(1, T)] p* (1, T) — 2(0*)* (0 (t, T))* = 0
P (T, T) = —C°

T
T2, T) = —(02)? / o (u, T)du.

1

(64)

Finally, for the third expectation in the second line of (53), we may take advantage
of the fact that the dynamics of ¥,* do not change when passing from the measure Q
to the forward measure Q7. We can then apply Lemma 4.1, this time with (see the
third equation in (54))

b(t) :=—-b, 0:=0", C=CP’
and ensuring that the parameters b* and o of the process ¥ are such that C = C}*
satisfies the assumption from the lemma. Since b(¢) is constant with respect to time,

also Corollary 4.1 applies and we obtain

E" {exp(CP (W7, ))IF) = explI (1, Ty) — p* (¢, T (¥)7],
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where

.
with & L

3
3 _ —4h3hie’2b (T=n)
P (ta Tk) - 4(0.3)2633_41,3

- 4(a%)2h} 23T -0 _

7. (65)
r3, ) = —(0%)? / p*(u, Ty)du.

With the use of the explicit expressions for the expectations in (53), and taking
also into account the expression for p(¢, T) in (29), it follows immediately that the
arbitrage-free swap price in (51) can be expressed according to the following

Proposition 4.2 The price of a payer interest rate swap at t < Ty is given by

n
PS (1 To, Ty, R) = 7 D plt, TOE™* {L(T_1: Ty 1, Ty) — RIF7}
k=1

n
1 1_2 2\2_ 3 352
= i, Tk)(D[,ke—/’ CT¥ = T =0 T (R 1))
k=1

n Bl wl_ 522 w22 _ 733 (@32
= E (Dt ke_Ar,ke_Bt,kWt —CaW =GR
k=1
_pl gl (220522
— Ry + DAk P TR, (66)

where

A=A T, Bl :=B'(1, T, C} = C*(1,Ty)
Bl =Bl +p' (0, Ty, C7f:=Cli+p*(t.To), G = p*(t, Tp) (67)
Dy = eMexp[ I (1, Ty) + I'2(t, T) + I (1, T,

with p'(t, T), T'i(t, T) (i = 1,2, 3) determined according to (58), (64), and (65)
respectively and with Ay as in (52).

5 Nonlinear/optional Interest Rate Derivatives

In this section we consider the main nonlinear interest rate derivatives with the Libor
rate as underlying. They are also called optional derivatives since they have the form
of an option. In Sect. 5.1 we shall consider the case of caps and, symmetrically, that of
floors. In the subsequent Sect. 5.2 we shall then concentrate on swaptions as options
on a payer swap of the type discussed in Sect.4.2.

5.1 Caps and Floors

Since floors can be treated in a completely symmetric way to the caps simply by
interchanging the roles of the fixed rate and the Libor rate, we shall concentrate
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here on caps. Furthermore, to keep the presentation simple, we consider here just
a single caplet for the time interval [T, T + A] and for a fixed rate R (recall also
that we consider just one tenor A). The payoff of the caplet at time 7 + A is
thus A(L(T; T, T + A) — R)*, assuming the notional N = 1, and its time-7 price
PPl(t; T + A, R) is given by the following risk-neutral pricing formula under the
forward measure Q74

PP T+ AR =Ap(t, T+ HE"™*{(L(T; T, T+ A) — R | Z}.

In view of deriving pricing formulas, recall from Sect. 3.3 that, under the (7' 4+ A)—
forward measure, at time 7 the factors ¥/ have independent Gaussian distributions
(see (34)) with mean and variance given, for i = 1, 2, 3, by

=al(b, oY,  Var'Tly =5 = [, o).

In the formulas below we shall consider the joint probability density function of
(W}, w2, ) under the T + A forward measure, namely, using the independence
of the processes ¥/, (i = 1,2, 3),

3 3
fawzun @ x0.x3) = [ [fur G = [ [ A (. 6. B, (68)

i=1 i=1

and use the shorthand notation f;(-) for fq/;"(') in the sequel. We shall also write

A, B', C%, C? for the corresponding functions evaluated at (T, T + A) and given
in (28), (27) and (24) respectively.

Setting R:=1+4 AR, and recalling the first equality in (30), the time-0 price of
the caplet can be expressed as

PPHO; T+ A,R) = Ap(0, T+ AET{(L(T; T, T+ A) — R)*}
T+A 1 2\
=p0, T+ AE ——— —R
POT+D (p(T,T+A) )
=p(0, T + A)ET+A [(6A+(~+1)Blw}+c”(w%)2+633(w73-)2 _ RY}

ZP(O T+ A) / (6A+(K+I)B]x+C22y2+C33zz _R)+
R3

St w2 &y, dx, y, 2). (69)

s T

To proceed, we extend to the multi-curve context an idea suggested in Jamshidian
[19] (where it is applied to the pricing of coupon bonds) by considering the function

g(x,y,2) == exp[A + (x + DB'x + C*y* + C¥7]. (70)
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Noticing that C3(T, T + A) > 0 (see (24) together with the fact that 4> > 0 and
2b% + 13 > 0), for fixed x, y the function g(x, y, z) can be seen to be continuous and
increasing for z > 0 and decreasing for z < O with lim,_, 4+, g(x, y, z) = 4o00. [t will
now be convenient to introduce some objects according to the following:

Definition 5.1 Letaset M C R? be given by

M :={(x,y) € R*| g(x,y,0) <R} (71)

and let M€ be its complement. Furthermore, for (x, y) € M let

=y, =20y
be the solutions of g(x, y, z) = R. They satisfy 7! < 0 < 72.

Notice that, for z < z! < 0and z > 72 > 0, we have glx,y,2) > glx,y, 75 =
andforz € (z',7%),wehave g(x, y, 2) < R.InM°¢ wehaveg(x,y,z) > g(x,y,0) >
and thus no solution of the equation g(x, y, z) = R

In view of the main result of this subsection, given in Proposition 5.1 below, we
prove as a preliminary the following:

R’
R

Lemma 5.1 Assuming that the (nonnegative) coefficients b*, o> in the dynamics
(10) of the factor W} satisfy the condition

b = (72)

§| *

we have that 1 — 263 C3 > 0, where C¥ = C3(T, T + A) is given by (24) and
where ﬁT = (;bl (1-— e Ty according to (34).

Proof From the definitions of 33 and C** we may write

23 /33 20T 2( - 1)
1 -2 :1—(1—( _ T3
T 2(}7011)2 + (01)2 (2b3 4 h%) (eAha _ 1)

Notice next that b* > 0 implies that 1 — e 2T ¢ (0, 1) and that 2 3)2 > 0. From (73)
it then follows that a sufficient condition for 1 — 233 C3 > 0 to hold is that

3

2= (03)2

Qb + ). (74)

Given that, see definition after (24), h* = 2./(b*)2 + 2(c3)2 > 2b3, the condition
(74) is satisfied under our assumption (72). U
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Proposition 5.1 Under assumption (72) we have that the time-0 price of the caplet
for the time interval [T, T + A] and with fixed rate R is given by

PCPI(O; T+ A,R) :p(o’ T+ A)|:/ eA+(’{+1)BIX+C22(y)2
M

[r@3. 5. €3 (2@ @ + @ (=d2x )

— D (@ (x, ) + T EEN P (v |

- - A - 1 22 ()2

<fi s RO [whup ew) | as)

where @ (-) is the cumulative standard Gaussian distribution function, M and M°¢
are as in Definition 5.1,

d'(x,y) = V125,037 () (@3 -053)
d>(x y) = V1233052 (x.y)~(@3—-03})
1 ’ i \/E (76)
d3 X, = u
(x, ) By “/f_;f;
d4 X, = W—_70‘T
; (x, ) N
&3 (1-1/5/1-233.C
with 0 := M which by Lemma 5.1 is well defined under the given

33
3 -
(3 O Bh—a36)

J1=2FB e

Remark 5.1 Notice that, once the set M and its complement M¢ from Definition 5.1
are made explicit, the integrals, as well as the probability in (75), can be computed
explicitly.

assumption (72), and with 7(0‘4%, ﬂ_;, C3) =

Proof On the basis of the sets M and M¢ we can continue (69) as

PO; T + A, R) = p(0, T + A) / (e“(“‘*‘)B‘HC”Y”@”* - ie)+
R3

St w2 (x,y, 2d(x, y, 2)

=p0, T+ A) (e;‘+(f€+l)B]x+C22y2+(';33Z2 B R)-F
MxR

Sowrwz e (x,y, 2)d(x, y, 2)
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+P(0 T+ A) (eA+(H+1)BlX+C22y2+CB3ZZ _ R)+
MexR

S w2y, y, 2d(x, y, 2)
=:P'(0; T+ A)+ P*(0: T + A). (77)

We shall next compute separately the two terms in the last equality in (77) distin-
guishing between two cases according to whether (x, y) € M or (x,y) € M°.

Case (1) For (x,y) € M we have from Definition 5.1 that there exist z! (x, y) <0
and 7%(x,y) > 0 so that for z € [z, Z?] we have g(x,y,z) < g(x,y,Z*) = R. For
PY(0; T + A) we now obtain

P'(0; T+ A) =pO, T + A)
A+(r+1)B x4+C2y? e CB2 _ CBE)?
et (" —e )3(2)dz
M

—0Q0

+oo ~33.2 333212
+ / (€T —e& @ )f3(Z)dZ)f2(Y)f1 (x)dydx. (78)

Z(x.y)

Next, using the results of Sect.3.3 concerning the Gaussian distribution f3(-) =
Juw2(-), we obtain the calculations in (79) below, where, recalling Lemma 5.1, we

make successively the following changes of variables: ¢ := /1 —233C¥z, 6 :=
BA-U125E . @03

B NG
in (76)

and where d'(x, y), i -+, 4 are as defined

7' x.y) 7 (xy) 1 | G-ap)?
) 7332 —3—=
/ €C ZfS(Z)dZ =/ EC T, 205 dz

— — 23
00 00 2 ﬁT
2 (x,y) 1 ¢ /1—21?:}6331—5;.>2 a3 (g 1-253.C33 ])Z
3 3 4
=/ e’ r e r dz
,/27r,6’%

e H e —dC

% 273 1-23.C3%
1 /\/ 1-233.C%37 (x,y) 1 e
1 -26C%

/4/1—2@63321(}@) 1 S nr)z _a0- 1/«/1 2T 33)( 1

—e P e%dc
2755

(3 ©?23-a30) /d (x.y) 2 (30?5 -a10)

—7dS: —__(P(dl(x,y)). (79)
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On the other hand, always using the results of Sect.3.3 concerning the Gaussian
_ =ap

distribution f3(-) = fl,,; (-) and making this time the change of variables ( := W,
Pr

we obtain

Ty o ') 1 G
/ CUEY? 2 (2)dz = eC33(z')2/ —e R 4z
- o ,/ZWﬁ%

, Sy 7
- C33(Z])2/ _%CZ . C33(Zl)2 3
=e edl=e D(d’(x,y)). (80)
N G ¢ y

Similarly, we have

+OO 633 2 1 1 92'3 -39 2
/ T f()dz = ———=e TN (—d(x,))
z

2(x,) /1 — 25;@33

too C3(z
/ O (ydz = T d(—dt(x, ).
2(x.y)

(81)

Case (ii): We come next to the case (x, y) € M€, for whichg(x, y, z) > g(x,y,0) > R.
For P2(0; T + A) we obtain

A - 1 22,2, 7332 ~
P20 T + A) :p(O’TJrA)/ (eA+(h+l)B x+C2y2 403, _R)
M

‘xR
B EAOVi (Wdzdyds
=07+ ([ I oy yady [ P oy

—ROTHA[w w2) e MC])

i L 22,2 3O B -a76%)
= 0.7+ (A [ I iy

J1-233C3
— ROTHA [} w) e M€Y), (82)
where we computed the integral over R analogously to (79).

Adding the two expressions derived for Cases (i) and (ii), we obtain the statement
of the proposition. (]

5.2 Swaptions

We start by recalling some of the most relevant aspects of a (payer) swaption. Consid-
ering a swap (see Sect.4.2) for a given collection of dates 0 < Tp < Ty < --- < T,
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a swaption is an option to enter the swap at a pre-specified initiation date 7 < Ty,
which is thus also the maturity of the swaption and that, for simplicity of notation, we
assume to coincide with Ty, i.e. T = T). The arbitrage-free swaption price at t < Ty
can be computed as

PSW”([; TOy Tn, R) :p(t, TO)ETO {(PSW(T(), Tn, R))+ |yt} , (83)

where we have used the shorthand notation P5(Ty; T, R) = PV (To; To, Ty, R).
We first state the next Lemma, that follows immediately from the expression for
p*(t, Ty) and the corresponding expression for A} in (65).

Lemma 5.2 We have the equivalence

3(tT)>O<:>h3€(O;) (84)
PR Lk k ’ 4(0’3)26—2[73(Tk—t) :

This lemma prompts us to split the swaption pricing problem into two cases:

Case(l) : hl% < Qor I’l]:z > m (85)
. 3 1
Case(2): 0<h < T
Note from the definition of p3(¢, T}) that hz # ——L — and that hi = 0 would

4(g3)2e~ 2 T=0
imply 623 = 0 which corresponds to a trivial case in which the factor ¥* is not
present in the dynamics of the spread s, hence the inequalities in Case (1) and Case
(2) above are indeed strict.
To proceed, we shall introduce some more notation. In particular, instead of only
one function g(x, y, z) as in (70), we shall consider also a function A(x, y), more
precisely, we shall define here the continuous functions

n
g(x,y,2) = Z D()’ke_AO'k e_BgJ~kx_Cg?k)’2_C8,3k12 (86)
k=1
n
1 22 (2
hx,y) i= D (Ry + e~ ore P =Con”, (87)
k=1

with the coefficients given by (67) for t = Tj. Note that by a slight abuse of notation
we write Dy ; for D7,  and similarly for other coefficients above, always meaning
t = Ty in (67). We distinguish the two cases specified in (85):
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For Case (1) we have (see (67) and Lemma 5.2) that @S?k = p*(Ty, Ty) < Oforall
k=1, ---,n,and so the function g(x, y, z) in (86) is, for given (x, y), monotonically
increasing for z > 0 and decreasing for z < 0 with

lim g(x,y,z) = 4o00.
z—+00

For Case (2) we have instead that 63,31( = p3(T0, T,) >0forallk=1,---,n
and so the nonnegative function g(x, v, z) in (86) is, for given (x, y), monotonically
decreasing for z > 0 and increasing for z < 0 with

lim g(x,y,z) =0.
z—>+00

Analogously to Definition 5.1 we next introduce the following objects:

Definition 5.2 Let a set M C R? be given by
M = {(x,y) e R*| g(x,y,0) < h(x,y))}. (88)

Sincg g(x,y,z) and h(x, y) are continuous, M is closed, measurable and connected.
Let M€ be its complement. Furthermore, we define two functions z' (x, y) and z2(x, y)
distinguishing between the two Cases (1) and (2) as specified in (85).

Case (1) If (x,y) € M, we have g(x,y,0) < h(x,y) and so there exist 7' (x, y) <0
and 72 (x, y) > 0 for which, fori =1, 2,

n
gx.y.Z) = D Dy e tote Bor =G =G
k=1

= > Ry + De e B —hxyy)(89)
k=1

and, for z ¢ [z', 7%], one has gx,y,2) > glx,y, 7.

If (x,y) e M€, we have g(x,y,0) > h(x,y) so that g(x,y,z) >
g(x,y,0) > h(x, y) forall zand we have no points corresponding to Z'(x,y)
and Z2(x, y) above.

Case (2) If (x,y) € M, we have, as for Case (1), g(x,y,0) < h(x,y) and so there
existz' (x, y) < 0andz>(x, y) > Ofor which, fori = 1, 2, (89) holds. How-
ever, this time it is for z € [Z!, Z%] that one has g(x, y, z) > g(x, y, Z°).

If (x, y) € M¢, then we are in the same situation as for Case (1).

Starting from (83) combined with (66) and taking into account the set M accord-
ing to Definition 5.2, we can obtain the following expression for the swaption
price at t = 0. As for the caps, here too we consider the joint Gaussian distribu-
tion ﬁ“"l“o"”f'o*"’f'o)(x’ y, z) of the factors under the Typ—forward measure Q' and we
have
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PSY(0; Ty, Ty R) = p(O, TOE™ { (P (To: T, R)) " 170}

n
= p(0, Tp) /z [Z Do,ke*onkexp(—B(l),kx - C‘gif - C'g?kzz)
R =1

" +
— Z(R,y + 1)e_A0-k€Xp(_B(l),kx — Cé?kyz)] ‘f(lprlovaz(]’le%O)(x’ v, 2)dxdydz

k=1
n
= p(0, Ty) / [Z Do xe *exp(—Bj . x — C3y* — Co32®)
M xR k=1
" +
= S Ry + e kexp(—BY x — Cé,iy%] fowd, w3 wi,) @y, 2)dxdydz
k=1

n
+p(0,To) | [Z Do e " texp(=By px — Cg3y” — C32%)
MexR=,

n
+
_ Z(RV + e " exp(—Bj . x — Ci% yz)] fowl, w3 wi,) @y, 2)dxdydz
k=1

=: P(0; Ty, T, R) + P*(0; Ty, T, R). (90)

We can now state and prove the main result of this subsection consisting in a
pricing formula for swaptions for the Gaussian exponentially quadratic model of this
paper. We have

Proposition 5.2 Assume that the parameters in the model are such that, if hi belongs

to Case (1) in (85) and hi > 0, then hz > ﬁ The arbitrage-free price
4(03)?%e k

at t =0 of the swaption with payment dates T\ < --- < T, such that v =y :=

Ty — Ty (k=1,---,n), with a given fixed rate R and a notional N = 1, can be

computed as follows where we distinguish between the Cases (1) and (2) specified

in Definition 5.2.

Case (1) We have

n
PSV(0; Ty, Ty, B) = p(0, To>[z oo [ | Dosesp(-h - Co)
M
k=1

(e@(ewze;oa;o 6r)

vV I+ 2[};06831(

(300233, —a3 00 B
e (U _OB (22
P (—di(x,y) — ¢ W D (—d(x, y)))

J1+ 2[3’;0 63?k

_ (33 5152
@ (d} (x,y) — e 0 D (@2 (x, )
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1 233 _&3
RO ()dydx + / S
X J2 1x)ay ( 0.k€ "

i JI+23,8

— Ry + De P (x)dydx] } on

Case (2) We have

P05 To, T, R) = p(0, To) [ D e
k=1

. 0 (2007, =57, 00
_ Do xexp(—=By x — Coy )(
M

V 1+ 26%068,31(
x [ @@ = @@ x| = SO @ (@ x, )

— O, ) | )20 Wy

ey @ 3O B, =57, 00

+ / (DO kefi”(l).kxfco.ky B —
M V14263 Cox

— (Ry + e B ) )i (x)dydx] ] . (92)

The coefficients in these formulas are as specifiedin (67) fort = Ty, fi (x), f>(x) are
the Gaussian densities corresponding to (68) for T = Ty and the functions d,i (x,y),
fori=1,...,4andk =1,...,n, are given by

o 14253, CRE @y 053y
k(-xvy) = \/BT
7o
2 2 ) —a,
di(x,y) = T‘)
SR i _ (93)
£ey) mzz(x,y)—(a%—@ﬂ%o)
WX Y) = J
Bz,
2wy —ag

di(x,y) == T
l 0

at, (1-1/y/14253, 63))
83,
72(x, y) are solutions in 7 of the equation g(x,y, z) = h(x, y).
In addition, the mean and variance values for the Gaussian factors (. 10, lI/TZO, l1/1§0)
are here given by

with 0y := , for k=1,...,n, and where 7' =7'(x,y), 7> =



Derivative Pricing for a Multi-curve Extension ... 223

_ 1 12 g1 1 12 1
alTo = V' Tog) — 2(((;1))26 DTo(] — ' Toy Ezlil(l _ Tg)]
- 142
5%0 672b‘To(62b'Tn -1 ()

, 200"
52 02Ty g2
ay, =e w5

T _ 94)
5‘% — o 22’T 2D ut4(@) CP (. To) ()2 du
0

0
3
3 _ e—b TUlI/OS

oy =

23" 3)? ¢ 20T,

3 _ 2T, (o :
ﬁTO—é’ OW(E 0—1).

Remark 5.2 A remark analogous to Remark 5.1 applies here too concerning the sets
M and M°©.

Proof First of all notice that, when hz <0 or h,f > in Case (1), this

implies 1 + ZB%O 63?,( > 0 (in Case (2) we always have 1 + 25%0 (?3,3,( > 0). Hence,
the square-root of the latter expression in the various formulas of the statement of the
proposition is well-defined. This can be checked, similarly as in the proof of Lemma
5.1, by direct computation taking into account the definitions of B%O in (94) and of
C33, in (67) and (65) for t = Ty.
‘We come now to the statement for:

Case 1. We distinguish between whether (x,y) € M or (x,y) € M and compute
separately the two terms in the last equality in (90).

(i) For (x,y) € M we have from Definition 5.2 that there exist z'(x,y) < 0 and
Z2(x,y) > 0 so that, for z ¢ [z',Z%], one has g(x,y,z) > g(x,y,Z'). Taking into
account that, under Q”, the random variables lPlo, WTZO , Wﬁo are independent, so
that we shall write f(Wr'os‘PTzo»‘l’%))(x’ v,2) = f1(X)H()f3(2) (see also (68) and the line
following it), we obtain

P'(0; Ty, T, R) = p(0, T0>[Z Do e / exp(—By ,x — Co3y”)
k=1 M

@) 733 2
(] ewhnoe
—00

') -
_ / exp(—C GH)f(D)dz

—00

“+o00 5
+ / exp(—Cy ) (2)dz
Z

2(x,y)

+o00 5
- / exp(—Cik B @z ) 0fi Wy ] (95)

2(x,y)

By means of calculations that are completely analogous to those in the proof of
Proposition 5.1, we obtain, corresponding to (79)—(81) respectively and with the
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same meaning of the symbols, the following explicit expressions for the integrals in
the last four lines of (95), namely

2 (xy) s (%(9023%0—5‘;090
/ "V fi(2)ds = —eeee= P (dy (1, ), (6)
—00 1+ ZB%OCS?k
2@y e ey _EB ()2 2
e~ f()dz = ek E B (dP(x, y)), (G
—00

and, similarly,

oo (300 B}, =43, 00)
_em 2 o 3
i e (Lk“fé(z)dz = ®(_dk(x5 }’)),
zZ

2(x,y) 1+ 2/5%0 683k

“+o0 - ~
/ e G [ ()dz = e GEY @ (—d (x, y)),
2@y

(98)

where the d,i(x,y), fori=1,...,4and k =1, ..., n, are as specified in (93).
(ii) If (x, y) € M€ then, according to Definition 5.2 we have g(x, y, z) > g(x,y, 0) >
h(x, y) for all z. Noticing that, analogously to (96),

(4 (91{)23;-0 *5&';0 )

J1+283,C3

[ e ienoac=
R

we obtain the following expression

n
B e (222733 )
P20: To, T, R) = p(0, T) > 04| / (Doxe oGk =ik
k=1 MexR

— Ry + e PGV A @ 0)fi (0 dzdyx

00,70 Y e [Dos( | e s o)
k=1

(360?83 =57, 60)
Ry / R 0 ) |
1+2533 G35 me

99)

Adding the two expressions in (i) and (ii) we obtain the statement for Case 1.

Case (2). Also for this case we distinguish between whether (x, y) € M or (x, y) € M¢
and, again, compute separately the two terms in the last equality in (90).
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(i) For (x,y) € M we have that there exist Zl(x, y) <0 and 722 (x, y) > 0 so that,
contrary to Case 1), one has g(x,y,z) > g(x,y,7") whenz € [z}, Z2]. Tt follows that

n
P'(0; T, T, R) = p(0, Ty) {Z Dy e ok / exp(—Bg ;x — C530%)
M
k=1

2 (x,y) .
: ( / exp(—Co 2 )3 (2)dz

T,y

2(xy) .
- / exp(—cg?k(z‘>2>f3(z>dz)fz<y>f1 (x)dydx]

2y

n
= p(0, Tp) |:Z Do,kefAOv" /_ exp(—lé(l),kx — C’&zkyz)
M
k=1

(e@ 057, —az, 00)
/1428 €5

— e G (@@ ) - DR, y))))fz(wfl (x)dydx],
(100)

(2@ — o)

where we have made use of (96) and (97), (98).

(ii) For (x,y) € M¢ we can conclude exactly as we did it for Case (1) and, by adding
the two expressions in (i) and (ii), we obtain the statement also for Case (2).
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Multi-curve Construction

Definition, Calibration, Implementation
and Application of Rate Curves

Christian P. Fries

Abstract In this chapter we discuss the definition, construction, interpolation and
application of curves. We will discuss discount curves, a tool for the valuation of
deterministic cash-flows and forward curves, a tool for the valuation of linear cash-
flows of an index. A curve is mainly a tool to interpolate certain basic financial
products (zero coupon bonds, FRAs) with respect to maturity date and fixing date,
such that it can be used to value products, which can be represented as linear func-
tions of possibly interpolated values of a discount or forward curve. For this, the
chosen interpolation method and interpolation entity plays an important role. Distin-
guishing forward curves from discount curves (representing the collateralization of
the forward) motivates an alternative interpolation method, namely interpolation of
the forward value (the product of the forward and the discount factor). In addition,
treating forward curves as native curves (instead of representing them by pseudo-
discount curves) will avoid other problems, like that of overlapping instruments.
Besides the interpolation, we discuss the calibration of the curves for which we give
a generic object-oriented implementation in Fries (Curve calibration. Object-oriented
reference implementation, 2010-2015, [11]). We give some numerical results, which
have been obtained using this implementation and conclude with a remark on how to
define term-structure models (analog to a LIBOR market model) based on the defini-
tion of the performance index of an accrual account associated with a discount curve.
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1 Introduction

Dynamic multi-curve term structure models, as the one discussed in this book, often
use given interest rate curves as initial data. The classical (single curve) example is
the HIM oder LMM model, where

df ¢, T) = pu@t, Tydt + 2(t, TH)dW (@), f(to,T) = fo(T).

While research on multi-curve interest rates models was and is very active, see,
e.g., [5, 6, 15, 20-22], references therein and the other chapters of in this book,
the construction of the initial interest rate curve, here f,(T), naturally does not get a
similar strong attention. However, a good curve construction is of high importance
for practitioners, since it has a strong impact on the delta-hedge (that is, the first-order
interest rate risk).

The market standard of (forward) curve construction is to calibrate an interpolated
curve to given market instruments, often via an iterative procedure (bootstrapping).
With respect to the interpolation of (interest rate) forward curves, acommon approach
is to represent a forward curve in terms of (pseudo-)discount factors (aka. synthetic
discount factors) and apply an interpolation scheme on these discount factors. While
this approach is in general not backed by an economic concept, it also introduces
several (self-made) problems, e.g., the interpolation of (so-called) overlapping instru-
ments, see Sect.5.3.

In this paper we focus on the curve construction, provide an open source imple-
mentation and suggest appealing alternative interpolation schemes motivated from
the multi-curve setup: direct interpolation of the forward curve or direct interpolation
of the forward value curve, where the forward value is the product of a forward and
the associated discount factor. While linear interpolation of the forward is a common
scheme,! the interpolation of the forward value appears to be a new approach.

Nevertheless, the paper puts both methods on a solid foundation by deriving
the schemes from the multi-curve definition of forward curves. Both interpolation
schemes ease some of the complications associated with synthetic discount factors.

Once the curves and interpolations are defined, we are considering the problem
of calibrating a set of curves to given market quotes. The value of an instrument
is in general determined by a whole collection of curves, e.g., one or two discount
curves and zero or more forward curves. To simplify the implementation, we define
a generalized swap, which allows to represent most calibration instruments (FRAs,
swaps, tenor basis swaps, cross-currency swaps, etc.) by a single class.

ISome trading systems, like Murex, do offer it as an option.
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2 Foundations, Assumptions, Notation

Under well-known assumptions the valuation of a future cash flow can be written as
an expectation,’ that is the time #-value V (fo) is

Vi) = Nt -E? (% | y) forty < T, M

where V (T) is the time T cash-flow, N is the value process of a traded asset (or col-
lateral account) which can serve as a numéraire and Q" is the equivalent martingale
measure associated with N. Equation (1) is the starting point for curve construction
in the following sense: If the above valuation formula holds, then the value of a linear
function of future cash-flows is the linear function of the values of the single cash
flows. In other words: we can represent the valuation of so-called linear products
by a basis consisting of the values of elementary products. This basis of elementary
products is the set of curves, where “the curve” is formed by the parameter 7.

Note that here and in the following, we consider the valuation for a fixed 7). We
are not concerned with the description of a dynamic model (describing ¢ — V (¢) as
a stochastic process).

Definition 1 Let I denote an index, that is, /(T') is an .%r-measurable random vari-
able and d > 0 is some payment offset, then we define the (time #-)valuation curve
with respect to T as the map

N I(T)
— .EQ -
T+— C(T) := N(1) -E (N(T i | ﬁ,o) . 2)

For I = 1 and d = 0 the curve in (2) represents the curve of (synthetical) zero-
coupon bond prices T +— P(T; ty), also known as discount curve.’> For arbitrary
indices I (with fixed payment offset d*), the curve T — C(T) /P(T; ty) is known as
the forward curve. Obviously both curves depend on N and #.

Note that the specific stochastic behavior of / and N does not play a role when
looking at #y only in the sense that we are only interested in the time #y-expectation.
That is, we could define t — N(f) and t — I(z) to be .%,,-measurable for all times
t and still generate any given discount curve and forward curve, respectively. There

2Since we are only considering the linearity of the valuation at a fixed time 7o, we just require that
some fundamental theorem of asset pricing holds, for example, assuming that the price processes
are locally bounded semi-martingales and the no free lunch with vanishing risk condition holds, [7].
3We will use the notation P(T’; r) (instead of the more common P(¢, T)) for a the time-r value
of zero-coupon bond maturing in 7', since we consider ¢t = ¢y as fixed. Sometimes we even drop
the argument and just write P(7). Similar for forward curves. The curves considered here are
parametrized by T for a fixed time 7.

“In practice the payment offset may depend on 7y and T due to business day adjustments. Our
implementation handles this, but to ease notation we drop the dependence here.
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is no arbitrage constraint with respect to ¢ yet, since for different ¢ the index 1(¢)
represents different assets (underlyings).

Thus, with respect to the processes 1/N and I/N we just require that they fulfill
regularity assumptions such that (2) exists.’

On the other hand, the interpretation of the curve as a curve of valuations in
the sense of (2) does play a role, when we consider the construction of the curve
via interpolation of observed market prices. Here, the linearity of the expectation
operator E allows to link market prices to different points of the curve.

Curves, like discount curves and forward curves solve, among others, two impor-
tant problems:

e Valuation of linear instruments. This is performed by decomposing instruments
into the value of single cash flows (zero coupon bonds and FRAs), which then
allows to synthesize the valuation of linear functions of the individual cash flows
(e.g., swaps).

e Valuation of a time T cash-flow as interpolation of valuations of cash flows at
discrete times {7;}}_, (where T; > ¢, for all i), e.g., swaps referencing cash flows
on illiquid maturities.

Thus, curves are simply a methodology to interpolate on the cash flows with respect
to their payment time.® Apart from this, the curves also represent the initial data
for advanced term structure models (like the LIBOR market model). Hence, care-
ful construction of curves is also key to (interest rate) derivatives valuation, when
interpolated curves are the initial values of a dynamic model.

For details on the evolution of multi-curve construction see the recent book by
Henrard, [18] (citing a preprint of the present paper). A very detailed description
of multi-curve bootstrapping, which also details market conventions and convexity
adjustments of the calibration instruments, can be found in [2]. For market conven-
tions also see [17]. Here, we do not consider a possible convexity adjustment due
to different market conventions (they should be part of the valuation formulas) and
rather focus on the curves and their interpolation schemes. Also, we do not need to
consider a bootstrapping, since we set up the calibration as a system of equations
passed to a multi-dimensional optimization algorithm.

Usually (and here), the curves are used to interpolate at the fixed time 7y only. If a
curve interpolation should also be used for times ¢ > #; within a dynamic multi-curve
model, then this may impose additional constraints on the admissible interpolations
schemes. For example, (2) implies that linear interpolation of time-¢ zero-coupon
bond prices for ¢ > #; implies linear interpolation of the time-f zero-coupon bond
prices, which in turn implies a special interpolation of forward rates in a LIBOR mar-
ket model, see Sect. 19.5 in [10]. In this case the linear interpolation of the discount
curve and forward value curve would not introduce an arbitrage violation, given that

SFor example, let 1/N and I/N be Ito stochastic processes with integrable drift and bounded
quadratic variation.

5This also applies to forward curve, see below, although in these cases there is also an associated
fixing time of an index and it is maybe more consistent to parametrize the curve w.r.t. the fixing of
the index.



Multi-curve Construction 231

the interpolation points are the same for all times. In practice term-structure models
are often constructed with their own curve interpolations, such that the interpolation
used for the initial data differs from the interpolation used for the simulated curves
(while the model is still calibrated and arbitrage-free given that the drift is specified
accordingly). In the following we focus on the interpolation of the initial data—that
is, the time-#( curves, which is of greater importance for the deltas of interpolated
products, where only the linear part matters.

In the above valuation formula (1) it is assumed that V and N are expressed in the
same currency. If the two are in different currency, one of them has to be converted
by an exchange rate, which we will denote by FX. Let V be in currency U, and the
numéraire N in currency Uy, then the valuation formula is given by

V(T)

Vity) = FX1 (1) - N(tp) - E" (— | ff)
FXT(T) - N(T)

where FX o (#) denotes the time ¢ exchange rate for one1 unit of currency U into one
unit of currency U,. Furthermore, FX % = |FX %

As discussed in [12], the valuation of a collateralized claim can be written as
an expectation with respect to a specific numéraire, namely the collateral account
N = NC.7 We denote the currency of the collateral numéraire by [C]. Let U denote
the currency of the cash flow V (T'). Assume that the cash flow V (T) is collateralized
by units of NC. In this case the Eq. (1) holds with the numéraire N = NC, U, = U,
U, = [C] (given that V () is the collateral amount in the account N C).

Remark 1 From the above we see that collateralization in a different currency can
be interpreted twofold:

1. We may consider a payment converted to collateral currency and valued with
respect to the collateral numéraire N C, or, alternatively,
2. we may consider a payment in the currency U collateralized with respect to the

U
collateral account NU-C := Fx©i . NC,

We will adopt the latter interpretation, which will also make the valuation look more
consistent®
V(T)

V(tg) = NUC(p) - EX™" (N—U,C(T)

| ﬁm) : 3)

Note that this interpretation will then give rise to a new discount curve: the discount
curve associated with NU-C, being the discount curve of a foreign currency (U) cash
flow collateralized by a C.

7See also [8, 14].
8 As has been noted in [12], the measures agree, i.e., QU'NC = QNC.
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Remark 2 For an uncollateralized product the role of the collateral account is taken
by the funding account and the corresponding numéraire is the funding account.
Since the valuation formulas are identical to the case of a “special” collateral account
(agreeing with the funding account), we will consider an uncollateralized product as
a product with a different collateralization.

In the following we use the notation U for the currency unit of a cash flow, i.e.,
we may consider U = 1€ or U = 1$. We will need this notation only when we
consider cross-currency basis swaps. The symbols V and N (as well as P defined
below) will denote value processes including the corresponding currency unit, e.g.,
V(ty) = 0.25€. The symbol V refers to the value of the product under consideration,
while N denotes the numéraire, e.g., the OIS accrued collateral account. The symbol
X denotes a real number while I denotes a real valued stochastic process, both can
be considered as rates, i.e., unit-less indices, e.g., X = 2.5 %. For example X will
denote the fix rate in a swap, / will denote the floating rate index in a swap, U denotes
the currency unit of the two legs, N will be used to define the discount factor and the
value of the swap. The value of the swap is then denoted by V.

3 Discount Curves

Consider a fixed constant cash flow X, paid in currency U in time T, collateralized
by an account C. Since X is a constant and the expectation operator is linear, we can
express the time-fy value V (1)) of this cash flow as

V(tg) = X -PYC(T; 1), )

where

NU.C 1-U
PUC(T; 1) := NYC(1) - E® (J\IUT(T) 55:0) )

defines the value of a theoretical zero coupon bond. Note that Eq. (4) can be used in
two ways. First, for given market prices we may determine PY-C(T’; to)—that is we
calibrate the curve T — PU-C(T’; ). Second, for given PYC(T; 1p) we may value a
constant cash flow.

This defines the discount curve:

Definition 2 Let PU-C(T; 1) denote the time #, value expressed in currency unit U
of a unit cash-flow of 1 unit of the currency U in 7, collateralized by a collateral
account C. In this case we call T — PUC(T; 1) given by (5) the discount curve for
cash flows in currency U collateralized by the account C.

Remark 3 By assumption (of a frictionless no-arbitrage market, (1)) the value of a
fixed constant future cash-flow X is a linear function of its amount. Hence, we have
that the time 7, value of a cash flow X in 7" and currency U, collateralized with an
account C is



Multi-curve Construction 233
X - PUS(T; 1),

In other words, the discount curve allows us to valuate all fixed (deterministic) cash
flows in a given currency, collateralized by a given account.

The discount factor PY-C(T'; 1) represents the price of an (idealized) zero-coupon
bond. Although a zero-coupon bond is usually not a market-traded asset, we may
represent market-traded coupon bonds as a linear combination of zero-coupon bonds,
and vice versa. If C denotes some cash-collateral account, there is no such thing as
a collateralized bond, but in that case PU'C(T; to) has the natural interpretation of
representing the time-¢ value of a collateralized unit currency time-7 cash flow. In
any case, PU"C(T; 1p) can be considered a linear function of traded asset (within its
collateralization scheme).

4 Forward Curves

The same approach can now be applied to a payoff of a cash flow X - I(T}), paid in
currency U in time T, (T} < T), collateralized by account C, where X is a constant
and / is an adapted process representing index.” Its value is

we (X -I(Ty) - U
_ nUC . RQ T
V() = N™~(t) -E ( NUS(TS) to)'

We can express the value as V(f)) = X - F,U’C(Tl, T>; ty) - PYUC(Ty: tp), where

(1) -U

U.C
F{"°(Ty, Txi t9) = NVC(1) - EY'
[ (T, Ty 10) (t0) NUC(T)

| ﬂ) JPUC(Tx; 1).  (6)

This definition allows us to derive F' IU ‘C(T], T»; tp) from given market prices.
Conversely, given PU’C(TQ; tp) and F IU ’C(Tl, T»; tp) we may value all linear payoff
functions of I(T}) paid in 7>.

In (6) the forward depends on the fixing time 7 and the payment time 7,. However,
the offset of the payment time from the fixing time d = 7, — T} can be viewed
as a property of the index (a constant) and hence, the forward represents a curve
T FUS(T, T + d; ).

Definition 3 Let 7 — I(#) denote an index, that is / is an adapted stochastic real
valued process. Let

u.e I(T) - U
V,U’C(T, T +d: ty) .= NYC(1y) - EY" ( () | to)

NUC(T + d)

9Examples for I are LIBOR rates or the performance of an EONIA accrual account.
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denote the time #y-value of a payment of /(7T') paid in T + d in currency U, collat-
eralized by an account C (where d > 0). We assume that 7 and N is such that the
expectation exists for all 7. Then we define the forward of a payment of 1(T) paid
in T + d in currency U, collateralized by an account C as

VU, T+ d: 1)
PUC(T +d;ty)

FUC(T: 1) =

Remark 4 The forward curve allows us to value a future payment of the index I by
VST, T+ di1g) = F (T 10) - PUS(T + d: 1)

and by assumption (of a frictionless no-arbitrage market, (1)), the forward curve
allows us to evaluate all linear cash flows X - I (in currency U, collateralized by an
account C) by X - F,U’C(T; t0) - PUC(T + d; tp).

Note that F/ ,U ‘€ is not a classical single curve forward rate, related to some discount
curve. Due to our definition of the forward curve, the curve includes all valuation
effects related to the index, in particular a possible convexity adjustment. For exam-
ple: if we would consider an in-arrears index and an in-advance index we would
obtain two different forward curves which differ by the in-arrears convexity adjust-
ment!

4.1 Performance Index of a Discount Curve
(or “Self-Discounting”)

The OIS swap pays the performance of an account, accruing with the overnight rate,
that is:

Definition 4 (Overnight Index Swap) Let NC(r) denote the account accruing at the
overnight rate r(¢), N C(tp) = 1U,i.e.ona given time discretization (accrual periods)

n
{tihio

k e
NC@) = ] +raAn) ~ exp ( / r(s)ds).
i=0 fo

The overnight index swap pays a fix coupon and receives the performance IiC of the
accrual account, that is
NC(Ti)
IS(T;, Tiyy) = —— 1
i ( i H~1) NC (Tl)

in T; 4 with a quarterly tenor Ty, 71, . . ..
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o) P T (and dividing
by T;+1 — T; this gives the linear forward rate). Hence, this is the same situation as
for single curve interest rate theory swaps.

The OIS swap is collateralized with respect to the account N€. Due to this, it is
sometimes called “self-discounted”. However, we may give an appealing alternative
view, defining the forward curve from the discount curve (and not the other way
around):

Let us consider a discount factor curve PU-C(T’; 1) as seen in time 7. The curve
allows the definition of a special index, namely the performance rate of the collateral
account C in currency U over a period of period length d:

Let IS(T)) := %, where PUC(T; + d; T;) is the discount factor for the
maturity 7; + d as seen in time 7;. The index / C(T;)is the payment we have to receive
in T; + d collateralized with respect to the collateral account C, such that 1 4 I C(Ti)
in T;y; has the same value as 1 in 7;. This index has a special property, namely that
its forward can be expressed in terms of the discount factor curve PU-C too: The time

to forward of IC(T}) is FV-C(T;; ty) where

C
v, | e [ I°(T) U )
NYC(1) - E (N—UsC(T,- 5 %

= PUS(T;; 1) — PYC(T; + d; 19).

The time-#; linear forward of the index above is P

FYC(T3; 1) - PUC(T: + d; 1)

Consequently this index has the special property that its forward can be expressed
by the associated discount factors evaluated at different maturities.

Definition 5 (Forward associated with a Discount Curve) Let PU-C(T; + d; 1p)
denote a discount curve. For a given period length d we define the forward
FEUC(T;; 1) as

PYC(T;; 10) — PUC(Ti + ds o)
PU’C(T,' +d;ty)-d

N GEORS M

F4U-C(T;; 1) is the forward associated with the performance index of PY-C over a
period of length d.

Remark 5 The above definition relates a forward curve and discount factor curve.
Note however, that we define a forward from a discount factor curve and that this
definition is backed by a clear interpretation of the underlying index. Conversely,
we may define a discount curve from a forward curve “implicitly” such that the
relation (7) holds. Note however, that a generalization of this relation should be
considered with care, since the associated product may not exist.

The definition above is an idealization in the sense that we assume that interval
points over which the performance is measured correspond to the payment dates.
In practice (EONIA is an example) there might be some small deviations from this
assumption (e.g. payment offsets of a few days). In this case (7) does not hold (but
may be still considered an approximation).
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Products like the OIS swaps are sometimes called “self-discounting” since the
discounting is performed on a curve corresponding to the index they fix. From the
above, we find an alternative (and maybe more natural) interpretation, namely that
the swap pays the performance index of its collateral account, i.e., it pays the index
associated with the discount curve.

5 Interpolation of Curves

In this section we consider a discount curve PY:C and an associated forward curve
FY-C . To simplify notation we set D(T) := PU-C(T; tp) and F(T) := FU'C(T; 1y).

Forwards and discount factors are linked together by Definition 3, which says
that the time-#; value of a forward contract V (ty, T') with fixing in T is the product
of the forward F(T) and the associated discount factor D(T + d), i.e., V(ty, T) =
F(T)-D(T 4+ d).Note that T — V (ty, T) and T — D(T) are value curves, i.e., for
afixed T the quantities V (fy, T) and D(T) are values of financial products. However,
F(T) is a derived quantity, the forward.

Since V and D represent values of financial products, there is a natural interpre-
tation for a linear interpolation of different values V (7;) and of different values of
D(T;), since this would correspond to a portfolio of such products. Note that defining
an interpolation method for V and D implies a (possible more complex) interpolation
method of F.

On the other hand, it is common practice to define an interpolation method for a
rate curve (both forward curve and discount factor curve) via zero rates, sometimes
even regardless of the nature of the curve, which then implies the interpolation of the
value curves D and V. Some of these interpolations will result in natural interpolations
on the value process V, others not. Other examples for interpolations of F and D are:

e log-linear interpolation of the forward, log-linear interpolation of the discount
factor: the case is equivalent to log-linear interpolation of the value.

e linear interpolation of the forward, log-linear interpolation of the discount factor:
the case is equivalent with a linear interpolation of the value, with an interpolation
weight being a function of the discount factor ratio.

In [16] interpolations on the discount factors, on the logarithm of discount factors,
on the yield and directly on the forwards were discussed. Highlighting some disad-
vantages of cubic splines, they introduced two new interpolation methods (monotone
convex spline and minimal cubic spline) which overcome most of the shortfalls of the
other interpolations. In [19] some issues of these methods were pointed out, favoring
a harmonic spline interpolation. In [1] a modified Bessel spline on the logarithm of
the discount factors was proposed.

Based on the formal setup presented in the present paper, the stability of camulated
error of a dynamic hedge was considered as a criterion for the interpolation methods
and compared for a large collection of methods in [13].
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At this point, we would like to stress the importance of the interpolation entity,
that is, whether we interpolate on a forward or on a synthetic discount factor (in
the sense of Definition 5). While the interpolation method (e.g., linear compared to
spline) is often in the focus (discussing locality versus smoothness, [16]), the choice
of the interpolation entity has a strong impact on the delta hedge, see Table 1.

Depending on the application, it is popular to represent a curve by a paramet-
ric curve. This is done especially for discount curves. Examples are the Nelson—
Siegel (NS) and the Nelson—Siegel-Svensson (NSS) parametrization. Our bench-
mark implementation in [11] allows to use NS or NSS in the calibration.!°

5.1 Implementing the Interpolation of a Curve: Interpolation
Method and Interpolation Entities

In this paper we focus on interpolation schemes based on given interpolation points.
Implementing the interpolation of a curve that way, it is convenient to distinguish the
interpolation method, e.g., linear interpolation of interpolation points {(7;, x;)}, and
the interpolation entity, that is, a (bijective) transformation from (7', x) to the actual
curve. For example, for discount curves one might consider a linear interpolation
of the zero rate. In this case the interpolation method is linear interpolation and
the interpolation entity is (T, x(T)) = (T, log(DT(T))) for T > 0, where D denotes
the discount curve. Given 0 < T; < T < T;1 and discount factors D(7}), a linear
interpolation of the zero rates would then imply the interpolation

T —T log(D(T; Tioy — T log(D(T;
D(T) = exp og(D(Ti11)) 4 Tin og(D(T;)) 7).
Tipn —T; Tin Tiy —T; T;

In our benchmark implementation [11], this functionality is provided for a large
number of interpolation methods (constant, linear, Akima, spline, etc.) and interpo-
lation entities (value, log-value, log-value-per-time) by the class net . finmath.
marketdata.model.curves.Curve.'! For forward curves we provide two
additional interpolation entities: forward and synthetic discount factor (see below).

5.2 Interpolation Time

For both, parametric curves (like NSS) and non-parametric interpolation schemes, it
is important to specify the convention used to transform product maturities (dates)
to real numbers (time 7). For example, we might use a daycount convention (like

10See http://finmath.net/finmath-lib/apidocs/net/finmath/marketdata/model/curves/DiscountCurve
NelsonSiegelSvensson.html.

See http://finmath.net/finmath-lib/apidocs/net/finmath/marketdata/model/curves/Curve.html.
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ACT/365) and measure 7 as a daycount fraction between evaluation date and matu-
rity date, that is 7 := dcf(evaluation date, maturity date). Clearly, a change in the
time parametrization will change the interpretation of the curve parameters (for a
parametric curve). Also, some daycount convention actually introduces non-linear
time transformations.

5.3 Interpolation of Forward Curves

5.3.1 The Classical Approach

For forward curves, a common approach is to consider an interpolation of the forward
as an independent entity (like for the discount curve). For interest rate forwards, a
popular interpolation scheme (coming from the single curve interpretation of interest
rates forwards) is to represent the forward in terms of synthetic discount factors.
That is, if d denotes a period length associated with the forward and if F(T;) is
givenfor T; = i - d, then one might consider interpolation of (pseudo-)discount factor
DF(T)) = H;;lo(l + F(Ty) - d)~', possibly considering another transformation on
DF(T) to define the actual interpolation entity. See [3] for a corresponding multi-
curves bootstrap algorithm.

It is obvious that this definition of the interpolation entity for forward curve is
complex, results in problems for non-equidistant interpolation points and is—without
further assumptions—not backed by a meaningful interpretation. First, in a multi-
curve setup this approach lacks an economic justification. Second, it may introduce
problems:

e The common approach of a linear interpolation of the logarithm of the synthetic
discount factor representing the forward curve results in an almost piecewise con-
stant interpolation of the forward, see [13]. This may result into “jumps” when
products are aging.

e The use of synthetic discount factors defines a forward with fixing time 7 in terms
of (interpolated) discount factors at times T and T + d (where d is the period
length). The method is a common practice (also considered in [1]). However,
considering forwards for overlapping periods, this may introduce oscillations and
result in implausible delta-hedges (see Table 1).

5.3.2 Alternative Interpolation Schemes for Forward Curves

The definition of the forward curve in the multi-curve setup suggests an appealing
alternative for the creation of an interpolated forward: Like a discount factor curve,
the curve V(T) = F(T) - D(T + d) represents the value of a financial product.
Hence, we may consider the interpolation of V like we did for the curve D. For
example, if we consider linear interpolation of the value curve V, we interpolate
the forward curve F by considering the interpolation entity F(T) - D(T + d) with a
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given discount curve D, i.e., we have

FT) = — T2 ot DTy +d) + 2 =L pryDr; +a)
T DT +d) \Tiy —1; T —Ti 0

for T; < T < T4 and given points F(T}).

Given that log-linear interpolation is a popular interpolation scheme for discount
curves one may consider log-linear interpolation of V. This interpolation scheme has
the restriction that the forward is required to be positive. Since negative interest rates
are possible, this interpolation scheme is not appropriate for interest rate curves.

5.4 Assessment of the Interpolation Method

The assessment of the quality of performance of an interpolation method is difficult.
Some basic criteria (like continuity, locality, etc.) have been reviewed in [16]. Local-
ity, i.e., how does a local change in input data affect the curve, is a desired property
from a hedging perspective. In [13] a long-term dynamic hedging is used to asses the
performance of an interpolation scheme. The results in [13] suggest that among the
local methods, linear interpolation of the forward curve and log-linear interpolation
of the discount curve were the best performing schemes when using the cumulated
dynamic hedge error as a primary criterion.

6 Implementation of the Calibration of Curves

A curve (discount curve or forward curve) is used to encode values of market instru-
ments. A forward curve together with its associated discount curve, allows to value
all linear products (linear payoffs) in the corresponding currency under the corre-
sponding collateralization.

The standard way to calibrate a curve is, hence, to obtain given market values of
(linear) instruments (e.g., swaps). For each market value a single “point” in a single
curve is calibrated. Hence the total number of calibrated curve interpolation points
(aggregated across all curves) equals the number of market instruments.

By “sorting” and combining the calibration instruments, the corresponding equa-
tions can be brought into the form of a system of equations with a triangular structure,
i.e., the value of the nth calibration instrument only depends on the first # curve points.
This allows for an iterative construction of the curve.

However, here (and in the associated reference implementation [11]) we pro-
pose the calibration of the curves using a multi-variate optimization algorithm,
like the Levenberg—Marquardt algorithm or a Differential Evolution algorithm. This
approach brings several advantages, e.g., the freedom to specify the calibration instru-
ments and the ability to extend the approach to over-determined systems of equations.
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In addition, we can handle the case of curve-interdependence, for example to cali-
brate certain discount curves from cross-currency swaps. This comes at the cost of
slower performance in terms of required calculation time.

What remains is to specify the valuation equations for the calibration instruments.
To simplify implementation, we may generalize the definition of a “swap” comprising
plain swaps, tenor basis swaps and cross-currency swaps.

6.1 Generalized Definition of a Swap

Many of the following calibration instruments (from OIS swaps to cross-currency
basis-swaps) fit under a generalized definition of a swap. The swap consists of two
legs. Each leg consists of several periods [T}, T;+]. To ease notation, we do not
distinguish between period start time, period end time, fixing time of the index
and payment time. We assume that for the period [T}, T;y;] index fixing is in T;
and payment is in 7. This is done purely to ease notation, the generalization to
distinguished times is straightforward.

Definition 6 (Swap Leg) A swap leg pays a multiple « of the index / fixed in 7;
plus some fixed payment X, both in currency unit U collateralized by the collateral
account C and paid in time 7;.;. Here o and X are constants (possibly zero). The
value of the swap leg can be expressed in terms of forwards and discount factors as

n—1

Vinaee @D X ATYLg) = D (@FVC(T) 4 X) - PUC(Tiy),
i=0

where FU-C denotes the forward curve of the index / paid in currency U collateralized
with respect to C and PY-C denotes the corresponding discount curve.

A swap leg with notional exchange has the payments as in Definition 6 together
with an additional payment of —1 in 7; and +1 in T;4;. The value of the swap leg
with notional exchange can be expressed in terms of forwards and discount factors
as

n—1
Vinerre @l X ATY_g) = D ((@FYC(T) + X) - PUC(Ti11)
i=0
+PVC(Tr) — PUC(TY),

where FU-C denotes the forward curve of the index / paid in currency U collateralized
with respect to C and PU-C denotes the corresponding discount curve.

Definition 7 (Swap) A swap exchanges the payments of two swap legs, the receiver
leg and the payer leg. We allow that the legs have different indices, different fixed
payments, different payment times, different currency units, but are collateralized
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Wlth respect to the same account C. The swaps receive a swap leg with value

SwapLeg(alll , X1, {T } o) and pay a leg with value Vslif{’l[?Leg(azlz, X, {Tiz}). Since
the currency unit of the two legs may be different, the value of the swap in currency
U 1 is

Vsuap = Vasaoree @it X1 AT VL) — Vi) (enly, Xo (TH o) - FXT:

Many instruments can be represented (and hence valued) in this form. We will
now list a few of them.

6.2 Calibration of Discount Curve to Swap Paying
the Collateral Rate (aka. Self-Discounted Swaps)

Discount curves can be calibrated to swaps paying the performance index of their
collateral account. For example, a swap as in Definition 7 where both legs pay in the
same currency U = U; = U,. In a receiver swap the receiver leg pays a fixed rate
C, and the payer leg pays an index /. Thus the value of the swap can be expressed in
terms of the discount factors PU’C(TiH; t) only, which allows to calibrate this curve
using these swaps. Overnight index swaps are an example.

For the swap paying the performance of the collateral account we have

X, = C = const. = given, X, = 0,
PUC(T}; r)—PUC( T2, o)

PUC( i1 tO)( i+1 z)
P?"C = PUC = calibrated, sz’c = PUC = calibrated.

F (T} 1) = 0, FyC(T2 1) =

bl

In a situation where the number of interpolation points matches the number of swaps
(e.g., a bootstrapping), we calibrate the time T discount factor PY-C(T’; ty) with
T = max(T, T?) being the last payment time from a given swap.

6.3 Calibration of Forward Curves

Given a calibrated discount curve PY-C we consider a swap with payments in currency

U collateralized with respect to the account C, paying some index [ and receiving
some fixed cash flow C. An example is swaps paying the 3M LIBOR rate. For such
a swap we have
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X, = C = const. = given, X, = 0,
P! = 0, F2O(T7) = FUO(T?) = calibrated,

PUC = pUC — given, P*C = pUC

= given.
From one such swap we calibrate the time T forward FY-C(T) of I(T) with T = Tn{1
(the last fixing time).

Given a calibrated discount curve PU-C and a calibrate forward curve F 1U ,C belong-
ing to the index /;, both in currency U and collateralized with respect to the account
C, we consider a swap collateralized with respect to the account C, paying some
index I, = I in currency U, receiving the index /; in currency U. An example is
tenor basis swaps paying the 6M LIBOR rate, receiving the 3M LIBOR rate. For
such a swap we have

X, = C; = const. = given, X, = C, = const. = given,
FUCly = FUCTh = given, FY»°(12) = FYC(T?) = calibrated,
pPUrC = pUC — given, pPYC = pUC — given.

From one such swap we calibrate the time T forward FZU 'C(T) of (T) with T = Tf_l
(the last fixing time of index I).

6.4 Calibration of Discount Curves When Payment
and Collateral Currency Differ

6.4.1 Fixed Payment in Other Currency

Given a calibrated discount curve PUt'C we consider a swap collateralized with
respect to the account C, paying some index I, in currency Uy, and receiving some
fixed cash flow C; in currency U,. An example for such a swap is a cross-currency
swap paying floating index / in collateral currency and receiving fixed C; in a different
currency.'? For such a swap we have

X, = C, = const. = given, X, = C, = const. = given,
FUoy = FOa)y = given, F*°(17) = 0,
pUC = pUiC = given, pPYC = pU:C — calibrated.

We calibrate the discount factor PY2C(T; 1p) with T = T,f (last payment time in
currency U,).

12Usually cross-currency swaps exchange two floating indices, we will consider this case below.
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6.4.2 Float Payment in Other Currency

If instead of a fixed payment we have that an index I, is paid in an other currency
U, we may encounter the problem that the swap has two unknowns, namely the
discount curve PY>C for payments in currency U, collateralized with respect to C
and the forward curve Fj C of the index I, paid in currency U, collateralized with
respect to C. The two curves can be obtained jointly from two different swaps: first
a fix-versus-float swaps in currency U, collateralized by C, and second, a cross-
currency swap exchanging the index I, with an index /; in currency U; for which
the forward F' ]U 1 is known. For the first instrument we denote the fixed payment by
Cy, C,. For the second instrument we denote the fixed payment by s;, s (usually a
spread). For the first instrument we have

X, = C; = const. = given, X, = C, = const. = given,
Foah = o, Fy @) = FYPO(17) = calibrated,
pUC = pU2C — calibrated, PY>C = calibrated.

For the second swap we have

X, = s; = const. = given, X, = s, = const. = given,
For!y = FPPOT)) = given, F*S(1?) = FY*°(T?) = calibrated,

PU'C = given, P = calibrated.

We calibrate the discount factor PU>C(T; 1) with T = T2 and the forward Fy 2C(T)
with T =T?2_,.

Often market data are not available to calibrate the forward F. 2U Z’C, but the forward
Féj >C> collateralized with respect to a different account C, is available. The two
forwards differ by a possible convexity adjustment. One possible approximation
(which would follow from the assumption that forwards are independent of their
collateralization) is to use Fs 20 v 2.0z

The joint calibration of the two curves can be decomposed into two independent
calibration steps, which would then allow to re-use a traditional bootstrap algorithm,

see, e.g., [4].
Calibration of Discount Curves as Spread Curves

We consider a swap leg with notional exchange and tenor {7;}?_,, paying an index
I plus some constant X = s(T;,,) = const. Here s(T,) has the interpretation of a
maturity-dependent spread. If this leg is in currency U and with respect to a col-
lateral account (here funding account) D, then its value is

n—1

Veuapte @ X ATHLg) = D (@FUP(T) +X) - PUP(Tiy)
i=0

+PYD(Tiyy) — PUO(TY) .
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An example of such an instrument is an (uncollateralized) floating rate bond, paying
a 3M rate plus some spread. If we assume that the forward F U.D(T}) is known, this
instrument can be used to calibrate the discount curve PU-P. In fact I + X represents
the performance of the funding account associated with PU-P.

If the forward FU-P(T}) is not known, we encounter the same problem as for
cross-currency swaps, namely that the forward curve FU-P(T;) and the discount curve
PY'D need to be calibrated jointly to two instruments. The first one is a swap which
is collateralized with respect to the funding account D, i.e., it is an uncollateralized
swap. The second is the funding floater.

For the first instrument, the uncollateralized swap, we have

X1 = C; = const. = given, X, = C, = const. = given,
F{'°(T)) = 0 = given,  F,"°(17) = FUP(T}) = calibrated,
pPUP = pUD — calibrated, PYP = pUD.

For the second instrument, the funding floating rate bond (uncollateralized swap leg
with notional exchange) we have

X, = § = const. = given,
FUP(T!y = FU(T)) = calibrated,
Pf/’D = PUP = calibrated.

Remark 6 The calibration of the funding curve PY:P
the cross-currency discount curve PU>C.

In the above, we consider the funding floater as a floating rate bond. Note however,
that bonds (in contrast to swaps) do not permit negative coupons, hence they have
an implicit floor. There are ways to solve this problem: either one has to incorporate
an option premium in the calibration procedure (which does require a model for the
volatility) or one considers only market data of fixed bonds together with uncollat-
eralized swaps (which likely requires some assumption since usually this calibration
instrument is not observed). See the following section.

is analog to the calibration of

6.5 Lack of Calibration Instruments (for Difference
in Collateralization)

The calibration of cross-currency curves (forward curve and discount curves for
currency U, with collateralization in currency U, see Sect.6.4) and the calibration
of un-collateralized curves (forward curves and discount curves for uncollateral-
ized products, see section “Calibration of Discount Curves as Spread Curves”) may
require market data which are not available, e.g., the forward of an index [ paid in
currency U, collateralized in a different currency or by a different account. This issue
has been pointed out by [14].
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In this case the curve can be obtained by adding additional assumptions. Two
simple examples are:

e the market rates are assumed to be independent of the type of collateralization, or
e the forward rates are assumed to be independent of the type of collateralization.

The two assumptions lead to different results, since they imply different correlations
which will lead to different (convexity) adjustments. For details on the example
see [11], where a sample calculation with assuming identical market rates for 3M
swaps collateralized in USD-OIS or EUR-OIS results in a difference of around 1 or
2 basis points (0.01 %) for the forward curves.

6.6 Implementation

The definition of the various calibration instruments indicated that an iterative boot-
strapping algorithm (there the curve is built in a step-by-step process solving only
one dimensional problems in one variable) is no longer straightforward. This is due
to the interdependence of discount and forward curves. While this problem may be
solved in some cases via a pre-processing (see [4]), we suggest a different route: we
propose to solve the calibration problem via a single optimization run on the full
multi-dimensional problem. This also allows to calibrate curve in the sense of a best
fit in cases where we use more calibration instruments than curve points, resulting
in an overdetermined system.

We provide an object-oriented implementation at [11] implementing the Java
classes for Curves,DiscountCurves,ForwardCurves, Solver, SwapLeg
and Swap.

A detailed discussion of the implementation can be found in the associated
JavaDocs and is left out here to shorten the presentation.

7 Redefining Forward Rate Market Models

Having discussed the setup of curves, we would like to conclude with a remark on
how the curves are integrated into term-structure models, specifically, how the multi-
curve setup harmonizes with a classical single curve standard LIBOR market model,
which can then be extended to a fully multi-curve model.

If NC denotes an accrual account, i.e., NC is a process with NC (t)) = 1U (e.g.,a
collateral account), then N C defines a discount curve, namely the discount curve 7' —
PYUC(T, ty) =: PC(T; 1) of fixed payments made in 7', valued in ¢ and collateralized
by units of NC.

Now let {T;} denote a given tenor discretization. As shown in Sect.4.1 the
period-[T;, T;41] performance index [ C(Ti, T;+1) of the an accrual account, i.e.,

IS(T;, Tiy1; T)) = [\ﬁé—f;;) — 1 has the property that its time 7 forward (of a payment
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of I C(T,», T;+1) made in T;,1, collateralized in units of N C) (following the definition

PO(T;:)—PC(Tisy:0)
PC(Ty1500)

This relation allows us to create a term-structure model for the curve PC which

has the same structural properties as a standard single curve (LIBOR) market model.

ucCr. 1. ..
This model is given by a joint modeling of the processes L;(¢) := % e.g.,

of a forward from Definition 3) is given as F’ v.e(T,, Tiv1;t) =

as log-normal processes under the measure QV ¢ and the additional assumption that
the process PC(T;; 1) is deterministic on its short period t € (T;—y, T;].

From these two assumptions it follows that the processes L; have the structure of
a standard LIBOR market model and Qv ¢ corresponds to the spot measure. Indeed
we have [['_g 1 + Li(T)) - (Tjy1 — Tj) = NS(T)).

What we have described is how to use the standard LIBOR market model as a term
structure model for the collateral account N (e. g., the OIS curve). Now, modeling all
other rates (including LIBOR) can be performed by modeling (possibly stochastic)
spreads over this curve. This is analog to a defaultable market model.

An alternative is to start with a stochastic model for the forward rates, where now
the forward curve defines the initial value of the model SDEs, and then define the
discount curve (numéraire) via deterministic or stochastic spreads. This approach
has a practical advantage, since for LIBOR rates implied volatilities are more liquid
than for OIS rates. See, e.g., [20] and references therein. An implementation of the
standard LMM with a deterministic adjustment for the discount curve is provided by
the author at [9].

8 Some Numerical Results

8.1 Impact of the Interpolation Entity of a Forward Curve
on the Delta Hedge

Using our reference implementation [11], we investigate the interpolation of forward
curves using different interpolation methods and interpolation entities. While interpo-
lation of (synthetic) discount factors is—motivated from its single curve origin—a
very popular interpolation method, it may result in very implausible deltas, if the
curve is constructed from overlapping instruments. Table 1 shows the delta of an
8x11 FRA calculated on a curve constructed from 0x3, 1x4, 2x5, 3x6, 4x7, 5x8, 6x9,
7x10, 9x12 FRA (note that the 8x11 is missing in the curve construction). The plausi-
ble hedge would be to use the adjacent 7x10 and 9x12 FRAs. Using the interpolation
entity DISCOUNTFACTOR we find non-zero deltas for instruments prior to the 7x10
FRA, summing up to zero. This effect stems from the error propagation inherent in
the definition of the interpolation entity. The interpolation entity FORWARD does not
show this effect.
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Table 1 The delta of an 7Mx10M FRA with respect to different calibration instruments, where the
7Mx10M FRA is not part of the calibration instruments, hence interpolates

Risk Factor Delta of an 7Mx10M FRA using the interpolation entity
DISCOUNTFACTOR (%) FORWARD (%)
0Dx3M 44.5 0.0
1Mx4M —95.9 0.0
2Mx5M 524 0.0
3Mx6M 44.0 0.0
4MxTM -97.0 0.0
SMx8M 52.4 0.0
6Mx9M 47.6 48.4
TMx10M 0.0 0.0
8Mx11M 51.9 51.6
9Mx12M 0.0 0.0

Different interpolation entities result in very different delta hedges. The popular interpolation entity
of asynthetic discount factor results in counterintuitive hedges. The interpolation method is LINEAR
in both cases. It is the choice of the interpolation entity which introduces the effect

8.2 Impact of the Lack of Calibration Instruments
Jor the Case of a Foreign Swap Collateralized
in Domestic Currency

Based on the curve framework and the calibration instruments defined in this paper
and implemented at [11] we have investigated the impact of the assumptions, which
had to be made due to the lack of calibration instruments for foreign currency swaps.
Since a foreign currency swap collateralized in domestic currency is (currently) not a
liquid instrument, the foreign forward with respect to domestic collateralization can-
not be calibrated. Hence, a model assumption is required. Two possible assumptions
are: (1) the forward rate is independent from its collateralization—that is, use the
foreign forward curve derived from instruments collateralized in foreign currency,
or, (2) the market (swap) rates are independent from its collateralization—that is,
use the foreign market (par-)swap rates form foreign currency swaps collateralized
in foreign currency together with a domestic currency discount curve to calibrate a
foreign currency forward rate curve with respect to domestic collateralization. Both
approaches result in different forward curves. The impact can be assessed using
the spreadsheet available at [11]. For 2012 market data the difference for an USD
forward curve collateralized in EUR can be found to be around two basis points.
While the first assumption (re-using the forward curve) is likely the more natural
one, and maybe a market standard, the calculation shows that the assumption has a
considerable impact on the resulting curve, see Fig. 1.
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Forward Curves
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Fig.1 Forward curve (USD-3M) calibrated from swaps with different collateralization (USD-OIS
and EUR-OIS) assuming independence of the market rates of from the type of collateralization

8.3 Impact of the Interpolation Scheme
on the Hedge Efficiency

Also based on the framework presented here, the impact of the different interpolation
schemes has been investigated in [13], where indication was found that among the
local interpolation schemes, it is indeed better to use a different interpolation scheme
for forward curves than for discount curves. For details we refer to [13].

9 Conclusion

We have presented the re-definition of discount curves and forward curves, which
clearly distinguishes the two as different objects (with some relation for the special
case of OIS curves). This re-definition results in curves, representing values with well-
defined economic interpretations. We then discussed some interpolation schemes
for these curves, where our re-definition suggests to apply different interpolation
schemes for discount and forward curves. This stands in contrast to the classical
approach where a forward curve had been represented via synthetic discount factors,
using the same interpolation schemes for both types of curves.

We have presented the calibration, defining the calibration instruments. Based on
this, we provide an open source, object-oriented implementation at [1 1.1

Based on this benchmark implementation it was possible to assess the impact of
assumptions, which had to be made due to the lack of calibration instruments, e.g.,
for the case of cross-currency swaps, and the impact of the different interpolation
schemes. Indication was found that it is better to use a different interpolation scheme
for forward curves than for discount curves. With respect to delta hedges one should

3A complete description of the implementation is given at http://www.finmath.net/finmath-1ib,
including source code and numerical examples. They are left out in this paper.
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favor forward interpolation over synthetic discount factor interpolation. Among for-
ward interpolation, linear interpolation performed well with respect to the hedge
performance.
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Impact of Multiple-Curve Dynamics
in Credit Valuation Adjustments

Giacomo Bormetti, Damiano Brigo, Marco Francischello
and Andrea Pallavicini

Abstract We present a detailed analysis of interest rate derivatives valuation under
credit risk and collateral modeling. We show how the credit and collateral extended
valuation framework in Pallavicini et al. (2011) can be helpful in defining the key
market rates underlying the multiple interest rate curves that characterize current
interest rate markets. We introduce the collateralized valuation measures and for-
mulate a consistent realistic dynamics for the rates emerging from our analysis. We
point out limitations of multiple curve models with deterministic basis considering
valuation of particularly sensitive products such as basis swaps.

Keywords Multiple curves - Evaluation adjustments + Basis swaps + Collateral -
HIM model

1 Introduction

After the onset of the crisis in 2007, all market instruments are quoted by taking
into account, more or less implicitly, credit- and collateral-related adjustments. As
a consequence, when approaching modeling problems one has to carefully check
standard theoretical assumptions which often ignore credit and liquidity issues. One
has to go back to market processes and fundamental instruments by limiting oneself
to use models based on products and quantities that are available on the market.
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Referring to market observables and processes is the only means we have to validate
our theoretical assumptions, so as to drop them if in contrast with observations. This
general recipe is what is guiding us in this paper, where we try to adapt interest rate
models for valuation to the current landscape.

A detailed analysis of the updated valuation problem one faces when including
credit risk and collateral modeling (and further funding costs) has been presented
elsewhere in this volume, see for example [6, 7]. We refer to those papers and
references therein for a detailed discussion. Here we focus our updated valuation
framework to consider the following key points: (i) focus on interest rate derivatives;
(i1) understand how the updated valuation framework can be helpful in defining the
key market rates underlying the multiple interest rate curves that characterize current
interest rate markets; (iii) define collateralized valuation measures; (iv) formulate a
consistent realistic dynamics for the rates emerging from the above analysis; (v) show
how the framework can be applied to valuation of particularly sensitive products
such as basis swaps under credit risk and collateral posting;(vi) point out limitations
in some current market practices such as explaining the multiple curves through
deterministic fudge factors or shifts where the option embedded in the credit valuation
adjustment (CVA) calculation would be priced without any volatility. For an extended
version of this paper we remand to [3]. This paper is an extended and refined version
of ideas originally appeared in [24].

2 Valuation Equation with Credit and Collateral

Classical interest-rate models were formulated to satisfy no-arbitrage relationships
by construction, which allowed one to price and hedge forward-rate agreements in
terms of risk-free zero-coupon bonds. Starting from summer 2007, with the spreading
of the credit crunch, market quotes of forward rates and zero-coupon bonds began
to violate usual no-arbitrage relationships. The main driver of such behavior was the
liquidity crisis reducing the credit lines along with the fear of an imminent systemic
break-down. As a result the impact of counterparty risk on market prices could not
be considered negligible any more.

This is the first of many examples of relationships that broke down with the cri-
sis. Assumptions and approximations stemming from valuation theory should be
replaced by strategies implemented with market instruments. For instance, inclu-
sion of CVA for interest-rate instruments, such as those analyzed in [8], breaks the
relationship between risk-free zero-coupon bonds and LIBOR forward rates. Also,
funding in domestic currency on different time horizons must include counterparty
risk adjustments and liquidity issues, see [15], breaking again this relationship. We
thus have, against the earlier standard theory,

L(Ty, T)) ! ( ! 1) FTy Ty % — (20 1)
( 0, 11 ;é Tl _ TO PTO(TI) - ) I( 0, 1) ;é Tl . T() (Pt(Tl) - )
(1
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where P;(T) is a zero-coupon bond price at time ¢ for maturity 7', L is the LIBOR rate
and F is the related LIBOR forward rate. A direct consequence is the impossibility
to describe all LIBOR rates in terms of a unique zero-coupon yield curve. Indeed,
since 2009 and even earlier, we had evidence that the money market for the Euro
area was moving to a multi-curve setting. See [1, 19, 20, 27].

2.1 Valuation Framework

In order to value a financial product (for example a derivative contract), we have to
discount all the cash flows occurring after the trading position is entered. We follow
the approach of [25, 26] and we specialize it to the case of interest-rate derivatives,
where collateralization usually happens on a daily basis, and where gap risk is not
large. Hence we prefer to present such results when cash flows are modeled as
happening in a continuous time-grid, since this simplifies notation and calculations.
We refer to the two names involved in the financial contract and subject to default
risk as investor (also called name “I”’) and counterparty (also called name “C”). We
denote by 7/, and 7, respectively, the default times of the investor and counterparty.
We fix the portfolio time horizon T > 0, and fix the risk-neutral valuation model
(82,4, Q), with a filtration (%;),e[0.77 such that t¢, 7, are (¢4),c[0.11-stopping times.
We denote by E, [ -] the conditional expectation under Q given %, and by E_ [ -]
the conditional expectation under Q given the stopped filtration ¢;,. We exclude the
possibility of simultaneous defaults, and define the first default event between the
two parties as the stopping time 7 := ¢ A 75 .

We will also consider the market sub-filtration (.%,),( that one obtains implicitly
by assuming a separable structure for the complete market filtration (¢;)>0. % is then
generated by the pure default-free market filtration .%, and by the filtration generated
by all the relevant default times monitored up to ¢ (see for example [2]).

We introduce a risk-free rate r associated with the risk-neutral measure. We there-
fore need to define the related stochastic discount factor D(z, u, r) that in general will
denote the risk-neutral default-free discount factor, given by the ratio

D(t,u,r) = B;/B,, dB,=rBdt,

where B is the bank account numeraire, driven by the risk-free instantaneous interest
rate r, and associated to the risk-neutral measure Q. This rate r; is assumed to be
(%) 1ej0.1) adapted and is the key variable in all pre-crisis term structure modeling.

We now want to price a collateralized derivative contract, and in particular we
assume that collateral re-hypothecation is allowed, as done in practice (see [4] for a
discussion on re-hypothecation). We thus write directly the adjustment payout terms
as carry costs cash flows, each accruing at the relevant rate, namely the price V; of a
derivative contract, inclusive of collateralized credit and debit risk, margining costs,
can be derived by following [25, 26], and is given by:
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T
Vt =E |:/ D(l, u; I’) (1{u<r}d77u + l{redu}eu + (ru - cu)Cudu) |gti| (2)
t

where

e 1, is the coupon process of the product, without credit or debit risk and without
collateral cash flows;

e C, is the collateral process, and we use the convention that C, > 0 while / is the
collateral receiver and C,, < 0 when [ is the collateral poster. (r, — ¢,)C, are the
collateral margining costs and the collateral rate is defined as ¢, := ¢;" 1{c,=0) +
¢; lic, <0y with c* defined in the CSA contract. In general we may assume the
processes ¢, ¢~ to be adapted to the default-free filtration .%,.

e 0, =6,(C,¢) is the on-default cash flow process that depends on the collateral
process C, and the close-out value &,.! It is primarily this term that originates the
credit and debit valuation adjustments (CVA/DVA) terms, that may also embed
collateral and gap risk due to the jump at default of the value of the considered
deal (e.g. in a credit derivative), see for example [5].

Notice that the above valuation equation (2) is not suited for explicit numerical
evaluations, since the right-hand side is still depending on the derivative price via the
indicators within the collateral rates and possibly via the close-out term, leading to
recursive/nonlinear features. We could resort to numerical solutions, as in [11], but,
since our goal is valuing interest-rate derivatives, we prefer to further specialize the
valuation equation for such deals.

2.2 The Master Equation Under Change of Filtration

In this first work we develop our analysis without considering a dependence between
the default times if not through their spreads, or more precisely by assuming that
the default times are .% -conditionally independent. Moreover, we assume that the
collateral account and the close-out processes are .% -adapted. Thus, we can simplify
the valuation equation given by (2) by switching to the default-free market filtration.
By following the filtration switching formula in [2], we introduce for any ¥;-adapted
process X; a unique .#;-adapted process X;, defined such that 1z~ X; = lz=1X:.
Hence, we can write the pre-default price process as given by 1{;.,V, = V, where
the right-hand side is given in Eq.(2) and where V, is .%;-adapted. Before changing
filtration, we have to specify the form of the close-out payoft:

Or =¢e1(t,T) — lizc<)LGDc (e (7, T) — Cr)+ — g <z} LGDy (e (7, T) — Co) ™

IThe closeout value is the residual value of the contract at default time and the CSA specifies the
way it should be computed.
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where LGD < 1 is the loss given default, (x)* indicates the positive part of x and

(x)” = —(—x)™". For an extended discussion of the term @, we refer to [3]. Moreover,
to derive an explicit valuation formula we assume that gap risk is not present, namely
V.— = V;, and we consider a particular form for collateral and close-out prices,

namely we model the close-out value as

T
8.Y(tv T) = ]E [/ D(tv u, r)dﬂ:u |%} ’ Ct ialgt(t’ T)
t

with 0 < o; < 1 and where «; is .%,-adapted. This means that the close-out is the
risk-free mark to market at first default time and the collateral is a fraction «; of the
close-out value. An alternative approximation that does not impose a proportionality
between the account value processes can be found in [9]. We obtain, by switching to
the default-free market filtration .7 the following.?

Proposition 1 (Master equation under .% -conditionally independent default times,
no gap risk and .7, measurable payout ;) Under the above assumption, Valuation
Equation (2) is further specified as V; = 1z~ V;

T
V, =¢,(t,T) + E [ / D(t, u; r + M) (ry — c)oyen(u, T)du | 32,}
T
-E [/ D(t, u; r + MAS (1 — a,)LGD¢ (e, (u, T))  du | y‘,}
T
—E [/ D(t,u;r+ )L))Li(l — o, )LGD;(e,(u, T)) du | ﬁ,i|

where we introduced the pre-default intensity A of the investor and the pre-default
intensity AS of the counterparty as

l{t,>t}k{dt =Q{redt |1y>t, %}, l{,c>t}ktcdz =Q{rcedt |tc >t %)}

along with their sum A, and the discount factor for any rate x,, namely D(t, T, x) :=
T
exp{— [, xudu}.

3 Valuing Collateralized Interest-Rate Derivatives

As we mentioned in the introduction, we will base our analysis on real market
processes. All liquid market quotes on the money market (MM) correspond to instru-
ments with daily collateralization at overnight rate (e;), both for the investor and the
counterparty, namely ¢, = e, .

2We refer to [3] and [6] for a precise derivation of the proposition.
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Notice that the collateral accrual rate is symmetric, so that we no longer have a
dependency of the accrual rates on the collateral price, as opposed to the general
master equation case. Moreover, we further assume r, = ¢, .

This makes sense because e, being an overnight rate, it embeds a low counterparty
risk and can be considered a good proxy for the risk-free rate r,. We will describe
some of these MM instruments, such as OIS and Interest Rate Swaps (IRS), along
with their underlying market rates, in the following sections. For the remaining of
this section we adopt the perfect collateralization approximation of Eq. (1) to derive
the valuation equations for OIS and IRS products, hence assuming no gap-risk,
while in the numeric experiments of Sect.4 we will consider also uncollateralized
deals. Furthermore, we assume that daily collateralization can be considered as a
continuous-dividend perfect collateralization. See [4] for a discussion on the impact
of discrete-time collateralization on interest-rate derivatives.

3.1 Overnight Rates and OIS

Among other instruments, the MM usually quotes the prices of overnight indexed
swaps (OIS). Such contracts exchange a fix-payment leg with a floating leg pay-
ing a discretely compounded rate based on the same overnight rate used for their
collateralization. Since we are going to price OIS under the assumption of perfect
collateralization, namely we are assuming that daily collateralization may be viewed
as done on a continuous basis, we approximate also daily compounding in OIS float-
ing leg with continuous compounding, which is reasonable when there is no gap
risk. Hence the discounted payoff of a one-period OIS with tenor x and maturity 7'

is given by
T
D, T,e) (1 + xK — exp [/ e du ])
T—x

where K is the fixed rate payed by the OIS. Furthermore, we can introduce the (par)
fix rates K = E;(T, x; e) that make the one-period OIS contract fair, namely priced
0 at time ¢. They are implicitly defined via

T
VOIS (K) ::]E[(Hxl{—exp[/ euduDD(t, T;e) Wﬂ
T

—X

with VOIS (E,(T, x; e)) = 0 leading to

3)

1 (P,(T—x; e) )
E(T,x;e) = - (2% 4
X

Pi(T; e)
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where we define collateralized zero-coupon bonds? as
P(T;e) :=E[D(, T;e) | F]. “4)

One-period OIS rates E, (T, x; e), along with multi-period ones, are actively traded
on the market. Notice that we can bootstrap collateralized zero-coupon bond prices
from OIS quotes.

3.2 LIBOR Rates, IRS and Basis Swaps

LIBOR rates (L,(T)) used to be linked to the term structure of default-free interlink
interest rates in a fundamental way. In the classical term structure theory, LIBOR
rates would satisfy fundamental no-arbitrage conditions with respect to zero-coupon
bonds that we no longer consider to hold, as we pointed out earlier in (1). We
now deal with a new definition of forward LIBOR rates that may take into account
collateralization. LIBOR rates are still the indices used as reference rate for many
collateralized interest-rate derivatives (IRS, basis swaps, ...). IRS contracts swap a
fix-payment leg with a floating leg paying simply compounded LIBOR rates. IRS
contracts are collateralized at overnight rate e,. Thus, a discounted one-period IRS
payoff with maturity 7 and tenor x is given by

D, T, e)x(K — Lr—x(T))
where K is the fix rate payed by the IRS. Furthermore, we can introduce the (par) fix
rates K = F;(T, x; e) that render the one-period IRS contract fair, i.e. priced at zero.
They are implicitly defined via

VIS(K) :=E [ 0K — xLr () D(t, T; ) | 7]

with VRS (F,(T, x; e)) = 0, leading to the following definition of forward LIBOR rate

o _E[L(DDG Ti0) | 7] E[Lr (D, Tse) | 7]
Fi(T, x0) = E[D@, T;e) | %] - P(T; )

The above definition may be simplified by a suitable choice of the measure
under which we take the expectation. In particular, we can consider the following
Radon—Nikodym derivative, defining the collateralized T-forward measure Q7¢,

3Notice that we are only defining a price process for hypothetical collateralized zero-coupon bond.
We are not assuming that collateralized bonds are assets traded on the market.
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dQ"¢|  E[D(.T:e) |.%] D(.1:e)P(T:e)
dQ |z Py(T; e)  P(Tie)

Z,(T;e) =

which is a positive Q-martingale, normalized so that Zy(T’; ) = 1.

Thus, for any payoff ¢, perfectly collateralized at overnight rate e¢;, we can
express prices as expectations under the collateralized 7T-forward measure and in
particular, we can write LIBOR forward rates as

E[Lr.(T)D, T; ) | 7]
E[D(, T;e) | 7]

F (T, x;e) := =E"[Lr (D) |.%]. (5

One-period forward rates F,(T, x; e), along with multi-period ones (swap rates),
are actively traded on the market. Once collateralized zero-coupon bonds are derived,
we can bootstrap forward rate curves from such quotes. See, for instance, [1] or [27]
for a discussion on bootstrapping algorithms.

Basis swaps are an interesting product that became more popular after the market
switched to a multi-curve structure. In fact, in a basis swap there are two floating
legs, one pays a LIBOR rate with a certain tenor and the other pays the LIBOR rate
with a shorter tenor plus a spread that makes the contract fair at inception. More
precisely, the payoff of a basis swap whose legs pay respectively a LIBOR rate with
tenors x < y with maturity 7 = nx = my is given by

> DT — (n—i)x, )x(Lr—u-i-1x(T — (n — )x) + K)
i=1
=D DT = (m = )y, O¥Lr—n—j1y (T = (m — j)y).
J=1

It is clear that apart from being traded per se, this instrument is naturally present in
the banks portfolios as result of the netting of opposite swap positions with different
tenors.

3.3 Modeling Constraints

Our aim is to set up a multiple-curve dynamical model starting from collateralized
zero-coupon bonds P;(T'; e), and LIBOR forward rates F; (T, x; ). As we have seen
we can bootstrap the initial curves for such quantities from directly observed quotes
in the market. Now, we wish to propose a dynamics that preserves the martingale
properties satisfied by such quantities. Thus, without loss of generality, we can define
collateralized zero-coupon bonds under the Q measure as

dP,(T; e) = P,(T; e) (et dt — ol (T; e)* de)
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and LIBOR forward rates under the Q7*¢ measure as
dF(T,x; e) = ol (T, x; e)* dz"**

where W€ and Z7+¢ are correlated standard (column) vector* Brownian motions with
correlation matrix p, and the volatility vector processes o” and o* may depend on
bonds and forward LIBOR rates themselves.

The following definition of f,(T, e) is not strictly necessary, and we could keep
working with bonds P,(T; e), using their dynamics. However, as it is customary
in interest rate theory to model rates rather than bonds, we may try to formulate
quantities that are closer to the standard HIM framework. In this sense we can define
instantaneous forward rates f;(T’; ), by starting from (collateralized) zero-coupon
bonds, as given by

fi(T; e) == —arlog P,(T; e)

We can derive instantaneous forward-rate dynamics by Itd lemma, and we obtain the
following dynamics under the Q7*¢ measure

dfi(T; e) = o(T; ) dW, ¢, o(T;e) :=dral(T;e)

where the W7:¢s are Brownian motions and partial differentiation is meant to be
applied component-wise.

Hence, we can summarize our modeling assumptions in the following way. Since
linear products (OIS, IRS, basis swaps...) can be expressed in terms of simpler quan-
tities, namely collateralized zero-coupon bonds P,(T’; ¢) and LIBOR forward rates
F,(T, x; e), we focus on their modeling. The initial term structures for collateralized
products may be bootstrapped from market data, and for volatility and dynamics, we
can write rates dynamics by enforcing suitable no-arbitrage martingale properties,
namely

dfi(T; e) = o(T; e) -dWI¢, dF/(T,x;e) = ol (T, x;e)-dz!*. (6)

As we explained in the introduction, this is where the multiple curve picture
finally shows up: we have a curve with LIBOR-based forward rates F;(T, x; e),
that are collateral adjusted expectation of LIBOR market rates Ly, (T) we take as
primitive rates from the market, and we have instantaneous forward rates f; (T'; e) that
are OIS-based rates. OIS rates f;(T'; e) are driven by collateral fees, whereas LIBOR
forward rates F,(T, x; e) are driven both by collateral rates and by the primitive
LIBOR market rates.

“In the following we will consider N-dimensional vectors as N x 1 matrices. Moreover, given a
matrix A, we will indicate A* its transpose, and if B is another conformable matrix we indicate AB
the usual matrix product.
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4 Interest-Rate Modeling

We can now specialize our modeling assumptions to define a model for interest-rate
derivatives which is on one hand flexible enough to calibrate the quotes of the MM,
and on the other hand robust. Our aim is to use an HIM framework using a single
family of Markov processes to describe all the term structures and interest rate curves
we are interested in.

In the literature many authors proposed generalizations of the HIM framework to
include multiple yield curves. In particular, we cite the works of [12—-14, 16, 20-23].
A survey of the literature can be found in [17].

In such works the problem is faced in a pragmatic way by considering each forward
rate as a single asset without investigating the microscopical dynamics implied by
liquidity and credit risks. However, the hypothesis of introducing different underlying
assets may lead to over-parametrization issues that affect the calibration procedure.
Indeed, the presence of swap and basis-swap quotes on many different yield curves
is not sufficient, as the market quotes swaption premia only on few yield curves.
For instance, even if the Euro market quotes one-, three-, six- and twelve-month
swap contracts, liquidly traded swaptions are only those indexed to the three-month
(maturity one-year) and the six-month (maturities from two to thirty years) Euribor
rates. Swaptions referring to other Euribor tenors or to overnight rates are not actively
quoted.

In order to solve such problem [23] introduces a parsimonious model to describe
a multi-curve setting by starting from a limited number of (Markov) processes, so
as to extend the logic of the HIM framework to describe with a unique family of
Markov processes all the curves we are interested in.

4.1 Multiple-Curve Collateralized HJM Framework

We follow [22, 23] by reformulating their theory under the Q7*¢ measure. We model
only observed rates as in market model approaches and we consider acommon family
of processes for all the yield curves of a given currency, so that we are able to build
parsimonious yet flexible models. Hence let us summarize the basic requirements
the model must fulfill:

(i) existence of OIS rates, which we can describe in terms of instantaneous forward

rates f;(T; e);

(ii) existence of LIBOR rates assigned by the market, typical underlyings of traded
derivatives, with associated forwards F;(T, x; e);

(ii1) no arbitrage dynamics of the f;(T'; e) and the F,(T, x; e) (both being (T, e)-
forward measure martingales);

(iv) possibility of writing both f;(T'; e) and F;(T, x; ¢) as functions of a common
family of Markov processes, so that we are able to build parsimonious yet
flexible models.
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While the first two points are related to the set of financial quantities we are about to
model, the last two are conditions we impose on their dynamics, and will be granted
by the right choice of model volatilities. Hence, we choose under QT:¢ measure, the
following dynamics:

dfy(T; e) = o, (T)*d W, (7)
dF (T, x;e) = (k(T,x) + F(T, x; e)) X:(T, x)*dW,T;“

where we introduce the families of (stochastic N-dimensional) volatility processes
o,(T) and X,(T, x), the vector of N independent Q7*°-Brownian motions WtT;e,
and the set of deterministic shifts k(7', x), such that lim,_,o xk(7', x) = 1. This limit
condition ensures that the model approaches a standard default- and liquidity-free
HJIM model when the tenor goes to zero. We bootstrap fy(T; e) and Fy (T, x; e) from
market quotes.

In order to get a model with a reduced number of common driving factors in the
spirit of HIM approaches, it is sufficient to conveniently tie together the volatility
processes o,(T") and X, (T, x) through a third volatility process o, (u, T, x).

T
o:(T) :=0,T;T,0), X(T,x) :=/ o:(u; T, x) du. (8)
T

—X

Under this parametrization the OIS curve dynamics is the very same as the risk-
free curve in an ordinary HIM framework. Indeed, we have for linearly compounding
forward rates

T
dE(T,x;e) = (1/x + E(T,x;¢)) | o,(u)*du dWT.

T—x

In the generalized version of the HIM framework proposed by [23] we have an
explicit expression for both the collateralized zero-coupon bonds P;(T; e) and the
LIBOR forward rates F; (T, x; e). The first result is a direct consequence of modeling
the OIS curve as the risk-free curve in a standard HIM framework, while the second
result can be achieved only if a particular form of the volatilities is selected. We obtain
this if we generalize the approach of [28] by introducing the following separability

constraint
or(u, T,x) :=h(t)q(u, T,x)g(t, u),

I “ ] 9
g(t,u) :=exp —/a(s)ds , qu;u,0):=1d,

where A, is an N x N matrix process, q(u, T, x) is a deterministic N x N diagonal
matrix function, and a(s) is a deterministic N-dimensional vector function. The
condition on g(u; T, x) being the identity matrix, when 7 = u ensures that a standard
HIM framework holds for collateralized zero-coupon bonds.
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We can work out an explicit expression for the LIBOR forward rates, by plugging
the expression of the volatilities into Eq. (7). We obtain

(k(T, x)+F.(T,x;e) )
B\K(T. %) + Fo(T. x: 0)

1
= G(ta T — X, T; Ts -x)* (Xt + Yt (GO(L tv T) - E G(tv T — X, T; Ts-x))) )
(10)

where the stochastic vector process X; and the auxiliary matrix process Y; are defined
under the Q measure as in the ordinary HIM framework

N t t
X, = Z/o gi(s, 1) (hik,dek,s + (h;khs)ik/ dygi(s,y) dS) ,i=1...N
k=1

t
Y = / gi(s, (W h)ygi(s. ds i, k=1...N
0

and

T, T,

g(t, s)ds, G(t,To,Tl,T,x)=/ q(s, T,x)g(t, s)ds.

To

Go(tv TOa Tl) = /

To

It is worth noting that the integral representation of forward LIBOR volatilities
given by Eq. (8), together with the common separability constraint given in Eq. (9)
are sufficient conditions to ensure the existence of a reconstruction formula for all
OIS and LIBOR forward rates based on the very same family of Markov processes
(see [3)).

We are interested in some specification of this model, in particular a variant of the
Hull and White model (HW), a variant of the Cheyette model (Ch) and the Moreni
and Pallavicini model (MP). The HW model [18] is the simplest one, and is obtained
choosing

ht)=R, qu,T,x)=1d, a(s)=a, K(T,x)i}c (11

where a is a constant vector, and R is the Cholesky decomposition of the correlation
matrix that we want our X, vector to have. In this case we obtain o,(u; T, x) =
R - e7%“=D where the exponential is intended to be component-wise. Then we note
that X; is a mean reverting Gaussian process while the Y; process is deterministic.

In order to model implied volatility smiles, we can add a stochastic volatility
process to our model, as shown in [22]. In particular we can obtain a variant of the
Ch model ([10]), considering a common square-root process for all the entries of 4,
as in [29]. More precisely we replace A(t) in (11) with h(f) = /v,R. With a and R
as before and v, being a process with the following dynamic:
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dvi=n( —v) dt+ vy (1 + (v — l)e_””) \/v_,dZ, , Vo=V (12)

where Z, is a Brownian motion correlated to W,. Obtaining as a volatility process
o(u; T, x) = \/VR- e—au=1

As the last specification of the framework we consider the MP model which uses
a different shift k(7', x), and introduces a dependence on the tenor in the volatility
process.

e

h(t) = JwR, qu.T,x)" =", as)=a, «(T,x)= (13)

With a and R as before and v, being defined by (12). Here we have for the volatility
o(u; T,x) = /VR- em—atu=1)

To better appreciate the difference between the Ch model and the MP model one
could compute the quantity

g+aa+nmza) 1 (;+aa+mwua)
lo

1
Br(x1,x25 €) := —log| 5 - i
2 x T Et+x2,x05€) y HE 4 X1, x05€)

X1

which represents the time-normalized difference between two forward rates with
different tenors and thus can be used as a proxy for the value of a basis swap. We
have that in the HW and in the Ch models S, (x|, x»; e) is deterministic while in the
MP model is a stochastic quantity. This suggests that the MP model should be able
to better capture the dynamics of the basis between two rates with different tenors.
We refer the reader to [3] for a more detailed analysis of the issue, and to [23] for
calibration and valuation examples for the swaptions and cap/floor market.

4.2 Numerical Results

We apply our framework to simple but relevant products: an IRS and a basis swap. We
analyze the impact of the choice of an interest rate model on the portfolio valuation,
in particular we measure the dependency of the price on the correlations between
interest-rates and credit spreads, the so-called wrong-way risk. We model the market
risks by simulating the following processes in a multiple-curve HIM model under
the pricing measure Q. The overnight rate e¢; and the LIBOR forward rates F;(T'; e)
are simulated according to the dynamics given in Sect.4.1. Maintaining the same
notation of the aforementioned section, we choose N = 2, and for our numerical
experiments we use a HW model, a Ch model and an MP model, all calibrated to
swaption at-the-money volatilities listed on the European market.

As we have already noted, the Ch model introduces a stochastic volatility and
hence has an increased number of parameters with respect to the HW model. The
MP model aims at better modeling the basis between rates with different tenors, while
keeping the model parsimonious in terms of extra parameters with respect to the Ch
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model. In particular the HW model is able to reproduce the ATM quotes but is not
able to correctly reproduce the volatility smile. On the other hand, the introduction of
a stochastic volatility process helps in recovering the market data smile and thus the
Ch and the MP models have similar results in properly fitting the smile. The detailed
results of the calibration are available in [3].

For what concerns the credit part, the default intensities of the investor and the
counterparty are given by two CIR++ processes Al = yi + /() under the Q7** mea-
sure, i.e. they follow

dy = i —yhdi+ ¢\ yidzi | iel c)

where the two Z's are Brownian motions correlated with the W7:s, and they are
calibrated to the market data shown in [4]. In particular, two different market settings
are used in the numerical examples: the medium risk and the high risk settings. The
correlations among the risky factors are induced by correlating the Brownian motions
as in [8].

We now analyze the impact of wrong-way risk on the bilateral adjustment, namely
CVA plus DVA, of IRS and basis swaps when collateralization is switched off, namely
we want to evaluate Eq. (1) when «, = 0. For an extended analysis see [3]. Wrong-
way risk is expressed with respect to the correlation between the default intensities
and a proxy of market risk, namely the short rate e,.

In Fig. 1 we show the variation of the bilateral adjustment for a ten years IRS
receiving a fix rate yearly and paying 6 m Libor twice a year and for a ten years
basis swap receiving 3 m Libor plus spread and paying 6 m Libor. It is clear that for a
product like the IRS, not subject to the basis dynamic, we have that the big difference
among the models is the presence of a stochastic volatility. In fact we can see that
the Ch model and the MP model are almost indistinguishable while the results of
the HW model are different from the stochastic volatility ones. Moreover we can
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Fig. 1 Wrong-way risk for different models. On the horizontal axis correlation among credit and
market risks; on the vertical axis the bilateral adjustment, namely CVA + DVA, in basis points. Left
panel a 10y IRS receiving a fix rate and paying 6 m Libor. Right panel a 10y basis swap receiving
3 m Libor plus spread and paying 6 m Libor. Montecarlo error is displayed where significant
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observe that all the models have the same trend, i.e. the bilateral adjustment grows as
correlation increase. In fact this can be explained by the fact that a higher correlation
means that the deal will be more profitable when it will be more risky (since we are
receiving the fixed rate and paying the floating one), hence the bilateral adjustment
will be bigger.

In the case of a basis swap instead, we see that, as said before, the HW model and
the Ch model do not have a basis dynamic and hence the curve represented is almost
flat. On the other hand the MP model is able to capture the dynamics of the basis and
hence we can see that the more the overnight rate is correlated with the credit risk
the smaller the bilateral adjustment becomes.

We conclude by pointing out that our analysis will be extended to partially col-
lateralized deals in future work. In such a context funding costs enter the picture in a
more comprehensive way. Some initial suggestions in this respect were given in [24].
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A Generalized Intensity-Based Framework
for Single-Name Credit Risk

Frank Gehmlich and Thorsten Schmidt

Abstract The intensity of a default time is obtained by assuming that the defaultindi-
cator process has an absolutely continuous compensator. Here we drop the assump-
tion of absolute continuity with respect to the Lebesgue measure and only assume
that the compensator is absolutely continuous with respect to a general o-finite mea-
sure. This allows for example to incorporate the Merton-model in the generalized
intensity-based framework. We propose a class of generalized Merton models and
study absence of arbitrage by a suitable modification of the forward rate approach of
Heath—Jarrow—Morton (1992). Finally, we study affine term structure models which
fitin this class. They exhibit stochastic discontinuities in contrast to the affine models
previously studied in the literature.

Keywords Credit risk - HIM - Forward-rate * Structural approach - Reduced-form
approach - Stochastic discontinuities

1 Introduction

The two most common approaches to credit risk modeling are the structural
approach, pioneered in the seminal work of Merton [23], and the reduced-form
approach which can be traced back to early works of Jarrow, Lando, and Turnbull
[18, 22] and to [1].

Default of a company happens when the company is not able to meet its oblig-
ations. In many cases the debt structure of a company is known to the public, such
that default happens with positive probability at times which are known a priori.
This, however, is excluded in the intensity-based framework and it is the purpose of
this article to put forward a generalization which allows to incorporate such effects.
Examples in the literature are, e.g., structural models like [13, 14, 23]. The recently
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missed coupon payment by Argentina is an example for such a credit event as well
as the default of Greece on the 1st of July 2015.!

It is a remarkable observation of [2] that it is possible to extend the reduced-form
approach beyond the class of intensity-based models. The authors study a class of
first-passage time models under a filtration generated by a Brownian motion and show
its use for pricing and modeling credit risky bonds. Our goal is to start with even
weaker assumptions on the default time and to allow for jumps in the compensator
of the default time at deterministic times. From this general viewpoint it turns out,
surprisingly, that previously used HIM approaches lead to arbitrage: the whole term
structure is absolutely continuous and cannot compensate for points in time bearing a
positive default probability. We propose a suitable extension with an additional term
allowing for discontinuities in the term structure at certain random times and derive
precise drift conditions for an appropriate no-arbitrage condition. The related article
[12] only allows for the special case of finitely many risky times, an assumption
which is dropped in this article.

The structure of this article is as follows: in Sect.2, we introduce the general
setting and study drift conditions in an extended HIM-framework which guarantee
absence of arbitrage in the bond market. In Sect. 3 we study a class of affine models
which are stochastically discontinuous. Section4 concludes.

2 A General Account on Credit Risky Bond Markets

Consider a filtered probability space (§2, o7, G, P) with a filtration G = ()50 (the
general filtration) satisfying the usual conditions, i.e. it is right-continuous and %
contains the P-null sets N, of .<7. Throughout, the probability measure P denotes the
objective measure. As we use tools from stochastic analysis, all appearing filtrations
shall satisfy the usual conditions. We follow the notation from [17] and refer to this
work for details on stochastic processes which are not laid out here.

The filtration G contains all available information in the market. The default of a
company is public information and we therefore assume that the default time 7 is a
G-stopping time. We denote the default indicator process H by

Ht = l{tZT}v t > 0,
such that H; = 1[; «[(t) is a right-continuous, increasing process. We will also

make use of the survival process 1 — H = 1 -[. The following remark recalls the
essentials of the well-known intensity-based approach.

! Argentina’s missed coupon payment on $29 billion debt was voted a credit event by the International
Swaps and Derivatives Association, see the announcements in [16, 24]. Regarding the failure of
1.5 Billion EUR of Greece on a scheduled debt repayment to the International Monetary fund, see
e.g. [9].
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Remark 1 (The intensity-based approach) The intensity-based approach consists
of two steps: first, denote by H = (74)),>¢ the filtration generated by the default
indicator, 74 = o(H : 0 < s < t) V Ny, and assume that there exists a sub-filtration
F of G, i.e. %, C ¥, holds for all > 0 such that

G = Vv, t=>0. (D

Viewed from this perspective, G is obtained from the default information H by a
progressive enlargement® with the filtration F. This assumption opens the area for
the largely developed field of enlargements of filtration with a lot of powerful and
quite general results.

Second, the following key assumption specifies the default intensity: assume that
there is an F-progressive process A, such that

P(7>r|%)=exp(—/ /\Sds), t>0. )
0

Itis immediate that the inclusion .%; C ¥ is strictunder existence of an intensity, i.e. 7
is not an F-stopping time. Arbitrage-free pricing can be achieved via the following
result: Let Y be a non-negative random variable. Then, for all # > 0,

Elli-nY %] = 1aneh ME[1, Y51

Of course, this result holds also when a pricing measure Q is used instead of P. For
further literature and details we refer for example to [11], Chap. 12, and to [3].

2.1 The Generalized Intensity-Based Framework

The default indicator process H is a bounded, cadldg, and increasing process, hence
a submartingale of class (D), that is, the family (X7) over all stopping times T is
uniformly integrable. By the Doob—Meyer decomposition,’ the process

Mtth_Ata IEO (3)

is a true martingale where A denotes the dual F-predictable projection, also called
compensator, of H. As 1 is an absorbing state, A, = A,.,. To keep the arising
technical difficulties at a minimum, we assume that there is an increasing process A
such that

ZNote that here G is right-continuous and P-complete by assumption which is a priori not guaranteed
by (1). One can, however, use the right-continuous extension and we refer to [15] for a precise
treatment and for a guide to the related literature.

3See [20], Theorem 1.4.10.
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AT
A= / NdAGs), 120, 4
0

with a non-negative and predictable process A. The process A is called generalized
intensity and we refer to Chap. VIIL.4 of [5] for a more detailed treatment of general-
ized intensities (or, equivalently, dual predictable projections) in the context of point
processes.

Note that with AM < 1wehavethat AA = \;AA(s) < 1.Whenever \; AA(s) >
0, there is a positive probability that the company defaults at time s. We call such
times risky times, i.e. predictable times having a positive probability of a default
occurring right at that time. Note that under our assumption (4), all risky times are
deterministic. The relationship between A A(s) and the default probability at time s
will be clarified in Example 3.

2.2 An Extension of the HJM Approach

A credit risky bond with maturity 7 is a contingent claim promising to pay one unit
of currency at T'. The price of the bond with maturity 7" at time ¢t < T is denoted
by P(¢, T). If no default occurred prior to or at 7 we have that P(T,T) = 1. We
will consider zero recovery, i.e. the bond loses its total value at default, such that
P(t,T) = 0on{t > 7}. The family of stochastic processes {(P (¢, T )o<i<7), T > 0}
describes the evolution of the term structure T +— P(., T) over time.

Besides the bonds there is a numéraire X°, which is a strictly positive, adapted
process. We make the weak assumption that log X° is absolutely continuous,
i.e. X0 = exp( fot ryds) with a progressively measurable process r, called the short
rate. For practical applications one would use the overnight index swap (OIS) rate
for constructing such a numéraire.

The aim of the following is to extend the HIM approach in an appropriate way
to the generalized intensity-based framework in order to obtain arbitrage-free bond
prices. First approaches in this direction were [7, 25] and a rich source of literature
is again [3]. Absence of arbitrage in such an infinite dimensional market can be
described in terms of no asymptotic free lunch (NAFL) or the more economically
meaningful no asymptotic free lunch with vanishing risk, see [6, 21].

Consider a pricing measure Q* ~ P. Our intention is to find conditions which
render Q* an equivalent local martingale measure. In the following, only occasion-
ally the measure P will be used, such that from now on, all appearing terms (like
martingales, almost sure properties, etc.) are to be considered with respect to O*.

To ensure that the subsequent analysis is meaningful, we make the following
technical assumption.

Assumption 2.1 The generalized default intensity A is non-negative, predictable,
and A-integrable on [0, T*]:
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-
AdA(s) <00, QF-as.
0

Moreover, A has vanishing singular part, i.e.

A =14 D AAGs). (5)

O<s<t

The representation (5) of A is without loss of generality: indeed, if the continuous
part A€ is absolutely continuous, i.e. A°(¢) = fot a(s)ds,replacing A\ by A;a(s) gives
the compensator of H with respect to A whose continuous part is 7.

Next, we aim at building an arbitrage-free framework for bond prices. In the
generalized intensity-based framework, the (HIM) approach does allow for arbitrage
opportunities at risky times. We therefore consider the following generalization:
consider a o-finite (deterministic) measure v. We could be general on v, allowing
for an absolutely continuous, a singular continuous, and a pure-jump part. However,
for simplicity, we leave the singular continuous part aside and assume that

v =% 414
where 1/%“(ds) = ds and v distributes mass only to points, i.e. v/(A) = >, w;
0y, (A), for 0 < u; < uy < --- and positive weights w; > 0, i > 1; here ,, denotes

the Dirac measure at u. Moreover, we assume that defaultable bond prices are given
by

T
P(t,T) = l{75) exp ( —/ f, u)l/(du))
t

T
= 1{T>z}exp(—/t fa wydu =" l{u,-e(t,r]}w,'f(t,u,-)), 0<t<T<T"
i>1
(6)

The sum in the last line gives the extension over the (HIM) approach which allows
us to deal with risky times in an arbitrage-free way.

The family of processes (f (¢, T))o<:<r for T € [0, T*] are assumed to be Itd
processes satisfying

@, T) = £(0, T)—l—/ afs, T)ds+/ b(s, T) - dW, (7)
0 0

with an n-dimensional Q*-Brownian motion W.
Denote by % the Borel o-field over R.
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Assumption 2.2 We require the following technical assumptions:

(i) the initial forward curve is measurable, and integrable on [0, T*]:

-
/ |f(0,u)| < oo, QFas.,
0

(ii) the drift parameter a(w, s, t) is R-valued 0 ® Z-measurable and integrable

on [0, T*]:
T T*
/ / la(s, u)|lds v(du) < oo, Q*-as.,
o Jo

(iii) the volatility parameter b(w, s, t) is R"-valued, & ® Z-measurable, and

sup || b(s,1) ||< oo, QF*-as.

s,t<T*

(iv) it holds that
0 < Auj)AAw;) <w;, i>1.

Set

T
a(t, T) = / a(t,u)v(du),

T
b, T) = / b(t, w)v(du), (8)
H'(1) —/ Ads — Zlo (—Au‘éA(u ))

The following proposition gives the desired drift condition in the generalized Merton
models.

Theorem 1 Assume that Assumptions 2.1 and 2.2 hold. Then Q* is an ELMM if and
only if the following conditions hold: {s : AA(s) # 0} C {uy, us, ...}, and

/ f(s,s)v(ds) =/ reds + H'(t), 9)
0 0
1 _
at,T) = 5 I b(t, T) |I%, (10)

for0 <t <T <T*"dQ* ®dt-almost surely on {t < T}.

The first condition, (9), can be split in the continuous and pure-jump part, such
that (9) is equivalent to
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f(tvt)er'i_/\s
f@t,u)=1lo

Wi
>0
® W= A AAw)
The second relation states explicitly the connection of the forward rate at a risky time
u; to the probability Q*(r = u;|.%,,_), given that 7 > u;, of course. It simplifies
moreover, if AA(u;) = w; to
f @ u) = —log(l — Au;)). (11D

For the proof we first provide the canonical decomposition of

T
J(@,T) :=/ f, wyvdu), 0<t<T.

Lemma 1 Assume that Assumption 2.2 holds. Then, foreach T € [0, T*]the process
(J(t, T))o<i<r is a special semimartingale and

T t t t
J(t, T):/O f(O,u)l/(du)—l—/O a(u, T)du—l—/o b(u, TYdW, _/0 f(u, w)v(du).

Proof Using the stochastic Fubini Theorem (as in [26]), we obtain

T t t
J@,T)= / (f(O u)+/ a(s, u)ds+/ b(s, u)dW)V(du)

/ £, u)l/(du)+/ / a(s, u)u(du)ds+/ / b(s, u)v(du)d Wi
—/ £, u)z/(du)—/ / a(s,u)z/(du)ds—/ / b(s, u)v(du)dWy
0 0 Js 0 Js

T t t
=/ £(0, u)u(du)—i—/ acs, T)ds+/ b(s, T)dW;
0 0 0

_ /l (f(O, u) — /ua(s, u)ds — /u b(s, u)dWs)I/(du),
0 0 0

and the claim follows.
Proof (Proof of Theorem 1) Set, E(t) = 17~y, and F(¢t,T) = exp (— ftT f(t,u)
u(du)), such that P(¢, T) = E(¢) F (¢, T). Integration by parts yields that

dP(t,T) = F(@t—,T)dE() + E@¢=)dF@t, T) +d[E, F(.,T); = (1) + 2) + 3.
(12)
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In view of (1'), we obtain from (4), that
INT
E() +/ NdA(s) = M/ (13)
0

is a martingale. Regarding (2), note that from Lemma 1 we obtain by It6’s formula
that

dF (1, T) . L 2
e T (f(t,t) ai,T)+ 5 I b, T) | )dl
£ s, -+ 9
i>0

with a local martingale M>. For the remaining term (3'), note that

Z AE(s)AF(s, T) =/ F(s—, T)(e'“ — Dv({s)dE(s)
0

O<s<t

=/ F(s—, T)(e!“ — Dv({s})dM!

0

—/ TF(s—,T)(ef(“"‘)—l)u({s})AsdA(s). (15)
0

Inserting (14) and (15) into (12) we obtain

dP(t,T)

m = —)\[dA(t)

+ (f(t, t)y—a(t,T)+ % I b(t, T) ||2) dt
+ D7 (e — 1) iy, (d1)

i>0

—/ v({t)H (e — DN dA@) + dM;
R

with a local martingale M>. We obtain a Q*-local martingale if and only if the drift
vanishes. Next, we can separate between absolutely continuous and discrete part.
The absolutely continuous part yields (10) and f(¢,7) = r, + A, dO* ® dt-almost
surely. It remains to compute the discontinuous part, which is given by

> Pui—, Ty = yw — D P(s—, T)e! OINAA(s),

i<t O<s<t
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for 0 <t <T < T*. This yields {s : AA(s) # 0} C {uy, us, ...}. The discontinu-
ous part vanishes if and only if

V<7 e " wy =1, < nry (Wi - )\[,iAA(u,»)), i1,

which is equivalent to

wi — Ay, AA(u;)
l{ufET*ATIf(“i’ up) =— l{uiST*/\T} log $’
l

We obtain (9) and the claim follows.

Example 1 (The Merton model) The paper [23] considers a simple capital structure
of a firm, consisting only of equity and a zero-coupon bond with maturity U > O.
The firm defaults at U if the total market value of its assets is not sufficient to cover
the liabilities.

We are interested in setting up an arbitrage-free market for credit derivatives and
consider a market of defaultable bonds P(¢,7),0 <t <T < T*withO < U < T*
as basis for more complex derivatives. In a stylized form the Merton model can be
represented by a Brownian motion W denoting the normalized logarithm of the firm’s
assets, a constant K > 0 and the default time

U ifWy <K
oo otherwise.

Assume for simplicity a constant interest rate » and let [F be the filtration generated

by W.Then P(t, T) = e """ whenever T < U because these bonds do not carry
default risk. On the other hand, fort < U < T,

W; — K
Pt.T)=e " TDE oy Fl = e " T D E*[1;200) | F1] = e—’”—%(’U—),
—1

where @ denotes the cumulative distribution function of a standard normal random
variable and E* denotes the expectation with respect to Q*. For t — U we recover
P (U, U) = 1{;=«- The derivation of representation (6) with v(du) := du + oy (du)
is straightforward. A simple calculation with

T
Pt T)= 1{r>t}exp(—/ [, wydu — f(t, U)l{z<U<T}) (16)

yields f(t, T) =r for T # U and

ft,U)=—1o @(W’_K)
) - g \/ﬁ .
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By Itd’s formula we obtain

W,—K
(p(vut) —1/2
b(t,U)=————24(U -1,
()

and indeed, a(f,U) = %bz (t, U). Note that the conditions for Proposition 1 hold
and, the market consisting of the bonds P (¢, T') satisfies NAFL, as expected. More
flexible models of arbitrage-free bond prices can be obtained if the market filtration
F is allowed to be more general, as we show in Sect. 3 on affine generalized Merton
models.

Example 2 (An extension of the Black—Cox model) The model suggested in [4] uses
a first-passage time approach to model credit risk. Default happens at the first time,
when the firm value falls below a pre-specified boundary, the default boundary. We
consider a stylized version of this approach and continue the Example 1. Extending
the original approach, we include a zero-coupon bond with maturity U. The reduction
of the firm value at U is equivalent to considering a default boundary with an upward
jump at that time. Hence, we consider a Brownian motion W and the default boundary

D(t)=DO)+ Klysy, t=0,
with D(0) < 0, and let default be the first time when W hits D, i.e.
T=inf{t > 0: W, < D(1)}
with the usual convention thatinf ¥ = oo. The following lemma computes the default
probability in this setting and the forward rates are directly obtained from this result

together with (16). The filtration G = F is given by the natural filtration of the
Brownian motion W after completion. Denote the random sets

A ::{(x,y) eR2:xJT —U < D) — (y\/U i+ W,),y«/U I+ W > D(O)}
Ay = {(x,y) eR2:xJT —U < D) — (y\/U 7 +2D(0) — W;) ,
y\/U—t+D(O)—Wt>O].

Lemma2 Let D(0) <0, U >0 and D(U) > D(0). For 0 <t < U, it holds on
{1 > t}, that

D) — W,
T —t

where @, is the distribution of a two-dimensional standard normal distribution and
the sets Ay = Ai(D), t > U are given by

P(r>T|%)=1-2® ( ) — Lir=0)2(@2(A1) — P2(A2)), (A7)
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A = [(x, V) eR?: xVT —U 4+ yWU < —D(U), ] .

Fort > U it holds on {T > t}, that

P(r>T|F) =1 —2¢(—D(U) = W’)
v VT =t )

Proof The first part of (17) where T' < U follows directly from the reflection prin-
ciple and the property that W has independent and stationary increments. Next,
consider 0 <t < U < T. Then, on {Wy > D(U)},

. ~ D) - Wy

Moreover, on {W, > D(0)} it holds for x > D(0) that
P([(i)fllfl] W > D(0), Wy > x|.%;) = P(Wy > x|%) — P(Wy < x, [(i)fllf}] W < D(0)|.%;)
_ @(Wt —X) _¢(2D(0) — X — Wt)
U—t U—t

Hence, E[g(Wy)iin o w=p0))|-Z1] = Liinto,, w=>D(0)) f,;fo) g(x) fi(x)dx with den-
sity

1 W, —x 2D0) —x — W,

f1(x) = 1=p) |:¢( : ) - (—1):| ~

}«/U—t JU —t U—1t

Together with (18) this yields on {infjp,; W > D(0)}

P(inf (W = D) > 017) = /OO [1 - Zfb(M)]ft(x)dx

D(0) VT —U
e °] —
— P(inf W > D(0)|.7;) — 2/ (D(M)ft(x)dx.
[t.T] D(0) VT -U

It remains to compute the integral. Regarding the first part, letting £ and 7 be inde-
pendent and standard normal, we obtain that

o DWU)—x 1 x =W
P d
/D(O) («/T—U)«/U—tqs(\/U—t) *
= P,(VT =Ug = DW) = U =i+ Wo). VU =1+ W, > D))
= ®, (A1),
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where we abbreviate P,;(-) = P(-|.%;). In a similar way,
100 DWU) — x) 1 x —2D0) — W)
() d
/D(O) («/T—U U—t¢( U-—t ) *
—p («/T " Ut < DW) — (WU =t +2DO) — W), VU —1n+ D©O) — W; > 0)

= (A2)

and we conclude.

3 Affine Models in the Generalized
Intensity-Based Framework

Affine processes are a well-known tool in the financial literature and one reason for
this is their analytical tractability. In this section we closely follow [12] and shortly
state the appropriate affine models which fit the generalized intensity framework.
For proofs, we refer the reader to this paper.

The main point is that affine processes in the literature are assumed to be sto-
chastically continuous (see [8, 10]). Due to the discontinuities introduced in the
generalized intensity-based framework, we propose to consider piecewise continu-
ous affine processes.

Example 3 Consider a non-negative integrable function A, a constant A’ > 0 and a
deterministic time u > 0. Set

t
K@) = / A(s)ds + 1=k, t=>0.
0

Let the default time 7 be given by 7 =inf{t > 0: K, > (} with a standard
exponential-random variable (. Then P(r =u) =1 —e¢ " =: X. Considering
v(ds) = ds + §,(ds) with u; = u and w; = 1, we are in the setup of the previous
section. The drift condition (9) holds, if

fu,u) =—log(1 — \) = k.

Note, however, that K is not the compensator of H. Indeed, the compensator of H
equals A, = OMT A(s)ds + 1=\, see [19] for general results in this direction.

The purpose of this section is to give a suitable extension of the above example
involving affine processes. Recall that we consider a o-finite measure

v(du) = du + Zwiéu, (du),

i>1
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aswellas A(u) = u + Zizl I{u>u,}- The idea is to consider an affine process X and
study arbitrage-free doubly stochastic term structure models where the compensator
A of the default indicator process H = 1{.<,) is given by

A= /0 (G0() + 0@ T+ X )ds + D Tz (1= 7% ). 19)

i>1

Note that by continuity of X, A;(w) < oo for almost all w. To ensure that A is non-
decreasing we will require that ¢o(s) + o(s) " - X; > Oforall s > Oand ¢; + v, -
Xy, > 0foralli > 1.

Consider a state space in canonical form 2~ = R”, x R" for integers m,n > 0

with m + n = d and a d-dimensional Brownian motion W. Let ;1 and o be defined
on 2 by

d
px) = po + D Xipti, (20)
i=1
1 d
S0 o) =00+ ;xiai, @1
where ju9, p1i € R, 0g, 0; € R¥*¢ foralli € {1,...,d}. We assume that the para-
meters ui, o',i=0,...,d are admissible in the sense of Theorem 10.2 in [11].

Then the continuous, unique strong solution of the stochastic differential equation
dX; = p(X)dt + o(X;)dW;, Xo = x, (22)

is an affine process X on the state space 2, see Chap. 10 in [11] for a detailed
exposition.

We call a bond-price model affine if there exist functions A : R>p x R59 — R,
B : R x Rsog — RY such that

P(1.T) = 1jppe” D7 BEDTX (23)

for0 <t < T < T*.Weassumethat A(., T') and B(., T') are right-continuous. More-
over, we assume that  — A(z,.) and ¢ — B(¢, .) are differentiable from the right
and denote by 9;" the right derivative. For the convenience of the reader we state
the following proposition giving sufficient conditions for absence of arbitrage in an
affine generalized intensity-based setting. It extends [12] where only finitely many
risky times were treated.

Proposition 1 Assume that ¢ : R=g — R, 0y : Rog — R? are continuous, 1(s) +
1/10(5)-r -x > O0foralls > 0andx € Z andthe constants ¢; € Rand); € R, i>1
satisfy ¢; +1/)iT cx>0forall1 <i<nandx e Z aswell as D", |wi|(|$i| +
[Yi1] + -+ |¥ial) < 0o. Moreover, let the functions A : Rsg X R;O — R and
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B :R.o x Rog — RY be the unique solutions of

AT, T)=0
A, T)=Aw;—, T) — piw; 24)
—6,+A(t, T) = ¢o(t) +/Lg -B(t, T)— B(t, T)T -o9- B, T),

and

B(T,T)=0
Bi(u;, T) = Bi(ui—, T) — iy w; (25)
=0 Bi(t, T) = tox(t) + ¢ - Bt, T) — B(t,T)" -0y - B(¢t, T),

for O <t <T. Then, the doubly-stochastic affine model given by (19) and (23)
satisfies NAFL.

Proof By construction,

T
A(t,T):/ a'(t, u)du + Z biw;

iu;e(t,T)

T
B(t, T)Z/ b’(t,u)du—i— Z wiwi

i e(t,T]

with suitable functions a’ and b’ and a’(¢, t) = ¢o(¢) as well as b'(z, 1) = Yy(t). A
comparison of (23) with (6) yields the following: on the one hand, for T = u; € %,
we obtain f (¢, u;) = ¢; + %T - X;. Hence, the coefficients a(z, T) and b(¢, T) in (7)
for T = u; € % compute to a(t, u;) = 1/1,.T - w(X;) and b(t, u;) = 1/)17 -o(X)).

On the other hand, for T ¢ % we obtain that f (¢, T) =a'(t, T) +b'(t, T)" - X,.
Then, the coefficients a(¢, T) and b(¢, T') can be computed as follows: applying Itd’s
formula to f (¢, T) and comparing with (7) yields that

at,T)=0,d t, T)+ o' (t, )T - X, +b'(t, T)" - (X,)

26
b, T)=0b'(t,T)" - o(X,). (26)

Setd'(t,T) = [ a'(t,u)du and b'(¢, T) = [" b'(¢, w)du and note that,

1

T
/ Oa' (t,u)du = 6,a’(t, T) +d'(t,1).
t

As OFA(t,T) = 9,a'(t, T),and 97 B(t, T) = 0,b'(t, T), we obtain from (26) that
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T T
a(t,T) :/ a(t,u)v(du) =/ a(t,u)du + Z w,-z/JiT - u(Xy)

! uiet,T]
—OFAWT) +d (6, 0) + (OFBG, T)+b'(t,1) - X, + B@, T)T - (X)),
T T
b(t, T):/ b(t,u)u(du):/ b(t.wdu+ D wiy! (X))

u;e(t,T]

=Bt T)" -o(X,)

for0 <t < T < T*. We now show that under our assumptions, the drift conditions
(9) and (10) hold: Observe that, by Egs. (24), (25), and the affine specification (20),
and (21), the drift condition (10) holds. Moreover, from (11),

AH' () = ¢ + ] - X,

and A\ = ¢o(s) + 1o(s)T - Xy by (19). We recover AA,, = 1 —exp(—¢; — 1, -
X,,;) taking values in [0, 1) by assumption. Hence, (9) holds and the claim follows.

Example 4 In the one-dimensional case we consider X, given as solution of
dX; = (po + 1 Xp)dt + o/ X, dW;, t>0.

Consider only one risky time u; = 1 and let ¢9 = ¢; = 0, ¥y = 1, such that
t
A :/ X,ds + 1{”21}(1 — e—«/;le)'
0

Hence the probability of having no default at time 1 just prior to 1 is given by e~ 1%,
compare Example 3.

An arbitrage-free model can be obtained by choosing A and B according to
Proposition 1 which can be immediately achieved using Lemma 10.12 from [11] (see

in particular Sect. 10.3.2.2 on the CIR short-rate model): denote § = ,/ 1} + 202 and

Li(t) =2(" — 1),

Ly(t) = 0" + 1) + (" = 1),
Ly(t) = 0(e" + 1) — (" — 1),
Li(t) = o2(e” = 1).

Then

2 20e Li(1)
Ao(s) = %bg(m), Bo(s) = ——
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are the unique solutions of the Riccati equations B, = o> B3 — p; By with boundary
condition By(0) = Oand Ajj = —p9 By with boundary condition A (0) = 0. Note that
with A(t,T) = Ag(T —t)and B(t,T) = Bo(T —t) for0 <t < T < 1, the condi-
tions of Proposition 1 hold. Similarly, for 1 <t < T, choosing A(t, T) = Ao(T — 1)
and B(t, T) = By(T — t) implies again the validity of (24) and (25). On the other
hand, for 0 <t <land T > 1 we set u(T) = B(1,T) + ¢, = Bo(T — 1) + ¢,
according to (25), and let

2,1,[,0 206 (”*Mz)(l*f)
A(t, T) = —-log
o? Li(1 —t) — L4s(1 —t)u(T)

Ly —1) = Ly(1 = )u(T)
Ly(1 —1) = La(1 = Hu(T)’

B, T)=

It is easy to see that (24) and (25) are also satisfied in this case, in particular
AA(1,T) = —¢; =0and AB(1, T) = —). Note that, while X is continuous, the
bond prices are not even stochastically continuous because they jump almost surely
at u; = 1. We conclude by Proposition 1 that this affine model is arbitrage-free. ¢

4 Conclusion

In this article we studied a new class of dynamic term structure models with credit
risk where the compensator of the default time may jump at predictable times. This
framework was called generalized intensity-based framework. It extends existing
theory and allows to include Merton’s model, in a reduced-form model for pricing
credit derivatives. Finally, we studied a class of highly tractable affine models which
are only piecewise stochastically continuous.
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Option Pricing and Sensitivity Analysis
in the Lévy Forward Process Model

Ernst Eberlein, M’hamed Eddahbi and Sidi Mohamed Lalaoui Ben Cherif

Abstract The purpose of this article is to give a closed Fourier-based valuation for-
mula for a caplet in the framework of the Lévy forward process model which was
introduced in Eberlein and Ozkan, Financ. Stochast. 9:327-348, 2005, [5]. After-
wards, we compute Greeks by two approaches which come from totally different
mathematical fields. The first is based on the integration-by-parts formula, which
lies at the core of the application of the Malliavin calculus to finance. The second
consists in using Fourier-based methods for pricing derivatives as exposed in Eber-
lein, Quantitative Energy Finance, 2014, [3]. We illustrate the results in the case
where the jump part of the underlying model is driven by a time-inhomogeneous
Gamma process and alternatively by a Variance Gamma process.
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1 Introduction

To compute expectations which arise as prices of derivative products is a key issue
in quantitative finance. The effort which is necessary to get these values depends to
a high degree on the sophistication of the model approach which is used. Simple
models such as the classical geometric Brownian motion lead to easy-to-evaluate
formulas for expectations but entail at the same time a high model risk. As has
been shown in numerous studies, the empirical return distributions which one can
observe are far from normality. This is true for all categories of financial markets:
equity, fixed income, foreign exchange as well as credit markets (see e.g. Eberlein
and Keller (1995) [4] for the analysis of stock price data and Eberlein and Kluge
(2007) [7] for data from fixed income markets). A first step to reduce model risk
and to improve the performance of the model consists in introducing volatility as a
stochastic quantity. Some of the stochastic volatility models became quite popular.
Nevertheless one must be aware that the distributions which diffusion processes with
non-deterministic coefficients generate on a given time horizon are not known. They
can only be determined approximately on the basis of simulations of process paths. In
order to get more realistic distributions, an excellent choice is to replace the driving
Brownian motion in classical models by a suitably chosen Lévy process. This can
also be interpreted in the sense that instead of making volatility stochastic one can go
over to a stochastic clock. The reason is that many Lévy processes can be obtained as
time-changed Brownian motions. For example, the Variance Gamma process results
when one replaces linear time by a Gamma process as subordinator. Of course, one
can also consider both: a more powerful driver and stochastic volatility.

Lévy processes are in a one-to-one correspondence to the rich class of infinitely
divisible distributions and at the same time analytically well tractable. Due to the
higher number of available parameters, this class of distributions is flexible enough to
allow a much better fit to empirical return distributions. The systematic error which
results from the assumption of normality is avoided. The generating distribution of a
Lévy process shows up as the distribution of increments of length one. Consequently,
any distribution which one gets by fitting a parametrized subclass to empirical return
data can be implemented not only approximately but exactly into Lévy-driven mod-
els. Suitably parametrized model classes which have been used successfully so far
are driven by generalized hyperbolic, normal inverse Gaussian (NIG), or Variance
Gamma (VG) processes, just to mention a few.

As noted above, advanced models with superior statistical properties require more
demanding numerical methods. Efficient and accurate algorithms are crucial in this
context, in particular for calibration purposes. For pricing of derivatives the historical
distribution, which can be derived from price data of the underlying and which is
used for risk management, is of less interest. Calibration usually means to estimate
the risk-neutral distribution parameters. In other words, one exploits price data of
derivatives. In most cases this is given in terms of volatilities. Whereas years ago
calibration was usually done overnight, many trading desks recalibrate nowadays
on an intraday basis. During a calibration procedure in each iteration step a large
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number of model prices have to be computed and compared to market prices. A
method which almost always works to get the corresponding expectations is Monte
Carlo simulation. Its disadvantage is that it is computationally intensive and therefore
too slow for many purposes. Another classical approach is to represent prices as
solutions of partial differential equations (PDEs) which in the case of Lévy processes
with jumps become partial integro—differential equations (PIDEs). This approach,
which is based on the Feynman—Kac formula, applies to a wide range of valuation
problems, in particular it allows to compute prices of American options as well.
Nevertheless, the numerical solution of PIDEs rests on sophisticated discretization
methods and corresponding programs. In this paper we concentrate on the third,
namely the Fourier-based approach.

To manage portfolios of derivatives, traders have to understand how sensitive
prices of derivative products are with respect to changes in the underlying parame-
ters. For this purpose they need to know the Greeks which are given by the partial
derivatives of the pricing functional with respect to those parameters. Usually Greeks
are estimated by means of a finite difference approximation. Two kinds of errors are
produced this way: the first one comes from the approximation of the derivative by
a finite difference and the second one results from the numerical computation of
the expectation. To eliminate one of the sources of error, Fournié et al. (1999) [9]
adopted a new approach which consists in shifting the differential operator from the
pricing functional to the diffusion kernel. This procedure results in an expectation
operator applied to the payoff multiplied by a random weight function.

In the following we focus on a discrete tenor interest rate model which has been
introduced in Eberlein and Ozkan (2005) [5]. This so-called Lévy forward process
model is driven by a time-inhomogeneous Lévy process and is developed on the basis
of a backward induction that is necessary to get the LIBOR rates in a convenient
homogeneous form. A major advantage of the forward process approach is that it
is invariant under the measure change in the sense that the driving process remains
a time-inhomogeneous Lévy process. Moreover, the measure changes do not only
have the invariance property but in addition they are analytically and consequently
also numerically much simpler compared to the corresponding measure changes in
the so-called LIBOR model. The reason is that in each induction step the forward
process itself represents up to a norming constant the density process on which the
measure change is based. As a consequence, any approximation such as the ‘frozen
drift’ approximation or more sophisticated versions of it are completely avoided. This
means that the approximation error with which one has to struggle in the LIBOR
approach does not show up in the forward process approach.

Another important aspect is that in the latter model the increments of the driving
process translate directly into increments of the LIBOR rates. This is not the case
for the LIBOR model where the increments of the LIBOR rates are proportional to
the corresponding increments of the driving process scaled with the current value of
the LIBOR rate. Expressed in terms of the terminology which will be developed in
Sects.2 and 3 this means that in the Lévy LIBOR model
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LG+ AL T) = L T ~ La, T (L4, — L), (M

whereas in the Lévy forward process model
L(t+ At T) — L(t. To) ~ 6" (L,Tf;\t - L,”“) . )

The fact that the increments of the LIBOR rate process do not depend on current
LIBOR values, translates into increased flexibility and a superior model performance
of the forward process approach.

In addition to the differences in mathematical properties there is a fundamental
economic difference. The forward process approach allows for negative interest rates
as well as for negative starting values. This is of crucial importance in particular in
the current economic environment where negative rates are common. Models where
by construction interest rates stay strictly positive are not able to produce realistic
valuations for a large collection of interest rate derivatives in a deflationary or near-
deflationary environment.

As far as the calculation of Greeks in this setting is concerned, we refer to Glasser-
man and Zhao (1999) [12], Glasserman (2004) [11], and Fries (2007) [ 10] where some
treatment of this issue is given. The classical diffusion-based LIBOR market model
offers a high degree of analytical tractability. However, this model cannot reproduce
the phenomenon of changing volatility smiles along the maturity axis. In order to
gain more flexibility in a first step one can replace the driving Brownian motion by
a (time-homogeneous) Lévy process. However, one observes that the shape of the
volatility surface produced by cap and floor prices is too sophisticated in order to be
matched with sufficient accuracy by a model which is driven by a time-homogeneous
process. To achieve a more accurate calibration of the model across different strikes
and maturities one has to use the more flexible class of time-inhomogeneous Lévy
processes (see e.g. Eberlein and Ozkan (2005) [5] and Eberlein and Kluge (2006)
[6]). Graphs in the latter paper show in particular that interest rate models driven
by time-inhomogeneous Lévy processes are able to reproduce implied volatility
curves (smiles) observed in the market across all maturities with high accuracy. If
one restricts the approach to (time-homogeneous) Lévy processes as drivers, the
smiles flatten out too fast at longer maturities. Consequently, we have analytical—
the invariance under measure changes—as well as statistical reasons to choose time-
inhomogeneous Lévy processes as drivers. In implementations of the model already
a rather mild form of time-inhomogeneity turns out to be sufficient. Typically one
has to glue together three pieces of (time-homogeneous) Lévy processes in order to
cover the full range of maturities with sufficient accuracy. In terms of parameters
this means that instead of three or four one uses nine or twelve parameters.

The first goal of this paper is to give a closed Fourier-based valuation formula for
a caplet in the framework of the Lévy forward process model. The second aim is to
study sensitivities. We discuss two approaches for this purpose. The first is based
on the integration-by-parts formula, which lies at the core of the application of the
Malliavin calculus to finance as developed in Fournié et al. (1999) [9], Ledn et al.
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(2002) [14], Petrou (2008) [17], Yablonski (2008) [19]. This approach is appropriate
if the driving process has a diffusion component. The second approach which covers
purely discontinuous drivers as well relies on Fourier-based methods for pricing
derivatives. For a survey of Fourier-based methods see Eberlein (2014) [3]. We
illustrate the result by applying the formula to the pricing of a caplet where the jump-
part of the underlying model is driven by a time-inhomogeneous Gamma process
and alternatively by a Variance Gamma process.

2 The Lévy Forward Process Model

Let0=Ty < Ty <---<T,_1 < T, =T* denote a discrete tenor structure and set
8 = Txy1 — Ty forall k € {0, ..., n — 1}. Because we proceed by backward induc-
tion, let us use the notation 7;* := T,_; and §7 = §,_; fori € {1, ..., n}. For zero-
coupon bond prices B(t, T;*) and B(t, T;* |), the forward process is defined by

B(t, T;")

F(t,Tf T ) = ——1~
Y B, T*))

3)

Hence, modeling forward processes means specifying the dynamics of ratios of
successive bond prices. Let (§2; .#=%7+; F; Pr+) be a complete stochastic basis
where P+ should be regarded as the forward martingale measure for the settlement
date 7* > 0 and the filtration F = (%), (o 7+ satisfies the usual conditions. Consider
a time-inhomogeneous Lévy process L™ defined on (2; .F = Fr+; F; Pre) starting
at 0 with local characteristics (b7, ¢, FT") such that the drift term b7~ € R, the
volatility coefficient ¢, and the Lévy measure F  satisfy the following conditions

30 >0, Vse[0,T*]: ¢, > o, FI ({0}) =0 4)

and

-
/ (|b§*| + el +/ (Ix* A1) Ff*(dx)) ds < oo. (5)
0 R

We impose as usual a further integrability condition. Note that the processes which we
will define later, are by construction martingales and therefore every single random
variable has to be integrable.

Assumption 2.1 (IEM) There exists a constant M > 1 such that

-
/ / exp(ux)F!" (dx)ds < 0o, Yu e [-M, M. (6)
0 {|x|>1}
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Under (EM) the random variable L " has a finite expectation and its law is given by
the characteristic function

. * t « . *
E |:e”‘LtT ] =exp (/0 (iub‘YT - %u2cs + /R (e“‘x —-1- iux) FYT (dx)) ds) . (D

Furthermore, the process L’ is a special semimartingale, and thus its canonical
representation has the simple form

t t t "
Lr :/0 b{*ds+/0 \/adWST*+/O /RxﬁLT (ds, dx), (8)

where (W)~ is a P7+-standard Brownian motion and it = ut = uT is the Pye-
compensated random measure of jumps of L. As usual, MLT* denotes the random
measure of jumps of L7 and v!" (ds, dx) := F!"(dx)ds the Pr.-compensator of
MLT*. We denote by 6; the cumulant function associated with the process L’ as given
in (8) with local characteristics (b7, ¢, FT"), that is, for appropriate z € C

2
0,(z) = zb!" + %c + / (e — 1 —zx) FI" (ax), 9)
R

where ¢ and FT" are free parameters, whereas the drift characteristic pT" will later
be chosen to guarantee that the forward process is a martingale. The following ingre-
dients are needed.

Assumption 2.2 (ILR.1) For any maturity 7;* there is a bounded, deterministic func-
tion A(-, T;*) : [0, T*] — R which represents the volatility of the forward process
F(-,T*, T ). These functions satisfy

A(s, T*) > 0,V¥s € [0, T;*] and A(s, T*) = O for s > T;* for any maturity 7",
Z;‘;ll A(s, T*) <M, Vs el0, T*] where M is the constant from Assumption
(EM).

Assumption 2.3 (ILR.2) The initial term structure of zero-coupon bond prices
B(0, T7) is strictly positive forall i € {1, ..., n}.

We begin to construct the forward process with the most distant maturity and postu-
late

t
F(t,TF, T*) = F(0, Tf', T*) exp (/ A (s, Tl*)dLST*). (10)
0

One forces this process to become a P7--martingale by choosing b7 such that
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t . 1 t

/ A, T ds = -3 / e A2 (s, T})ds
0 0
t
—/ / (ex’W’Tl*) — 1 — xA(s, Tl*)) v (ds,dx). (11)
o JR
Then the forward process F (-, T,", T*) can be given as a stochastic exponential

F@, T, T*) = FO, Ty, THé (Z(-, T})) (12)

with
! * ! * T*
Z(t,Tl*)z/ VoA (s, THAW] +/ /(ex’\(S*Tl)—l)ﬁL (ds,dx). (13)
0 0 JR

Since the forward process F' (-, T;*, T*) is a Pr«-martingale, we can use it as a density
process and define the forward martingale measure Pz by setting

dPrs  F(T}, Ty, T
— =& (Z(. TH). 14
dPr.  F(0,TF, T rr (2¢.1D) (14

By the semimartingale version of Girsanov’s theorem (see Jacod and Shiryaev (1987)

(13D
wi=w - /Ot JEsA(s, TF)ds (15)
is a Pr+-standard Brownian motion and
vIi(dt, dx) := TV (de, dx) = e ST FET (dx)ds (16)

is the P7+-compensator of .
Continuing this way one gets the forward processes F (-, T*, T;* ) such that for
alli € {1,...,n}

t *
F. T/, T7 ) = FO, T, T ) exp (/ (s, Tﬁ)de"‘) . (17)
0

The drift term b%~1 is chosen in such a way that the forward process F (-, T*, T* )
becomes a martingale under the forward measure IP’TI_»: s that is

t " 1 t
/ A(s, TH)by'ds = —-/ A2 (s, T)ds
0 2 Jo

t
—//(e”@Tr*)—1—x,\(s,Tl.*))qu"—l(ds,dx). (18)
0 JR
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We propose the following choice for the functions b%1 foralli € {1, ..., n}
. , AT .
b = s, T —/ e x)ET@n.0<s<T
2 R\ Als, T") (19)
by~ =0, 5> T,

The driving process L1 becomes therefore

) ' 6T .
L =— / (ﬁx(s, T7) + / (e— —x) Ff”(dx)) ds
0o \2 r \ A(s, T7)
t " t ) ;
+ / AW 4 / / (! =) (ds, dx) (20)
0 0 R

under the successive forward measures P+ which are given by the recursive relation

dPrs  F(I 17 T7)
dPrs — F(,TF, T )

=& (Z(TH), iefl,....n}
(21)

Pr: = Pr

with
t B t . "
Z(t, T7) =/ JEsA(s, T,-*)dWsT"“ +/ /(e“Wf)— DEE"™ (ds, dx), (22)
0 0 R

T . . .
where (W, ™');>0 is a Pz -standard Brownian motion such that

" t
w = w/ _/ Ver(s, Tds, i efl,... n)
0 (23)

T} *
W, =wl.
~LT" — L _ Tx s he P £i £ T*
Wiy = v'i-1 is the Pr+ -compensated random measure of jumps of L and

viti(ds, dx) = FJT"*’1 (dx)ds is the Pr+ -compensator of /,LLT* such that

F (dx) = e*STOE S dxy, ie(l,....n)
(24)
F" (dx) = F!" (dx).
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Setting A’ (s) := Zi A(s, TJ?*), we conclude that forall i € {1, ..., n}

=1
wi=wl - /0 | JE A (s)ds (25)

and
F (dx) = exp (x A'(s)) F! (dx). (26)

Note that the coefficients ,/c; Al (s) and exp(x A’ (s)), which appear in this measure
change, are deterministic functions and therefore the measure change is structure
preserving, i.e. the driving process is still a time-inhomogeneous Lévy process after
the measure change.

Since the forward process F (-, T;*, T;* |) is by construction a IP’TI*_ l—martingale,
FCTTTE)

the process W’

which is the density process

dPT* F(t3 T‘i*v 7—;*_1)
L=t @7
dF;:, |, FO.T7.T7)
is a P7+ -martingale as well. By iterating the relation (21) we get on F7+
dPr- B(0,T*) =
— = F(T*,, T T!
dPr- B@mpg(“*ff”
i—1 T’}:I -
=exp (> /0 As, THALS™ | (28)
j=1

Applying Proposition III1.3.8 of Jacod and Shiryaev (1987) [13], we see that its
restriction to .%; for ¢ € [0, T;]

dPr:
d]P)T*

_ B0, T
z BT

[[ra. 7. 17 ) (29)
j=1

is a Pr«-martingale.

3 Fourier-Based Methods for Option Pricing

We will derive an explicit valuation formula for standard interest rate derivatives
such as caps and floors in the Lévy forward process model. Since floor prices can
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be derived from the corresponding put-call-parity relation we concentrate on caps.
Recall that a cap is a sequence of call options on subsequent LIBOR rates. Each
single option is called a caplet. The payoff of a caplet with strike rate K and maturity
T is

5 (LT, 17 — K) ', (30)
where the payment is made at time point 7;* ;. The forward LIBOR rates L(T;*, T;*)
are the discretely compounded, annualized interest rates which can be earned from
investment during a future interval starting at 7;* and ending at 7;* ; considered at

the time point T;*. These rates can be expressed in terms of the forward prices as
follows

1
L7 T = o (F(G T T ) — ). (31)
Its time-0-price, denoted by Cplt,(T*, K), is given by

Cplig(T;", K) = B(O, T{ )5/ B, [(L(T,»*, T — K)+]. (32)

Instead of basing the pricing on the Lévy LIBOR model one can use the Lévy forward
process approach (see Eberlein and Ozkan (2005) [5]). It is then more natural to write
the pricing formula (32) in the form

Cplty(T7, K) = BO, T;* Ep,. [(F(T,-*, o T ) — 1%,.)+]’ (33)
where I?,- =1+ 67K. From (17), the forward process F(-, T;*, T* ) is given by
T
F(TF T, T ) = FO, T, T ) exp (/ by (s, T,-*)ds)
0

7"1.* *
X exp ( JCsA(s, Y"i*)dWsTi')
0

T .
X exp (/ / xA(s, T[*)ﬁill(ds, dx)) . (34)
o Jr

Using the relations (25) and (26) we obtain for ¢ € [0, 7}*]

1 *
F@, T T ) = F(O, T,-*,Ti*_l)exp(/o A, THdL! +d(t,T,~*)), (35)
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where

t . . )
d, Ti*):/ (s, TF) [bf"*' — ! —A’_'(s)cs]ds
0

t .
- / (s, T/ / x (eXA'_](S) - 1) FT" (dx)ds. (36)
0 R
Remember that on F7+
dPT’*—l - T * T* < * *
dT;T* = exp Z/O Ms. THAL!T + > d(T7 . T)) | - (37)
j=1 j=1

Keeping in mind Assumption 2.2 (LR.1), we find

T, )
exp Zd(T* T | =Ep,. |:exp (/ A’_l(s)dLST')j| N L))
0

Using Proposition 8 in Eberlein and Kluge (2006) [6], we find

TZ ‘
exXp Zd(T* 1 j = exp (/ 95 (A’—l(s)) dS) . (39)
0
Consequently,
AP« I, . T*, .
T exp (/ AN(s)dLT —/ 0, (A71(s)) ds) ) (40)
dPr- 0 0
Knowing that the process (%) is a Pr+ -martingale, we reach

Tr .
exp(—d(T*, T)) = ]EPT_*] |:exp (/ A(s, Ti*)dLST )} . 41
- 0
Hence,

exp(—d(T;", T;")

I T
= exp (—/ 0, (Ai*l(s)) ds) Es,. [exp (/ Ai(s)dLZ"*)i|
0 0

-
= exp ( / [6, (A'(9)) =6, (A7 (9)] ds) . (42)
0
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Thus,

T*

AT, 17 = | [=6, (A () + 6, (A ()] ds. (43)
0

Define the random variable X T+ as the logarithm of F(T;*, T;*, T}* ;). Therefore,

T .
X7+ =In (F(0, Ti*,Ti’il))—i—/ AMs, TYALD +d(TF, TH). (44)
0

Proposition 3.1 Suppose there is a real number R € (1,14 &) such that the
moment-generating function of Xr» with respect to Pr+  is finite at R, i.e. Mx . (R)

< 00, then
= R+iu
KiBO.TF ) [ ((FO.TFTF )
Cphom*,,{b#/ [ FO0 L)
2w JR Ki
T* . .
X exp / ' / oA ') [(e(R+'“)x)‘(S‘Ti*) — 1) — (R +iu) (eXA(J‘Ti*) - 1)] FS:T* (dx)ds
0 R
T*
i Cg . . 2 * du
= (R R — DA*(s, T)d - 45
Xexp(/o o (R I0R Hiu = DA%Gs ’)S)](R+iu)(1e+iu1) “5)

Proof The time-0-price of the caplet with strike rate K and maturity 7;* has the form
Cpliy(T;", K) = B(O, T;" )Ep,, [(exr,.* _ ii-)*]

= B(0, Tiil)lEp,,_i,:] [f (X7)]. (46)
where the function f : R — R* is defined by f(x) = (¢* — K;)".

Applying Theorem 2.2 in Eberlein et al. (2010) [8] (by the definition of X7+ we
have s = 0 here), we get

B(O, T;- Lz .
Cplty(T*, K) = Tl)/ My, (R +iu) f(—u +iR)du, a7
R i

where the Fourier transform f is given by

E'I—R—iu
(R+1iu)(R +iu — 1)

f(—u+iR) = (48)
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and the moment-generating function My, is given by

MXTI-* (R +iu) = EPr;g] [exp ((R + iu)XT[*)]
= (FO.77, 7)™ exp (R + iw)d (T}, ;)

T .
xEp,. |:exp( (R +iu)A(s, THAL! )] .49
i—1 0

Making a change of measure, we find

My, (R +iu) = (FO, T, 7)™ exp (R + i)d (T}, ;"))
Br,. [exp (Jy" ((R+i0i(s, T + 471 (5) dLT") | o)
X .
Ez,. [exp (L[OT"* A1 (s)dL{*)]

Using Proposition 8 in Eberlein and Kluge (2006) [6], we can prove easily that

. R+i
My, (R+iu) = (FO, T}, 77 )
1

X exp((R + iu) /OTl* [—95 (Ai(s)) + 65 (A’;l(s))} ds)

exp (fOTl’* 65 (R +iwi(s, T7) + 417 (s) ds)

exp (fOT’* 0 (A= 1(s)) ds)

X

. T* .
= (FO. 77, 77 )"+ exp( / Loy (R+i0rG, T + 47 w) ds)
0

*

X exp " (=R —iu)bs (Al (5)) — (1 — R —iw)s (AT~ 1(s)) [ds ). (51)
([ [ () (a-10)])

Taking into account the choice of the drift coefficient in (19), the cumulant function
05 (see (9)) and the moment-generating function My, ., respectively, become

ex(R+iu) -1 (€XA(S’T‘*) _ 1) -
0,(R +iu) = (R +1i — Fl'(
(R +iu) = ( +1u)/R( R T A6, T ) s (dx)
Cs . . *
+3(R +iu) (R +iu — A(s, T})) (52)

and

. T
My, (R +iu) = (F(Q, T,-*,T,-*_l))”‘“exp( / ' C;(R+iu)(R+iu1)A2(s,T,-*)ds)
i 0
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T* - ) . i
X exp(/ ! / AATE) (e(R'H”)xMY’Ti ) _ 1) Fr (dx)ds)
JOo JR
T* . « N
x exp(—(R +iu)/ ' / AT (exx(S’Ti ) 1) Er (dx)ds). (53)
0 R
Finally, from (48) and (53) we conclude that

= R+iu
K;B(,T* ) F@O,T* T* )
CpltO(Ti*v K)= S il / [ %’1
R

2 . K;

T . )
X exp (/ i / A L(s) I:(e(R+1u)xA(s,7"i*) _ 1) —(R+iu) (exk(s,Ti*) _ 1)] F‘T* (dx)ds)

0 R

T.*

i Cy . . 2 % du
—(R R — DA“(s, TF)d S 54

xexp(/o 2( +iu)(R +iu — DA (s ’)s)](R—l—iu)(R-i-iu—l) (54)

4 Sensitivity Analysis
4.1 Greeks Computed by the Malliavin Approach

In this section we present an application of the Malliavin calculus to the computation
of Greeks within the Lévy forward process model. We refer to the literature, for
example Di Nunno et al. (2008) [2] as well as Nualart (2006) [15] for details on the
theoretical aspects of Malliavin calculus. Another important reference is Yablonski
(2008) [19]. See also the Appendix for a short presentation of definitions and results
used in the sequel. The forward process F (¢, T;*, T;* |) under the forward measures
[P7+ | can be written as stochastic exponential

F@, T, T ) = FO, T, T )& (Z(-, T)")) (55)
with
t « t . _ *
Z@, 1) =/ S, THAW™! +/ /(e"“S»Tﬂ—l)uL‘ "(ds, dx). (56)
0 0 JR

Expressed in a differential form we get the Pr» -dynamics

dF(t. T} T} )

SO L TV e AW / ST I dx). (57
Fa— T5T% ) Vek(t, TXdW, +R(€ = ( x), (87)

where F(t—, T, T* ) is the pathwise left limit of F (-, 7%, T;* ) at the point .
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As in the classical Malliavin calculus we are able to associate the solution of

(57) with the process Y (¢, T*, T} |) = IFCT LT called the first variation process

AFO.T7 .17 )’
of F(t,T*, T ,). The following proposition prov1des a simpler expression for
the Malliavin derivative operator D, when applied to the forward process rates
F(t, T*, T;* ) (see Di Nunno et al. (2008) [2], Theorem 17.4 and Yablonski (2008)
[19], Deﬁmtlon 17. for details). We will denote the domain of the operator D,
in L2(£2) by D2, meaning that D'? is the closure of the class of smooth random

variables . (see (100) in the Appendix).

Proposition 4.1 Let F(t, T, T;* |)ici0,7+) be the solution of (57). Then F(t, T/,
T*)) e D2 and the Malliavin derivative is given by
Dr,OF(ta T,'*» TJtI)
=Y T T )Y = T T )™ Fo— I, T A TNe <. (58)

4.1.1 Variation in the Initial Forward Price

In this section, we provide an expression for the Delta, the partial derivative of the
expectation Cplt,(T;*, K) with respect to the initial condition F'(0, T*, T* ;) which
is given by

ICplty(T*, K)
AFO, T TF ) = —2 0 i> 2/ 59
(F(O, T, T ) OFO. T T ) (59

The derivative with respect to the initial LIBOR rate is then an easy consequence.

aCplty(T*, K
A(L(0, T))) = M

dL(0, T)
- ap .17, 7 0T T
=8;AF(O, T, T ), (60)
since
LO,T") = ai (FO, T T ) —1). 61)

i

Let us define the set

7’}*
T, = {h; € L*([0, T/"]) :/ hi(w)ydu = 1} : (62)
0
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Proposition 4.2 For all functions h; € T", we have

B(,T~))
F(Oy T;'*v T‘l*_])

X exp (/ A"’l(s)dLXT* —/ B, (A"’l(s)) ds)
0 0

/Tf* hiwdw,;” T hy(u) A=Y w)du 6
X(o A Te  Jo T )‘( )

AFO,TF, T7) = EPT*[(F@*, T T ) — Ki)©

Proof We consider a more general payoff of the form H (F(T;*, T;*, T;* |)) such that
H : R — Ris alocally integrable function satisfying

Ep,. [H(F(T7 T T7)] < oo (64)

First, assume that H is a continuously differentiable function with compact support.
Then we can differentiate inside the expectation and get

0B, [H(F(T7, T}, 7 )]
OF (0, T/, T7" )

Ap(FO.T7. T%)) =
aF(T;*v ]—;*7 T‘l*—l)
OF(0.T}. T )

e, [H'(F(T7.T;. T2 )Y (T T T2 )] (69)

— e, | BT T )

Using Proposition 4.1 we find for any &; € T,

he )Y (u—, T, T )du

. (66
Fam. T T i, T e 0¥

\
YOI TP T ) = /0 Do (T T7, T )

From the chain rule (see Yablonski (2008) [19], Proposition 4.8) we find

T*

AH(F(O’ T;‘*’ Tl*—l)) = EPT"*—I |;/(; H,(F(Tz*’ Ti*v T;‘*_]))DM,OF(T;'*’ Ti*9 Tz*_l)

hi W)Y (u—, T7, T )du
X
Fla—, T, T- DG, T e
.
— Ep. [/ DuoH(F(T* T\ T7))
"o

hi @)Y (u—, T, T;* | )du
F(M_, ]—;'*7 T‘l*_l))\'(u7 T,*)«/a
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>
—Ex,.. [ | [ pucrrar )
- 0 R
hi)Y (u—, T, T,-*_l)duﬁo(dX)]

67
Flu—, T, T ), T7) /cu ©n

where 8y(dx) is the Dirac measure at 0.
By the definition of the Skorohod integral 5 (-) (see Yablonski (2008) [19], Sect. 5),
we reach

Au(F(O, T, T )

e [H(F(Ti*,Ti*,Ti*l)>5( hi ()Y (= T, T o () )} (68)

However, the stochastic process

( hi @Y (u—, T7, T ) ) (69)
O<u<T?

F(u_a ]—;‘*’ T;*_]))\'(u? T,*)«/a

is a predictable process, thus the Skorohod integral coincides with the Itd stochastic
integral and we get

Ap(FO, T, T)))

T R )Y (u—, T7, T AW,
= Eey, [H (F(T T, 1) /O 1 . (70)

Flu—, T, T DA(u, T) Jeu

By Lemma 12.28. p. 208 in Di Nunno et al. (2008) [2] the result (70) holds for any
locally integrable function H such that

Ep,, [H(F(T7 T, 1)) < o (71)
i—1
In particular, if one takes
HF(T7, T, T ) = BO, T2 ) (F(T, 17, 1) = Ki) (72)

we can express the derivatives of the expectation Cplt,(T*, K, 8) with respect to
the initial condition F (0, T;*, T;* |) in the form of a weighted expectation as follows

AGF(O, T}, T7)) = BO. T Bz, [ (F( 17 T = K)'

/Tf* hi )Y (=, T, T AW,
0 )L(M,Y}*)\/aF(u—,Ti*,Ti*_]) )
(73)
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We show easily that

Fu—, T, T"))

Y(u—, T, T ) = FO. T T, (74)
hence
AFO, T, T )
. T
- o, |:(F(Ti*, -y [ %} P
In accordance with (25) we can write
wh /0’ AV (s)Jards. (76)

By making a measure change using the fact (see (40)) that

T . Uy :
= exp (/ AT )dLT —/ 65 (A’—‘(s))ds), (77)
Fp 0 0

i

dPr-
dPr+

we end up with

B(0, T )
FO, T T~

U . Us ,
X exp (/ Atfl(s)dLST —/ 0, (Alil(s)) ds)
0 0

( /T hidW,!™ (T i) A () d)} (78)
b rwrhve L Trwry )

ACFO. TP T7 ) = En»r*[(mi*, 1)~ K

4.2 Greeks Computed by the Fourier-Based
Valuation Method

Thanks to the Fourier-based valuation formula obtained in (45) and the structure
of the forward process model as an exponential semimartingale, we can calculate
readily the Greeks. We focus on the variation to the initial condition, i.e. Delta.

Proposition 4.3 Suppose there is a real number R € (1,14 ¢) such that the
moment-generating function of X with respectto Pr»  is finiteat R, i.e. My, . (R) <

00, then



Option Pricing and Sensitivity Analysis ... 303

£ B(0, T ) F(O, T, T, R-+iu—1
AF(0, T* T} ))) = 7/{(T)

X exp ( / / AT (eI p) FT (dx)ds)
X eXp(/ i / eXAH(S)(R + iu) (e“‘(s’Ti*) — 1) FST*(dx)ds)
0 R

SR+ )R +iu — DAXGs, Ti*)ds) ]

T,
X exp /0 >

Proof Based on the Sect. 4 in Eberlein et al. (2010) [8], this proposition can be shown
easily.

du

R+iu—1" (79)

4.3 Examples

4.3.1 Variance Gamma Process (VG)

We suppose that the jump component of the driving process L’ (see (8)) is described
by a Variance Gamma process with the Lévy density v given by

v(dx) = Fyg(x)dx (80)

0 1 /2 62
Fyg(x) = ﬁexp U—zx—; Z+;|x| , (81)

where (6, o, n) are the parameters such that feR,0>0andn > 0.
Letus put B = f—z and C = %,/— + andget

Fyg(x) = M' (82)
nlx|

such that

In this case, the moment-generating function My, is given by

* ok )2 T ez 2 * VG
My, (2) = (F(O, T;", T;* )" exp /0 (7(z — DA (s, T+ 177 (s, z))ds . (83)

where the generalized integral 1V (s, z) is given by
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1V9(s,2) = / (ex@emratlo) — g aO) pyg (o)
R
= / 2 (0 = 47O Fygxda. (84)
R

Now substituting Fy¢(x) by its explicit expression we get

1Y%, 2) = / (ex(“(j’Tf*)*AH”)) — e“‘i*](”) exp (Bx — Clx|) —nd|;c|
R

i i—1 d
—/ z (e“1 ©) _ o4 (S)) exp (Bx — C|x|) o
R nlx|
e (A, TO+ATN ) _ xAi~ () dx
= (e i —e )exp(Bx—Cx)—
0 nx
o0 i i— d
—/ Z (e"A ©) _ x4 ](s)) exp (Bx — Cx) el
0 nx
0
_/ (ex(z)»(s,ﬂ*)-&-Ai’l(s)) _ ex/\i’l(s)) exp (Bx + Cx) d_x
—00 nx
0 Al Al dx
+/ z (e’“ ©) _ ¥ (‘Y)) exp (Bx + Cx) —,
—00 nx

or

+00 [ (2. T)H+AT ()+B=C)x _ ,(AT (9)+B-C)x
1V6(s,2) = / dx
0

nx
+00 e(Ai(s)+87C)x _ e(A"‘(s)+37C)x
_/ Z d.x
0 nx
0 e(zk(x,T[*)vLAi"(s)vLBJrC)x _ e(A""(s)JrBJrC)x
— dx
—0 nx
0 e(A"(s)+B+c)x _ e(A”‘(s)+B+C)x
—I—/ Z dx
—0 nx
+00 [ (@A TH+AT ()+B=C)x _ ,(A™ ()+B—C)x
= dx
0 nx
+oo [ (A ($)+B=C)x _ (A ()+B—C)x
_/ z dx
0 L nx
+00 [ p= (A TI+AT () +B+C)x _ ,= (A7 (5)+B+C)x
+ dx
0 L nx
+oo [ = (AT ©)+B+C)x _ ,—(A (5)+B+C)x
_/ z d.x.
0 L nx
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Using the notations

ai(s,2) = — (2A(s, T + A (s) + B - C), (85)
Bi(s) =—(A""(s)+B—-C), (86)
yi(s) = — (A'(s)+ B —C), (87)

we end up with

Ve oo [ p=@i(s,2)x _ ,=Bi(s)x e Yils)x _ p=Bi(s)x
"7 (s, z) = / -z dx
0

X X

-2

+00 [ o=(2C—a;(s.2))x _ ,—(2C—B;(s))x e~ (2C—yi())x _ ,—(2C—p;())x
+/ dx.
0 X X

Using Frullani’s integral (see for details Ostrowski (1949) [16]), we can show that,
ifa € Cand 8 € Csuch that Ze(a) > 0, Ze(B) > 0 andg € C\R™ where R™ =

] — 003 0],
+oo p—ax _ efﬁx ’3
I(a,ﬁ) = ——dx = LOg -1, (88)
0 X o

where Log is the principal value of the logarithm. Consequently

[V6(s.2) = Log( Bi(s) ) ~iLog (ﬂi(s))
a;(s, ) Yi(s)

+Log( 2C — Bi(s) ) iLog (2C —ﬁi(S))

2C — o (s, 2) 2C = yi(s)

_ Bi(s) 2C — Bi(s)
= Log (ozi(s, Z)) +Log (2C —a; (s, Z))
Bi(s) 2C — Bi(s)
= (Log (W) *hos (2C = w(s)))
( Bi(s) 2C — Bi(s)) ) iLog (,Bi(s) 2c - ,31‘(3)))
a;(s,z) QC — a;(s, 2)) Yi($) 2C = yi(s) )

The moment-generating function My, becomes

-
My,.(2) = (F(O, T;", T)))" exp ( / %(z — DA%Gs, T;“)ds)
i 0
conp ([ e (S2OLE=00) ) 1)
0 g a; (s, 2) 2C — «a;(s, 2))

( /T (ﬁ,» (s) 2C — B; (s))) )
xexp | — zLog ds
o yi(5) 2C — v (s))
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or
My, (R +iu) = (FO, T7, T, )™

s

.
X exp (/ %(R i) (R + i — 1)22(s, T,.*)ds)
0

( /T ( Bi(s) 2C = Bi(5)) ) )
X exp Log - - ds
0 a;i(s, R +iu) 2C — «a;(s, R 4+ iu))

2 Bi(s) (2C — Bi(s))
X exp (— | (R +iu)Log (J/i ) 2C =) ) ds) .

The valuation formula becomes

Cplig(Tf, K) =

B(O,Ti’il)/ KR ‘“Mx*(Rer)
(R+iu)(R +iu — l)
KiBO, T ) ‘(F(o,T,-*,T,-’:n)R*”‘
2w K;

g Cs B : 2 *
X exp E(R +iu)(R +iu — D)A"(s, T;)ds
0

/Tf* ( Bi(s) 2C — Bi(s)) )
X exp Log - - ds
Jo i (s, R +iu) 2C — «; (s, R +iu))

T (¢ _ 3
xexp(f/ ' (R +iu)Log (M) ds)]d—u (89)
0

7i($) 2C = yi(s)) (R+iu)(R+iu—1)

The Delta is given by
. . B(O T* 1) F(O, T,'*’ Tl*,]) R+iu—1
AF(O, T, T} ) = 7/ [ — =
x exp( —(R +iu)(R +iu — DA (s, T; )ds)

/T:* Bi(s) 2C — Bi(s)) ) B
0 a,(s R +1iu) 2C — a; (s, R +iu))

/ (R +iu)Log (ﬁi(s)(zcﬁ"m))ds)]@ . (90)
0

X exp
i () 2C — y;(s)) R+iu—1

oo
(

4.3.2 Inhomogeneous Gamma Process (IGP)

We suppose that the jump component of the driving process L”", is described by
an inhomogeneous Gamma process (IGP), which has been introduced by Berman
(1981) [1] as follows
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Definition 4.4 Let A(z) be a nondecreasing function from Rt — R* and B > 0.
A Gamma process with shape function A and scale parameter B is a stochastic
process (L;);>o on R such that:

1. LOZZO;
2. Independent increments: for every increasing sequence of time points f, .. ., t,,
the random variables L,,, L;, — L, ..., L; — L, , are independent;

3. for 0 < s < t, the distribution of the random variable L, — L; is given by the
Gamma distribution I" (A(t) — A(s); B).

We suppose that the shape function A is differentiable, hence we can write
! .
A(t) = A0) +/ A(s)ds 1)
0

for all 1 € R* where A denotes the derivative of A. In this case, the Lévy density of
the Gamma process L is given by

efo

FO(x) = A(s)—— 140} (92)

X

The moment-generating function (53) has the form
%k z T CsZ 2 ¥
Mx,.(2) = (F(0, T*, T, )" exp 7(1 — DA% (s, T;)ds
i Jo
Ti* i— * *
% exp(/ / ST [(ezm(.s,ri ) _ 1) — (exk(s,T'i y 1)} FSG(x)dxds)
0o Jr
%k z T CsZ 2 ¥
= (F(0, T, T )" exp 7(z — DA(s, T)ds
Jo
s XA (ks T ¢
X exp A(s) | e (e i) — 1) 1>0)dxds
0 R
T[* . i— * —Bx
X exp(—z/ A(s)/ SO (e“(S*T: ) 1) ¢ 1[X>0}dxdx)
0 R x

] T ez , o
= (FO, T, T} ) exp / (7<z—1)x . T + A1, ) ds ).
0

—Bx

where

dx

]G( ) /+oo e(z)\(s,T,.*)+A”l(.v)—B)x _ e(A”l(.v)—B)x
$,2) =
0

X

Z dx.
X

/+oo (A ©=B)x _ (A7 (5)=B)x
0
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Setting
ai(s,2) = — (zh(s, T + A7 (s) — B), (93)
Bi(s) = — (A" (s) — B), (94)
yi(s) = — (A'(s) — B) (95)

and using Frullani’s integral, we find that

+00 efa,-(s,z)x _ efﬂ,v(s)x efy,v(s)x _ efﬁ,v(s)x
IG(s,z)z/ [ -z ]dx
0

X X

- B\ Bi(s)

= Log (Oli(S, Z)) eLog (J/i(s))

_y A=) — B L A1) — B
-8 (zx(s, T + A1 (s) — B) R Og( Ai(s) — B )

Therefore, we get the form

T*

M@ = (.77 ) e ([ G - 02677905 )
! 0

T A7 (s) - B
X exp (/0 A(s)Log (Z)»(S, T + A 1(s) = B) ds)
X exp (—z/Ti* A(s)Log (w) ds)
0 Al(s)— B

or

My,. (R +iu) = (FO, T7, T} )™

T
X exp (/ Czi(R +iu) (R + iu — DA% (s, T,.*)ds>
0

T AeL A7)~ B d
e (/0 ()Log ((R Ty, T + A1 (s) — B) s)

Reiny [ AwyLog (A9 =B,
X exXp (_( +1M)/0 (S) og (m) S).

The valuation formula becomes

Cplty(T", K)

B(O, Ti*—l) Kl R- l”M (R+1u)
/ (R+1u)(R+1u—1)

K B(O T ) du F(0, T T )\
- /(R—i—lu)(R—i—lu—l)[( K; )
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s
i

T
X exp (/ %(R +iu)(R + iu — l)kz(s, Ti*)ds)
0

(1 e (=) )
><eXp/0 s)Log (R+iu)k(s,7}*)+Ai—1(S)—B N

" R+iwie)Log (A9 =BY, 9%
xexp(— ; (R +1iu)A(s) og(m) s)] (96)

The Greek Delta is given by

* * ok R+iu—1
A(F(0, T*, T ) = BO.7) / (L)’ T TH))
i i— 27 Jr K

T
X exp (/ %S(R +iu)(R + iu — 1))\2(‘;, T[_*)ds)
0

/T,-* AL ( A=) — B )d
X exp 0 s)Log (R + iu)A(s, Tl*) ¥ Aiil(s) _B N

T o Al(s) — B du
X exp(— A (R +1u)A(s)L0g( AGs) B )ds)] Rtin—1

7
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A Appendix

A.1 Isonormal Lévy Process (ILP)

Let u and v be o -finite measures without atoms on the measurable spaces (T, .7)
and (T x X, %), respectively. Define a new measure

w(dt,dz) := u(dt)de(dz) + v(dt, dz) (98)

on a measurable space (T x X,¥), where X =X, U {O}, ¥ = o (& x {O}, B)
and §p (dz) is the measure which gives mass one to the point ®. We assume that the
Hilbert space H := LA(T x X, ¥, 1) is separable.

Definition A.1 We say that a stochastic process L = {L(h), h € H} defined on a
complete probability space (£2, .%, P) is an isonormal Lévy process (or Lévy process
on H) if the following conditions are satisfied:

1. The mapping h —> L(h) is linear;
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2. E[e™LM] = exp(¥(x, h)), where ¥ (x, h) is equal to

ixh(t,z : 1 212
/ ((ex 02 1 —ixh(t, 2))1x, (2) — 7% h (t,z)lg(z)) w(dt,dz). (99)
TxX

A.2 The Derivative Operator

Let . denote the class of smooth random variables, that is the class of random
variables & of the form

§ = f(L(h),..., L(hy)), (100)

where f belongs to C;°(R"), hy, ..., h, arein H,and n > 1. The set . is dense in
LP(§2) forany p > 1.

Definition A.2 The stochastic derivative of a smooth random variable of the form
(100) is the H-valued random variable D& = {D, &, (t,x) € T x X} given by

29
D= O (L, ..., L)t )16 ()

i O
+ (f(L(hl) + hl(ta -x)v LRI L(hn) +hn(tﬂx))
—f(L(hy), ..., L(hy))) 1y, (x). (101)

We will consider DE as an element of L2(T x X x ) = L*(2; H); namely D&
is a random process indexed by the parameter space T x X.

1. If the measure v is zero or hi(t,x) =0, k =1,...,n when x # © then D&
coincides with the Malliavin derivative (see, e.g. Nualart (2006) [15] Definition
1.2.1 p.38).

2. If the measure u is zero or hi(t,x) =0, k =1,...,n when x = @ then D&

coincides with the difference operator (see, e.g. Picard (1996) [18]).

A.3 Integration by Parts Formula

Theorem A.3 Suppose that & and n are smooth random variables and h € H. Then
1.

E[§L(h)] = E[(D§; h) 1 (102)
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2.
E[&nL(h)] = Eln (D&; h) 51+ E[§ (Dn; h) 51+ E[(Dn; hlx, DE),, 1. (103)

As a consequence of the above theorem we obtain the following result:

The expression of the derivative D& givenin (101) does not depend on the particular
representation of & in (100).
The operator D is closable as an operator from L?(£2) to L*(2; H).

We will denote the closure of D again by D and its domain in L2(£2) by D!2,

A.4 The Chain Rule

Proposition A.4 (see Yablonski (2008), Proposition 4.8) Suppose F = (F), F,,
..., F,) is a random vector whose components belong to the space D"2. Let ¢ €
' (R™) be a function with bounded partial derivatives such that ¢ (F) € L*(2).
Then ¢ (F) € D2 and

no3e
—(F)Dy o F;; =0
Dy x¢(F) = i§1 8Xi( IDrof: g (104)
O(F1+ Dt xF1,...,Fn+ Dy xFy) —p(F1, ..., Fp); x #06O.

A.5 Regularity of Solutions of SDEs Driven
by Time-Inhomogeneous Lévy Processes

We focus on a class of models in which the price of the underlying asset is given
by the following stochastic differential equation (see Di Nunno et al. [2] and Petrou
[17] for details)

ds, = b(t, S,_)dt + o (t, S,_)dW,
+/ o(t, -, 2)N(dt, dz), (105)
Ro

So = x,

where Ry := R? \ {Og«}, x € R?, {W,,0 <t < T} is an m-dimensional standard
Brownian motion, N is a compensated Poisson random measure on [0, T'] X
Ry with compensator v,(dz)dt. The coefficients b : R x Ry — R, o : R* x
R? — R? x R” and ¢ : RT x RY x R — R? x R, are continuously differen-
tiable with bounded derivatives and the family of positive measures (v;)¢[o, 7] satisfies
fOT (f]RU(||z||2 A D, (dz))dt < oo and v, ({0}) = 0. The coefficients are assumed to
satisfy the following linear growth condition
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||b(r,x)||2+||o(r,x>||2+/ lo(t, x, D) Pvi(dz) < C(A + [Ix[|),  (106)

Ro

forallt € [0, T], x € RY, where C is a positive constant. Furthermore, we suppose
that there exists a function p : R — R with

sup / lp(2)[*vi(dz) < oo, (107)
Ro

0<t<T

and a positive constant K such that

o, x,2) =@, y, 2| < Klp@)lllx =yl (108)

forallr € [0, T], x,y € R9 and 7z € Ry.
In the sequel we provide a theorem which proves that under specific conditions
the solution of a stochastic differential equation belongs to the domain D'-2.

Theorem A.5 Let (S;)ic0.1) be the solution of (105). Then S, € D2 forall t €
[0, T'] and the derivative D, oS, satisfies the following linear equation

" b
DyoS, = / 2 S Dy Sudu + o (1, 5,)
"do
+/ —(u, SL(—)Dr,OSu—qu
. 0X
t a(p ~
+ ——(u, Syu—, y)Dy0S,—N(du, dy) (109)
r Rg a'x

for0 <r <ta.e and D,S; = 0 a.e. otherwise.

As in the classical Malliavin calculus we are able to associate the solution of (105) to
the first variation process Y; := V. S,. Then, we will also provide a specific expression
for D, S;, the Wiener directional derivative of the S;.

Proposition A.6 Let (S;)c0,77 be the solution of (105). Then the derivative satisfies
the following equation

D, oS, = Y,Yr__lcr(r, S )<y a.e. (110)

where (Y;)iej0,1) IS the first variation process of (S¢):e(0,7]-
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Inside the EMs Risky Spreads
and CDS-Sovereign Bonds Basis

Vilimir Yordanov

Abstract The paper considers a no-arbitrage setting for pricing and relative value
analysis of risky sovereign bonds. The typical case of an emerging market country
(EM) that has bonds outstanding both in foreign hard currency (Eurobonds) and local
soft currency (treasuries) is inspected. The resulting two yield curves give rise to a
credit and currency spread that need further elaboration. We discuss their proper mea-
surement and also derive and analyze the necessary no-arbitrage conditions that must
hold. Then we turn attention to the CDS-Bond basis in this multi-curve environment.
For EM countries the concept shows certain specifics both in theoretical background
and empirical performance. The paper further focuses on analyzing these peculiari-
ties. If the proper measurement of the basis in the standard case of only hard currency
debt being issued is still problematic, the situation is much more complicated in a
multi-curve setting when a further contingent claim on the sovereign risk in the face
of local currency debt curve appears. We investigate the issue and provide relevant
theoretical and empirical input.

Keywords HJIM - Foreign debt - Domestic debt + Z-Spread - CDS-Bond basis

1 Introduction

Local currency debt of EM sovereigns became a hot topic both for practitioners and
academics in the recent years. Major investment banks and asset managers consider it
a separate asset class and publish regularly special local currency investment reports.
A joint working group of IMF, WB, EBRD, and OECD demonstrated recently an
official interest in a thorough investigation of this market segment and support for
its development, thus forming a strict policy agenda. It was recognized that not only
do the local bonds complete the market and thus bring market efficiency, but also
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they could act as a shock absorber to the volatile capital inflows. Furthermore, they
provide flexibility to the governments in financing their budget deficit. However,
these instruments are not well understood from a no-arbitrage point of view and a
formal setting is lacking. Such a setting would provide not only a better picture for
their inherent risk-return characteristics, but would also be an indispensable tool for
market research and strategy. The aim of this paper is exactly to focus attention on
the large set of open questions the local currency debt gives rise to and lay the ground
for a formal relative value analysis with a special emphasis on the CDS-Bond basis.

The paper begins with our general modeling no-arbitrage approach under an HIM
reduced credit risk setting. It serves as a basis and gives a financial engineering intu-
ition about the nature of the problem. The default of the sovereign is represented as
the first jump of a counting process. For the dynamics of the interest rates and the
exchange rate we use jump diffusions controlling the jumps and correlations in a
suitable way, so that we have high precision in capturing the structural macrofinan-
cial effects. We derive the no-arbitrage conditions that must hold in that multi-curve
environment and then analyze their informational content. Then we turn to an appli-
cation related to correctly extracting the credit and currency spreads and measuring
the CDS-Bond basis on a broader scope. This provides basic building blocks for
relative value trades under presence of the local currency yield curve which could
serve as an additional pillar.

The literature on integrating the foreign and domestic debt of a risky sovereign
in a consistent way is at a nascent stage both from an academic and practitioners’
point of view. Related technically but different in essence is the work of Ehlers and
Schonbucher [9] who give a reduced form model for CDS of an obligor denominated
in different currencies which accounts for dependence between the exchange rate
and the credit spread. Eberlain and Koval [8] give a high generalization of the cross-
currency term structure models, but similarly they deal only with hard currencies.
Regarding the CDS-Bond basis, Berd et al. [2] provide a thorough analysis of the
shortcomings of the Z-spread as a risky spread metric.! Alizalde et al. [10] further
discuss the issue and provide extensive simulations. Interesting new measures for
the basis are given in Bernhard and Mai [3] which need further elaboration and
development. However, all these references deal with the single-curve case with an
extension to the multi-curve case pending.

2 Local Currency Bonds No-Arbitrage HJM Setting

In this section we first lay the foundations in brief for pricing of risky debt in a
general reduced form setting. Then we add the local currency debt into the picture
and discuss the risky spreads. We conclude by derivation and analysis of the no-
arbitrage conditions.

The Z-spread represents a simple shift of the discounting risk-free curve so that the price of the
risky bond is attained.
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2.1 Risky Bonds Under Marked Point Process

The first task is to model default in a suitable way. We start with the most general
formulation and then modify it appropriately. We consider a filtered probability
space (£2, (G;),>¢ » P) which supports an n-dimensional Brownian motion WP =
(Wi, Wy, ..., W,) under the objective probability measure P and a marked point
process i : (.Q, B(R™), 5) — R with markers (7;, X;) representing the jump times
and their sizes in a measurable space (E, €), where E = [0, 1] and by £ we denote
the Borel subsets of E. We assume that p(w; dt, dx) has a separable compensator
of the form:

v:(2,B(RY),e) > RT and v (w;dt,dx) = h(w; 1) F;(w; dx)dt,

where h(w;t) = f g+ V(Wi t,dx) is a G, measurable intensity and the marks have
a conditional distribution of the jumps of F;(w; dx). Thus, we have the identity
f g Fi (w; dx) = 1. Furthermore, we can define the total loss function L(w;t) =
fol Jp lw; s, x)p(w; ds,dx) and the recovery R(w:;fr)=1-— fot Jplws s, x)p
(w; ds, dx). The function /(w; ¢, x) scales the marks in a suitable way, and hav-
ing control over it, we can define it such that our model is tractable enough. We
define also the sum of the jumps by S(w; t) = foz fE xp(w; ds, dx) and their number
by N(w; t) = fol Ji 1w ds, dx).

Effectively, the marked point process as a sequence of random jumps (7;,X;) is
characterized by the probability measure p(w; dt, dx), which gives the number of
jumps with size dx in a small time interval of dt. The compensator v (w; ¢, dx)
provides a full probability characterization of the process. It incorporates in itself
two effects. On one hand, we have the intensity /(w; t)dt, which gives the condi-
tional probability of jump of the process in a small time interval of d¢ incorporating
the whole market information up to ¢. On the other hand, we have the conditional
distribution F;(w; dx) of the markers X in case of a jump realization.

We can look at the jumps of the marked point process as sequential defaults of
an obligor at random times 7; that lead to losses X; at each of them. They can also
be considered a set of restructuring events leading to losses for the creditors. Under
this general setting, the prices of the riskless and risky bonds are given by:

e Riskless bond:

T T
P(t,T)=E? (exp (—/ r(s)ds) |G,) = exp (—/ f(t,s)ds) (1)
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e Risky bond:

T
P*(t,T) = E¢ (exp (—/ r(s)ds) R(w; T)|Gt)

T
= R(t) exp (— / f*(t,s)ds), )

where r(t), f(¢t, T),and f*(¢, T) are the riskless spot, riskless forward, and risky
forward rates respectively.

Depending on how we specify the convention of recovery, we can get further
simplification of the formulas. However, this should be well motivated and come
either from the legal definitions of the debt contracts or their economic grounding.

Under a recovery of market value (RMV) setting, default is a percentage mark
down, ¢, from the previous recovery. So we have R(w; ;) = (1 — qg(w; 73, X))
R(w; ;—) and [(w; 77) has the form [(w; 7;) = —q(w; 77, X;) X R(w; 7;—). This
definition allows us to write:

pw, dt, dx) =D 1an .20 06 aN . (dt, dx)

s>0

dR(w;t) = —R(w; t)/ q (Wi t,x) p(w; dt,dx); R(w; 0) =1
E

and if we assume no jumps of the intensity and the risk-free rate at default times
(contagion effects), we have no change for the risk-free bond pricing formula and
for the risky one and as in [13] we get:

T
PRMV (¢ Ty = EC (exp(—/ r(s)ds) R(w; T)|G,)
t
T
= R(t)EQ(eXp(—/ (r(s) —I—h(s)/ q (w; s, x) Fs(dx))ds)IG,)
t E
T
= R(t) exp(—/ f*RMV(t,s)ds) 3)
t

Note that within this setting there is no “last default”. The intensity is defined for
the whole marked point process and not just for a concrete single default time, so it
does not go to zero after default realizations. This combined with the fact that intensity
is continuous makes the market filtration G, behave like a background filtration in
the pricing formulas. So we can avoid using the generalized Duffie, Schroder, and
Skiadas [7] formula. Furthermore, we can denote ¢, (1) = f £4q (w;t, x) Fi(dx) tobe
the expected loss. So we have that the pricing formula is dependent on the generalized
intensity h(t)g.(t). Due to the multiplicative nature of the last expression, only
from market information, as discussed in Schonbucher (2003), we cannot distinguish
between the pure intensity effect /() and the recovery induced one g, ().
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Under a recovery of par (RP) setting, in case of default, the recovery is a separate
fixed or random quantity independent of the default indicator and the risk-free rate.
So we have E ={0,1 — R (w)} and v (w; dt, dx) = h(w; t)(1 — R,)dt with R, =
E2(R (w) | G;). Since we have just one jump, we can write:

p(w, dt, dx) = 1{aN@w,n£010¢, AN (w0 (dt, dx)

The bond price is:
T
P*RP (¢, T) = E? (exp (—/ r(s)ds) (R W) 1r=ry + Li=1y) |G,)
t

T
e exp (_ / f*RP(t,s)ds) (4)

In contrast to RMV, here, as discussed in Schonbucher (2003), he can distinguish
between the pure intensity and recovery induced effects.

2.2 Model Formulation

In this section we develop our HIM model for pricing of local and foreign currency
bonds of a risky country. However, before this being done formally, it is essential
to elaborate on the nature of the problem. Although we do not put here explicitly
macrofinancial structure, but just proxy it by jumps and correlations, it, by all means,
stays in the background and must be conceptually considered.

2.2.1 General Notes

A risky emerging market country can have bonds denominated both in local and
foreign currency that give rise to two risky yield curves and risky spreads—credit
and currency. Generally, the latter arise due to the possibility of the respective credit
events to occur and their severity. To investigate them, formal assumptions are needed
both on their characteristics and interdependence.

We will consider that the two types of debt have different priorities. The country
is first engaged to meeting the foreign debt obligation from its limited international
reserves. The impossibility of this being done leads to default or restructuring. In
both cases, we have a credit event according to the ISDA classification. The foreign
debt has a senior status. The spread that arises reflects the credit risk of the country.
It is a function of: (1) the probability of the credit event to occur; (2) the expected
loss given default; (3) the risk aversion of the market participants to the credit event.
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The domestic debt economically stands differently. It reflects the priority of the
payments in hard currency and it incurs instantly the losses in case of default of
the country. So this debt is the first to be affected by a default and is subordinated.
Technically, the credit event can be avoided under a flexible exchange rate regime
because the country can always make a debt monetization and pay the amounts due
in local currency taking advantage of the fact that there is no resource constraint on
it. However, the price for this is inflation pick-up and exchange rate depreciation.
This leads to real devaluation of the domestic debt. It is exactly the seigniorage and
the dilution effect that cause the loss in the value.? This resembles the case of a firm
issuing more equity to avoid default. The spread of the domestic debt over the foreign
one forms the currency spread. Its nature is very broad, and it is not only due to the
currency mismatch. Namely, it is a function of: (1) the probability of the credit event
to occur and the need for monetization; (2) the negative side effect of the credit event
on the exchange rate by a sudden depreciation of the latter; (3) the volatility of the
exchange rate; (4) the expected depreciation of the exchange rate without taking into
consideration the monetization; (5) the risk aversion of market participants to the
credit event and the need for monetization, the sudden exchange rate depreciation
and its size; (6) the risk aversion of the market participants to the volatility of the
exchange rate. All these effects are captured by our model.

2.2.2 Multi-currency Risky Bonds Model

We use the setting of Sect. 2.1 modified to a multi-currency debt. Firstly, we consider
the case of no monetization and then analyze the case with monetization. Secondly,
to avoid using an additional marked point process, and thus a second intensity, the
default on the foreign debt is modeled indirectly. Namely, we assume that default on
domestic debt leads to default on foreign debt, but due to the different priority of the
two, we have just different losses incurred, respectively recoveries. This means that
by controlling recoveries we control default and the inherent subordination without
imposing too much structure. If the default on the domestic debt is so strong that
it leads to a default on the foreign debt as well, we incur zero recovery on the
domestic debt and some positive one on the foreign debt. If the insolvency is mild,
we have a loss only on the domestic debt, so we incur some positive recovery on
the domestic debt and a full recovery on the foreign debt. Thirdly, for notational
purposes, we take as a benchmark Germany and EUR as the base hard currency.
Lastly, we employ the recovery of market value assumption. The reason for this is
twofold. On one hand, in that way, we are consistent with the HIM methodology of
Schonbucher [12] for a single risky curve under RMV and produce parsimonious
no-arbitrage conditions for the extension to a multi-curve environment. On the other

2This pattern can be observed historically for almost all EM countries resorting to a galloping
inflation to avoid a nominal domestic debt default. The Russian default of 1998 somehow seems to
be a partial notable exception where there was along with the inflation surge an actual default on
certain ruble (RU R) bonds—GKOs and OFZs.
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Fig. 1 Risky spreads

hand, as pointed out in Bonnaud et al. [5], for bonds denominated in a different
currency than the numerator employed in discounting, the RMV assumption should
be the working engine. Their argument is exactly as ours above, in case of default,
the sovereign would rather dilute by depreciating the exchange rate and thus the
remaining cash flows of the bond produce in essence the RMV structure. Moreover,
rather than using EUR denominated bonds, we could take advantage of the CDS
quotes and produce synthetic bonds having an RMV recovery structure. Using them
is actually preferable for empirical work since major academic studies argue that it is
the CDS market that first captures the market information about the credit risk stance
of the risky sovereign. Furthermore, with a few exceptions, if the EM sovereigns have
in most cases both well developed local currency treasury markets and are subject to
CDS quotation, they do have only few Eurobonds outstanding. Figure 1 represents
the typical situation the risky sovereign faces.

Mathematical formulation We continue with the model setup. Firstly, we give the
suitable notation and assumptions. Then we move to the derivation of the no-arbitrage
conditions and the pricing.

e Notation
feur(t, T)—nominal forward rate, EUR, Ger.
fiyr(t, T)—nominal forward rate, EUR, EM
fic(, T)—nominal forward rate in LC, EM
reu g (t)—nominal short rate, EUR, Ger.
1y g () —nominal short rate, EUR, EM
r} ¢ (t)—nominal short rate in LC, EM
hWpur@, T) = fiyrt, T) — feur(t, T)—credit spr., EM
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hicpurT) = fc@, T) — fiyg(t, T)—currency spr., EM

hict,T)= f/c(t,T) — feur(t, T)—general currency spr., EM

Peur(t, T) = exp(— [ feur(t, s)ds)—bond, EUR, Ger.

P;EUR(t, T)=Rypur(t)exp(— f[T fiur(t, s)ds)—for. bond price., EUR, EM
P; o, T) = Rirc(t)exp(— j;T fic(t, s)ds)—dom. bond price., LC, EM
Bryr(t) = exp(fol reur(s)ds)—bank account, EUR, Ger.

B}’EUR (t) = Ry pur(t) exp(fot iy g(8)ds)—for. bank account, EUR, EM

B 1c(t) = Ra.rc(t) exp(fot rzc(s)ds)~—dom. bank account, LC, EM

X (t)—exchange rate, EUR for 1 LC, X (f)—exchange rate, LC for 1 EUR

Ry pur(t)—bond recovery, EUR, EM, Ry ;¢ (t)—bond recovery, LC, EM

We use the asterisk to denote risk, the first letter (d or f) to denote domestic or
foreign debt, and finally the currency of denomination is shown as EU R or LC.?

e Currency denominations
P; yp(t, T) = X(1)P}, ~(t, T)—dom. bond, EUR
P} c(t, T) = X(t) P} gy (¢, T)—for. bond, LC
Bj pyr(t) = X(t) B} | -(1)—dom. bank account, EUR
B} (1) = X (1) B} g (1)—for. bank account, LC

o Intensities

Foreign debt, EUR:

Intensity: hepur(t) = h(t)

Compensator: heur() g, pur(@) = h() [ 4 pyp @1, %) F(dx)
Domestic debt, LC:

Intensity: hic(t) = h(t)

Compensator: hie(®)q, pc(t) = h) [, qy1c Wit x) F(dx)

The compensator (generalized intensity) characterizes default. Controlling in a
suitable way the recovery, we can control the compensator and thus the default
event. We turn attention now to the dynamics of the instruments under considera-
tion.

e Forward rates
dfpur(t, T) = apyr(t, T)dt + > opur,i(t, T)AWS (1)
dfpyr@, T) = apy e, T)dt + Z?:l UEUR,I‘(I’ T)dWiP(t)
+fE(5§UR(x, t, T)u(dx, dt)

31t must be further noted that we actually used standard definitions for the risky forward rates as
in Schonbucher [12]. Namely, ngR/LC(t, T)= 70% log P_;‘.,EURM.LC (t, T) with terminal condi-
tions P;' EUR/d,LC (T, T) = Ry,eury/a,Lc(T). The risky bank accounts economically just represent
a unit of currency invested at the respective short rates and continuously rolled over accounting for
any default losses. However, since the forward rates, resp. the bonds, are our basic modeling object,
it would be more precise to consider the bank accounts derived quantities from them similar to
Bjork et al. [4] without going here deeper into the modified technical details.
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dffc(t,T) = o (t, T)dt + 37 op (&, TYAWL (1)

+[p0;c(x, 1, T)p(dx, dr)

We assume that in case of default there is a market turmoil leading to a jump in
both curves. At maturity 7', the EU R curve jumps by a size of fEézUR(x, t, Tn
(dx, dt), and that of the local currency by fE(SfC(x, t, T)u(dx, dt). The terms
Opyr(x,t,T) and 6} ~(x, t, T) show the jump sizes of the respective curves for
every maturity. As indicated at the beginning of the section, everywhere we will
work under the market filtration G, so both the Brownian motions and the point
process are adapted to it.

e Recoveries

dRypur(t)

Rffb‘EUURR(tl) == fE qreur(x, Hu(dx, dt)
dR

RdeLLcC(El)) == fE qa.Lc(x,t)u(dx, dt)

After each default we have a devaluation of the respective bond by an expected
value of f £4f/da(x, )p(dx, dt). The stochasticity of the loss is captured by the
random jump size g (., .) as elaborated in Sect.2.1.

e Bank accounts

dBpyr(t) __
Beur() — rEUR(t)dt

dB* 1y (D)
T = vy (O — [, 4p (e D, dn)

dB% (1)
% =rjcMdt — [ qarc(x, )p(dx, dr)

e Exchange rate

LD = ax(dt + X oxi(dWF (1) — [ox(x, Dp(dx, dr)
We assume that in case of default the market turmoil causes an exchange rate
devaluation by [,0x (x, 1)u(dx, dt).

o Bond prices
Prur(t, T) = exp(— [ frur(t, s)ds) = EQ' (exp(— [ reur(s)ds)|G))
Pipur(t. T) = Rypur(®)exp(— [ fiyp(t. 5)ds)
= E? (exp(— [ rpur(s)ds)R . zur(T)|G))
P our(@,T) = P o(t, T)X (1) = RircOX @) exp(— [ fic(t,s)ds)

= E% (exp(— [ reur(s)ds)Ra.c(T)X(T)|G))

It must be emphasized that the effects of exchange rate, recovery, and the expected
devaluation sizes are incorporated in the respective forward rates of the bonds.
Furthermore, the expectations are taken under 07, the foreign risk-neutral mea-
sure.
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e Arbitrage

Under standard regularity conditions, for the system to be free of arbitrage, all
traded assets denominated in euro must have a rate of return 75y z under Q. This
means that the processes:

Peur(@, T) Bipur() Prpyp®.T) Bi,o(O)X(W) Pr, o T)X()
Brur(t) ~ Bpur(t) © Bpyr(t) ~ Bpyr(t) Bpyr(t)

must be local martingales under Q/. For our purposes being martingales would
be enough.

Taking the stochastic differentials of the upper expressions, omitting the techni-
calities to the appendix, we can get the respective no-arbitrage conditions.

e Spreads:
reur®) —TEUR(E) = h() @y, e (1) (5.1
rie®) —rppr(t) = —ax(t) — ¢(t)ox(t) 5.2)
+h(t)(505x (t) — Pqu,rc.6x (t) + Pqa.Lc (t) - QDQ/LEUR (t)) '
e Drifts:

agyr(t, T) = ogyr(t, T) ftT opur(t, v)dv — opyr(t, T)(1)
. T) = by g0, T) [T oy pt. v)dv — oy p(t. T)(1)
6
+hpur()gg " (1)
e (t,T) = a5ct, T) [1 ohe(t,v)dv — o5 (t, TVG() — 0f (1, TYox (1, T)
+hicn)eh ™ o),
where we have used the notation:
Orur = exp(— f;T Opyr(x,t,8)ds) , 0 - = exp(— ftT 07 c(x,t,8)ds)
@Zj,f»’_‘_‘_‘(t) = [plab.. )1 —x)(1 —y)..)P(t, x)F (dx)
and used vector notation and scalar products where necessary for simplicity.

By @ (¢, x) and ¢(t) we denoted the Girsanov’s kernels of the counting process and
the Brownian motion respectively when changing the probability measure from P
to Q. The term () represents the scaled expected jump sizes of the counting
process. We can give the interpretation that ¢(¢) is the market price of diffusion
risk and o(¢) is the market price of jump risk. Parametrizing the volatilities and
the market prices of risk, as well as imposing suitable dynamics for /(¢), we give a
full characterization of our system. Furthermore, the intensity could be a function
of the underlying processes of the rates, so we could get correlation between the
intensity, the interest rates, and the exchange rate.
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Spreads diagnostics from a reduced form point of view It is important to give a deeper
interpretation of the no-arbitrage conditions and see which factors drive the credit
and currency spreads. Despite the heavy notation, the analysis actually goes fluently.
The drift equations give the modified HIM drift restrictions. The slight change from
the classical riskless case is due to the jumps that arise. Equation (5.1) shows that the
credit risk is proportional to the intensity of default and the scaled expected LGD by
the coefficient controlling the risk aversion. The higher they are, the higher the spread
is. Equation (5.2) gives the currency spread. It arises due to two main reasons. Firstly,
the intensity of default and the difference between the two LGDs in local currency
and euro, scaled by the coefficient for the risk aversion, act as in the previous case.
They also make explicit the subordination. Secondly, the expected local currency
depreciation, its volatility, and the risk aversion to diffusion risk act similarly to
the standard uncovered interest parity (UIP) relationship. The higher they are, the
higher the spread is. It is both important and interesting to note that inflation does not
appear directly and it influences the spreads, as the next section shows, only through
a secondary channel.

Monetization The analysis so far considered a loss of 1 — Ry ;¢ (T) on default of
the domestic debt. However, if a full monetization is applied, then we would have
Ry, 1c(T) = 1and thus ¢, , . (1) = 0and ¢, , s, (1) = 0. If such a monetary injec-
tion is neutral to nominal values, it is certainly not to real ones. Devaluation arises
due to the negative market sentiment following the default and the higher amount of
money in circulation. Its effect can be measured differently based on what we take
as a base—the price index or the exchange rate. Most naturally, we can expect both
of them to depreciate due to the structural macrolinks that exist between these vari-
ables. For quantifying the amount we would need a macromodel which is beyond the
scope of the reduced form model presented. The latter only shows what characteris-
tics the market prices in general without imposing concrete macrolinks among them.
Depending on what the base is, we would have a direct estimation of certain type of
indicators and an indirect one of the rest up to their structural influence on the former.
If the inflation is taken as a base, then we would have the comparison of inflation
indexed bonds to the non-indexed ones. The spread between them would give an
estimate for the expected inflation. Unfortunately, such an analysis is unrealistic due
to the fact that such bonds are issued very rarely by emerging market countries. If
the exchange rate is taken as a base, then we would have the comparison of domestic
debt bonds to foreign debt bonds. The spread between them would give an estimate
for the currency risk and the devaluation effect. The estimate for the inflation would
be indirect and based on hypothetical structural links.

Whether the country would monetize or declare a formal default is based on
strategic considerations. It is a matter of structural analysis which option it would
take. By all means, its decision is priced. In case of default, the pricing formula is
Eq.(5.2). In case of monetization, we would have a jump in the exchange rate. Let
us denote its size by gx. It will be different from the no-monetization one, dx, due
to the different regimes that are followed, and we would thus get:
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ric(®) = rpgr@®) = h()(05, (1) = @g, 0 @) — ax(t) — pt)ox () (6)

There is no a priori no-arbitrage argument that 3, (1) = @5, (1) — ©g, .05 (1) +
©ga.c (1) must hold so that the two scenarios are equivalent.* The only information
we get from the market is an estimate for the generalized intensity being i (2);, (1)
or h(t)(sy (1) — ©gy1c.6¢ @) + ©g,,c(t)) but not knowing which possible scenario
will be realized.

3 CDS-Bond Basis
3.1 General Notes

The setting we built gives us an alternative for evaluating the CDS-Bond basis. This
is represented in Fig. 1. There the LC zero-coupon yield curve is built by employing
local currency treasuries and an appropriate smoothing method. The EUR zero-
coupon yield curve is built by employing CDS quotes with the maths represented in
the sequel. Along with the curves, there are few Eurobonds represented in light blue
colored dots. Both credit and currency spreads can be computed for them employing
a standard Z-spread methodology. Despite its various shortcomings, as discussed in
Berd et al. [2] and Elizalde et al. [10], it allows us to have a certain measure for the
spreads and it is widely accepted by practitioners. Subtracting from the yield curves’
implied credit and currency spreads the bond implied spreads, we get two alternative
specifications for the CDS-Bonds basis. Several things need a comment.

Firstly, the two basis measures are not equal by default. The one representing
the credit spread is subject to Z-spread measurement based on a parallel shift of the
benchmark curve. So it depends on the whole benchmark curve and has nothing to do
with the LC one. Vice versa, the basis implied by the LC curve is subject to Z-spread
measurement based on a parallel shift of the LC curve. So it depends on the whole
LC curve, but has nothing to do with the benchmark one. This provides intuition
how the introduction of the LC curve brings additional information in the picture and
provides more market completeness that must be utilized in relative value trades.

Secondly, as mentioned above, the EUR curve is built by utilizing CDS quotes. As
shown below, in the procedure employed, an assumption is needed for the recovery
scheme. What it should be depends on our purposes. On one hand, if we would like
to just extract the credit and currency spreads from the yield curves and calibrate a
reduced form model,’ it would be convenient to employ the setting from Sect. 2. So

“This is a delicate issue. As indicated, a further structural analysis is needed for a complete answer.
The crucial point is that the two scenarios affect in a different way the monetary base. It will have
a neutral effect on the macro variables in general and the risky spreads in particular only in case
the economy is at the macro potential. Exactly when that is not the case, we can expect that the
two scenarios will not be equivalent. A further elaboration on these issues from a structural point
of view could be found in Yordanov [15, 16].

5We postpone the factors to build realization of the model from Sect. 2 so that it becomes operative
for calibration and consequent further analysis to the forthcoming follow-up paper of Yordanov
[17].



Inside the EMs Risky Spreads and CDS-Sovereign Bonds Basis 327

an RMV assumption for the EUR curve is the most appropriate one since the same
assumption is imposed also for the LC curve and when subtracting the corresponding
zero yields, we subtract apples from apples. On the other hand, if we like to extract the
basis, we must be careful since the Eurobonds are priced under a firmly established
RP assumption. So for a standard calculation via a Z-spread based on the benchmark
curve we need an RP built EUR curve to be consistent. With the many problems of
the Z-spread, it would be definitely bad to add further ones coming from a recovery
assumption inconsistency which would only further contribute to an imprecise basis
measurement. For a calculation via a Z-spread based on the LC curve, we should not
use the RMV LC curve but a modified one. From the RMV LC curve we need to
build an RP one and then compute the Z-spread and the basis to be consistent.

3.2 Technical Notes

Here we provide the technical notes regarding the above discussion.

e EUR curve
Using OIS differential discounting as in Doctor and Goulden [6], we could mod-
ify® the standard CDS bootstrap procedure of ISDA and extract at time ¢ the
T —maturity default probabilities ng &, T) under a recovery assumption of R.
Then we would get in a straightforward way the EU R zero coupon yields (ytm)
and credit spreads (spr) under RMV and RP:

- RMV:

sprgffX’R(t, T) = _(kR)log(;:fﬁUR(t,T))

ytmpy (6. T) = sprigp (6. T) + exp(=ygur(t, T)(T — 1))
— RP:

spr’é{}’,f(t, T) = _log(Rp§UR<r,TT)_+t1—pﬁyR(r,T))

ytm& DR Ty = spr®lR(1, T) + exp(—yeur(t, TY(T — 1)),

where ypyr(t, T) is the T —maturity zero yield of the riskless benchmark curve

(e.g. German bunds).

e LC curve

— RMYV:

ytmfé” V.R (t, T)—observed from the market

5The OIS discounting should be given a special comment since there is still no consensus on how to
bootstrap OIS swaps to form the discount factors for the CDS swap bootstrap. The problem comes
from the presence of gaps for certain maturities. A possible specification is given in West [14].
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sprfé{}é’é}(r, T)= ytmfé”v’R(t, T)—ytmggX’R(t, T)

RMV,R

PR, T) =1 — exp(—Pecee®D )

1-R
— RP:
RP.R log(Rpfe (1, T)+1-pf(1,T))
spric purt:T) = — B

ytmfg’R(t, T) = sprfg"gUR(t, T)—I—ytmgg’lée (t,T)

Note that similarly to the EUR curve procedure, the LC curve one relies on the
premise that both the RMV and RP cases must share the same p,’fc (t, T), which
stands for the probability of default on the LC debt. However, according to the
analysis we had in Sect.2 on the no-arbitrage conditions, due to the monetization,
such probability actually does not formally exist. Here it is only a derived quantity
since although we assume the same point process as a driver of default on both the LC
and EUR debt, we can control the compensator by changing the recoveries. However,
we could just take the formulas above for the RP spread as definitions. Taking the
limit case of zero EUR debt, they would be entirely consistent to the RP in case of
EUR debt, thus providing a justification for our method.

3.3 CDS-Bond Basis Empirics

For illustration we provide visualization of the Z-spread measured basis according
to the two alternative ways for a set of European EM countries. They are chosen
so that they have both Eurobonds outstanding in EUR and a liquid LC curve. The
data sources are: Bloomberg, Datastream, and CBonds. We build the LC curves by
employing the Bloomberg BFV curves. Since they are par curves, see Lee [11],
we transform them to zero-coupon yield ones. For spreads extraction we use both
EUR and USD denominated CDS. We give preference to the former, but in case of
missing quotes we use USD quotes instead by making a quanto adjustment using
cross currency basis swaps. The countries under focus are: Bulgaria (BGN), Czech
Rep. (CZK), Hungary (HUF), Lithuania (LTL), Poland (PLN), Romania (RON), and
Slovakia (SKK).

Since there are plenty of bonds outstanding, aggregate measures are presented
based on duration weighting. The events: 1—GM turmoil of May 09, 2005, 2—
Liquidity crisis of August 09, 2007, 3—Bear Sterns default of March 14, 2008,
4—ILehman default of September 15, 2008, 5—Greek turmoil of April 23, 2010,
6—August 5, 2011—the US rating downgrade, 7—06 May, 2012—ECB refi-rate
woes are marked by the vertical dashed lines.
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Fig. 2 CDS-Bond basis across countries

The short conclusion from the patterns in Fig. 2 is that the bonds provide impor-
tant input for extracting the credit and currency spreads. The two alternative basis
formulations preserve general shape similarity, but still give different results that
should not be underestimated. This is not surprising since the outcome is driven by
the difference in shapes between the benchmark and the LC curves. Market strategists
and arbitrage traders have a large scope for interpretations and trades design.

4 Conclusion

The paper considers the credit and currency spreads of a risky EM country. The
necessary no-arbitrage conditions are derived and their informational content is ana-
lyzed. An application of the setting is made to proper building of the foreign and local
currency yield curves of a sovereign as well as to providing ideas for relative value
diagnostics in a multi-currency framework. In that direction, an alternative measure
for the CDS-Bond basis is discussed when the local currency curve is employed as a
pillar. The aim of the paper is both to point out the rich opportunities the setting gives
for market-related research that could be of use to strategists and policy officers and
to make the first several steps toward investigating such opportunities.
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Appendix

Here we briefly elaborate on the derivation of Egs.(5.1) and (5.2). Applying the
Girsanov’s theorem and the Ito’s Lemma for jump diffusions to Eq.(2), we get the
dynamics:

dR;EUR(t, T)

T 1 T
I %) = (—/ aEUR(t,s)ds—i—r;}UR(t)—i-EH/ O’E‘UR([,S)dst) dt
f.EUR\ ' f

T
- (/ ke, x)a’s) aw’ @)
J 1

T
+/E<1 ) (exp (—/ 6zUR(x,r,s)ds) - 1) (. di)
t

- / a1.5uR(x. Dpldx, di)
E

dP}, (. T) T i} 1T,
% :(_/t aLC(t,s)ds—{—rLC(t)—l—EH/t JLC(z,s)ds||2)dt
T
—(/t azc(;,s)ds)dw”(z)
T
+/(1 —‘Id,LC(xJ))(eXP(—/ 6zc(x,z,s)ds)— l)u(dx,dt)
E t

—/E qd,Lc(x, Hu(dx, dt)

Furthermore, we have the dynamics of the exchange rate:

dX (1)
X (1)

= ax(di+ 2 oxi (W] (1) - / Ox(x. pdx. dr)
= E

So using the no-arbitrage conditions and equating the expected local drifts to the
risk-free rate, we get the results shown.
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