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Chapter 1

Introduction

The degree of a relationship between the changes of two or more financial quantities
in time can be measured by correlations, which play a key role in investing, trading,
risk management and regulation. Generally, correlation risk refers to unexpected losses
due to unpredictable changes of the correlation between financial variables. Contrast to
other types of risk, correlation had often been disregarded until the global financial crisis
between 2007 and 2009. Since correlation risk is an influential trigger of this financial
crisis, it has thus become the focus of attention in finance, see Section 2.3.

Hedging correlation risk is more difficult than hedging other financial risks for two
reasons indicated in [84]: (1) Hedging correlation risk involves two or more financial
variables, since the correlation is measured between at least two financial variables. (2)
There is principally no underlying instrument traded in the market as a hedge by buying
or selling. Nevertheless, in order to hedge correlation risk one firstly has to realistically
model the financial correlation. The one which is simplest and has been widely used
is the Pearson correlation coefficient (see B.1), although it has several limitations for
Finance. For more information on the limitations of Pearson correlation coefficient we
refer the interested reader to [83, 84, 105]. For the case of modelling financial quantities

as random variables, the Pearson correlation coefficients of these random variables are



used to represent the dependences among financial quantities within a time period. We
usually correlate Brownian motions (BMs) of stochastic differential equations (SDEs)
with a deterministic parameter that drive the financial quantities, in order to measure
how the financial quantities move jointly in time.

Mathematically, constant correlated BMs imply that the corresponding stochastic
processes are jointly covariance-stationary. Particularly, the instantaneous covariance of
the jointly covariance-stationary stochastic processes is deterministic over time, in other
words, they have stable correlation parameters. However, market observations indicate
that the financial quantities are correlated in a strongly and highly non-linear way.
Financial correlations behave even stochastically and unpredictably, thus, the financial
quantities in the real market are not likely to be jointly stationary. Obviously, if one
decides nevertheless to ignore this problem and insists on using the correlated BMs by
a constant, this may lead to correlation risk. A possible solution for this problem is to
find an appropriate non-linear function (time-dependent) or stochastic process to model
financial correlations, in terms of which we can construct dynamically or stochastically
correlated BMs. Employing the stochastic processes with dynamically or stochastically
correlated BMs for financial quantities will certainly be more realistic.

This thesis is divided into three parts. Chapter 2 is devoted to briefly introduce some
basic notions of counterparty credit risk (CCR), CVA and to study reduced form (inten-
sity) models to model default time and the ways how to impose the default dependence
between counterparties. This part focuses on understanding the impact of financial cor-
relation to credit risk modelling by computing credit valuation adjustment (CVA) and
analyzing wrong-way risk (WWR).

In Chapter 3 we investigate computing bilateral credit valuation adjustment (BVA)
on Credit Default Swap (CDS) which is one of the most common credit derivatives.
We investigate a computational problem of using the BVA-formula provided in [15]

(abridged version [16]) and show how to address this problem by employing tailored



numerical methods. Another important contribution of this chapter is a new BVA-
formula which allows simultaneous defaults among counterparties, where the default
intensity is modelled by applying a Markov copula model.

From the first part we realize that the correlation between counterparties in a CDS
contract plays a key role on their default risk management. Generally, the degree of
relationship between financial products and financial instituations always plays an es-
sential role on, e.g., pricing and hedging. However, intuitively, a time-dependent model
or a stochastic model could better replicate the phenomena in the real world. Indeed,
market observations clearly indicate that financial quantities are correlated in a strongly
nonlinear way, correlation could even behave stochastically and unpredictably. This mo-
tivates us to finish the next two parts for the present thesis: modelling and application
of local time-dependent and stochastic correlation.

In the second part of this thesis we provide a time-dependent correlation function and
its applications for pricing financial derivatives and related financial products. In Chap-
ter 4, we propose an appropriate and reasonable time-dependent correlation function
and present the concept of dynamically (time-dependent) correlated Brownian motions
(BMs) and its construction. As examples, we employ this new time-dependent corre-
lation function to price European options and Quanto options. We analyze the effect
(improvement) by using a time-dependent correlation instead of a constant correlation.

In the third part of this thesis we investigate how to model correlation as a stochastic
process and its applications in finance. In Chapter 5, a general stochastic correlation
model is provided, several stochastic correlation processes are discussed and analyzed. By
applying stochastic correlation to price Quanto options we quantify the correlation risk
caused by using a wrong (constant) correlation. Furthermore, we incorporate stochastic
correlation into the Heston model and find, that the Heston model extended by intro-

ducing stochastic correlation provide a better fit to the skew and smile in the volatility



surface that is visible in the market than the pure Heston model and the double Heston
model.

In Chapter 6, we summarise our findings developed and discussed throughout this
thesis and mention an outlook about further research opportunities in the direction
of modelling and application of stochastic correlation. Appendix A supplements some
fundamental conditions and theorems, e.g., the usual conditions which are assumed to
hold throughout this thesis, measure change based on Radon-Nikodym and Girsanov
theorem for pricing purpose. Appendix B is devoted to the chosen basic knowledge. The

proofs of propositions and theorems are provided in Appendix C.



Part 1

Impact of Correlation to Credit Risk Modelling

This part is devoted to briefly introduce basic notions of counterparty credit risk (CCR),
credit value adjustment (CVA) and to study default dependence between counterparties
in a credit default swap (CDS) contract. To compute the highly accurate bilateral
CVA (BVA) on CDS, we employ tailored numerical methods to obtain the cumulative
distribution function (CDF) of the integrated Cox-Ingersoll-Ross (CIR) process, which is
demanded to to compute the survival probabilities of the counterparties. Furthermore,
we develop a new formula which allows simultaneous defaults among counterparties, the

simultaneous default risk can thus be regarded.



Chapter 2

Counterparty Risk Valuation

The aim of this chapter is to briefly introduce basic notions of counterparty credit risk
(CCR), credit valuation adjustment (CVA) and modelling the default time using reduced
form (intensity) models as a preparation for Chapter 3. The goal is to emphasize the
impact of correlation to credit risk modelling by computing CVA and analyzing wrong-
way risk (WWR), so we will not discuss about the other crucial issues of credit risk
modelling like collateral, re-hypothecation, netting, mitigating and so on. The interested

reader is referred to [20] and [55].

2.1 Counterparty Credit Risk (CCR)

For evaluating financial contracts that are traded over the counter (OTC), one has to
consider CCR, whereby the transactions are not backed by the guarantee of a clearing-
house or an exchange. Therefore, each counterparty is exposed to the default risk of the
other party. As its name implies, a default risk refers to the possibility that a counter-
party in a financial contract will be unable or unwilling to make the required payments
to meet the obligations stated in the contract. If this happens, instead of the agreed
payments, just a fraction of the value at the instant of default will be paid. This leads to

the concept of recovery rate (Rgc) which represents the percentage of the outstanding

6



claim recovered when a default event occurs. An accompanied variable to the recovery is
the loss given default (Lgp) which is equal to 1 — Rpe on a unit amount. The resulting
amount of potential loss due to the defaulting counterparty is considered as counterparty
credit exposure (hereafter known as exposure). It is worth to mention a characteristic
of the exposure: At a general level, if a company holds a financial instrument which
has a positive value on a defaulted counterparty, this can be only seen as a claim on
this defaulted counterparty. However, for a negative value of a financial instrument the
company is still obliged to honour his agreed payments. This is to say that the company
will incur a loss if it is owed money and its counterparty defaults, whilst in the case of
the company in debt it cannot profit from the default of its counterparty and has to
admit its liability. For a detailed description on CCR we refer to [55, 98].

To know how the recovery rules work we study the cash flow of a corporate coupon
bond, which is a simple defaultable contract. We consider a corporate coupon bond with
face value 1 issued by counterparty “C”, which matures at time 7' = T,, and promises
to pay coupons ¢; at times T} < Ty < --- < T,,. Let us assume, in case of the default
event by the counterparty before or at the T, only the recovery payments with Rpc will

be made at the maturity date. The cash flow of the bond is thus

n

Z cilgrsy + Lty + Reclir<ry, (2.1)

=1

where 7 denotes the default time of the bond, and the discounted payoff at time ¢ of this

bond is given by

> aB(tT)lrsry + Bt T) o7y + RueB(t, T)r<ry. (2.2)

i=1

More detailed information about the corporate coupon bond can be found in [8, 19, 60].
Credit rating

The default probability of a counterparty depends on his credit quality which can be

7



measured by an important indicator, the credit rating. Credit ratings are attributed by
major rating agencies such as Moody’s Investors Service, Standard & Poor’s Corporation
or Fitch IBCA. Besides, some financial institutions assign their own internal ratings. To
reflect the possibility of default, the financial institutions could either use the standard
credit rating (standardized approach) or use the internal ratings (internal-ratings-based
approach). An incentive for financial institutions to use internal ratings is that using the
standardized approach can lead to higher capital requirements than using the internal
ratings, because the standardized approach employe conservative measures of capital
requirements based on simple calculations. For more information on credit rating we
refer the interested reader to [7, 38, 81, 98].

Bilateral CCR

In the earlier years, the counterparty holding a higher rating, such as triple-A entities
and global investment banks, could be seen as default-free for risk assessment. However,
we have witnessed in recent years the increasing default events of these “default-free”
institutions, e.g.: On March 16, 2008, the Federal Reserve Bank of New York assisted JP
Morgan Chase to purchase Bear Stearns for just $2 a share which represented a shocking
loss as Bear Stearns’s stock had been traded at $93 only a month before; On September
14, 2008, Lehman Brothers announced it filed for bankruptcy protection; On the same
day as Lehman Brothers’s bankruptcy, Merrill Lynch agreed to be acquired by the Bank
of America. Thus, it is no longer realistic to regard any financial institutions as default-
free, no matter how prestigious or important it is. Considering a bilateral CCR has
become the standard, where “bilateral” means that each party takes CCR with respect
to the other party into account. For the arbitrage-free valuation of bilateral CCR. for

several financial derivatives we refer the readers to [15, 16, 17, 21].



2.2 Credit Valuation Adjustment (CVA)

Exposure can be computed by simulating many different scenarios of the price of the
transaction with the given counterparty at different points in future time. One chooses
statistics to characterise the generated price distributions, e.g., 99% quantile, called Po-
tential Future Ezposure (PFE) or the mean of the positive part of the price distributions,
called Ezpected Positive Exposure (EPE). For more details on exposure, we refer to [28].

Another important index for CCR is the cost of its hedging, Credit Valuation Adjust-
ment (CVA) or sometimes called Counterparty Valuation Adjustment, or Counterparty
Value Adjustment which is defined as the difference between the risk-free value of a
derivative and its fair value when the counterparty default possibility is taken into ac-
count. This means that CVA is an adjustment to be subtracted from the default risk-free
price in order to account for the counterparty default risk. Obviously, everyone would
prefer to make a trade with a default risk-free party rather than with a risky one, so the
risk-free prices need to be decreased by subtracting a positive CVA. In other words, we
charge the default-risky one a supplementary amount besides the default-free cost of the
contract, CVA is thus the price of CCR.

Furthermore, if an investor thinks himself as being default-free and computes CVA
only by considering the default risk of his counterparty, this is called unilateral CVA
(UCVA). From the point of view of the counterparty this adjustment is also called Debit
Valuation Adjustment (DVA), more precisely unilateral DVA (UDVA) as the investor
has been considered as default-free. In this case we see that UCVA (investor) = UDVA
(counterparty) which will be subtracted by the investor and added by his counterparty,
and UDVA (investor) = UCVA (counterparty) are equal to zero because the investor is

default-free. We refer to [20] for more information about DVA.

Bilateral CVA
In the past, the investor with high credit quality had been often regarded as default-

free such that we only needed to deal with UCVA. However, due to the witnessed de-
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fault events by highly superior financial institutions, e.g., Lehman Brother’s bankruptcy,
counterparties (like corporate client) do not accept any financial institutions (such as the
bank) as default free, i.e. the both parties will not agree on the price. To achieve the
agreement on a price, the default probability of both parties must be considered. An
new concept bilateral CVA (BVA) is arising, where the default risk of each party should
be considered, no matter what kind of credit quality. Indeed, bilateral risk had been
mentioned in the credit risk by Basel II, “Unlike a firms exposure to credit risk through
loan, where the exposure to credit risk is unilateral and only the lending bank faces the
risk of loss, the counterparty credit risk creates a bilateral risk of loss: the market value
of the transaction can be positive or negative to either counterparty to the transaction.”
After the global financial crisis (2007-2009), the Basel III requirements “Basel III: A
global regulatory framework for more resilient banks and banking systems” had been
published which has a large portion of changes related to CCR and CVA and focuses
on improving CCR management. For the regulatory aspects of CCR and CVA in more
detail we refer to [22, 55].

The realistic calculation of CVA has thus become an urgent task. Calculating UVA
is relatively straightforward, one simply needs to discount the cash flows and add any
default payment taking account of the possible default events. However, in case of BVA,
the calculation is much more difficult due to the bilateral nature which means all the

cash flows and payments must be considered in both directions.

2.3 Impact of Correlation: Wrong-Way risk

To emphasize the impact of financial correlations to credit risk modelling one must keep
wrong-way risk in mind. As a feature of CCR Wrong-way risk is defined by the Interna-
tional Swaps and Derivatives Association (ISDA) as the risk that occurs when exposure

to a counterparty is adversely correlated with the credit quality of that counterparty.
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Since a high credit quality relates to a small default probability, wrong-way risk exists
when exposure to a counterparty is positively correlated with the default probability of
that counterparty. An example could be trading an oil swap with a oil producer where a
bank pays floating oil (spot price) and receives a fixed price. We may imagine a negative
correlation between the default of the oil producer and the price of oil, since lower prices
of oil will put business of the oil producer less profitable. When the correlation has a
large negative value, the oil price decrease would worsen the credit quality of the oil
producer, which causes that he will have a increased default probability. However, a
decrease in spot oil price will increase in the value of the oil swap to the bank. While the
oil price is decreasing, there will be a higher default probability from the oil producer
due to the correlation, the bank’s exposure is thus increasing. The bank faces a large
loss if the oil producer defaults now. For more information we refer to [34, 67, 94]
Correlation risk
As we all know, the financial volatility plays an important role, e.g., in pricing and hedg-
ing. However, another equally important factor for the financial market, correlation had
been disregarded until the global financial crisis between 2007 and 2009. Afterwards,
the Basel committee has recognized the importance of correlation risk: Since CVA is an
integral part of the Basel III as mentioned above, especially, its associated wrong-way
risk arises from the correlation between the credit quality of a counterparty and the
exposure. This is to say that correlation between counterparties plays a key role for
wrong-way risk and must be considered for computing CVA. We should recognize that
financial correlation is a critical factor in managing CCR. Moreover, correlation risk is
also a critical part of the other financial risks, as market risk, systemic risk and so on.
About correlation risk there exist many work, see e.g., [24, 25, 35, 59, 68, 88].

In connection with wrong-way risk, correlation risk is a form of risk, there is a strong
dependence between financial value and default event which will increases the loss, e.g.,

wrong-way risk increases with correlation between counterparties. That is why we must
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be able to handle this effect by the correlation for computing CVA, this is also one main
part of the Basel III accords. In Chapter 3, as an example we study how to compute BVA
for a CDS which is one of the most important credit derivatives. The effect of correlation
on CVA will be analyzed, the problem of computation of CVA will be pointed out and
its solution will be provided.

In a more general way, correlation risk refers to the risk of a financial loss due to
change in correlations between financial variables. This also means that the financial
loss can also arise using a constant correlation due to the fact that the actual correla-
tions between two financial variables are unstable and likely to change over a small time
interval. To hedge the correlation risk one has to model correlations properly which is
very important for risk assessment. In Chapter 4 and 5 we focus on modelling correlation
as a time-dependent functions, as suitable stochastic processes, and also provide their
applications for pricing different financial derivatives.

Simultaneous default

We have seen that a higher wrong-way risk comes down to a larger negative correlation.
One may ask whether it is possible that the correlation is so extremely high that coun-
terparties default simultaneously? Indeed, a simultaneous default can happen in the real
financial market. Mathematically we define simultaneous defaults among the counter-
parties as that the default times of them are exactly the same. However, in the real world
we can already say that they default simultaneously if they filed for bankruptcy protec-
tion on one day or within a few days, e.g., the collapses of Lehman Brothers and Merrill
Lynch were just within two days (September 13-14, 2008). Another example noticed in
[4], 24 railway firms defaulted simultaneously on the same day, June 21, 1970. In reality,
it is possible that the defaults among the counterparties do not occur simultaneously, but
if one’s default has triggered a jump in the default probability of the other one (e.g., if
they are very highly correlated), which might end up defaulting only within a short time

period. For example, the protection seller’s default could trigger a jump in the default
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probability of the reference credit so that the protection buyer has to suffer a loss. In
the sequel we refer to this later case also as a simultaneous default. The investigation
of computing BVA by allowing simultaneous defaults among counterparties for CDS is

provided in Section 3.4.

2.4 Modelling Default Time: Reduced-form (Inten-
sity) models

As mentioned before we will concentrate on computing BVA for CDS contracts in the
next chapter. The most important and also the first task is to model default probability
and default time, especially the first default time among the parties in a CDS contract.
To model the default time there are two methodologies: the structural approach and the
reduced-form approach.

The Structural approach

The structural models are based on the work by Merton [85] in which credit events
are triggered by movements of the obligor’s value relative to some barrier which can be
deterministic or stochastic. The default time can thus be considered as the first instant
where the firm value hits such barrier. In this work we will not present the structural
approach , the interested reader is referred to the comprehensive list of references to this
approach, e.g., [10, 51, 53, 13, 90, 32, 71, 76, 72| and a nice book [8].

The reduced-form (intensity) model

In this section, we focus on reduced-form (intensity) models which describe the default
by means of exogenous jump process, the Poisson process (see Appendix B). In contrast
to the structural approach, the value of obligor’s (firm’s) assests is not modelled at all
in the reduced-form models. The default is not triggered by market observables but an
exogenous component which is independent of all the default-free market information.

Applying the intensity model is devoted to model the random default time and evaluate
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conditional expectations under QQ of functionals of the default time and corresponding
cash flows. What attracted the practitioners most to this approach is the easy calibration
to the market data (credit spreads). For this approach there exist a lot of work, see e.g.,
[14, 39, 40, 62, 69, 74, 80, 91, 92, 97] and the nice books [8] and [19].

So far we have already a rudimentary grasp of the reduced-form models in which the
default time 7 is the first jump of a Poisson process. Furthermore, to include WWR
we should find a way how to impose the dependencies between default events, more

precisely, between default times.

2.4.1 Time homogeneous Poisson Processes
First we consider the time-homogeneous Poisson process:

Definition 2.4.1 A process Ny is called a (time-homogeneous) Poisson process with

intensity A > 0 if the following conditions are satisfied [8]:

e the increment Ny — Ny is independent of Fy for 0 < s < t,
e the increment Ny — Ny is Poisson distributed with mean \(t — s); especially, for

any k=10,1,... we have

P(N, — N, = k|F,) = P(N, = N, = k) =

Lemma 2.4.1 Useful properties of Poisson processes: Let Ny be a time homogeneous

Poisson process with intensity A > 0. Then [19]

[ ] limt_m P(Nt Z 2)/t = 0,

[ ] hmt%o P(Nt = 1)/t = )\
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In the sequel, we employ the fundamental properties of jumps of Poisson processes
to model default time. We begin with average arrival rate and variance per unit of time.
From (2.3) it is direct that N; is a Poisson random variable with parameter At for a fixed
t:

E[N;] = V[IVy] = A, (2.4)

where the expectation and variance are under Q which is a risk-neutral measure and
should be used for pricing purpose. More detailed information about Q can be found in

Appendix A. By rewriting (2.4) we have

E[N:] _ VIV

A= = 2.
= (25)

which can be interpreted as an average arrival rate or variance per unit of time and is
called as hazard rate . For the case of a time homogeneous Poisson process, the hazard
rate A is assumed to be constant for all ¢.

We denote the jump times of the process N; by 71,72 .-+ | and from (2.3) we easily

see

QN =0)=Q(r* > t) = e, (2.6)

which is the probability of no jumps before or at ¢t and is called survival probability.
As indicated in [19], (2.6) has the same structure as a discount factor, with the default
intensity playing the role of the interest rate. One more intuitive interpretation: We
are interested in the distribution of the jump times. The times between one jump and
the next one, 74,72 — 71,72 — 72, ... are i.i.d. as an exponential random variable with
mean 1/\. Therefore, A7! is a standard exponential random variable (~ Exp(1)), we

thus obtain

Q(t' > 1) = QM > M) = Q(X > M) =e ™, (2.7)
where X ~ Exp(1).
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It is easy too see that the probability of defaulting between the time instances s and ¢

is thus given by

Qs <7 <t)=Q(' >5) —Q(t' > t) = —e ™, (2.8)

which is approximately equal to A(t — s) for ¢ close to s. More generally, if we define the

default time 7 as the first default time, namely 7 := 7!, for an arbitrarily small dt we

find:

QUreftttd)r>y=2rebitd)nr2t Qe i+d)

Q(r > t) Q(r > t)
CQr>t)—Q(r>t+dt) e M — e AT
N Q(r > t) N PRV
~ Adt, (2.9)

which can be interpreted as in [19]: The probability that a company defaults in (arbi-

trarily small) time period of dt years given that it has not defaulted so far is A dt.

2.4.2 Time inhomogeneous Poisson Processes

In contrast to an assumed constant intensity for all ¢ we consider in this section a
deterministic time-varying intensity A(t), which is assumed to be a positive and piecewise

(right-) continuous function. We first define

I(t) = /O A(s) ds. (2.10)

the cumulated intensity, cumulated hazard rate, or Hazard function.
From the cumulated hazard rate, we can derive the survival probability structure for

a deterministic time-varying intensity [19]. If M, is a standard Poisson process, we can
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define a time-inhomogeneous Poisson process N, with intensity ) as
N, = Mp), (2.11)

which indicates that a time inhomogeneous Poisson process is a time-changed standard
Poisson process. Obviously, the increments of N, are no longer i.i.d. due to the time
distortion, but they are still independent and increasing by jumps of size 1. Furthermore,
we can consider the event “N has a first jump at 77 to be equivalent with the event “M
has the first jump at I'(7)”. From Section 2.4.1 we have seen that the first jump time

for the standard Poisson process M; is a standard exponential random variable, say &
(1) :=¢& ~ Exp(1), (2.12)
and by inverting (2.12) we obtain
T =T"1¢). (2.13)
Furthermore, we can easily calculate the survival probability as

Qr>t)=1-Q(r<t)=1-(1—-eTW) = e~ Jo M) ds, (2.14)

s)ds with the deterministic time-

When we compare this expression to B(0,t) = e~ Jo(
varying short rate r(t) in an interest rate world we realize again that one can translate
many ideas of the interest rate into credit modelling, see [19]. As in the case of using

a time homogeneous Poisson process we calculate the probability of defaulting between

sand t:

Q(s <7 <t)=Q(I'(s) <I(r) <I'(t)) = Q(I'(s) <€ <T'(t))

=QE>T() Q> T(1) = e — e
17



t
o R _ o i du / Au) du, (2.15)

where the approximation is satisfied for small exponents. Conditional on survival at

time t, as for (2.9), we calculate the probability of default in arbitrarily small dt
Q(r € [t,t+dt)|T >t) =~ A(t)dt. (2.16)

Using the time-varying intensity we have the following limitations [19]: 1. £ is imposed
externally so that it is independent of all default free market quantities; 2. Although the
time-varying intensity allows us to consider a possible term structure of credit spreads,
however, this formulation does not take into account credit spread volatility. For those

reasons we turn to a stochastic intensity in the next section.

2.4.3 Stochastic Default Intensity

Generally, an important feature of the default intensity is randomness. To include the
randomness, one can let \; to be a stochastic intensity process, which is F;-adapted and

right continuous positive. The cumulated intensity or hazard process is thus defined by

A(t) = /0 “Mds (2.17)

It is worth mentioning: F; represents all (default-free) observable market information
up to time ¢, this is to say that A; is known from 0 to ¢ at time ¢; credit spread volatility
can be introduced due to the stochasticity of A\;. The generalized Poisson process with
stochastic intensity is called Cox process and also known as doubly stochastic Poisson
process . Furthermore, conditional on A; all facts for the case with A(¢) will still hold for

the stochastic intensity \;. Especially, the default time can be defined by inverting the
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cumulated stochastic intensity as
7= A(8). (2.18)

We see that ¢ and \; are both random variables, but ¢ is independent of \;, more
precisely, of by \; generated filtration F* = o ({\, : s < t}).

For the survival probability we calculate:

Q(r > 1) = Q(A(r) > A1) zQ(§>/0t/\udu)

-sfofe o)

—E [e_ Jg d“] . (2.19)
Again, we can compare with the zero bond price under a stochastic interest rate
D(0,t) =E [e_ Jg d“} (2.20)

and recognize that the Cox process allows to use the technologies and methodologies for
stochastic short rate to model default. The default probability between s and t can be

calculated as

Q(s <7 <t[F) = Q(T(s) < I(r) <T(1)|Fs)

= Q€ > T(s)|Fs) — Q€ > T(1)]F)

— o Jo dwdu _ (—(fg A dut [ N du)

t
~ / Ay du, (2.21)

where the approximation is accurate for small exponents. Analogously, the default prob-

ability in dt years, given no default event so far and given default-free market information,
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can be immediately approximated by

Q(r eft,t+dt)|T > t, F) =~ N\ dL. (2.22)

For more information about survival probability we refer to [19, 75], for instant.

2.4.4 Impose Default Correlation

As explained before, in order to consider WWR, we should introduce a dependence
between counterparties. For this aim one way is to impose a dependence between default
times of counterparties which will be discussed in this section. We consider the case of
using stochastic intensity. Let us assume that we have two counterparties “1”7 and 72"

with the following default times (cf. (2.18)):

T ‘= Afl(él), To 1= A;l(gg) (223)

Intuitively, we can impose the dependence either on the stochastic intensities A; ; and Mg,
using two independent &; and &, or on the exponential distributed random variables
&1 and & assuming two independent stochastic intensities. Especially, one can even put
dependence together in both ways which will be complicated. For a review of these
strategies we refer to [19].

We assume that the stochastic intensities are given by

dAis = alt, M) dt + b(t, A e) AWy, (2.24)

dAQyt = a(ta >\2,t) dt + b(t7 >‘2,t) dWQ,t‘ (225)

The dependence can thus be induced by the correlated BMs

dWLtdWQﬂg = P12 dt. (226)
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On the other hand, we take only two independent BMs W, ; and Wy,, but put a depen-

dence between & and & : By the fact that

U=1-e% i=12 (2.27)

are uniform random variables on [0, 1], we can employ a copula function with a correlation

matrix to indirectly introduce the dependence between &; and &,

CR(Ul,Ug) = Q (Ul < Ui, UQ < UQ) , (228)

with the correlation matrix

R= . (2.29)

A large amount of literature about copulas and its application to the intensity models
is available, we refer to [19, 83, 89, 99]. More precisely, given the correlation matrix
(2.29) we generate the uniform distributed random numbers using (2.28), then use them
by (2.27) to get the correlated standard exponential distributed random numbers. As
mentioned, we can also select both ways, namely taking correlated BMs and correlated
exponential random variables, however, this will then be turn out to be complicated.
Furthermore, the mechanism for imposing correlations on top can also be generalized to

higher dimensions, i.e. for more counterparties.
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Chapter 3

Application to Credit Default Swaps
(CDS)

In this chapter we investigate computing BVA on CDS which is one of the most common
credit derivatives. We point out a computational problem of using the BVA-formula
provided in [15] (abridged version [16]) and show how to address this problem by em-
ploying particular numerical methods. Another important contribution of this chapter
is a new BVA-formula which allows simultaneous defaults among counterparties, where

the default intensity is modelled by applying a Markov copula model.

3.1 Bilateral Credit Valuation Adjustment on a

CDS

In this section, we briefly introduce CDS and review the general arbitrage-free valuation
framework for bilateral counterparty risk adjustments in [15] and [16] and its application

to a CDS.

22



3.1.1 Credit Default Swap

A CDS is a financial swap agreement between two counterparties where the CDS buyer
is protected against the loss in the default event by the reference credit as he will be
compensated by the CDS seller. In turn, as long as there is no default event, the buyer
pays a rate at certain times until maturity to the seller. More precisely, if we label by
“C”, “I” and “R” the counterparty (as CDS buyer), the investor (as CDS seller) and the
underlying reference entity. With a CDS contract “C” and “I” will be in agreement as

follows:

CDS Seller I |~ Pprotection Lg at default 7z where 0 <7p <T  —| CDS Buyer C

<— Rate P at Ty,--- ,T;,--- , T, =T or until 7 -~

%o
Co
Ooooo
%o
o .
%  [Reference credit R, Default? | o°

If “R” defaults at time 7z € (0,7"), the investor pays the counterparty a certain cash
amount according to Lgp of the underlying reference entity denoted by L which is called
the protection leg. Conversely, the counterparty needs to pay the investor a premium
rate denoted by P at certain times, say (7p = 0),7%,---,T;,--- , T, = T, this is the
premium leg. Following this principle we can formally write the discounted payoff of a
CDS with a default-free counterparty at time t from the perspective of the investor as

the protection seller, given by the following definition.

Definition 3.1.1 We define the discounted payoff of a CDS with a default-free counter-

party at time t as [19]:

H(tv T) = D(t, TR)(TR - T’Y(TR)—I)’P]]-{T0<TR<T1,}
b (3.1)
+ Z D(t, TZ')OQ',P]I{TRZTZ-} — D(t, TR)‘CR]I{TO<TR§Tb}7

i=1
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where t € [Ty)—1,Tyw), i-e. Ty is the first date among the T}s that follows t, and
where «; is the year fraction between T;_1 and T;. We assume Lg to be deterministic
and Lr =1 —Rpg, where Ry is also assumed to be deterministic and the notional is set

to one.

As we have seen in the introduction of CDS above, a single protection payment is made
exactly at the default time 75 € (0,7, this CDS is called a running CDS. We remark
that the time and the type for protection payment can be agreed upon in different ways.
This leads to different definitions of a CDS, e.g., for the case of postponing the protection
payment to the first time 7; following 75 one defines a postponed payoff running CDS.
In particular, in an upfront CDS there is an upfront payment made by the protection
buyer in addition to the premium rate to match the present value of protection payment.
In this work we consider only the running CDS (always called CDS for short) and the
values or cash flows always from the perspective of the investor as the protection seller.
General Set-Up

We consider a probability space (€2,G,G;, Q) and define the enlarged filtration G; :=
Fi V H;, Vi € RT to model the whole information in the market, where the right-
continuous and complete sub-filtration J; represents all the observable market quantities
and

Hi=o0({mr <u}V{re <u}V{m<u}:u<i) (3.2)

denotes the right-continuous filtration generated by the default events of three names
under contract. In particular, the random times as non-negative random variables 7;,
j = C,I,R are G, stopping times (see B.5) for t € RT, the stopped filtrations are thus
given by

Gr,=0(GU{t<T7},t>0). (3.3)

This introduced setup will be used for analyzing CCR on CDS throughout this thesis.
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Counterparty risk-free CDS price

Definition 3.1.2 We denote by PF"° the price of a counterparty risk-free CDS contract

at time t and maturing at time T" which is given by
P(P,Lg) :=EA{1(¢,T)|G:}, te][0,T], (3.4)

where I1(t,T) is defined in (3.1).

Proposition 3.1.1 Calculating the expectation (3.4) fort =0 we obtain the CDS price

“today” as

Ty

PS(P, L) = P [ — [ D)t — Ty0y1) dQr > 1)
’ ) (3.5)

b
+ D0, T)Q(rz > T))| + Lz| [ D(0,t)dQ(rg > t)] .
i=1

0

For the detailed calculation we refer the reader to [19]. Similarly, we can straightfor-
wardly update (3.5) to the price evaluated at time ¢, with 0 = Ty < t < T, = T and
conditioning on the available information in the market at ¢, which is stated by the

following proposition.

Proposition 3.1.2

Ty

PP, LR) = Lirpsny {7’ [ — [ Dt u)(u—Tyw-1) dQ(1r > u|G)

t

b
+ Y @Dt T,)Q(rr > TG,
i=7(1)

Ty
+ Lgr

D(t,u) dQ(1g > u\gt)] } )

t
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3.1.2 Arbitrage-free Valuation of bilateral CCR for a CDS

In the last section, we have seen the payoff formula of CDS under the assumption that
the investor and the counterparty are both default-free. Indeed, in order to consider
bilateral CCR in a CDS contract we have to take the default risk of all the parties into
account. Following [15], in this section we evaluate bilateral CCR in a CDS contract in
this section.

Let us define a new stopping time

Tic := min{7, 7¢}, (3.7)

which is the first default time between investor and his counterparty. According to 7
one can distinguish the following three cases for a traded CDS contract between the

investor and his counterparty:

e 7 > T, =T : there is no default event of the investor and his counterparty during

the life of the contract.

® T, = T¢ : the counterparty defaults firstly. For this case, the residual value of
CDS at 7 (or 7¢) until T, namely PL0%(P, Lr) (see (3.6)) will play a key role.
If PS25(P, Lr) is positive for the defaulted counterparty, he will then be paid
completely by the investor. Contrarily, if the residual value is negative for the de-

faulted counterparty, then he can only pay a recovery fraction R¢ of the exchanged

Pro3(P, LR) to the investor. We can formally write this as

Re(Pr* (P, Le))" = (=P2%(P, Lg))™ (3.8)

e T, = 77 : the investor has a first default. Similar to the latter case, if PT(;DS
is positive for the defaulted investor, the value will be completely paid by his

counterparty. If it is negative value for the defaulted investor, his counterparty
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can only receive a recovery fraction R; of that amount. Formally,

(PEPS(P, L))" — Riy(— P (P, L))t (3.9)

To write all terms in one formula we define the following events ordering the default

times which should be mutually exclusive and exhaustive,

WA={r<1c<T}, B={<T<1}, C={rc<7<T}, (310)
3.10

D={rc<T<7}, €={T<7<7}, F={T <7<}

Obviously, in the events € or § which means no defaults between the counterparties, the
discounted value of the contract at time ¢ is exactly the same to (3.1). For this we can

write

Teog (2, T). (3.11)

If the counterparty defaults first, namely the events € or ©, we need to consider the
value before the default I1(¢, 7¢) and discount the residual value given by (3.8), formally

given by

Teuo {T1(t, 70) + D(t, 70)[Ro (P (P, Lr)) T = (P2 (P, L)'} . (3.12)
Similar in the case where the investor has a default for which we can obtain

Lo {IL(t, 1) + D(t, ) (PSS (P, Lr))" — Ri(—PP(P, L))} (3.13)

All together this leads to the following definition:
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Definition 3.1.3 We denote the discounted payoff of a CDS with a defaultable counter-

party at time t and maturing at time T by T1(t,T):

T(t,T) = Leus I1(t, T)
+ e {I1(t,76) + D{t.70) [Re(PL(P. Lr))* — (~PL(P.Ly)T]} (814)

+ Daus {I1(t,77) + D(t, 7)) [(PS™(P, L))" — Ri(—P(P, Lr)) ]},

where 11(t, T') is defined in (3.1).
Obviously, the expectation of (3.14) under Q is the price of the CDS contract traded by

defaultable counterparties.

Definition 3.1.4 We denote by ﬁtCDS the price of a counterparty defaultable CDS con-

tract at time t and maturing at time T which is given by
PP, Lg) :=E{T(t, TG}, tel0,T] (3.15)

where 11(t, T) is defined in (3.14).

Using the finding (general bilateral counterparty risk pricing formula) in [15], the price

?f ”® can be represented by PFPS with additional terms so that we can obtain BVA

formula for the CDS.

Proposition 3.1.3 The price of a counterparty defaultable CDS contract at time t and

maturing at time T is given by

E [TI(¢,7)|G,] =E[1(t, T)|G]
+E [Laus - L1 - D(t,71) - (—PS"(P, LR))¥|Gi] (3.16)

—E [Leuo - L - D(t,70) - (PP, Lr)) 1G] -

The detailed proof is given in [15]. Observing (3.16) one can find that the value of a

CDS contract under defaultable counterparties is the value of the identical CDS contract
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under default-free counterparties plus a long position in a put-option (with zero strike)
on the residual value of CDS at the possible default time 7; and plus a short position in a
call-option (with zero strike as well) on the residual value of CDS at the possible default
time 7. Furthermore, as introduced before, CVA is defined as the difference between
the value of a default-free credit derivative and the fair value of this derivative when the
counterparty default possibility is taken into account. In our case, we have considered
both default possibilities of the investor and his counterparty in a CDS contract. The

BVA expression can thus be directly given by the following proposition.

Proposition 3.1.4 The bilateral Credit Valuation Adjustment for a CDS contract at
time t and maturing at time T 1s given by
BVA(t,T,P,Licry) = Lo E[Leus - D(t,7¢) - (PLP(P, Lr)) ]G] 517
— L;-E [Taus - D(t,71) - (—P™(P,Lr)) 1G] -
Remark 3.1.1 The value of BVA(t,T,P,Lic1,ry) might be positive or negative de-

pending on whether the counterparty is more or less likely to default than the investor

and certainly also on the correlation among all the counterparties.

Remark 3.1.2 The above discussion shows that the BVA equals the sum of the value
of a long position in a zero-strike call option on the residual price of CDS and the value
of a short position in a zero-strike put option on the residual price of CDS. The option

only gives a contribution, if the corresponding party defaults earlier.

Remark 3.1.3 From (3.17) we realize that BVA (as seen from the investor) = CVA
Counterparty — CVA Investor. As explained in Section 2.2 we know CVA Counterparty
= DVA Investor, so BVA to Investor = DVA Investor — CVA Investor.
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3.2 Computing of Bilateral Credit Valuation Ad-
justment on a CDS

In order to compute (3.17) we use a stochastic intensity model introduced in Section 2.4.

Following [14, 15, 18] we assume that the intensities in a CDS contract are given by
)\j,t = yj,t + %’(t’ ﬁj)? t Z 07 .] € {CJ [7 R}7 (318)

where 1); is a deterministic function and each y; follows a Cox-Ingersoll-Ross (CIR)

process [33] given by

dyje = k(1 — Yje) dt + 05/Yj0 AWy (3.19)

We remark: 1) The variable 3;(yo,;, 55, 45, 0;) of the function 1); is a vector whose compo-
nents are all deterministic constants and 3; should be positive as well. 2) It is suggested
to relax the Feller condition 2x;u; > o; so that the CDS implied volatility will be not
limited, see, e.g., [14] and [15]. For this the argument is that the assumed positivity of v,
does not allow \; to attain a zero value. 3) We assume that BMs under the risk neutral
measure are independent for j € {C, I, R}, as we will impose the correlation through a
copula function.

We define the integrated quantities which will be used in the remainder of this section

as follows:
t t t
A](t) = / )\j,s dS, Y}(t) = / Yj.s dS, \Ijj<t) = / ¢j,s ds. (320)
0 0 0
Then, the default times can be defined as

7= A7N(E), 7€{C I R}, (3.21)
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where &, & and &g are standard exponential random variables with associated uniforms
Uji=1-e%, (3.22)

they are correlated through a trivariate copula function
Cr(uc,ur,ug) = Q (Ue < uc,Ur < up,Ug < ug) (3.23)

with the correlation matrix

R = pIC 1 pIR . (324)

We can choose different kinds of copula functions, e.g., Gaussian copula, t-copula and so
on. Besides, we notice that a trivariate copula implies a bivariate marginal copula. Before
showing an example for computing (3.17) we firstly introduce how to imply survival
probabilities from the market CDS curve, which is an essential part in a reduced form
model. Secondly, we see how to calculate the conditional survival probabilities in (3.17)

and point out the computational challenges.

3.2.1 Implied Survival Probabilities from the Market CDS

Curve

In practice, the reduced form models have been most commonly used to imply the sur-
vival probabilities from market spreads. The idea is: we assume a time inhomogeneous
Poisson process, with time varying intensity A(¢) and hazard function A(t) = fot Au) du
which we have introduced in Section 2.4.2. One can take the CDS spread for T, years

to be premium rate P and solve Py™*(P, Lr) = 0 in (3.5) for the implied survival prob-
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abilities over the payment dates 17,75, , T} iteratively. This process of iteratively
searching for the survival probabilities is known as bootstrapping procedure CDS curve

We have to know that the bootstrapping is model independent, say we just imply
the market survival probabilities Q(7 > t),ue from the market CDS curve. In Sec-
tion 21.3.5. and 22.3 in [19], Brigo and Mercurio have described this bootstrapping in
detail. Besides, there is also a matlab routine cdsbootstrap available in the financial
instruments toolbox. Therefore, we do not repeat it and skip to an example for the il-
lustrative purpose. We consider the market spread quotes for Lehman Brothers on May

1, 2008 which are presented in Table 3.1 below. For the calibration we may take the

Maturity ly 2y 3y 4y oy
Spread 203 188.5 166.75 152.25 145

Table 3.1: Market spread quotes in basis points for Lehman Brothers on May 1, 2008.

time varying A(t) to be piecewise constant or linear. We calculate the discount factors
using the interest rates on the corresponding dates as spread quotes. One can choose
stochastic discount factor or deterministic discount factor, because the interest rates will
be anyway independent with the default time due to the deterministic intensity A(t).
We set the deterministic recovery rate to be 40% and display the calibrated piecewise
constant intensity and survival probability in Figure 3.1, the piecewise linear intensity
and survival probability in Figure 3.2.

Survival probability (piecewise constant]
100% T P T y(p T T )

Piecewise constant intensity

O —— ] 98%

@
@ R

Intensity
[N NG Ind
R 5 2 0

N

1.8

169 . . . . 88%
May-2008 May-2009 May-2010 May-2011 May-2012 May-2013 May-2008  May-2009 May-2010 May-2011 May-2012 May-2013
Date Date

Figure 3.1: Piecewise constant intensity A(¢) calibrated on spreads in 3.1 and corre-
sponding survival probability
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Survival probability (piecewise linear)
100% T T T T

Piecewise linear intensity

3.4 1 98%

96%

[ivg
@

94%

Intensity
N
>

92%

90%

n n I n 88%
1M‘a ~2008 May-2009 May-2010 May-2011 May-2012 May-2013 May-2008 May-2009 May-2010 May-2011 May-2012 May-2013
Date Date

Figure 3.2: Piecewise linear intensity A(¢) calibrated on spreads in Table 3.1 and corre-
sponding survival probability

A comparison between using piecewise constant and linear intensity is provided in

[19].

3.2.2 Survival Probability and its Computational Challenges

From (3.17) and (3.6) we observe that the only terms we need to know for using a

Monte-Carlo evaluation to compute BVA are

Tauslrpsr, Q(mr > t|Gy) (3.25)

and

]]-QU’D]ITR>TC@(TR > t|g7'c) (326)

The formulas in a closed form for survival probabilities (3.25) and (3.26) have been found
by Brigo and Capponi [15, 26], we adopt these formulas to a simpler one. We state our

results in the following propositions. We define firstly

Ujpi=1—e M0 5 kec{C I R} (3.27)

and denote the cumulative distribution function of the integrated CIR process Y;(t) by
Fy, (). We thus have
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Proposition 3.2.1

]IQlU‘B]lTR>T1@(TR > t|g7'1> - ]lTIST]lTISTC (]l{t<TI<TR}+

Ur,r

1 (3.28)
]ln<t11m>n/ Fyw)(—log(l — ugr) — Yg(t; Br))dCrir(ur; Ur)),

with

0Ct, r(ur,ur

Cri(ugr; Ur) = Our

) | _ 9Cr r(ur,Ug, 1) ’
ur=Ug du;y ur=Ug

| — 20r0Uns)) (3.29)
Oug ur=Ur

The proof of the proposition can be found in Appendix C. And similarly,

Proposition 3.2.2

]1€U©]173>7-CQ(7-R > Zf’g‘rc) = ]lfcéT]lTCSTI (]l{t<TC<TR}+

Ur,c

1 (3.30)
]chgt]lTR>7—c/ Fy,)(—log(1 — ugr) — Vg(t; Br))dCric(ur; Uc)),

with _

ICR, c(ur,uc) luoete — 9CR,c(Ug,c,uc) luor—t
. _ duc uc=VYc ouc  luc=Uc
Cric(ug; Ug) =

1 - %n.cUnciuc) (3.31)
Juc uc=Uc

We remark that the partial derivatives in (3.29) and (3.31) hold a formula in closed-form
for some copula functions, e.g., Gaussian copula. Otherwise, one also can approximate

the partial derivative numerically

OC (uy, usg) C(uy,us + A) — C(uq, us)

Ous A0+ A (3:32)

Intuitively, the CDF of the integrated CIR process can be transformed by the ap-
proach of Carr and Madan [27] for numerically determining the option values using the
Fast Fourier Transform (FFT) from the corresponding (analytically known) character-
istic function. Since the characteristic function is given, an analytic expression for the
Fourier transformed probability density can be developed and then solved numerically

using FFT techniques. Unfortunately, we must tolerate a restriction between the grid
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size for infinitesimal summands and the output grid size when applying the FFT. This
is not convenient for application, because the generated CDF will have somewhat a
restriction on the grids as well.

Chourdakis [30] adapted this methodology proposing the fractional Fast Fourier
Transform (FRFT) instead of the FFT for the purpose of removing the grid sizes restric-
tion. However, numerical tests for several CDF's showed that this advantage of the FRF'T
did not outweigh the speed of the FF'T in our application. This was also mentioned for
pricing options in [47]. Besides, jointly with the FRFT the so called control parameter
(dampening parameter) is also introduced as in the FFT to resolve the problem of the
divergence of the integrand at zero. For using the FFT to determine numerically the
option values, Lord and Kahl [78] have explained how to choose the optimal dampening
parameter. The choice of this parameter is essential and strongly depends on the model
parameters. However, for the case of using the FRFT to determine numerically the
CDF of the integrated CIR process, it is still unclear how to select an optimal dampen-
ing parameter. On the other hand, an integration of the characteristic function over the
infinite domain is numerically instable due to cancellation effects and the fast growth of
the characteristic function.

For this reason, we propose a new approach (see Section 3.3) to deal with such insta-
bility problems mentioned above. This new strategy allows to construct a very robust
routine to determine numerically a highly accurate CDF of the integrated CIR process
for almost any choices of parameters, so that highly accurate survival probabilities can

be evaluated.

3.2.3 An example of Computing BVA with Wrong-Way risk

This section is dedicated to the example of evaluating BVA defined in (3.17) in a CDS
contract. In particular, we present numerical results for some different default correla-

tions. By analyzing the numerical results we stress the role of default correlations on
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the WWR.
The Monte-Carlo approach
A Monte-Carlo approach is used to evaluate BVA, we introduce briefly the steps in

implementing the numerical algorithm below:

e Given initial parameters we simulate CIR processes defined in (3.19) for the three
names, namely 7 € {C,I, R}. The parameters can be calibrated using market
spread quotes. The simulation can be done according to the fact that the dis-
tribution of y; given y, as defined (3.19), for some s < ¢ follows, up to a scale
factor, a noncentral y2-distribution. Alternatively, we can simulate sample paths

numerically, see e.g., [2, 46, 82, 87].

e From the break-even spreads (generated using initial parameters) or market spread
quotes we imply the market survival probabilities Q. (7; > t) for j € {C, I, R}.
It has been introduced in Section 3.2.1 how to imply market survival probabilities

from the market spread quotes. By imposing

@market (T] > t) - @model(Tj > t) (333)
we obtain the quantities W,(¢) defined in (3.20) as

(3.34)

W;(t) = In (w) |

@market (Tj > t)
where Quoaa(7; > t) = E[e¥®] = D®(0,¢,3;), and D®(0,t, 3;) is the price
at time 0 of a zero coupon bond maturing at time ¢ under a stochastic interest
rate given by the corresponding CIR processes initialized by 5;(vo ;, £, 15, 0j) and
known analytically as

A(t,T) - e~ BT (3.35)
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where

2K

o 2hexp{(k+ h)(T —t)/2} o
A®T) = 2h + (k+ h)(exp{(T — h)h} — 1) ’
O oexp{(T— k) — 1)
Bt.T): = 2h + (k + h)(exp{(T — h)h} — 1)’

h:=+vVk?+ 202,

for more information we refer the reader to, e.g., [19].

e We generate then the default times 7; using equations (3.21)—(3.23), in our example
we choose a Gaussian copula. Depending on the default situation with respect to
the generated default times, we need to compute one survival probability of (3.28)
and (3.30), or none of them when no defaults occurs. A robust routine to determine
numerically a highly accurate CDF of the integrated CIR process, which is needed

for those survival probabilities, has been provided in Section 3.3.
e Finally, one can compute the BVA (3.17) by numerical integration.

Numerical result

We consider a five years CDS contract traded by an investor with a counterparty on a
reference name, the investor and the counterparty are both subject to the default risk.
We assume that the investor has low credit risk, the reference name has high credit
risk and the counterparty has middle credit risk. This is a common scenario in the
real market. We state the values of the parameter vectors §;(vo;, Kj, itj, 0;) in Table

3.2. The parties agree that the loss given defaults of each credit risk level are set to

’ H Credit risk level\ y(0) \ K \ ] H Volatility\ o ‘

Bc middle 0.01 |0.7] 0.02 | middle |0.02
B low 0.0001 | 1.1 | 0.001 low | 0.02
Br high 0.03 | 0.6] 0.05 high | 0.5

Table 3.2: The credit risk levels of each parties on the CDS contract
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Lo = 0.65, Ly = 0.6, L = 0.7, respectively. And they will make the payments every

1
1

three months, which indicates that the year fraction is given by a =

Using these values in Table 3.2 one can generate the corresponding break-even spreads
by solving the equation (3.5) for P. We report the break-even spreads generated using
the parameter in Table 3.2 for 7" € {1,--- 10} years in Table 3.3, which will be used to

imply the market survival probabilities for our example. Since the aim of this example

| Maturity | fc || i || Br

1y 90 | 3 [ 239
2y 102 | 4 | 252
3y 111 | 5 | 258
Ay 116 | 6 | 262
By 120 | 6 | 264
Gy 123 6 || 266
Ty 125 || 6 || 267
8y 127 [ 6 || 268
Iy 128 6 || 269
10y | 129 6 | 269

Table 3.3: The break-even spreads in basis points generated using the parameters of the
CIR processes in Table 3.2.

is to show the impact of correlation on BVA, thus, we compute the BVAs by varying the
correlation between the counterparty and the reference credit p“%, together with varying
the volatility of the counterparty oo. We denote Monte-Carlo values of the BVA for the
CDS payer and seller respectively with BVA, and BVA; and take the five-year CDS
spread of the reference credit as the premium rate P which is 264 (basis points) in Table
3.3. Finally, we report our results in Table 3.4. We consider firstly the case of negative
correlations: Almost all the BVA, s approach zero for the reason, at the reference credit’s
default, the counterparty has probably no default due to the negative relationship with
the reference credit, thus no adjustments will be required by the investor; furthermore,
the investor as a protection seller requires a certain adjustment, since the default prob-
ability of the counterparty increases when the default risk of the reference entity (the

investor as seller holds an option which is in the money) reduces. At the counterparty’s
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default, the investor can only get a value which can be recovered by the counterparty.
Then, it is easy to understand that BVA, increases for a lower negative value of p©%.
On the contrary, for high and positive values of p©% : It is obvious that the investor
as a CDS seller requires almost no adjustment. However, as a CDS purchaser he needs
much more adjustment, because the default probability of the counterparty increases
with the rising of the reference entity default risk due to the high positive correlation
between them (the investor as purchaser holds an option which is in the money). At
the counterparty’s default, he can only receives a value which can be recovered by the
counterparty. This is to say, one should expect that BVA,, increases with p¢F. However,
we look at Table 3.4, this phenomenon can be only observed when p“# increases from
0 to 0.9. For p“% = 0.99, which is a relatively large value, BVA,, decreases contrarily
instead. Especially, we look at the first column where o = 0.02, BVA,, even approaches

zero. This means that we observe a strong decreasing WWR with low volatility and high

correlation.
[T pF ™) or | 002 [ 01 | 02 [ 03 [ 04 | 05 |

(0.-0.99,0) BVA, | 0.0 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0)
T BVA, | 33.7 (0.9) | 33.6 (0.9) | 33.8 (0.9) | 33.0 (0.9) | 35.4 (0.9) | 34.3 (0.9)
0.-09.0) BVA, [ 0.0 (0.0) | 0.1 (0.0) | 0.1(0.0) | 0.1(0.0) | 0.2(0.0) | 0.1(0.0)
T BVA, | 33.5 (0.8) | 33.6 (0.8) | 33.8 (0.8) | 32.7 (0.8) | 33.8 (0.8) | 31.7 (0.8)
(0.-05,0) BVA, [ 0.0 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1(0.0)
P BVA, | 29.4 (0.8) | 28.3 (0.8) | 29.1 (0.8) | 27.3 (0.7) | 25.8 (0.7) | 25.2 (0.7)
0.-02,0) BVA, [ 0.0 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.1 (0.0) | 0.2(0.0) | 0.2(0.0)
T BVA, | 11.7 (0.3) | 12.9 (0.4) | 12.9 (0.4) | 12.3 (0.4) | 11.5 (0.3) | 12.1 (0.3)
(0.0.0) BVA, | 6.5(0.2) | 4.6 (0.2) | 4.0 (0.1) | 3.8 (0.1) | 4.0 (0.1) | 2.6 (0.1)

s BVA, | 0.4 (0.0) | 1.4 (0.1) | 2.1(0.1) | 2.3(0.1) | 2.0(0.1) | 2.7 (0.1)
(0.02,0) BVA, | 27.0 (0.8) | 22.6 (0.8) | 21.0 (0.7) | 19.6 (0.7) | 17.8 (0.6) | 17.2 (0.6)
U BVA, | 0.3 (0.0) | 0.7(0.1) | 0.8(0.1) | 1.0 (0.1) | 1.1(0.1) | 1.1(0.1)
(0.05.0) BVA, | 64.4 (2.1) | 57.4 (2.0) | 47.9 (1.7) | 43.7 (1.6) | 42.0 (1.5) | 33.5 (1.3)
e BVA, | 0.2 (0.0) | 0.4(0.0) | 0.4 (0.0) | 0.4 (0.0) | 0.4 (0.0) | 0.4 (0.0)
(0.09.0) BVA, | 82.3 (3.6) | 65.6 (3.0) | 54.3 (2.5) | 52.6 (2.3) | 53.7 (2.3) | 52.0 (2.5)
e BVA, | 0.3 (0.0) | 0.2(0.0) | 0.2(0.0) | 0.2(0.0) | 0.2(0.0) | 0.1(0.0)
0.0.99.0 BVA, | 1.2(0.0) | 2.1 (0.4) | 5.8 (0.5) | 11.0 (0.7) | 19.0 (1.0) | 30.1 (1.4)
(0,099,001 5ya” | 0.3 (0.0) | 0.2 (0.0) | 0.1(00) | 0.2(00) | 0.2(0.0) | 0.1 (0.0

Table 3.4: BVAs in basis points for the scenario parameterized using the parameters in
Table 3.2 while varying the values of p“%# and o. The numbers in round brackets are
the Monte-Carlo standard errors.
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The reason for this decreasing WWR is explained as follows: when the counterparty
and the reference credit are correlated with p“# = 0.99, then the exponential triggers
£c and Eg (see (3.22)) will be almost identical. At the same time ¢ and og have a small
value 0.02, both default intensity processes are not so random, such that the inequality

95!

Ar > A¢ can hold almost all the time. Thus, by a first approximation 75 =~ o<

TR i—i, we find the reference credit will default almost always before the counterparty,
therefore, no adjustments take place.

Now we can imagine, if we increase the value of or such that the default intensity
process Ap is more random. This should result in adjustments even for p“% = 0.99. As
expected, we look at the last row in Table 3.4 and observe that BVA, increases with the

value of oi. From this example, we see that correlation plays a key role in credit risk

modelling.

3.3 The Cumulative Distribution Function of the in-
tegrated CIR Process

As introduced in Section 3.2, the CDF of the integrated CIR process must be exactly
known for computing the survival probability (3.28) and (3.30) which is one of the
substantial parts for computing the BVA in a CDS contract. In this section, we adapt
the approach by Kahl and Jéckel [63] for option pricing to evaluate the CDF of the
integrated CIR process. This will allow us to construct a very robust routine to determine
numerically a highly accurate CDF of the integrated CIR process for almost any choices

of parameters.
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3.3.1 The CDF of the integrated CIR

The characteristic function of the integrated CIR process (see (3.20)) under the risk-

neutral probability measure is defined as

Oyi(u) = Efe™"] (3.36)

and can be rewritten as [43, 73]

Py, (u) = oA HBEw, (3.37)
with
5 b(w) e(m+b2(u))t
L ﬂ k—b(u)
A(t,u) == 2 In(2) + In a(u) 1 , (3.38)

2ui bWt — ]
B = :
(t ) K —b(u) (a(u)eb(“)t — 1> ’ (3:39)

where i denotes the imaginary unit and with the auxiliary functions

K+ b(u)

a(u) := = b(a) b(u) == VK2 — 20%ui. (3.40)

Here, y/— denotes the branch of the square root with positive real part.
Using an inverse Fourier transform we obtain the probability density function of the

integrated CIR process as

f(G) = /OOO Rele™ 6w ()] 4, (3.41)

™

Many authors (e.g., Bakshi and Madan [5]) determined the corresponding CDF numer-
ically by

Fai) =g = [ owdu (3.42)
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where the function g is defined as

g1 = Re | 0L

m

(3.43)

Apparently, the fact that the integrand (3.43) diverges at u = 0 leads to a cumber-
some numerical integration. We further observe that the numerical integration is made
even more complicated by the fact that this integrand (3.43) can be highly oscillatory
depending on the choice of parameters. Besides, the fast growth of the characteristic
function (3.37) is hard to handle in general, because it depends strongly on the model
parameters. Therefore, a simple quadrature or a naive numerical integration is not ap-
propriate for the integration in (3.42). We show in the sequel how to apply the adaptive
Gauss-Lobatto quadrature [52].

However, in order to use the adaptive Gauss-Lobatto quadrature we need to solve
two problems. First, this Gauss-Lobatto algorithm is designed only to operate on finite
intervals. Secondly, another problem is the complication in the calculation of the embed-
ded complex logarithms in equation (3.38) when the function ¢ is evaluated repeatedly
in this quadrature scheme. In the remainder of this section, we show in Section 3.3.2

how to solve the first problem and turn in Section 3.3.3 to the second problem.

3.3.2 The Transformation to a Finite Interval

In this section we show how to transform the original unbounded domain of integra-
tion [0,00) in (3.42) to the finite interval [0, 1] for applying later the Gauss-Lobatto
quadrature. This transformation relies on the asymptotic behaviour of the integrand
for u — oo, see Proposition 3.3.1. This transformation strategy leads to an improved
stability of the adaptive quadrature scheme, cf. [63]. Besides, this modified integration
scheme is significantly more efficient since less quadrature points for the evaluation are

needed.
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Proposition 3.3.1 For the CIR model parameters k, i, o, t > 0 we obtain the following

asymptotics:

lim 6(7) V2oet, (3.44)

lim a(u) = —1, (3.45)
U—00

lim A0 _ —ﬁﬁ“te%’”, (3.46)
U—00 \/a o

i B0 _ V2 e (3.47)

U—00 \/E o

The proof can be found in the Appendix C.

Proposition 3.3.2 For the CIR model parameters k, p, o, t > 0 we obtain the asymp-

totics for the function g = g(u) defined in (3.43):

lim g(u) ~ exp~ V¥

U—00

—iulyt+iv/ut 0o : ~
A . Re (&) — ¢ Vids sin(y/uto — ugi) (3.48)

i U ’

with
Kt + Yo
—

A =t = (3.49)

The proof follows immediately from Proposition 3.3.1.
Obviously A is positive and from the equation (3.48) we can see that the integrand
g defined in (3.43) has at least exponential asymptotic decay for u — oco. Hence, we

simply transform the integration interval in (3.42) as

/000 g(u)du = _Ai? i ln?wg(u(:p)) dx, (3.50)

u(z) == (%:)2. (3.51)



Note that in earlier work of our research [104] u(x) := _% was used in the transforma-
tion. However, we find applying (3.51) can provide more stable and accurate results for
extreme parameters.

Up to now we have achieved the desired transformation to a finite integration inter-
val. The second issue is the choice of the branch of the multivalued complex logarithm
embedded in A(t,u) in (3.38) for calculations based on the inverse Fourier transform
(3.42) of the function g. However, the restriction on the choice of the principal branch
leads to a discontinuous function (3.43), which would lead to incorrect results. In the

next section we will show how to guarantee the continuity of the function g in (3.50).

3.3.3 Numerical Evaluation of Complex Logarithms

First, let us recall that the function g(u) has discontinuities if we simply select the
principal branch of the complex logarithm in A(¢,u). In Figure 3.3 we first present the
imaginary part of the function A(t,u) as defined in (3.38), the discontinuities appear

very clearly.

0.8

Tm (A (t,u))

Figure 3.3: The function A(t,u) defined in (3.38) with x = 0.5, u = 0.05, ¢ = 0.5,
Yo = 0.03, implementation using the principal branch, blue curve: ¢t = 2, red dashed
curve: t = 20.
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In particular, it is even worse for t = 20 and this observation explains why a simple
approach for the integration in (3.42) must fail, since the integrands strongly depend on
the chosen parameters. Figure 3.4 shows the function g(u) which is implemented using

its respective function A(t, u), see Figure 3.3. For t = 20, the discontinuous peaks of the

0.4

— =2
- - - t=20

0.2

I I I I I I I L I
0 5 10 15 20 25 30 35 40 45 50
u

Figure 3.4: The function g(u) defined in (3.43) with k = 0.5, u = 0.05, 0 = 0.5, §; = 1,
Yo = 0.03, implementation using the principal branch, blue curve: t = 2, red dashed
curve: t = 20.

function g(u) are apparent, from its plot we can deduce that the integration of g(u) will
also be very cumbersome. Besides, we can also observe a discontinuity of the function ¢
for t = 2 when the variable u equals that value in the interval [40, 45] as shown in Figure
3.6.

In order to avoid the discontinuity of the function g we use the approach of Kahl and
Jackel [63] that was originally designed for the Heston model. To do so, we rewrite the

characteristic function ¢y, (u) of the integrated CIR process defined in (3.37) as

by, (u) = 2°C(t, u) Pl (3.52)
where
2
a:= % (3.53)



c(u) : = eyt (3.54)
C(u)e<~+z;<u>>t
C(t,u) : = (W1 (3.55)

Note that A(t,u) in (3.38) can thus be written as aln2 + alnC(t,u), and B(t,u) in
(3.52) is already defined in (3.39).

From (3.52) we realize that we just shifted the problem from the complex logarithm
to the evaluation of C'(¢,u)®, i.e. the evaluation of a complex logarithm is not necessary
any more. Now it is easy to see that the function C'(¢,u)® is the exact part of the function
g as defined in (3.43) where the jump arises, because its argument arg(C') must have a
discontinuity for any branch we selected. In other words, the branch switching of the
complex logarithm is in fact not the main problem that gives rise to the jumps of the
function g. For further details we refer the interested reader to [63].

In the literature different authors [70, 96, 100] proposed the straight forward idea to
bookmark the number of jumps of C(t,u) between two neighbouring quadrature points.
However, in our case this may lead to a rather complicated routine since we prefer to
use an adaptive quadrature scheme.

Rotation count correction

In the following, we describe a relative simple procedure, originally proposed by Kahl and
Jackel [63] for the Heston model, to guarantee the continuity of C(¢,u) by ensuring that
the argument of C'(t,u) is continuous, such that the discontinuity of the integrand g(u)
in (3.42) is avoided. First, we introduce the polar and the rectangular representation for

the complex valued coefficients a(u) and b(u) defined in (3.40):

a = rqe, (3.56)

b= py+ iqp. (3.57)
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Then the denominator of C'(t,u) in (3.55) can be written as

ael — 1 = ryeifatpottiat _ 1 (3.58)

= prel ), (3.59)

where

m : = int {w} : (3.60)
2m

X = arg(ae” — 1), (3.61)

r = |ae” — 1. (3.62)

Note that in (3.60) int[-] denotes the Gauss’s integer brackets.

Restricting the argument 6, € [—m,7) means that we cut the complex plane along
the negative real axis. When the function C(¢,u) in (3.55) crosses the negative real axis
by varying u, the sign of the argument of C(¢,u) changes from —7 to 7 and therefore
the argument of C'(¢,u)* changes from —ma to ma. Then the function jumps if « is not
an integer, since

‘ ' elam —e~eT  f o €7
"= = (3.63)

elom £ o7 glse.

In general, we can assume x* and 6, to be on the same argument interval [—m, 7),

b

because the subtraction of 1 from ae® is simply a shift parallel to the real axis and cannot

possibly move the complex number across the negative real axis as long as ae” never
crosses the real axis in [0, 1]. This essential property is guaranteed due to the following

Proposition 3.3.3.

bt

Proposition 3.3.3 The absolute value of the function ae” is strictly greater than 1.

The proof is given in the Appendix C.
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Now we perform the same calculation with the numerator of C'(¢,u). First we intro-

duce the polar representation for c¢(u) defined in (3.54):

c =1’ (3.64)

Using the representation of b(u) in (3.57) we have

e e+ 5 (k+po-tigy) (3.65)
— il 2m) (3.66)
with
O+ 50+
it | e 2T 3.67
n:=in { o } ; (3.67)
e arg(ce(ﬁzb)t), (3.68)
= |ce(n2b)t\. (3.69)

This situation seems to be more intuitive; both x** and 6. can be assumed to be in the
same argument interval [—m, 7).

So far we obtained the following representation of C'(¢,u) by combining the results
above:

k%

T T *
_ A\ 7 L i X 2r(n—m))
C(t,u) = (D=1~ e ) (3.70)

and the rotation count correction

kk

In C(t,u) =1n (T

,r-*

) +i(X™ — X" + 2(n —m)). (3.71)

By comparing the results with and without the rotation count correction (3.71) in Fig-

ure 3.5 we observe that the jump discontinuities can be removed.
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Figure 3.5: The blue solid curve is the argument of C(¢,u) as defined in (3.55) by using
just the principal branch of C'(¢, u) and the red dashed one is also the argument of C'(t, u)
but with the rotation count correction (3.71) for k = 0.5, . = 0.05, o = 0.5, yo = 0.03,
t = 20.

Now, we will consider the function g(u) from Figure 3.4 and apply the rotation count

correction. First we look at the g(u) which is smoother (for ¢ = 2), having only a

discontinuity in the interval [40,45] as we have mentioned before, see Figure 3.6.

0.02

0.015

0.01r

0.005 -

o

—0.005

-0.01-

-0.015¢

-0.02 I I I I I I I I I
30 32 34 36 38 40 42 44 46 48 50

Figure 3.6: The blue solid curve is exactly a zoomed region of g(u) (blue) shown in
Figure 3.4 for u € [30,50], the red dashed curve is obtained with the rotation count
correction (3.71).

In Figure 3.7 we compare the functions g(u) with and without the rotation count
correction which are initialized with a high level of the CIR model parameter for a high
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credit risk, in this case the function has stronger discontinuities. Let us note that high
levels refer to the situations when the maturity of the CIR process is large, here ¢t = 20.

For the reason why the rotation count correction works we refer to [77].

0.4

0.2f

Figure 3.7: The blue solid curve is exactly the function g(u) (red) shown in Figure 3.4
for u € [0, 15], the red dashed curve is obtained with the rotation count correction (3.71).

3.3.4 The Quadrature on the Finite Interval

We rewrite the CDF (3.42) using the transform (3.50) as

1 ~
Fy, (91) =:j€ f(z) dz, (3.72)
where
~ 1 1 2
fly =g+ 2Ry (j) . (3.73)

This means that for the implementation using the adaptive Gauss-Lobatto quadrature
we additionally need the limits of f (z) at the boundaries 0 and 1 of the integral. For
xr — 0 we observe that (3.48) and (3.51) imply

hmﬂ@:%. (3.74)

z—0
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In the following proposition we state the limit of the function g(u), defined in (3.43),

if u tends to zero.

Proposition 3.3.4 For the function g defined by (3.43) we obtain that

—iugt
g(u) = Re [e—@(“)} (3.75)
wu
has the following limit at zero:
h{)r(l) g(u) = —g; + Im(A(t,0)) + Im(B(¢,0)) - yo, (3.76)
where
nt tk — 1
Im(A(t,0)) = 225 :"f( rol) (3.77)
and
, 1— et
Im(B(t,0)") = — (3.78)

The proof can be found in Appendix C. The existence of the limit of the function g(u)

for u tending to zero implies directly

r—1

lim f(z) = % (3.79)

Numerical results

Now we can implement the required Fourier inversion in (3.42) as a Gauss-Lobatto
integration over the finite interval [0, 1] instead of the infinite interval [0, c0) using the
transformation (3.49)—(3.51). We see the first example in Figure 3.8. The stability
of the Gauss-Lobatto integration over the finite interval [0, 1] grants that even extreme
probabilities can be also computed, like we choose a very long dated maturity ¢ = 30 and
see the corresponding CDF' in Figure 3.8. It is worth mentioning that the parameters

used in Figure 3.8 do not satisfy the Feller condition 2ku > o%. Therefore, we point out
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Figure 3.8: The CDF Fy,(7;) of the integrated CIR process Y; with x = 0.5, u = 0.05,
o = 0.5, yo = 0.03 computed with the adaptive Gauss-Lobatto scheme for a prescribed
accuracy 10712,

that the accuracy of our numerical results is not limited by the Feller condition which
guarantees the positivity of the value of the CIR process.

Besides, we show the CDFs of the integrated CIR processes which are computed for

a lower value of parameters in Figure 3.9.
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Figure 3.9: The CDF Fy,(¢;) of the integrated CIR process Y; with x = 0.9, p = 0.001,
o = 0.01, yo = 0.001 computed by the adaptive Gauss-Lobatto scheme for a prescribed
accuracy 10716,

The method works surprisingly well for almost any model parameters. Only for some
very extreme unrealistic parameters the numerical evaluation of the CDF cannot be real

highly accurate, because the adaptive Gauss-Lobatto scheme may work for such extreme
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parameters only with a low accuracy. In all practical relevant cases, the calibrated model

parameters from real market data will not be that extreme.

3.4 Simultaneous Defaults risk (CDS)

As already briefly introduced in Section 2.3, we investigate to compute BVA by allowing
simultaneous defaults among counterparties for a CDS contract. This extension is mo-
tivated with the indeed simultaneous default events' in real financial market: e.g., the
collapses of Lehman Brothers and Merrill Lynch were just within two days (September
13-14, 2008); Another example noticed in [4], 24 railway firms defaulted simultaneously
on the same day, June 21, 1970.

In reality, it is possible that the defaults among the counterparties do not occur
simultaneously, but if one’s default has triggered a jump in the default probability of the
other one (e.g., if they are highly correlated), which might end up defaulting only within
a short time period. For example, the protection seller’s default could trigger a jump in
the default probability of the reference credit so that the protection buyer has to suffer
a loss. In the sequel we will refer to this later case also as a simultaneous default.

In particular, the effect of the simultaneous default between the CDS seller and the
reference entity on the BVA is different to the corresponding effect, when the CDS buyer
and the reference entity default simultaneously. If the protection seller and the reference
entity default simultaneously, the buyer must suffer a loss, since the seller cannot honour
the contractual obligations any more. However, when the protection buyer and the
reference entity default simultaneously, the protection buyer can still be paid by the
seller as the case, if only the reference entity defaults. This is to say, the simultaneous
defaults between the CDS buyer and the reference entity have no substantial effects on

the BVA, unlike the simultaneous defaults between the CDS seller and the reference

Mathematically we define simultaneous defaults among the counterparties as that the default times
of them are exactly the same. However, in the real world we can already say that they default simulta-
neously if they filed for bankruptcy protection on one day or within a few days.
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entity. Thus, the possibility of the simultaneous defaults should be considered to price

the counterparty risk.

3.4.1 Counterparty Risk of a CDS Contract with Simultaneous

Defaults

We remind that the introduction to CDS has been provided in Section 3.1.1, where a
general set-up including e.g., the definition of filtration can be found. Section 3.1.2 is
devoted to arbitrage-free valuation framework for the bilateral counterparty default risk
in a CDS contract, however, the simultaneous defaults among the counterparties are not
considered.

We define the following events ordering the default times? of three names in the CDS

contract between valuation ¢ and maturity 7" [103]:

A={t<7=m<T}, B={t<7=7<T}, C={t<7=77<T}, (350)
3.80

@:{t<T:TC:T[§T}, Qf:{t<T[C:TRST}.

Definition 3.4.1 The discounted payoff of a counterparty-risky (simultaneous default

included) CDS contract at time t can be written as:

~

(¢, T) :== 1o D(t,7)(—LR)
+ ]l‘B [D(t, 7‘) (RC(PTCDS - ]l{T:TR}»CR)JF - (PTCDS - ]l{r:rR}»CR)_)]
+1e [D(T) (7 = Lr=ry Lr) " = Ra(P7 = Lp=riy Lr) )] (381

+ 1o [D(6,7) (=(P7 = Lip=rpy L)) ] + Te [D(E,7) L]

b
+ D(t, )7 = Ty 1) Plym,<remyy + Z D(t, Ti)aiPlir>ry,
i=a+1

2See Section 3.1.2 for the definition of default times.

o4



where the term 1y, 1Lr represents the exposure in case when the reference entity si-
multaneously defaults with any other counterparties. P°P5(P, Lg) is the price of a coun-

terparty risk-free CDS contract at time T defined in (3.6).

e B : When the counterparty defaults, at the default time 7, the value of the CDS
until maturity PrP® —1;—,3Lr is computed. If this value is negative, the investor
closes out the position by paying the defaulting counterparty this price. If the value
is positive, the investor closes out the position and only receives a fraction R¢ of
this value from his counterparty. Therefore, in this case, we can define the close-out

payment as

RC(PEDS — ]l{T:TR}ER)Jr - (PSDS — ]l{T:TR}ER)_' (382)

e ¢ : In case of an investor default, if the value of CDS until maturity P —
14—;,1 LR is positive, the counterparty closes out the position by paying this price
in full. If this value is negative, the counterparty only receives a fraction R; of

this value to close out the position. Hence, the close-out payment is defined as

(PO — 1y Lr)Y — Ri(PE = 1 (rpy LR) (3.83)

e ® : If the investor and the counterparty default simultaneously, then compute the
value of CDS like in case B and €, that is Pr™ — 1,—.1Lg, and if it is negative,
the counterparty receives a fraction R; of this value; however, if it is positive,
the investor receives a fraction R of this value. Together, we set the close-out

payment for this case as

— (P — ey L) (3.84)

e ¢ : If the investor or the counterparty default simultaneously with the reference en-
tity, the investor receives a fraction R¢ of the remaining recovery amount, (—Lg)™,

when the counterparty defaults. Similarly, if the investor defaults, the counterparty
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receives a portion R; of the remaining recovery amount, (—Lg)~. The close-out

payment for a joint default including the reference entity has the form

Lr. (3.85)

Definition 3.4.2 We denote by ]%CDS(P, LR) the price of a counterparty-risky CDS con-

tract maturing at time T', i.e.
Pf*(P,Lr) = E{I(1,T)IG,}, ¢ €0, T). (3.86)

Proposition 3.4.1 At the valuation time t, the BVA on a CDS contract maturing at
time T defined as m(t, T,P,Lic,rry) = PP(P, Lr) — PEPS(P, L), can be written as

BVA(t,T,P, Lic.rry) = E {]l% Lo D(t,7) - (PP = Ly Lr) |gt} (3.87)
—E {]lg : E] : D(t, 7') : (PTCDS - ]l{q—:q—R}ﬁR)_ |gt} )

for every t € [0,T].
The proof can be found in the Appendix C.

Remark 3.4.1 Similar to (3.17), the BVA considering simultaneously defaultable coun-
terparties also equals the sum of the values of a long position in a zero-strike call option

on the residual price of CDS and the value of a short position in a zero-strike put option

on the residual price of the CDS.

Remark 3.4.2 The formula (3.87) has the great advantage of being symmetric. This
property means that the BVA from the point of view of the the counterparty is exactly
opposite for the investor (—BVA), this is to say that the parties agree on the value of the
BVA. Besides, from (3.87) we can conclude that the value of this BVA can be negative

and positive, the sign depends on which party is more risky to default.
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3.4.2 The Multivariate Markov Default Model

We propose an underlying stochastic model following [3, 9], based on which the BVA of
a CDS contract considering simultaneously defaultable counterparties can be evaluated.
We define a Markov Copula model of multivariate default times with factor processes
v = (Yo, y1,yr) and the corresponding default indicator processes H = (H¢, Hy, Hg) for

a CDS contract which have the following key features:
(i) The pair (y, H) is Markov in its natural filtration.
(ii) Each pair (y;, H;) is a Markov process.

(iii) At every instant, either each name on CDS contracts defaults individually or si-

multaneously with other names.

Remark 3.4.3 The property (i) allows us to address in a dynamic and theoretically
consistent way the issues of pricing and hedging credit derivatives. Property (ii) grants
a quick valuation of single-name CDS contracts and independent calibration of each pair
(yj, Hj), whereas (iii) will allow us to account for a dependence between defaults of each

name.

Instead of (3.18) we define henceforth the default intensities

)\j,t =Yt + a;, t > 07 j = Oa [7 R7 (388)

where each a; is a constant and each y; is again a CIR process given in (3.19).

Remark 3.4.4 We assumed that the processes W; in (3.19) are independent of each
other. Under this assumption the specification as defined in (3.88) has Markov consis-
tency, i.e. the intensities of surviving names would not be affected by past defaults and
the model dependence between defaults is only represented by the possibility of common

Jumps.
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3.4.3 The Model Specification and Simulation

We define a certain number of groups M; C {C,I, R} := M¢pg, and set M; = [ for
le {{C,1},{C, R}, {I,R},{C,I,R}} := L . However, Ay, can not solely be interpreted
as the intensity of all parties in [ defaulting simultaneously. For example, the reference
credit R will also default with M; = {C, R} as long as he is still alive, if the investor I

is already defaulted. Then for the default intensity we have the following:

e the counterparty C' defaults with intensity Aoy + Aje.ry + Ajc,ry + Afc,1,ry as long

as he is still alive,

e the investor I defaults with intensity A;ry + Ajc.ry + Afr,r) + Ajc,1,ry as long as he

is still alive,

e the reference credit R defaults with intensity A(ry + Acry + Ar,r)y + A{or,r) @S

long as he is still alive,

e the counterparty C' and the reference credit R default together with intensity

A{c,ry + Ac,1,ry as long as they are still alive,

e the counterparty C' and the investor I default together with intensity Aicp +

A{c,1,ry as long as they are still alive,

e the investor I and the reference credit R default together with intensity A;z ry +

Aic,1,ry as long as they are still alive,

e the counterparty C' | the investor I and the reference credit R default together

with intensity Ao r gy as long as they are still alive.

Using this specification we first set the non-negative bounded intensity functions a;(t)

as

ae= Y. M (3.89)

{leL;jel}
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but the calibration scheme will be computationally costly. It is thus useful to devise
parsimonious model parameterizations. For instance, we use constant joint default in-

tensities, setting A\;(t) = A\, and thus for a; in (3.88) we have

aj= Y A\, j€Mcps. (3.90)
{leLsjel}

The default intensities for every j € Mcpg as defined in (3.88) can be written as

Ne=yiat > N, t=0. (3.91)

{leL; jel}

Analogous to the definition in (3.20) we define the following integrated quantities which

will be used in the remainder of this section

to

to to
Aj(tl,t2> I:/ )\j78d8, Y}'(tl,tg) 3:/ ijst, Al(tl,t2> I:/ )\l,st,

t1 t1 31

and

t t t
Ai(t) ::/ Ajsds, Y;(t) ::/ yjsds, N(t) ::/ ALsds,
0 0 0

where 7 € Mcps and [ € L.
It is obvious from (3.87) that we need the following conditional survival probabilities

to compute the counterparty risk adjustment as defined in (3.6)

Q(mr > t|Gr.), (3.92)

and

Q(7r > t1G-,). (3.93)

These two survival probabilities can be easily calculated by the following propositions.

29



Proposition 3.4.2

@(TR > t|g7'c) =E {exp (_AR<TR7 t)) |g7'c}

:E{exp(—YR(TR,t)— > Al(TR,t))|QTC}. (3.94)

{leL; Rel}

Proposition 3.4.3

Q7r > t|G,) = Efexp (= Ar(r, 1)) [Gr }

= ]E{ exp(—Yr(ra,t) — Y Al(TR,t))|QT,}. (3.95)
{l€L; Rel}

The two propositions follow directly from the Markov probabilities, cf. [9].
Model simulation
As described in [9] the above model allows for a common shock model such that the
simulation of a random time 7 is computationally easy. However, the default time of
each counterparty indicates not only its own default, but also the common defaulting
among them. Therefore, we need to update the definition of default times. Given the
previously simulated trajectories of the CIR processes y; for j € Mcpg, one essentially
needs to simulate IID (Independent and identically) exponential random variables &, for

j € LU Mecps. Then one computes, for every [ € L,

T = mf{t > 0; Al(t) > fl} (396)
and for every j € M¢epg,
7; = 1inf{t > 0; Y;(t) > &;}. (3.97)

Next, we set for every j € M¢ops,

T =7 A ( A ﬁ>. (3.98)

{leL; jel}
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3.4.4 Computing of BVA considering Simultaneous Defaults

Before computing BVA considering simultaneous defaults we firstly have to determine
the constant a; for j = C,I, R in the model (3.90). If we assume that the processes
Yj, J € Mcps are always non-negative, then due to the definition (3.88) the constant a;

defined in (3.90) must be chosen as

aj= Y MN<), Vi€ Meops. (3.99)

{leL;jel}

For instance, we can set as in [3], for every [ € L,
)\l = Cl inf )\j (3100)
jel

for some non-negative model dependence parameters C; such that ), ., C; < 1. The
value of C; determines the possibility of simultaneous defaults between the parties in the
group [; a larger value refers to a higher possibility of simultaneous defaults. Conversely,
if we e.g., set Cyc,gy = 0, then the simultaneous defaults between the counterparty and
the reference credit is not possible. In other words, the parameters C; represent the
dependence between defaults of the parties in the group [.

It has been shown in Section 3.2.1 that the market implied intensity (hazard rate) for
name j with A7 can be bootstrapped from the individual CDS quotes. We remark that
the bootstrapping procedure is model independent. Now we can calibrate the constant
a; for every j € Mcps by choosing appropriate model dependence parameters C; and

setting
aj= Y NN (3.101)

{leL;jel}
From the CDS quotes of the higher risk the bootstrapped intensity A} is larger; thus A;,
j € 1 is larger due to (3.100). Besides, for the same reason as for the intensity A}, a

larger dependence parameter C; constructs the larger \;, 7 € [. Hence, with the same

61



exponentially distributed trigger variable the simultaneous default time of the group [
is smaller (earlier) through (3.96), if C; is larger and consequently the possibility of the
simultaneous defaults between parties in the group [ is higher.

The Monte-Carlo approach

Now we can compute the BVA on a CDS contract. We perform the following steps based

on Monte-Carlo simulations:
1. Produce default times 7¢, 77 and 7x using (3.96), (3.97) and (3.98).

2. In case of B (see (3.80)), i.e. the counterparty defaults first, we need to compute
the term inside the first expectation value which has positive sign. First, we check
at the default time of counterparty whether the reference credit also defaults. For
the case of a simultaneous default we just need the loss given default L. Otherwise
we compute PS7° given in (3.6), the survival possibility in PP® can be computed

by (3.94).

3. In the event of € (see (3.80)) we need the term inside the second expectation value

with negative sign, the computation is similar to the last step.

4. Finally, we produce the BVA by discounting and averaging.

3.4.5 An example with Wrong-Way risk

In this section we perform a numerical evaluation of the BVA as defined in (3.87) based on
Monte-Carlo simulations. We study again a five years CDS contract on a reference entity
traded by an investor and a counterparty, where both the investor and the counterparty
are defaultable. We assume the payment dates to be every three months a = 0.25 and
the LGD of the three names are taken from a market provider and are fixed to 60%.
Furthermore, we assume deterministic interest rates such that the default time 7 and

the discount factor are independent.
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We set the three names having different levels of credit risk which are specified by

the collections of the parameters in Table 3.5. As already introduced in Section 3.2.3,

Credit Risk Level | & 1 o Yo
Low 0.9 1 0.001 | 0.01 | 0.001
Medium 081 0.02 | 0.1 | 0.01
High 0.5] 0.05 | 0.3 | 0.04

Table 3.5: Collection of parameters for initializing the CIR processes.

using the parameters in Table 3.5 we can compute break-even spreads which will be used
as the market quotes. We show in Table 3.6 the premium rate P in basis points using
the assumed deterministic LGD (LG Doy = 0.6, LG Dpedium = 0.65 and LG Dyign, = 0.7)

and collections of the parameters in Table 3.5.

| Maturity | Low Risk | Medium Risk | High Risk |

1y 6 85 293
2y 6 o7 208
3y 6 105 301
dy 6 110 302
By 6 113 302
Gy 6 115 303

Table 3.6: Break-even spreads in basis points generated using the collections of the
parameters of the CIR processes in Table 3.5.

We assume the following scenarios:

e Scenario 1. The investor has low credit risk, the reference entity has high credit risk
and the counterparty has medium credit risk. This situation is the most common

in the real market.

e Scenario 2. The investor has low credit risk, the reference entity has medium credit
risk and the counterparty has high credit risk. We are facing a risky counterparty

in this case.
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e Scenario 3. The investor has high credit risk, the reference entity has medium
credit risk and the counterparty has low credit risk. The investor is most risky

itself.

e Scenario 4. Both investor and counterparty have medium credit risk, while the

reference entity has high credit risk (Risky Reference I).

e Scenario 5. Both investor and counterparty have low credit risk, while the reference

entity has high credit risk (Risky Reference II).

As an example, we assume the parameters C;,l # {C, R} to be the same and equal
with 0.01. and compute the BVAs for each following scenario by varying the parameter

Cic,ry- We report our results in Table 3.7. Table 3.7 clearly shows the effect of the

’ Scenario H Base Scenario \ Risky Counterparty \ Risky Investor \ Risky Ref I \ Risky Ref II ‘

Cio.m BVA, BVA, BVA, BVA, BVA,
BVA, BVA, BVA, BVA, BVA,
0.01 7.0 (0.1) 6.5 (0.1) -0.6 (0.0) 2.9 (0.1) 0.2 (0.0)
4.1 (0.0) 0.7 (0.0) 6.3 (0.1) 2.9 (0.1) | -0.1(0.0)
0.03 12.5 (0.2) 12.5 (0.2) 0.4 (0.0) 8.3 (0.1) 0.4 (0.0)
4.0 (0.0) 0.5 (0.0) 6.3 (0.1) 3.1 (0.1) | -0.1(0.0)
0.05 184 (0.2) 19.1 (0.2) 0.0 (0.1) 141 (0.2) 0.8 (0.1)
3.9 (0.0) 0.3 (0.0) 6.3 (0.1) -31(0.1) | -0.1(0.0)
0.1 32.6 (0.3) 35.1 (0.3) 0.8 (0.1) 28.0 (0.2) 15 (0.1)
3.6 (0.0) 0.0 (0.0) 6.5 (0.1) 3.6 (0.1) | -0.1(0.0)
0.15 46.0 (0.4) 50.8 (0.4) 1.6 (0.1) 415 (0.4) 2.3 (0.1)
3.2 (0.0) -0.1 (0.0) 6.5 (0.1) 4.2 (0.1) | -0.1(0.0)
0.2 59.7 (0.4) 66.4 (0.4) 2.2 (0.1) 548 (0.4) 28 (0.1)
2.9 (0.0) -0.3 (0.0) 6.4 (0.1) 46 (0.1) | -0.1(0.0)
0.25 744 (0.5) 83.1 (0.5) 3.3 (0.1) 69.3 (0.5) 10 (0.1)
2.6 (0.0) -0.3 (0.0) 6.5 (0.1) 5.1 (0.1) | -0.1(0.0)

Table 3.7: The values of the BVA in basis points for the different scenarios, the number
between parentheses represents the Monte-Carlo standard error.

wrong-way risk. For example, if one looks at the second column, one notices that as the
possibility of the simultaneous defaults between counterparty and reference credit gets
larger, the BVA, increases significantly due to the reasons: (1) the counterparty is the
riskiest name. (2) The higher represented positive correlation makes the spread of the

reference entity larger at the counterparty default, thus the option on the residual price
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of CDS for the investor as payer will be in the money and worth more. However, at the
counterparty default the investor only gets a fraction of it proportional to the recovery
value of the counterparty. (3) At the simultaneous default of the counterparty and the
reference credit, that option must be deep into the money, but the payer investor only
gets a fraction of it proportional to the recovery value of the counterparty, more BVA,
takes place.

The adjustments BVA,, in Scenario 1 (Base Scenario) and Scenario 2 (Risky Counter-
party) are similar, since the possibility of simultaneous defaults between the counterparty
and the reference entity are the same if one has medium credit risk and the other one
has high risk. The adjustments BVA,, in Scenario 2 are a little bit larger than the cor-
responding adjustments in Scenario 1, because the counterparty in Scenario 2 is riskier.
If one looks at the adjustments BVA; in Scenario 1 and Scenario 2, at the simultaneous
default between the counterparty and the reference entity, the option for the investor as
the receiver will be out of the money, thus slight adjustments are required. In particu-
lar, as the dependence parameter Cyc gy is larger, less adjustments take place, but the
changes are very small.

In Scenario 3, the values of the adjustments BVA, have only small changes. For the
small dependence parameter Cic gy the adjustment is negative, because the investor is
riskier. However, as the dependence parameter Cyc gy gets larger, this is to say that the
possibility of the simultaneous defaults between the counterparty and the reference is
increasing, the investor as payer even requires the adjustments although he is risky, see
the last three rows at the third column.

An interesting pattern emerges from the fourth column (Risky Ref I). Contrary to
earlier works, e.g., [15, 16], by looking at BVA, at the fourth column, one finds that
as the possibility of the simultaneous defaults between counterparty and the reference
entity is increasing, the BVA, increases significantly. The reason is that the counterparty

has medium credit risk while the reference entity has high risk, thus they have higher
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possibility for larger Cyc r) to default simultaneously, then the investor needs adjustments
to hedge this risk. However, if the counterparty becomes safer while the reference entity
is still riskier, then the possibility of the simultaneous defaults between the counterparty
and the reference entity will be lower, thus less adjustments will take place as reported

in the last column (Risky Ref II).

3.5 Summary

Either from the correlation matrix R in Section 3.2 or the dependence factor C; in
Section 3.4 we realize that the correlation between counterparties in a CDS contract
plays a key role on their default risk management. As already mentioned in Section
2.3, to introduce the default correlation among the counterparties one can use a copula
function, the correlated BMs in the SDE system, or both approaches jointly.

Generally, the degree of relationship between financial products and financial insti-
tuations always plays an essential role on, e.g., pricing and hedging, and thus must be
considered. The most common one is the correlated BMs in a SDE system by a determin-
istic constant. However, intuitively, a time-dependent model or a stochastic model could
better replicate the phenomena in the real world. Indeed, market observations clearly
indicate that financial quantities are correlated in a strongly nonlinear way, correlation
could even behave stochastically and unpredictably. This motivates us to finish the next
two parts for the present thesis: modelling and application of local time-dependent and

stochastic correlation.
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Part 11

Modelling and Applications of Local Time-dependent

Correlation

In this part, we provide an appropriate and reasonable time-dependent correlation func-
tion and present the concept of dynamically (time-dependent) correlated Brownian mo-
tions (BMs) and its construction. As example, we apply this new time-dependent corre-
lation function to price European options and Quanto options. We analyze the improve-

ment by using a time-dependent correlation instead of a constant correlation.
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Chapter 4

Time-dependent Correlation Model

and its Application

We introduce an appropriate and reasonable time-dependent correlation function. The
concept of dynamically (time-dependent) correlated BMs and its construction are pre-
sented. For the applicability of time-dependent correlation, for examples, we price
Quanto options under time-dependent correlation and extend the Heston model [58]

by incorparating time-dependent correlation.

4.1 The Dynamic Correlation Function

The key issue of modelling correlation as a time-dependent function is to ensure that the
boundaries —1 and 1 of the correlation function are not attractive and unattainable for
any time. Besides, the correlation function must converge for increasing time. Actually,
it is demanding to find such a correlation function which satisfies these two properties.
In this section, we build up a reasonable and appropriate time-dependent correlation
function, so that one can reasonably choose additional parameters to increase the fitting

quality on the one hand but also add an economic concept on the other hand. Thus many
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problems of finance and economics can be treated under dynamic correlation which is

much more realistic than using a constant correlation to model real world phenomena.

4.1.1 Build-up Model

A correlation function must satisfy the correlation properties: It provides only the values
in the interval (—1, 1) for any time; it converges to a value for increasing time. We find
the following simple idea: We denote the dynamic correlation with p and propose simply
using

pr = E[tanh(X;)], ¢ >0, (4.1)

for the dynamic correlation function, where X, is any mean-reverting process with
positive and negative values. For a fixed parameter of X;, the correlation function
pr : [0,t] — (—1,1) depends only on t. We observe that the dynamic correlation model
(4.1) satisfies the desired properties: First, it is obvious that p, takes values only in
(—1,1) for all ¢. Besides, it converges to a value for increasing time due to the mean
reversion of the used process Xj.

The time-dependent correlation function based on OU process

X, in (4.1) could be any mean-reverting process which alows for positive and negative

outcomes. As an example, let X; be the Ornstein- Uhlenbeck (OU) process [113]
dXt = /‘Q(ﬂ — Xt)dt + O'th, t Z 0. (42)

We are interested in computing F[p;] as a function of given parameters in (4.2). We

compute p; = Eftanh(X})| as

2 1
o = Eftanh(X;)| = E |1 —e X ———— | =1-FE e X ———|. 4.
Pt [tanh(X})] e eXt—I—eXt} {e COSh(Xt):| (4.3)
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We set g(X;) = 1/ cosh(X}), and apply the results by Chen and Joslin [29], the expecta-
tion in (4.3) can be found in closed-form expression (up to an integral) as

1 [e.e]

2 ) o

g(u) - BEle Xt e™*] du, (4.4)

where i = v/—1 denotes the imaginary unit and § is the Fourier transform of ¢, in this
case is known analytically by g(u) = 7/ cosh(%*). Denoting C'F'(t,u|Xo, k, 1, 0) as the
characteristic function of X;, the expectation in (4.4) can be presented by CF(t,i +
u| Xo, &, pt, o). Thus, we obtain the closed-form expression for p; :

1 [ 1
n, — 1 _ - . CF t . X d ' 4‘5
" 2 /—oo COSh(%) ( ’Z+u| 05 5 s U) U ( )

The next step is to calculate the expression of CF(t,i 4 u|Xo, k, i1, 0). X; is the OU
process and its characteristic function C'F(t,u|Xy, k, i1, o) can be obtained analytically,
e.g., using the framework of the affine process, see [36]. Then, we only need to substitute

w41 for w in the characteristic function of X; to calculate C'F (¢, + u|Xo, &, p, o) which

is given by
CF(t,i+ u|Xo, K, p,0) = e*#”*@+m(A(t)+B(t))+u2@7 (4.6)
with
2
A(t) = e ™ Xo+ p(l —e ™), B(t) = —g—ﬁa — e, (4.7)

Finally, the dynamic correlation function p; can be computed by

—A)-BY oo 1 ‘
br=1— %/ peTens GAD+BO 2 B g (4.8)
e !
::;?u)

where A(t) and B(t) are defined in (4.7). In fact, X, in A(t) is equal to artanh(py).
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We observe that the integrand ¢g(u) is a symmetric function about u = 0 and vanishes
(approaches zero) for a sufficiently large absolute value of u, see Figure 4.1. For these

two reasons, the numerical integration in (4.8) is computationally fast.
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Figure 4.1: g(u) under py =0.3,5, = 2,1, = —0.8,0, = 0.1

To illustrate the role of each parameter in (4.8), we plot p; for a couple of parameters.
First in Figure 4.2, we let kK = 2 and o = 0.5 and display p; with different values of p,

which is set to be 0.5, 0 and — 0.5, respectively. Obviously, p determines the long

0.5 T T T T T 0.5

04f LT 1 04f -

03fF // — = —p=05

o2t 7 — - p=-05

[R1

\
—04F | 1 -0t \

-04r T 1 —0.4t Tl

_05 L L L L L _05 L L L L L
0 0.5 1 1.5 2 25 3 0 0.5 1 15 2 25 3

Figure 4.2: Dynamic correlation p; for varying p (k = 2 and o = 0.5).

term mean of p,. However, p is not the exact limiting value. Considering Figure 4.2a
where the initial value of the correlation function is 0, we see that p; is increasing to a
value around p = 0.5 and decreasing to a value around p = —0.5 as ¢t goes on, when
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@ =10.5and — 0.5, respectively. Besides, for yn = py = 0 we observe that the correlation
function p; always yields 0 which is the same as the constant correlation p = 0. Now, we
set po = 0.3 and keep the values of all other parameters to be unchanged, then display
the curves of p; in Figure 4.2b.

Next, we fix kK = 2 and p = 0.5 and show p; for the varying ¢ = 0.5, 1 and 2 in Figure

4.3. Obviously, o shows the magnitude of variation from the value around p = 0.5. In

0.45

0.4

/
1K 035

0.3f

0.25

0 05 1 15 2 25 3

(b) po =0.3

Figure 4.3: Dynamic correlation p; for varying o (k = 2 and pu = 0.5).

Figure 4.3a we see, the larger the value of o is, the stronger the deviations of p; is from
the value around p = 0.5. More interesting is that p; first decreases until ¢ ~ 0.25, then
increases and converges to a value, see Figure 4.3b where py = 0.3 and o = 2.

Again, in order to illustrate the role of k, we set u = 0.5, ¢ = 2 and vary the value
of k, see Figure 4.4. From Figure 4.4a it is easy to observe that x represents the speed
of p; tending to its limit. Especially, as we have seen in Figure 4.3b, the curve is more
unstable for k = 2 and o0 = 2 in Figure 4.4b. However, if ¢ remains constant while
the value of k is increasing, we can see that curves of p, become more stable and tend
straightly to its limit. If one incorporates the dynamic correlation function (4.8) to a
financial model, the parameters py, k, i, and o could be estimated by fitting the model

to market data.
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Figure 4.4: Dynamic correlation p; for varying x (= 0.5 and o = 2).

4.1.2 Dynamically correlated BMs and its Construction

At a time t > 0, the correlation coeflicient of two Brownian motions (BMs) W;; and

Wio is defined as (see B.1)

E
P M (4.9)

If we assume that ptl’2 is constant, pi’Q = p'? for all + > 0, then Wiq and W, 5 are
correlated with the constant p!2. In the following, we show how to define the dynamically
correlated Brownian motions, where the correlation is not the same for each time instant.
Let (Ap)nen :i={0=1tg <t; < -+ <tp_1 <t, =1} be a partition of [0, ¢] with the mesh

(A == lr%aé);(tz —t;_1), we calculate

EWy Wio] =E[(We1 —Wiin) + Wi o0 — Wi 1) + -+ (Wip — Wig 1))

((Whyo =W i2) + (Wi 2 = Wi p0) + -+ (Wi o — Wig2))]

=FE Z(Wtul - thlJ)(WtuZ - Wti7172)
L =1
& 1o Uoa I LS

=F Pt{—ti,l(ti - ti—l) = F / pyds| . (4.10)
Li=1 0

Therefore, we give the definition of dynamically correlated BMs.
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Definition 4.1.1 Two Brownian motions W,1 and Wy o are called dynamically corre-

lated with correlation function py, if they satisfy

t
E[Wt71Wt72] :/ ﬁst, (411)
0

where py : RT — (—=1,1). The average correlation of Wy1 and Wya, pay, is given by

t _
pav =1 [y Psds.

Construction
The construction of dynamically correlated BMs can be easily done. We consider first
the two-dimensional case. Let p; be a correlation function. For two independent BMs

W1 and W, 3 we define

t t
Wi = / pudW, 1 + / V1= 2 dW, s, (4.12)
0 0

with the symbolic expression

dWio = pedWyq + /1 — pZ dW, 5. (4.13)

It can be easily verified that W, , is a BM and correlated with W, ; dynamically by p;.
Besides, the covariance matrix and the average correlation matrix of W, = (W; 1, W;5)
can be determined, given by
t t
t [y Psds 1 = [y psds
. and .
Jo Psds t +y psds 1
respectively.
The construction above can be also generalized to n-dimensions. We denote a stan-
dard n-dimensional Brownian motion by Z; = (Zi4,..., Zn:) and the matrix of dy-

namic correlations R, = (/’ )i<ij<n which has the Cholesky decomposition for each
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time t, Ry = AtAtT with A, = (Cli’j)1<i,j<n. We define a new n-dimensional process

Wt = (Wl,t7 seey Wn,t) by
Wie=Y aldZy,, i=1-n. (4.14)

We can easily verify that W, satisfies the following properties:
e Wy = 0 and the paths are continuous with probability 1.
e The increments W;, — W,, and W;, — W, are independent for 0 <ty < t; <ty <.

e For 0 < s < t, the increment W, — W, is multivariate normally distributed with

mean zero and covariance matrix ¥ : W, — Wy ~ N (0, X) with

t—s fﬁ”du . ft_lndu
o fp“du t—s .- fp2”du
f otdu f o2du - t—s

We call the process (W;);>o a n-dimensional dynamically correlated Brownian motion,

with the correlation matrix R;.

4.2 The Applications to Quanto Options

The Quanto option is a cash-settled, cross-currency derivative in which the underlying
asset has a payoff in one currency, but the payoff is converted to another currency in
which the option is settled. Thus, the correlation between assets and currency exchange
rate must be considered. Instead of assuming a constant correlation, we develop a
strategy for pricing the Quanto option under time-dependent correlations in a closed

formula. An example of calibration to real market data is provided. We study the effect
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of dynamic correlation on the option pricing and hedging. The numerical results show
that the prices of Quanto option under dynamic correlation can be better fitted to the

market prices than simply using a constant correlation.

4.2.1 Quanto Options under Dynamic Correlation

We derive the pricing formula of Quanto options with incorporated dynamic correlation.
We define H as the exchange rate between domestic and foreign currency and S' is the

level of an index traded in the foreign countries. We assume that they satisfy

dSt = /.LSSt dt + USSt thS (415)

dH, = pgH,dt+oyH,dW}!,

where W and W/ are correlated dynamically with the correlation function p; defined
in (4.8).
Following the methodologies in [116, 108] we construct a portfolio consisting of the

quanto in question, hedged with foreign currency and the asset S :

I =V(H,S, p,t)— AgH — AgHS. (4.16)

We remark that every term in this equation values in domestic currency. Apg is the
number of foreign currency we hold short, so —AgyH is the value in domestic currency
of that foreign currency. It is similar to understand —AgH S.

The change in the value of the portfolio due to the change in the value of its compo-

nents and the interest rate of foreign currency (r) can be obtained with the aid of the
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Ito lemma as

ov 1 o0*V 92V 1 92V

II= ot H>—— H 252622 ©

d ( ot T oot gs ponosHS gea + 5055 50

ov
— piogosAsHS — rfAHH> dt + <8_H Ay ASS> dH (4.17)
n (g—g _ ASH> dS.
We now choose
oV S oV 10V
A Ag= s 4.1

H= 50 " Hog AT s (4.18)

to hedge the risk in the portfolio. Thus, the return on this risk-free portfolio must be

equal to the domestic currency risk-free rate (r;), which yields

ov 1 2 2, 0%V 0*V 1 2, PV
ot o g T oot S ygnm 505 gge 419
oV o (4.19)
+H8_H( — )"‘S%(T‘f — progos) —rqV = 0.

To fully specify a particular quanto we consider a Quanto Put-option with the payoft at
maturity

W (Sr,T) = Homax(K — Sr,0), (4.20)

where Hj is the exchange rate at the time zero (today). This means, it is agreed upon at
the inception of the contract that the exchange rate at time-zero will be used at maturity.

So there is no currency risk appears. By substituting (4.20) into (4.19) we obtain

ow 1 *wW ow
E_‘_ﬁ 2 —FS—(T’f—ﬁtO_HO'S)_TdW:Ov (421)

2
759 552 BR

which is just the simple one factor Black-Scholes (BS) equation [11] with a time-

dependent dividend yield of
1 t
D(py) =rq—rf+ UHUSZ / psds. (4.22)
0
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Finally, the price of a Quanto Put-Option in the extended BS model incorporating time-

dependent dividend yield can be derived as
P=H, (K exp "7 N (—dy) — Sy exp(rs—ra)T=onos Ji put N(—dl)), (4.23)

with

log(52) + — I 5,dt + %5 T
i = 0g(32) + (rf —onos [, pe 5)/ 7 dy = dy — ogV'T, (4.24)
Js\/T

where the correlation function p; is defined in (4.8). The price of a Quanto Call-Option

can be derived easily from the put-call parity.

4.2.2 Dynamic Correlation vs. Constant Correlation

As an example, think of investing a Put-option on the Deutsche Bank stock traded in
Euro (foreign currency) and converted to USD (domestic currency) at maturity. We
assume that Sy = 36, Hy = 1.3,7¢ = 0.05,7y = 0.03,05 = 0.3 and og = 0.2. For the
dynamic correlation function we set pg = 0,k = 2, u = 0.25,0 = 0.5 and the value of the
constant correlation to be 0.2.

In Figure 4.5a we display the prices using constant and dynamic correlation for
different strikes and maturities. We see that prices under the dynamic correlation are
higher than the price using the constant correlation. To clarify the difference between
them we show the difference in Figure 4.5b.

We now keep all the value of parameters to be the same except for setting p = 0.
From (4.8) we see that the dynamic correlation function takes value around zero, which
is the value of the constant correlation. This means that the price differences must be
less than the last case. To see this, we plot the price differences for this case in Figure
4.6a and compare it to Figure 4.5b. Furthermore, we can set k = 8 so that the dynamic

correlation function reaches its limit (around zero) rapidly. For this case, the prices with
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Figure 4.5: Comparison of prices between using constant and dynamic correlation with
k=2 pu =025 0 =05 and pp = 0 (correlation process parameters) and p = 0
(constant correlation).
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Figure 4.6: Differences of prices between using constant and dynamic correlation with
=0, and py = 0 (correlation process parameters) and p = 0 (constant Correlation).

and without dynamic correlation must be closer to each other, see the price differences
in Figure 4.6b.

Effect on hedging

In the following, we discuss the effect of dynamic correlation on the hedging strategy.
We consider the delta hedging as an example. By using a dynamic correlation, the delta
is given by

Ay = d(dy) — 1, (4.25)
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where @ is standard normal distribution function and d; is defined in (4.24). Similarly,

the delta by using a constant correlation is given by

A, = 0(dy) — 1 (4.26)

where d; is defined in (4.24) by setting p; = p. We take the same values for all BS
parameters as in Figure 4.5 and set p = pg = 0,k = 2, 4 = 0.6 and o = 0.5. Then, we
compare the delta of a Quanto Put-option (T = 1) for different spot prices under the
dynamic correlation to the corresponding delta with constant correlation in Figure 4.7.

We observe that the delta values using the constant correlation are larger than the delta

With constant correlation
— — — With dynamic correlation

0 5 10 15 20 25 30 35 40 45 50
Spot price

Figure 4.7: Comparison of the delta hedging with and without dynamic correlation.

values under the dynamic correlation.

4.2.3 Calibration to the Market Data

Here we illustrate the existing advantage of using dynamic correlation for the calibration
to the market data. We take the Quanto puts on Deutsche Bank on July 30, 2013.
The spot price is S = 35.9 Euro, the strike K; ranges in [32, 33, 34, 35.9, 37, 38]. In
the United States, if one invests these puts, the Euro-USD exchange rate is needed to

convert the payoff in USD, which is Hy = 1.35 on July 30, 2013. Furthermore, both
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0s | Or p RMSE
0.32 1 0.20 | —0.04 | 27 x 10~*

Table 4.1: Estimated model parameters using constant correlation.

os | ORr 0 K 1 o RMSE
0.34 | 0.42 | —0.57 | 2.07 | 0.49 | 0.3 | 9.3 x 10~*

Table 4.2: Estimated model parameters using dynamic correlation.

interest rates ry and r4 are 0.05 and the contract is considered for different maturities,
T; € [30, 90, 180, 240] days.

For each strike and maturity we denote the market price with PM* (7, K;) and
the corresponding model price with PY°Y(7;, K;). We obtain the model parameters by

minimizing, e.g., the relative mean square error (RMSE)

1 (PM*(1i, K;) — PMo (1, K;))?

i?j

where N is the number of prices and w;; is an optional weight. Several numerical methods
can be employed for this optimization, we choose a quasi-Newton approximation (e.g.,
matlab routine fmincon) in this example.

We estimate the parameters of the model using the constant and dynamic correlation,
and report the estimated parameters and the errors in Table 4.1 and 4.2.  We observe
that the RMSE of the case using the constant correlation is almost three times larger
than the RMSE of the case using the dynamic correlation. Furthermore, we present
the plots of the market prices, the model prices with constant and dynamic correlation
in Figure 4.8a and 4.9a. And we display the corresponding error, which is defined as
|PMR (7, K;) — PMod(7;, K;)|, in 4.8b and 4.9b.

Either from the Table 4.1 and 4.2 or from the Figure 4.8 and 4.9, we directly conclude
that the model under the dynamic correlation can be better fitted to the market prices.
Furthermore, we can also expect better results using dynamic correlation for Quanto

Caplets/Floorlets due to their pricing formula similar to (4.23). Especially, for pricing
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Figure 4.8: Comparison of market prices to model prices using constant and dynamic
correlation for 7' = 30 and 60 days.
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Figure 4.9: Comparison of market prices to model prices using constant and dynamic
correlation for 7' = 180 and 240 days.
Quanto caps/floor the advantages of using dynamic correlation are more obvious, since

the instantaneous correlation for each time step is considered.

4.3 The Applications to the Heston Model

The Heston model [58] is one of the most widely used affine stochastic volatility models
for equity prices. However, as mentioned before, in many situations the pure Heston

model has a limitation on presenting a volatility smile, especially for a short maturity.
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For this problem, several time-dependent Heston models have been proposed for a good
fitting to implied volatilities, e.g., [6, 42, 86, 107|, for a detailed explanation for those
extensions we refer readers to [95]. Due to the fact that correlation mainly affects the
slope of implied volatility smile, if the correlation is modelled with a time-dependent
dynamic function, more realistic skews or smiles will be provided in the implied volatility
surface by reasonably choosing additional parameters. In this section, we incorporate

our time-dependent correlation function (4.8) into the Heston model.

4.3.1 Incorporating Dynamic Correlations

Heston’s stochastic volatility model is specified as

dSt = MSStdt + \/V_tSt thS, (428)
dvy = Ky(fy — 1)dt + o,\/v dWY (4.29)

where (4.28) is assumed dynamics of the price of the spot asset, (4.29) is the volatility
(variance) and W;¥ and W} are correlated with a constant pg,. To incorporate the time-
dependent correlation, we assume that d.S; and dv; are correlated by the time-dependent
correlation function p; instead of the constant correlation pg,. The extended Heston

model with a dynamic correlation p; is specified as

dSt = ,USStdt + \/Zst thl, (430)
dvy = Ky, —v)dt + o,/ (pe AW} + /1 — p? dW}?), (4.31)
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where W' and W? are independent. Applying Itd’s lemma and no-arbitrage arguments

yields [58]
0*U 0*U 1 0*U oUu
220" Y 1 9 O°U oy
v°S 557 —l—pta,,VSasa + 5 Z,Va —i—rSaS (432
+ [k (it — v) — A(S, v, p, 1) ]—ZU —rU + %[t] 0,

where p; is defined in (4.8) but with the parameters py, ,, f,, and v,. It is worth
mentioning that the market price of volatility risk also depends on the dynamic corre-
lation, which could be written as S\(S, v, pt,t). This means, the price of correlation risk
embedding in the price of volatility risk has been considered.

We consider e.g., a European call option with strike K and maturity 7" in the Heston

model

C(S,v,t,p1) = SP, — KP(t,T)P,, 7=T—t, (4.33)

where P(t,T) is the discount factor and both probabilities P;, P, must satisfy the PDE

(4.32) as well as their characteristic functions, f1(S,v, p;, ¢,t) and fo(S, v, p, &, 1)
£i(S, v, by, ¢, 1) = CimOHDimdtiolns = 5 9 (4.34)

By substituting this functional form (4.34) into the PDE (4.32) we can obtain the fol-

lowing ordinary differential equations (ODESs) for the unknown functions C' and D :

0D;

——¢ + poudiD; + 20—2D2 + i — =0, (4.35)
2C;
réi + Ky, Dy + W =0, (4.36)
with the initial conditions C;(0, ¢) = D;(0, ¢) = 0, and
up =0.5, uy=-0.5, b=k, +X—po, and by =k, + A, (4.37)
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where

oAM= oo 1 , 2 B(1)
5, —1— — "~ = u(AM+B) e g 4.38
IOt 2 /;OO COSh(ﬂ-—2u> € u? ( )
with A(t) = e ""artanh(pg) + p,(1 — e "), B(t) = —;—i(l — e 2ot

Obviously, (4.35)-(4.36) cannot be solved analytically. Therefore, we need to find
an efficient way to compute the option price numerically. For this we use an explicit
Runge-Kutta method, the matlab routine ode45, to obtain C' and D in (4.35)-(4.36) and
thus also the characteristic functions (4.34). Finally, we employ the COS method [47]
to obtain the option price C'(S,v,t, p) in (4.33). Thanks to the COS method, although
we solved that ODE system numerically, the time for obtaining European option prices

is less than 0.1 seconds such that a calibration can be performed quickly.

4.3.2 Calibration of the Heston Model under Dynamic Corre-

lation

We calibrate the Heston model extended by our time-dependent correlation function to
the real market data (Nikk300 index Call-options on July 16, 2012) and compare these
to the pure Heston model [58] and the time-dependent Heston model [86].

We consider a set of N maturities T;, ¢ = 1,..., N and a set of M strikes K;, j =
1,..., M. Then for each combination of maturity and strike we have a market price

VM(T;, K;) = V;j' and a corresponding model price V (T, K;; ©) = V;$ generated by

(‘/iljw_v@)2

using (4.33). We choose the RMSE for the loss function 1 >ij — s, which can
be minimized to obtain the parameter estimates
R 1 (VM —©)2
© = argmin oy (4.39)
M x N ; Vi

For the optimization we restrict py to the interval (—1,1) but not the value of j,. Since it

is not the direct limit of the correlation function but the mean reversion of the Ornstein-
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Uhlenbeck process, thus, it could take any value in R. Our experiments showed, that it
is sufficient and appropriate to restrict p, to the interval [—4, 4].

We state our estimated parameters and the estimation error for the pure Heston
model (abbr. PH), the Heston model under our time-dependent correlations (CH), the
time-dependent Heston model by Mikhailov and Nogel [86] (MN) in Table 4.3, 4.4 and

4.5, respectively.

The pure Heston model
) Ry [y Oy D Estimation Error
0.029 | 4.746 | 0.053 | 1.108 | —0.355 1.10 x 1073

Table 4.3: The estimated parameters for the pure Heston model using Call-options on
the Nikk300 index on July 16, 2012.

The extended Heston model by using our time-dependent correlation function

2 Ry [y 6y 0o Kp fip o, | Estimation Error
0.027 | 5.542 | 0.055 | 1.224 | —0.165 | 5.333 | —0.752 | 0.434 2.38 x 1074

Table 4.4: The estimated parameters for the Heston model under time-dependent cor-
relations using Call-options on the Nikk300 index on July 16, 2012.

The time-dependent Heston model by Mikhailov and Nogel
Maturity ) Ry iy Oy D Estimation Error
1/12 0.025 | 2.749 | 0.095 | 1.172 | —0.201 1.78 x 1074
1/4 0.012 | 2.936 | 0.076 | 0.524 | —0.411 2.45 x 107°
1/2 0.011 | 2.890 | 0.058 | 0.592 | —0.430 1.14 x 1079
1 0.001 | 2.911 | 0.051 | 0.558 | —0.389 4.28 x 1076

Table 4.5: The estimated parameters for the time-dependent Heston model by Mikhailov
and Nogel using Call-options on the Nikk300 index on July 16, 2012.

We see that the estimation error using the CH model is significantly less than the error
using the PH model and almost the same as the error (sum of errors for each maturity)
under the MN model. To illustrate more clearly, for each maturity we compare the
implied volatilities for all the models to the market volatilities in Figure 4.10. We can
observe that the implied volatilities for the CH model are much closer to the market

volatilities than the implied volatilities for the PH model, especially has the better
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Figure 4.10: The comparison of implied volatilities for all the models to the market
volatilities of the Call-options on the Nikk300 index on July 16, 2012, where the spot

price is 150.9.

volatility smile for the short maturity 77 = 1/12. Comparing to the MN model, the

implied volatilities for our model are almost the same. However, our CH model has

an economic interpretation, namely the correlation is nonlinear and time-dependent as

market requires. We conclude that the Heston model extended by incorporating our

time-dependent correlations can provide a better volatility smile than the pure Heston

model. Another nice issue is that the time-dependent correlation function can be easily

and directly introduced into the financial models. The application of the time-dependent

correlation model in pricing option with stochastic interest rate can be found in [106].
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Part 111

Modelling and Applications of Stochastic Correlation

As randomness features more generally, like moving from time-dependent interest rate
to stochastic interest rate, from time-dependent volatility to stochastic volatility, in this
part we investigate how to model correlation as a stochastic process and its applica-
tions in finance. We provide a general stochastic correlation model and discuss several
stochastic correlation processes. We apply stochastic correlation to price Quanto op-
tions and quantify the correlation risk caused by using a wrong (constant) correlation.
Furthermore, we incorporate stochastic correlation into the Heston model and find, that
the Heston model extended by introducing stochastic correlation provide a better fit to

the skew and smile in the volatility surface that is visible in the market.
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Chapter 5

Stochastic Correlation Models and

its Application

In Chapter 4 we have investigated a time-dependent correlation model and its application
to some financial models. We find, instead of using a deterministic constant correlation,
incorporating time-dependent correlations into a financial model can improve its per-
formance. However, only a time-dependent correlation model might be not enough to
model real phenomena in financial world due to the uncertainty associated with the fu-
ture development of relationship between, e.g., financial parties and products. This is to
say that applying stochasticity for correlation should better replicate correlation prop-
erties in reality. Like moving from time-dependent interest rate to stochastic interest
rate, from time-dependent volatility to stochastic volatility, we turn in this chapter to

stochastic correlation modelling and its application.

5.1 Stochastic Correlation Models

Firstly, we mention two concepts of stochastic correlation models which are widely ap-
plied in finance. The first one is dynamic conditional correlation by Engle [44, 45]. The

second one is based on the Wishart process introduced by [23] and extended by [54],
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and see [25, 49] for its application to the Heston model. In financial markets, the first
problem of using a correlation concept is the observability. Unlike price, exchange rate
and so on, the correlation cannot be observed directly in the market and can only be
measured in the context of a model. The easiest estimator of the correlation is the sam-
ple correlation coefficient which has been given in (B.2). Furthermore, using (B.3) one

can calculate a historical rolling correlation .

5.1.1 Historical Correlation

To find financial correlation properties in reality, we make an example of historical corre-
lations between S& P 500 index and Furo/US-Dollar exchange rate on a daily basis. We
take daily log-return series of S&P 500 and Euro/US-Dollar exchange rate and calculate
the 15-day, 30-day and 60-day historical correlations using (B.3) which are displayed in

Figure 5.1.

T
15-Day
0.8 — — —30-Day
—-—-60-Day

Historic Correlation
°
T
=
Ry

-1 1 1 1 1 1 1 1 1
Jan-2005 Jun-2005 Dec-2005 Jan-2006 Jun-2006 Dec-2006 Jan-2007 Jun-2007 Dec-2007

Date

Figure 5.1: Historical Correlation between S&P 500 and Euro/US-Dollar exchange rate
(Source of data: www.yahoo.com).

We observe that the longer a time window is, the less volatile a historical correlation
is. In Figure 5.1, the 15-day historical correlation is more variable than the 30-day histor-
ical correlation which is again more variable than the 60-day correlation. With a longer

averaging period a long-term correlation is calculated. If we choose the time window as
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10 or 15 days, the estimated correlation for each time ¢ using (B.2), could be seen as a
short-term correlation of the current market phenomena whose immediate past returns
are used for the estimation. It is worthwhile noting that the events, especially, some
extreme events in a time window will affect the estimated correlation in the following
time windows, even has a delayed effect on the long-term correlation.

If one assumes that the phenomena in the past could be a reflection of the future,
one would like to use the historical correlation as a forecast for the future. It could be
a better way for correlation forecasting, if one describes the correlation using a mean-
reverting stochastic process. Besides, modelling correlation as a stochastic process, not
only the variation of the short-term correlation can be reflected, also the attributes of
long-term correlation is determined by the long-term parameter values, like long-term
mean value and mean reversion speed. For more detailed information about historical
correlation we refer to [1].

To see more properties, which a mean-reverting stochastic process should have to be a
stochastic correlation process (SCP), we plot its empirical density functions in Figure 5.2
using different bandwidths. We refer to [12] for details about the estimation of density

function from historical data.
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Figure 5.2: Empirical Density function of the historical correlation between S&P 500
and Euro/US-Dollar exchange rate.
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From the illustration of historical correlation above it seems like a good idea to model

correlation as a stochastic process which should satisfy the following properties [109, 114]:

(i) only takes values in the interval (—1,1),
(ii) varies around a mean value,

(iii) the probability mass tends to zero at the boundaries —1, +1.

We remark that the first two properties are similar to those properties for a time-

dependent correlation function introduced in Section 4.1.1.

5.1.2 A General Stochastic Correlation Model

For the motivations and the properties (i)—(iii) in Section 5.1.1, we propose the hyperbolic
tangent function of a mean-reverting stochastic process X;, like the OU process [113] or

other square root diffusion processes (with positive and negative values)

dXt = a(t, Xt)dt + b(t,Xt) th, t Z O, X() = Xy, (51)

to model the correlations as

pe = tanh(X;), po = tanh(xy) € (—1,1). (5.2)

Note that we used the expectation of tanh(X;) to model correlation as a time-dependent
function in Section 4.1.1. Obviously, the properties (i)—(iii) are fulfilled due to the
range of values of the hyperbolic tangent and mean reversion of the process. Besides,
the function tanh is symmetric and measurable. Although the function tanh can not
really attain —1 and 1, which respectively presents perfect negative and perfect positive
dependence, one can still use it for modelling correlations, because the correlation equal
to —1 or 1 is indeed an extreme event which happens very rarely in the real market, see,

e.g., Figure 4.2. Besides, the function tanh tends to the boundaries —1 and 1 at infinity.
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Applying Ité’s Lemma [61] with (5.2)

2
O tanh(X;) it + 0 tanh(X}) X, + 10" tanh(X;)

dpr = dtanh(X:) = ot Ox 2 Ox?

(dX.)?,  (5.3)
we obtain the stochastic correlation process (SCP)
dpy = (1= p2) ((a — pd?)dt +DaWW,), >0, (5.4)

where py € (—1,1), @ = a(t, artanh(p;)) and b = b(t, artanh(p;)). From (5.4) we see that
there is a suitable number of free parameters to calibrate the model to market data.
Besides, it is obvious, in this approach any mean-reverting process (with positive and
negative values) can be considered. The free parameters are hidden in the functions a
and b, which depend on the chosen underlying mean-reverting process.

Although we could intuitively observe that the function tanh(x) is eminently suitable

for correlation modelling, one can still ask whether other functions having values inside

the interval (—1,1), like trigonometric functions or %arctan(%x), xr € R can also be
applied for this purpose? In theory, such functions could be used for the SCP model
above. However, the trigonometric function is a periodic function, the arising complex
number will complicate further calculations. For the function %arctan(%:v), its [to’s

formula for the process (5.1) is given by

dpy = d= arctan(th> = a2 - mb” tan("57) ) at
™ 2 (1 + tan (T>) 2(]_ + tan2<l’tﬂ')) (5 5)

2

b
+
(1 + tanQ(ptT”))

dWy,

which is rather complicate such that the further computation will turn out to be te-
dious. Nevertheless, we will additionally consider the function %arctan(%x) which is,
like tanh(z) close to the identity in the neighbourhood of x = 0, see Figure 5.3. How-

ever, compared with tanh(z), the function 2 arctan(3x) grows much slower up to 1 and

93



down to —1, the estimation of the correlation will thus be worsened, similar to the esti-

mation for the heavy tailed distributions.
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Figure 5.3: Comparison of tanh(x) and %arctan(;—rx) : the later is less steep having
larger tails.

Calibration

We can estimate the free parameters of (5.4) using the density function. If we choose
for (5.1) a process which has the known density function, the density function of (5.2)
thus can be derived and used for the calibration purpose, e.g., for the case of using OU
process, see Section 5.1.3. Otherwise, we need to determine the transition density with
the aid of the Fokker-Planck equation [93].

Only for simplicity, we rewrite (5.4) with the redefined parameters a and b as

dpy = (1 — pi)(a — pb®) dt + (1 — p})bdW;, ¢ >0, (5.6)
~ ~~ o ~—
==af(t,pt) ::l;(t,pt)

where py € (—1,1). We assume that it possesses a transition density p(t, p|py) which

satisfies the Fokker-Planck equation

2

P + (e (e, 7)) = 5 5 Bt (e, ) =0, 6.)
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For the calibration purpose we consider the stationary density (for ¢ — 00)

p(p) := lim p(t, plpo). (5.8)

With the above construction (5.4) is also a mean-reverting process, thus one can show
that every two solutions of (5.7) are the same for ¢ — oo, this is to say that a unique
stationary solution p(p) exists, cf. [93]. Besides, the following two standard conditions

for a density function should be fulfilled by p(p),

/ p(p)dp = 1. (5.9)

1
1

/ p-p(p)dp — > mean value. (5.10)
1 —00

Up to now, we have just shown our structural idea of SCP. Several exact examples
by choosing different mean-reverting processes as underlying process for (5.1) with the
detailed stochastic calculus will be presented in the next sections, their calibration as

well.

5.1.3 Variant I: Stochastic Correlation with an OU Process

We specify our SCP model using the OU process. For the basis process (5.1) we choose
the OU process
dXt = /i(,u - Xt)dt + O'th, (511)

where x,0 > 0 and Xg, u € R.
Proposition 5.1.1 Applying Ité’s Lemma with p, = tanh(X,),

Gtanh(Xt)dX N 1 0? tanh(X})
A X, ¢ o)

2
o S ot (5.12)

dpy =
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gives the SCP as
dpe = (1 — p}) (k(p — artanh(py)) — pro”) dt + (1 — p})odWy, (5.13)

where t > 0, po € (—1,1), k,0 >0 and p € R.

The Proof can be found in Appendix C.

Density function and calibration

As mentioned in Section 5.1.2, we do not really need the transition density of (5.13) in
this case, since the OU process X; ~ N (zge ™ + pu(1 — e™"), 2 (1 — ¢~2)) is normal

distributed, if the initial value zq is given. As ¢t — oo, then X; ~ N (u, %) Therefore,

one can derive the density function for (5.13) as ¢t — oo as

1 VE (artanh () — )2
5\ — . e o2 5.14
which can be used to cablibrate the model.

In the following, we still derive the transition density of (5.13) to show how this
approach works. Besides, we want to compare the transition density of (5.13) to (5.14).
As pointed out in Section 5.1.2, we assume that (5.13) possesses a transition density

p(t, p|lpo) which satisfies the following Fokker-Planck equation

Gp) + 5@t Pt 7)) — 5 o5 bt (0, 7) = 0 (.15

with
0(t65) = (1= ) (s~ artanh(7) — o). (516
bt,p) = (1—p)o. (5.17)
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For ¢t — oo, the stationary density p(p) can be obtained by solving

d ~2 ~ ~ 2 1 0 S\ N2~
ap((l p%) (k(p — artanh(p)) — po?) p(p)) = 28/32(((1 p*)0)*p(p)) (5.18)
with )
<m L erf <\/jﬁ(artinh(ﬁ)—u)>> o~ 25 (artanh (5)-2p)
p(p) = P (5.19)

and constants m, n € R.
Now we try to simplify (5.19). Firstly we can easily observe, n must be zero, so that
the condition (5.10) can be satisfied by (5.19). We can check this straightly by setting

p = 0. Thus, (5.19) can be further written as

rartanh(p) ~

p(ﬁ) == .G_Tp(artanh(P)—Qﬂ). (520)
In theory we can compute m by solving the condition (5.9) with (5.19), but the inte-
gration of (5.19) will be tedious. However, due to the uniqueness of the asymptotic

distribution, m can be specified by identifying (5.14) and (5.20) as

S (5.21)

By substituting (5.21) for m in (5.20) we can obtain the transition density function which
is the same to (5.14).

As mentioned before, (5.14) can be used to estimate the parameters of (5.13). How-
ever, in this case of using the OU process, we can even calibrate the model considering
each time step. The OU process X; ~ N(zpe™™ + (1 — e ™), (1 — e~*)) has the

(conditional) probability density

7 —"C(QCSJ,»At_xseiHAt—H(l—eiﬁAt))Q

fx(xs+At|-r57 K, i, U) = \/ € o2(1-em2r00) ) (522)




from which we derive the density of p; = tanh(X}) directly as

5 5 a 1 7H(artanh(ﬁs+At)7artanh(ﬁs)e_ﬁAt7;1,0)2
fp(pS+At|pS7 R, [, U) = \/g : 1T - € a2b (523)
— Pst+At
with
a= " b= (1—e 280 and ¢ = (1 —e "), (5.24)

wo?’
Therefore, we prefer to employ the mazximum-likelihood estimation for the historical
correlation, see [19, 50]. We use 6 to denote the collection of the parameters x, y and o,
for the n + 1 given observed correlations (po, p1,- -+ ,p¢). We derive its log-likelihood

function

6(0’p07p17”' 7pt E log <\/7T0'2 1—e" 2k(ti—ti—1) ) +Zlog (1 —ﬁ%>
i=1 @

u —/-f(artanh(pti) — artanh(g,, , e "=t — (1 — e7rltiri—ti)))2
+ Z 0-2(1 _ e—2f€(t,;+1—ti)) ’

=1

~

Furthermore, the parameter estimators 6 = (&, fi,6) can be obtained by maximizing
(5.25). This can be done for example by various numerical optimization methods. Be-
sides, we remark that the derivatives of (5.25) with respect to p and ¢ can be found
analytically and only tedious with respect to x. The expressions for i and ¢ can thus be

obtained by solving

a‘C(e‘ﬁO?ﬁl?"' 7ﬁt) —0 and 8£(9\ﬁ0,,61, 7ﬁt)

= o — 0. (5.26)

We write the results as

<= artanh(p;,) — artanh(p,, ,)e "t 1— e_“(t’_t’ v
2 1 & Z

ILL = 1 + efﬁ‘,(tiftifl) (527)

i=1
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and

" 2k(artanh(py, ) —artanh (g, , )e "t — (1 —eti—ti-1)))2 :
n

1 _ e721€(t¢7t1‘,1)
=1

We see that ji has the expression only with respect to s, as well as ¢ by substituting
pin (5.28) by (5.27). Hence, we substitute i and ¢ in (5.25) to gain the log-likelihood
function only with the parameter s, which can be computed by maximizing this function.
Finally, we can substitute the value of & back to (5.27) and (5.28) to get values of ji and
0.

As an example we estimated the SCP parameters using the historical correlation in
Figure 5.2b. Then, we compared (5.14) using the estimated parameters and the empirical

density function of historical correlation, see Figure 5.4. We remark that no additional

-1 -08 -06 -04 -02 0 02 04 06 08 1

Figure 5.4: The estimated parameters: & = 32.11, i = 0.012 and 0 = 2.96

parameter restrictions appear using this SCP, which simplifies the calibration procedure.
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5.1.4 Variant II: Stochastic Correlation with a Modified OU

Process

If one want to restrict the mean value g in (5.11) to be only in (-1,1), it is reasonable to

modify first the OU process (5.11) as [110]

dX; = m(,u - tanh(Xt)) dt + o dWy, (5.29)

where k, 0 > 0 and Xy, p € (—1,1).

Proposition 5.1.2 Applying It6’s Lemma with p, = tanh(X,) yields the SCP

dpr = (1= p}) (K — pr) — o*pu) dt + (1 = p})o AW, (5.30)

where t >0, pp € (=1,1), k, 0 >0 and p € (—1,1).

The proof is similar to Proposition 5.1.1, we leave this to the readers.

Next, we modify the notation and rewrite (5.30) as

K '=kK+0°, p—m, o =o, (5.31)
d
1 _pth = K"(p" — pr)dt + " dW, (5.32)
t

where t > 0, py € (—1,1), k*, ¢ > 0 and p* € (—1,1). Then, we generalize the
correlation process (5.32) directly with the arbitrary parameter coefficients £ > 0, p €

(—1,1) and o > 0, like
dpy
1—p}

= k(p — pp)dt + o dWy. (5.33)

Proposition 5.1.3 The value of (5.33) is bounded in the interval (—1,1), if the condi-
tion

K > (5.34)

1+ up
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is fulfilled, and its stationary density function f(p) exists and can be analytically calcu-

lated as
(L4 p)retbe(1 — p)aete
= 5.35
7(7) g , (53)
with
M I +a,=b)F(1,—a, — by, 2+a, — by, —1)
o I'(2+a,—b,) (5.36)
L(1+a,+b,)F(1,—a,+b,,2+a,+b, —1) '
+ ;
I'2+a,+b,)

where a, = “_0_—2;'2, b, = 2%, F is the hypergeometric function (see B.6) and I' is Gamma
function.

The proof is given in Appendix C.

Transition density function

The transition density function f(p) in (5.35) can be used for calibration purposes. To
further illustrate it we display in Figures 5.5, 5.6 and 5.7 the behavior of f(p) for different
values of each parameter used in [105]. In Figure 5.5, we let kK = 2 and p = 0 and display
f(p) with different values of o, which is equal to 0.3, 0.4 and 0.5, respectively. Obviously,
o shows the magnitude of variation from the mean value p = 0. Next, we fix kK = 2 and
o = 0.3, the behavior of f(p) with different mean values p = —0.5, p = 0 and p = 0.5
can be found in Figure 5.6. However, whilst © = —0.5 and x4 = 0.5 we can observe that
the peak of the corresponding f(p) does not locate exactly at the points p = —0.5 and
p = 0.5, respectively. The reason is that, the value of x, which is mean reversion rate, is
not large enough. In order to illustrate the role of k, we set u = —0.5, 0 = 0.5 and vary
the value of k, see Figure 5.7. For k = 3, the peak of the transition density function is
far away from the mean value —0.5. However, in contrast the peak reaches the point

p = —0.5 when x = 12.

101



0=0.3
— — —0=04
— — 0=05|]

5
N
(9]

f®)

Transition density function

0
p

3.5

f(p)

251

0.5

Transition density function
(9]

Figure 5.6: Comparison of f(p) for different values of  (k =2 and o = 0.3).

5.1.5 Variant III: Stochastic Correlation with a Bounded Ja-

cobi Process
Ma [79] and van Emmerich [114] proposed to use the bounded Jacobi process to model
stochastic correlation. Indeed, the bounded Jacobi process is also in the class of our

general stochastic models, which means the bounded Jacobi process can be obtained by

transforming a special mean-reverting process.
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Figure 5.7: Comparison of f(p) for different values of k¥ (1 = —0.5 and o = 0.5).

We define the following mean-reverting process

— tanh(X,
Al — tanh(X0)) " dW,, >0, X, = o, (5.37)

dXt - 2
1 — tanh”(X;) 1 — tanh?(X,)

where k and o are positive, p € (—1,1). Then, we transform (5.37) with p; = tanh(X}),

with the aid of [t6’s Lemma we obtain
dpr = [(k(p — pr)) — 0°pe] dt + o/ 1 — p} AW (5.38)
The calculation is straightforward but tedious. Now, if we define
K*=kK+0°, W=y 0 =0 (5.39)

the correlation process (5.38) can be rewritten as

dpy = k" (u* — pp)dt + o*\/1 — p2 dW,, (5.40)
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which is exactly the bounded Jacobi process used by van Emmerich in [114]. Due to
the transformation with the function tanh, the correlations provided by (5.40), with
coefficients (5.39), are obviously located in the interval (—1,1).

However, if we redefine (5.40) with arbitrary parameters k, u and o as

dpr = k(p — pr)dt + o/ 1 — p? dW;, (5.41)
the following condition
o
> 42
R2 - (5.42)

must be satisfied to ensure that the boundaries —1 and 1 are unattainable. For the proof

and discussion about calibration we refer to [114].

5.1.6 Stochastically correlated BMs and its Construction

Following the way to define the dynamically correlated BMs, from (4.10) we give the

following definition.

Definition 5.1.1 Two Brownian motions W1 and Wy o are called stochastically corre-

lated with the stochastic process py, if they satisfy

E[WiaWis] = E [ /0 t psds} , (5.43)

where p; : Q@ x RT — (=1,1) is a SCP. The average correlation of Wy1 and Wia, pay, s
given by pa, = %E[fot psds].

The construction of stochastically correlated BMs is also similar to the case of dy-
namically correlated BMs presented in 4.1.2. We consider first the two-dimensional case
and let p; be a stochastic correlation process. For two independent BMs W, ; and W, 3
we define

t t
Wio = / psdWi 1 + / V1= p2dW,s, (5.44)
0 0
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with the symbolic expression

thQ = ptth,l + \V 1— pt2 thjg. (545)

It can be easily verified that W, , is a BM and correlated with W, ; stochastically by p;.
Besides, the covariance matrix and the average correlation matrix of W, = (W, 1, W, )

can be determined, given by

t E [fot psds} 1 %E [f(f psds]

and

E [fot psds} t %E [fg psds} 1

respectively.  The construction can be also straightforwardly generalized to n-

dimensions.

5.2 Pricing Quanto Options with Stochastic Corre-
lation

In Section 4.2 we have investigated the Quanto pricing under time-dependent corre-
lations. In this section we utilize the extended Black-Scholes formula by using our

stochastic correlation model to evaluate the fair price of the quanto options.

5.2.1 The Formula of Quanto Pricing

As an example we think of a Put-Option on the S&P 500 with payoff in USD

(Strike — S&P5007)*, (5.46)
=K =ST
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then the payoff of a currency-protected Quanto Put-option in Euro can be written as

exchangeRatey -(Strike — S&P5007) ", (5.47)

v~

:=Hy

where Hj is the Euro/USD (number of Euro per USD) exchange rate agreed upon at
the inception of the contract.

We recall that S; and R; are modelled by

dSt = MSStdt + USStthS (548)
dHt = ,LLHtht + O'HthWtH

Instead of using a time-dependent correlation, the W, and W[ are stochastically corre-

lated by the SCP introduced in Section 5.1.3, namely,
dp; = (1 — p}) (k(p — artanh(p,)) — po?) dt + (1 — pj)odW;. (5.49)

Furthermore, we assume nonzero relationships between the SCP and the price, the ex-

change rate process, say
AW, dW2 = pydt  and  dW dWH = pydt. (5.50)

In fact, we are trying to incorporate the SCP (5.49) in the model (5.48) exogenously.
For this reason we could assume that p; = 0 and py = 0.

We denote the risk-free interest rate of Euro and US-Dollar by r, and r4, respectively.
To incorporate the stochasticity of the correlation exogenously in the BS model, we
consider the following strategy to obtain the no-arbitrage price: First we think that the
expected return of one unit of US-Dollar, exchanged to Euro, risk-free invested in the

Euro countries and re-exchanged to US-Dollar must be equal to the risk-free return on
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one unit of US-Dollar in US-Dollar countries, which reads

exp(r.T)Hy

Kl = exp(ryT). (5.51)

The exchange rate H; follows a geometric Brownian motion and thus E[Hy] =

Hoexp(uyT), which can be substituted into (5.51) to get
[ = Te — Tq. (5.52)

Besides, the expected value of an investment of one Euro unit into the underlying with
price S must be equal to risk-free return on one unit of US-Dollar in US-Dollar countries,
which gives

11

FOS_OE[STHT] = exp(ryT). (5.53)

For calculating E[S7Hr|, we apply firstly Ito’s lemma to the function u(t,S;, H;) =
1n<Sth)
1
du(t, Sy, H)) = dIn(S,H,) = (s + pur — = (0% + 0%))dt + o5dW + ogdWH.  (5.54)

2

Furthermore, the last equation can be rewritten as

1
In(SpHyp) — In(SoHy) = (ps + pm — §(a§ + 2 NT + osWa + ogWH (5.55)

which implies

1
E[SrHr] = SoHqexp ((,us + g — §<U“2q + UEI))T) E[exp(aSWTS + JHWQ{J)}. (5.56)
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Now, we set dXg = ogdW° and dXpy = oydWH. A further application of Itd’s lemma,

to the function f(t, Xg, Xp) = exp(Xg + Xp) leads to
S H T o !
Elexp(osW3 + ogWi)| = eXP(E(Us +05))E |exp(oson | pedt)| . (5.57)
0
We substitute the last equation into (5.56) to obtain

E[SrHr] = SoHoexp((ps + pg)T)E {exp(aSaH/o ptdt)} : (5.58)

Thus, we can choose

1 T
s =1Tq— g — T InkE {exp(O'SUH/ ,Otdt)} ; (5.59)
0

such that the no-arbitrage condition (5.53) can be fulfilled.

Remark 5.2.1 The expectation in (5.59) should be considered under a (unique) risk-
neutral measure. If we think the correlation between assets can also be traded directly,
e.g., with correlation swaps, so that correlation risk could completely be hedged. In such
complete market, there exists exactly one risk-neutral measure for the expectation in
(5.59). Otherwise, one need to choose a particular pricing measure in the case of unique-
ness, for example we can pick the one which is closest to the physical probability measure

in terms of relative entropy.

In the following, we assume that the market is complete for trading correlation. This
is to say that the correlation risk can be hedged by choosing p1s with (5.59). Now, in the
framework of BS model, we interpret (5.59) as a return minus the continuous dividend,

the dividend can thus be obtained as

1 T
D(pt) := g + ?IHE [exp(agaH/ ptdt)} : (5.60)
0
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Together with (5.52) we have

1 T
D(p)) =re—1q+ T InE [exp(agaH/ ptdt)} . (5.61)
0

The integral of the stochastic correlation p; can be computed numerically using, e.g., the
Milstein scheme. see, e.g., [66].
Finally, we adopt the price formular (4.23) of a Quanto Put-Option to the one under

stochastic correlation, which is denoted by Pquanto :
Pauanto (S0, K, 7, 7, D(pe), T) = Ro (Ke™ ™" N (=dy) — Spe PPITN (=dy))  (5.62)

with
o 1os(3) + ((re = D(po)) + %)/T
1 osVT ’

The price of a Quanto Call-Option can be easily derived from the put-call parity. If

dy=dy —osVT. (5.63)

we apply for example the Monte-Carlo approach to approximate the expectation under

risk-neutral measure in (5.61), the price Pquanto can thus be directly computed.

5.2.2 The Effect of Stochastic Correlation on Hedging

Based on the formula on (5.62) we derive the Delta as an example to discuss the effect
of stochastic correlation on the delta hedging strategy. For using a constant correlation,
the delta is given by

A, =d(dy) — 1, (5.64)

where @ is the standard normal distribution function and d; is defined by

(5.65)
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where D = r, — rq + posoy with a constant correlation p. Similarly, we have the Delta

under a stochastic correlation as

A, = ®(dy) — 1, (5.66)

where d; is (5.63). One can use a Monte-Carlo approach to approximate (5.61) and
then compute D(p;) in (5.63). Using the same parameters in Figure 5.9 and taking
the maturity 7" = 2 we display A, and A, in Figure 5.8a. Since the value of u is

x10°
02 . . . . . . . . . 1

-0.3F

*  Using constant correlation 0.8
0.4 O Under stochastic correlation

0.5

-0.6[ 9 0.5

Delta

0.7

-0.8

-0.9F

. . . . . . . . . . . . .
0 10 20 30 40 50 60 70 80 90 100 0 10 20 30 40 50 60 70 80 920 100
Spot price Spot price

(a) (b)

Figure 5.8: BS parameters: K = 80, Sy = 100, Hy =1, r4 = 0.03, r, = 0.05, o5 =
0.2, og = 0.4, Correlation process parameters: kK = 32.11, u = 0.012,0 = 2.96 and py =
0.025.

close to the constant correlation, the difference between A. and Ag is not apparent.
Therefore, in Figure 5.8b, we plot the difference Ay — A, in Figure 5.8a and observe that
delta values under the stochastic correlation are larger than the delta values using the

constant correlation.

5.2.3 Numerical Results of an Example

In Figure 5.9, 5.10 and 5.11, we show our numerical results for pricing a quanto Put-

Option and analyze the results centering around correlation risk.
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Figure 5.9: BS parameters: K = 80, So = 100, Hy = 1, r4 = 0.03, r, = 0.05, 05 =
0.2, og = 0.4, Correlation process parameters: xk = 31.11, u = 0.012,0 = 2.96 and py =
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Figure 5.10: BS parameters: K = 80, Sy = 100, Hy = 1, r4 = 0.03, r. = 0.05, 05 =
0.2, og = 0.4, Correlation process parameters: xk = 32.11, u = 0.012, 0 = 2.96 and py, =
0.025.

First In Figure 5.9, we set the parameter for the BS model and use the estimated
parameter for the SCP model (see Figure 5.4). Besides, we use the whole historical
data (Jan 2003 - Mar 2013) of S&P 500 and Euro/US-Dollar exchange rate but only to
estimate the constant correlation which is 0.025. At the same time, we can let the SCP
py start from this value, py = 0.025. It is clearly to see, the prices of Put-Option with

the constant correlation are higher than the prices using the stochastic correlations. The
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Figure 5.11: BS parameters: K = 80, Sy = 100, Hy =1, r4 = 0.03, r. = 0.05, 0g =
0.2, og = 0.4, Correlation process parameters: k = 10,u = 0.2,0 = 1 and py = 0 =
Mean value of the SCP model : 0.1887.

difference is even getting larger with the increasing maturity. We interpret this difference
as the correlation risk using the wrong (constant) correlation.

In Figure 5.10, we change the constant correlation to —0.025 and keep the other
parameter the same as in Figure 5.9. We observe that the prices with the constant
correlation could be also lower than the prices applying the stochastic correlation. The
sign of the price of correlation risk in this case is opposite of that sign in Figure 5.9.

It is very interesting to see the results in Figure 5.11, the prices using the constant
correlation and stochastic correlation are very close, even almost the same for the longer
time. We explain the reason for this phenomena as follows. In this case the parameters
of BS model remain unchanged as the last two examples, but we set here xk = 10,y =
0.2 and ¢ = 1. Thus, we can compute numerically the mean value of (5.49) for these
assumed parameters which is 0.1887. We then price the Quanto Put-Option with constant
correlation p = 0.1887 and using the stochastic correlation with py = 0. Because the
value of the mean-reverting factor « is large and the value of ¢ is small, such that the
stochastic correlation process concentrates strongly on its mean value, this is why there
is no obvious difference between the prices using the constant correlation and stochastic

correlation in this special case. Analyzing the numerical results we conclude that the
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correlation risk caused by a using wrong (constant) correlation can be priced through

applying our new SCP model, which can not always be neglected.

5.3 Stochastic Correlation in the Heston Model

In Section 4.3 we have investigated the extension of the Heston model by time-dependent
correlations. Our results have shown that performance of the Heston model regarding
the calibration to real market data can be improved only by allowing an appropriate
time-dependent correlations. Therefore, we believe that a significant improvement could
be expected by imposing a SCP into the Heston model. This is the motivation for

working on the Heston model in this section.

5.3.1 Stochastic Correlation in the Heston Model
Let us recall that the Heston’s stochastic volatility model [58] under the risk-neutral
measure is specified as

S, = S, dt + /1S, AW, Sy > 0, 567

dvy = Ky (py — V) dt 4 oy \/ve AW, vy > 0,

where BMs W, and W} are correlated with a constant pg,. Under the log-transform for

the asset, i.e. x; = log(S;), the model is represented by

dry = (r — %Vt) dt + /v dW?, xo = log(Sh), (5.68)
dvy = Ky (p — 1) dt + o \/v AW, vg > 0,

which is in the class of affine diffusion processes (AD), see B.7. The discounted CF has

been found by Heston [58]. We extend the model by imposing stochastic correlation
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between the asset price and the volatility given by an appropriate SDE system:

dey = (r — %Vt) dt + /v dW?, xo = log(Sy),
dvy = Ky (o — v)dt + o/ dWY vy > 0, (5.69)
dpy = a(t’ pt)dt + b<t7 pt)thp7 Po € [_1’ 1]7
where
AWEAW) = ppdt, dWFEAWL = p,,dt, dW/dW! = p,, dt, (5.70)

i.e. the log price process and the volatility process are set to be correlated stochastically,
driven by the correlation process p; which is by itself correlated with the log-price process
by p., and with the volatility by p,,, respectively.

Affinity

To conveniently check the affinity, we reformulate the SDE system (5.69) with respect

to the independent BMs: We first rearrange the SDE system (5.69) as

dvy = Ky (p — v)dt + o\ /v dWY,
dpt = Cl(t, pt)dt + b(ta pt)thp7 (571)
dxy = (r — %Vt) dt + /v dWY,

which has a family of correlation matrices

1 pl/p Pt
C=1|pn 1 pw | t=0, (5.72)
Pt pmp 1

which is symmetric, namely p,, = p,, and p,, = p,;. To simplify the notation we set

P1 = Pup(pPpv) and pa := pg,(pye). Obviously, (5.72) is positive semi-definite if

1— pf — p3 4 2p1p2pr — p; > 0 (5.73)
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which implies

p1p2 — \/(1 —p1)(1—p3) < pr < prp2 + \/(1 = P (L = p3). (5.74)

Under the condition (5.74), one can perform a Cholesky decomposition C; = £;£], where

L, is a family of lower triangular matrices given by

1 0 0

Li=| P Vi-ni 0 t>0, (5.75)
2
D1 22_2_1E2t 1— pt2 _ £2—2_122t
\/ 1-p7 \/ 1-p7

which can be employed to reformulate the SDE system (5.71) with respect to the inde-

pendent BMs WY, W/ and W} as:

dvy = Ky (p, — 1) dt + ay\/V_tth”,
dpe = alt, pr) dt + pib(t, pr) AW} + /1 = p3b(t, p) AWY,

1 ~ — -
| doe = (r = Su) dt+ pu/m WY + PP i dWE (5.76)

V1—p1
2
+ 41— p2— (m_mp;) N

L —p1

\

The family of symmetric instantaneous covariance matrices for Xg := [, py, xt]T reads

VtUl% plUu\/th(t;Pt) Oy VPt
o(X)o(X) = | B(tp)  pabltp)ym |- 20 (5.77)

* * Vg

Since our main aim is to impose a stochastic correlation between the asset process

and the stochastic volatility process, we first assume p; = 0 so that the latter SDE
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system becomes

(

dvy = Ky (p, — 1) dt + UV\/ZdVVt”,

dpy = al(t, p)dt + b(t, p,)dW? (5.78)
1 . . .
\ dry = (’r — 514) dt + pi/ U dW} + por/udWE 4+ 1/ 1 — p? — p33 /v dWE,

and the family of symmetric instantaneous covariance matrices reads

Vo, 0 OyVtpPt
o(X)o(X) " = | « V2(t, pr) pabl(t,p)yrr | t20. (5.79)
* * v

We define the discounted characteristic function ¢ (u, X;,t,7) = E? e r(T—t)+iuTXr |]:t] ,

whose Kolmogorov’s backward equation is given by

d¢ 1 06 9o dp 1 P 1 ,0%
ot +(7" - 2y)8$ + KV(/J“V - V)ﬁy +a’(tapt>ap + 21/(91}2 + QVUVaVZ
Y P 96 (5.80)
+ §b (t, P)a—pg + TP o + pr(t’pt>VVt8p8x —r¢=0

subject to the terminal condition ¢ (u, X7, T,T) = €"“**. Obviously, the system (5.78) is
not in an affine form. We can use appropriate approximations in order to generate an
affine form. We first consider o,v;p; : Assuming independence between p, and v, we can

straightforwardly take the following approximation

OuVtPr ~E [O—I/tht] = UVE [Vt] E [pt] . (581)

A better approximation could be

o vipe = 0, E 1] py, (5.82)
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which is justified by the assumption p; = 0, because the stochasticity of the correlation
process is kept. We discuss the affinity of the terms including a(t, p;) and b(t, p;) in the

next section, as it will depend on the chosen stochastic correlation process.

5.3.2 Incorporating the OU Process into the Heston Model

If one uses the OU process to model stochastic correlation, the major drawback of using
an OU process for stochastic correlation is that the process is not bounded. This is
to say the generated correlations can be out of the correlation interval (—1,1). This
specially occurs for a small value of x, and a large value of o,. However, due to its
analytical tractability, one would like to use it for modelling correlation; e.g., Dillmann
et al. [41] estimated asset correlations from stock prices or default rates by assuming
that correlation follows an OU process. In this section, we check the feasibility of using
an OU process [113] to be a SCP.

We recall that the OU process is given by
dp; = kp(p, — pi) dt + o, dWY. (5.83)

Therefore, the functions a(t, p;) and b(t, p;) defined in (5.78) and (5.79) are known as
Ky(p, — pr) and o, respectively.

We employ it for modelling stochastic correlations while we limit the mean value f,,
to be in (—1,1) and choose a relative large value of x,, a small value of o,. We name
this extended Heston model as “HO” model. In the HO model, the remaining non-affine

term is only p20,./7%, see (5.79). For its approximation we use the following result [56]:

P20,/ Vi & p20, B [\/1] (5.84)

where E [\/Z} is given in the next proposition.
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Proposition 5.3.1 E [\/V_t] can be approximated by
E 7] ~m+ne ™, (5.85)

where

o2

mi= 4/, — ==, n:=+1p—m, l:z—log(n‘1<d—m)>, (5.86)

8k,

~ 2(1 — e rv 21/1_ —rv )2
§. \/(Voe_m _ "(—@)) (1= ey Tl = e g

4k, 8Kyt + 8k, e~ v (Vg — 1)
The detailed derivation and the test of quality of the approximation can be found in
[56].
Characteristic Function
We start to derive the CF for the HO model, according to [37]. We first assume that the

discounted CF for the HO model is of the following form:

¢HO ('Ll, th 7_) — e—'rT—i-A(u,T)—i-B(u,T)zt+C’(u,7—)pt+D(u,’r)u,g7 (588)

with final conditions A(u,0) =0, B(u,0) = iu, C(u,0) =0, D(u,0) =0 and 7 :=T —¢.
By substituting (5.88) into (5.80) we obtain the ODEs related to the HO model given

in the following lemma.

Lemma 5.3.1 The functions in (5.88) A(u, 1), B(u,7),C(u,T) and D(u, ) for the HO

model satisfy the following ODE system:

B'(u,7) =0, B(u,0)=iu, (5.89)
C'(u,7) = 0, B[y B(u, 7)D(u, 7) — £,C(u,7), C(u,0) =0, (5.90)

1 1 1
D'(u,7) = §B2(u, T) + iagD(u, T) — §B(u, 7) — k,D(u,7), D(u,0)=0, (5.91)

Au,7) = (B(u,7) = 1)r + Kyt D(u, 7) + Kppt,Cu, ) (5.92)
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1
+ 5036’2(% 7) + 0,0:E[\/1e| B(u, 7)C(u, 7), A(u,0) =0.

Obviously, the discounted CF can be obtained as long as the closed-form solution of the

latter ODE system is available.

Lemma 5.3.2 The solution of the ODE system in Lemma 5.5.1 is given by

B(u,T) = iu, (5.93)
k,—D; 1—eDm
D(u,7) = o2 1Dy (5.94)
2
A7) = Hy(u,7) + ay(u,7) + BHs(w. ) + ZHi(w 7). (599

Clu,7) = Me(’”_ll”_“ﬁ + MGHV(T—T)
, HV"‘/‘ip—ll /‘iy‘i‘/ﬁp

(5.96)

Cipy  Cipy _

+ 14 - 14 e I + 01026 in’
Kp Kp —l
where m, n, and [ defined in (5.86) - (5.87) and
. KJV - D . l‘{zy - D
Dy = /K2 + 02(u? +iu), Dy = /{VTDi7 Ci=1iu p L (5.97)
e P1 — Dye P , ,
[y =—1In ( - D262_D1 ) . = Ry, + mo,paui, B =no,put, (5.98)
v - Mv v 1
SR il R P S U (5.9
Ky + Ky — 1 Ky + Kp Kp  Kp—1
) Kl 1 — Dye P17
Hl(u, T) = (ZU - 1)7’7’ + 0‘3 ((KJV - Dl)T —2In <]_——_l)2)) y (5100)
o ko (T=T)—l17 _ o (T—=T)

Hy(u, 7) Cy(py — o)e Ci(vo — )€ o, 7Cy

(ky + kp — L) (K — 11) Ky(Ky + Kp) Kp (5.101)
,C —T CCle o™ ’
+ MU € _ Uibse + Hy,,
(Hp — ll)ll Rp
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Cl (:ul/ o VO)eT(nl,+l—l1)—T(n,,+l) Cl<l/0 o My)e(T—T)(l+nV)

H.

3(u,7) (Fy + 15p — 1) (k0 + 1 — 1) (U + 1) (Ko + £,)

(7—T) T(l—11)=IT T(l—kp)—IT
N 1, Ce B w,Cre n C1Cse " H,
Kyl (kp — L)l — 1) l— K,

Hy, — Ci(vo — ,uu)e_ﬁ”T B Ch(vo — ,LLV)G_HUT - 1, Ch . G0y

(Rt K, =)k — 1) Ko (Ky + Kp) (kp — 1)l Kp
H, — Cy (py — o) e Tt Cy(vo — py)e ")y, Cre '™

T k=) l—1) (L + ) (K + K,) Kl

/L,jcl G_ZT Cl 02 e‘lT

Tl ——h)  i=r,
Hy(u,m) = Hyey 070 4 Hypeo™ + Hyppe 7075 4 Hy,, @7 (v o) =il
+ Hy, 2 (kv —h) =2k, T + Hy,, o7 (26w —11) =2k, T + H4CneT("‘"_“P—ll)—“vT
+ H4Cl2e7—(l‘€u—ll)_f‘éyT + Hy,, er(rr=2) =T Hie, T (=2mpT 4 Hyo e "o
CiuyT

e‘r(nl,fll)fnl,T + H4014 elip(TfT) + L + H4cu

+ H408 672l1‘r + H4
Iiﬂ

C10

H4c = (H401 + H402 + H4C3>6_2’€VT + H4C4 + H405 + H4CG + H4C7 + H4cs

+ (H409 + H4010 + H4011 + H4012 + H4013 + H4014)6_HVT7

with
H, — C12(V0 - NV)Z ,: Clz(VO - MV)Q
T Ok (ky + k)2 T 22k + Ry — )Ry — )]
H4 - 2012(V0 - Mu)z o = 2012/1’12/
T (kR — W) (K 4 k) (L — 2k,)] T kli(k, =)’
o - 241, C2CY _ _1012022 _ _Z/LZ,CIQCQ
4cs 5;2) _ l% ) 4cg - 2 /ﬁ',p ) 4cy - /‘i% )
H,. = _lﬂ H. = 2<V0 — MV)C%OQ
4cg - 9 ll("/‘:p . l1)27 4cg - (K,V + /{p)(ﬁy _ /{p)a
[ 20F (1, — vojw) oo 2(py — 1) CECo
0 (kR (e — 1) (Rp — 1) T (ke + Ry — 1) (R — K — 1)
202 2 — Doty 202 Volly — 2
Hy, i (b — Vot Hi, e i (vopy — 113)

/‘fp(lﬁ,, — ll)(/‘il, + Hp — ll)’
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(Fp = L) (K = 20) (K + Kp — 1)

(5.102)

(5.103)

(5.104)

(5.105)

(5.106)

(5.107)
(5.108)

(5.109)

(5.110)

(5.111)

(5.112)



.. 20t vop, — 1)
4c14 - /ﬁ:y/{;p(/ﬁ:y + K:p)z 9

(5.113)

The proof can be found in Appendix C.

5.3.3 Incorporating the Bounded Jacobi Process into the Hes-

ton Model

In this section we investigate how to incorporate the variant of our general stochastic
correlation model, the bounded Jacobi process (see Section 5.1.4), into the Heston model.

Let us recall that

dpy = Ky — pr) dt + 0,0/ 1 = pF AW/, (5.114)

where the functions a(t,p;) and b(t,p;) defined in (5.78) and (5.79) are k,(u, —
pt) and 0,4/1 — p?, respectively. We call this extended Heston model as “HJ” model.
Similar to the HO model, from (5.79) we observe that the non-affine terms in the HJ

model are b*(t, p;) and pab(t, pr)\/vr, as

B(t, 1) = 02(1 = p?). (5.115)

pablt, po)N/ Ve = 20,/ 1 = P/ v (5.116)

Approximation to affinity
We attempt to find appropriate approximations for (5.115) and (5.116) which are affine.

We consider first (5.115) which could be approximated by

oo (1 —E[pf]), (5.117)
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where E[p?]) is given by [115]

1
03 + 3/@,)03 + 2/@,2)

E[p?] = o Hpt2mp) ((U;’L + 3/@,,0?, + 2mi)p(2)

2007+ 2, ) (O 1) 4 0202 4 ) (I 1) (B118)
_ Qlii’fp (Hp(Qet(J?,-H@p) _ otlop+2rp) 1) — Oget(agmp)(emp _ 1)))
We see that the latter equation is rather complicated and not convenient for further

calculation. Therefore, we introduce the following approximation.

Proposition 5.3.2 E[p?] can be approzimated by

fo(t) = E[p}] ~ e ™" + bye ™! + ay, (5.119)

where
ap = <0’2 ;ﬁ;}::j;ﬁ;:; ’2’), by = pt —as—1, (5.120)
my = —2log (71 — bg@‘nTZ) , ng = —2log (bz’)q — iﬁ — 7273) , (5.121)
with
Y1 = f2(0.5) —ay, Yai=by+ b2, y3:=7i +ay — fa(1). (5.122)

The proof and the test of quality of the approximation can be found in Appendix C.
Next, we investigate the approximation for the other non-affine term (5.116). Due

to p1 = 0 we propose to approximate (5.116) using its expectation

020,37 % 20, EIV/1 — pFE[7]. (5.123)

E[,/74] is already known, see Prop.5.3.1. The remaining task is to find a formula for
E[\/1 — p?], for this we apply the delta method which has also been used to find the

approximation for E[,/7] in [56]. Say that 1 (X) is sufficiently smooth where the first
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two moments of X exist, then with the aid of a Taylor expansion we have

O

Y(X) = Y(EX]) + (X - E[X]) 5+

E[X], (5.124)
such that the variance of ¥/(X) can be given by

V0]~V [ + (X - BX) 2B = (2m) vixg )

On one hand, setting 1(p;) = y/1 — p? we obtain

Elp.?
1—p}| = —r— . A2
On the other hand, from the definition of the variance we also get

V[\/l—p,?] :Eu—pt?]—E[m—pgr. (5.127)

Directly from the last two equations we obtain finally

E[VI= /] - \/E[l L \/ 1= BBl g o)

1—E[pJ? 1 —E[p]?

where E[p?] is given in (5.118) and its approximation in (5.119). Besides, we know
Elp)] = pp + (po — pp)e """ for the correlation process p; defined in (5.114). In the
same way as above we try to find a suitable approximation for (5.128) which has a more

convenient form.

Proposition 5.3.3 E[\/1 — p?] can be approzimated by

f3(t) == E[\/1 — p?] = e ™" 4 bye "' + a3, (5.129)

123



where

5.130
(1— ,u%)(aﬁ + 3/{003) + 2/@%) ’ ( )

by = /1 —p2 —az— 1, (5.131)
. by — /Do —
i’) , n3g = —2log ( EE 31 7727]3> : (5.132)

mz = —2log (7}1 — bge 2 ;
2

. \/1 (024 Kp) (02 4 26,p12) — pib(0h + Bk,07 + 262)

with
m = f3(0.5) —az, m2:=0bz+ b:%n N3 1= 77% +az — f3(1). (5.133)
We show the proof and measure the quality of the approximation in Appendix C.

Characteristic function

Again, we assume the discounted CF for the HJ model with the form:

QbHJ <u7 }(t7 7_) _ e—rT—i—A(u,T)—l—B’(u,T)zt+C’(u,T)Pt+D(u,7)ut (5134)

with final conditions A(u, 0) = 0, B(u,0) = iu, C(u,0) =0, D(u,0) =0 and 7 := T — t.
By substituting (5.134) into (5.80) we can obtain a similar ODE system as in Lemma
5.3.1.

Lemma 5.3.3 The functions in (5.134) A(u, 1), B(u,7),C(u, ) and D(u, ) for the HJ

model satisfy the following ODE system:

B'(u,7) =0, B(u,0) = iu, (5.135)
C'(u,7) = 0, B[] B(u, 7)D(u, 1) — £,C(u, 7), C(u,0) =0, (5.136)
D'(u,7) = %BQ(u, T) + %Ugb(u, T) — %B(u, 7) — kyD(u,7), D(u,0)=0, (5.137)
H(u,7) = (Blu, ) — 1)+ kopin D, 7) + %ai]E[l — 21C2(u,7) (5.138)

+ ’fpupé(uv T) + O'pr]E[\/E]E[ \% 1- pf]B(u, T)é(u’ 7_)7 A(ua 0) =Y

124



We observe that there is only a difference between the ODEs in Lemma 5.3.1 and 5.3.3
in A(u,7) because of the distinct correlation processes used. This also means that the
solutions of B(u, ), C(u,7) and D(u,7) coincide with B(u, 1), C(u,) and D(u,7) in
the HO model. Therefore we only need to calculate (5.138) to gain the discounted CF

for the HJ model (5.134). We state our result in the following lemma.

Lemma 5.3.4 The solutions of B(u, 1), C(u,7), D(u,T) are respectively equal to (5.93),
(5.96), (5.94), and

A(u,7) = Hi(u, 7) + (Kpptp + ang)ﬁg(u, T)+ agnCﬁg(u, 7,1)

+ b3mcg3(U, T, ’I'Lg) + mg]::l?)(uﬂ T, m3) + b3ngﬁ3(u7 T, (l + nS))
R o2 3 o2 . (5.139)
+nCHsz(u, 7, (I +m3)) + ?p(l —ag)Hy(u, ) — EpH(u,T, ms)
byo? .
- %")H(U,T, na),

where ¢ = a,ppui, Hy(u,7) = Hy(u,7)(5.100), Hy(u,7) = Ha(u, ) (5.101), Hy(u,7) =
Hy(u, 1) (5.105),

- C L — 7 (K +y—11) =T (kv +y) C — 1y (1=T)(y+rv)
Hy(u,7,y) = 1(p —10)€ 1(vo — e

MVCI ey(TfT) MVCI eT(yfll)fyT Cl 02 eT(yfnp)fyT ’
+ - + + H3C7
kpY (kp — 1) (y — 1) Y= Fhp
H3 _ Cl (,u“l/ — Vo)e_T(Hu‘i‘y) CI(VO — Ny)e_T(y‘H‘iu) ,chl 6_yT
(Rt K, = L)k +y—1) (y + k) (Ky + Kp) KoY (5.141)
,LLVCl e‘yT Cl 02 e‘yT .

(ke =)y —h)  y—r,
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ﬁ(% ry) =1, 26— T+ 20)T [ o(yre=l)T=(y+R0)T
4 [yevtrv=2)m=(+r)T | p oy (r=T)
+ [yt =tr=(ytr)T 4 1oely=20)7=yT
4 LR 2T (20T Ly 2m0) (7=T) (5.142)
+ Iyl —roty=t)r=(y+ro)T o [ o olkv—rpty)r—(y+r)T
+ I ¥ 2k0) TV 1 eWre) Ty Ty ey T)

+ _[146(3!711)7'*?/1—‘ + [lse(yflrﬁp)TfyT + ﬁ[c’

ﬁc = (Il + I7 + Ig)e_(y—i_zm')T + (IQ + L+ 1+ 15+ Iy + 110)6_(y+H”)T

(5.143)
+ (I + Iy + Lo+ Ly + Ly + Lis)e V7T,
with
I —20F (1o — )’ I — 2CH (1 — o)
(Fu + Ko = L) (Ko + ) (y + 26, — 1)’ Fp(ky + Ko = 1) (Y + Ky = 11)
I = 20 (o — ) 1, — 20 — )
(kp = 1)(Ky + £y — L) (y + Ky — 20) Kp(Kp + Ku) (K +y)
Ll 20— P
(p = 1) (Ku + 8p) (Y + Ky — 1) (kp — 1)2(y — 20,)
I — Ct (v — m)? I — C2(vy + o)
(ky + kp — 11)?(y + 2k, — 21y)’ (kp + Ku)?(26, +y)’
Iy = 201202(#” — 1) 0 = 201202<V0 — 1)
("ilf‘i"fp_ll)("fv_’<5p“‘ly_ll)7 (’il/"‘“p)(’{&u_“p‘i‘y),
CrCs 2C3Chp, C3i?
1= , Jio=—"""""—, Ii3= ,
Y — 25K, YKy — K Y2
I —2C% 12 I — 2C%Cou,,

B kp(yk, — ik, —ylh + 1)

Ch, Iy and Cy are respectively located in (5.97), (5.98) and (5.99).

The proof can be found in Appendix C.
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5.3.4 Simulation of the Heston Model under Stochastic Corre-

lation

We have now obtained the explicit CFs for both models. One can thus do fast pricing
by inverting the CFs directly using numerical integration routines, e.g., see [27, 30]
for Fourier methods and [47] for COS method. We also refer the readers to [65] for a
detailed explanation for the both methods. However, in order to justify the proposed
approximations of non-affine terms we want to compare the implied volatilities for the
extended Heston model (HO and HJ) to the volatilities implied by performing a Monte-
Carlo simulation as the benchmark. In this section, we study how to simulate the paths
in these models.

Quadratic-exponential scheme

Basically, we will adopt the approach by Andersen [2] to simulate the HO and HJ model.
Firstly, to discretize the stochastic variance v; we just employ the quadratic-exponential
(QE) scheme. The concrete degrees of freedom and non-centrality parameter for the

variance process in (5.71) are given by the following proposition.

Proposition 5.3.4 For the variance process dv; in (5.71) we specify

ARy 4k, e (T=1)

d M) = S

> fort <T. (5.144)
O-V

Conditional on a value vy, vy is distributed as %(;)_t) times a mon-central chi-squared
distribution (see B.8) with d degrees of freedom and non-centrality parameter vy\(t,T);
this means

zA(t,T)
P(VT < $|Vt) = FX2 (m, d, Vtk(t,T)) . (5145)

From Proposition 5.3.4 we know that the non-centrality parameter is proportional to v,
which means that large or small values of the parameter correspond to large or small

values of v;. Let 74 denote the discrete-time approximation to 14, for sufficiently large
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realized values of 4, c¢f. [2]. Then one can approximate the non-central chi-square

random variable by the power function

Din =a(B+2,)% (5.146)

where Z, is a standard Gaussian random variable, @ and (3 are certain constants which
can be determined by the moment-matching using the parameters of dv; in (5.71). We
only state the formulas for @ and 3 in the following Proposition 5.3.5; the detailed

calculations can be found in [2].

Proposition 5.3.5 The mean and the variance of the variance process in (5.71) read

m = Elvgalv] = p + (1 — p)e ™ T,
2 —ku(T—t) 2
2 _ Wo,¢ —r,(T—t)) 4 FvTy —ru(T—1))?
= —(1— — (1— .
S o ( e ) + %, ( e )
If we set ¢ := ;—22 and choose
BE=2p7t =14+ /201201 —12>0 (5.147)
and
m
N= —— 5.148
« 1+ ﬁZ’ ( )

then (5.146) has a mean equal to m and a variance equal to s*. Note that b < 2.

However, the approximation (5.146) will not work properly for small values of 7, cf. [2].
For small values of 74, Andersen [2] suggested to use instead an approximated density

for Dy A of the form:

P(tyn € [z,2 4+ dz]) = (pd(0) + q(1 — p)e *)dz, x>0, (5.149)
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where § is a Dirac delta function, and p € [0,1] and ¢ > 0 are constants which can be

determined by the moment-matching. Next, we integrate (5.149)

U(x)=P(hin <z)=p+(1—-—p)(1l—e), x>0 (5.150)

and by inverting we obtain

Ut (w) = U (usp,q) = - (5.151)
¢ (), p<u<l
Thus, the sampling scheme for small values of 7; reads
Dyn = (Ui p, q), (5.152)

where U, is a uniform random variable. Again, we state the formulas for p and ¢ in the

following proposition; for the detailed calculations we refer to [2].

Proposition 5.3.6 Let m,s* and v be defined as in Proposition 5.3.5. For 1 > 1 we

choose
v —1
= € 10,1 5.153
p= el (5153)
and
1—0p 2

T R 0, (5.154)

such that (5.152) has a mean equal to m and a variance equal to s*.

We only need to select an arbitrary level ¢, € [1,2] and choose either (5.146) or (5.152)
according to 1) < 1), or ¥ > 1, to do the sampling for the variance process in (5.71).
Discretization for the log-price process

Next, we discuss the discretization for the log-price process. We remark: As indicated

by Andersen [2], a straight discretization of dz; in (5.71) may lead to the problem of
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“leaking correlation”. Suppose that we use an Euler scheme for simulating dz; in (5.71)
N N 1. -
Brpa =3+ (r— 5)A+ 0 ZyVA. (5.155)

We know that the true correlation between Z;.a and ;A is always close to p; given
by dv; in (5.71). However, 4 a and Z, in (5.146) have a strong nonlinear relationship
which will imply that the effective correlation between 74, and Z;, A will be closer to
zero than p, for the cases where P(j3 + Z, < 0) is significant. The problem of “leaking
correlation” can be tackled by using dx; in (5.76) or in (5.78).

In the sequel, we try to follow the methodology suggested by Andersen [2] to discretize

the log-price process in (5.78): The integral form of the stochastic variance in (5.71) reads

t+A t+A
Viya =Vt + / Koo (o — Vy)du + al,/ VAW, (5.156)
t t

which can be rearranged as

t+A t+A
/ VVdWY = o) (I/H_A — Uy — Ky, A + Iil,/ Vudu) . (5.157)
t t

Using the Cholesky decomposition, dz; in (5.71) can be reformulated as

1 [t A t+A
a:t+A:xt—|—7’A—§/ l/udu—kpxl,/ \/l/_udeL’—i-\/l—pgy/ VVu dW7 . (5.158)
¢ ¢ ¢
Now we substitute (5.157) into (5.158) to obtain

Toon =T + 1A+ Pav (Vien — Vg — Kl Q)

14

ﬁ?yp:py 1 t+A t+A
+ (— - —) / vadu + /T — pgu/ VmdW?E.
t t

(5.159)

o, 2
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Andersen [2] proposed to discretize the integral in (5.159) using the approximation

t+A
/ vudu = A (v + Yolign) (5.160)
t

where v, and 7, are given constants. For example, one could set v = v = % for a

trapezoidal quadrature. Thus, the other Ito integral can be approximated by

t+A
/ VAW =~ \/Z\/’ylut + Yol ALy, (5.161)
t

where 7, is a standard Gaussian random variable. However, using the approximations
and discretization above, (5.159) will not be a martingale, while it must be under the
risk-neutral measure. For this problem, on the one hand one can reduce the size of A, on
the other hand the “martingale correction” proposed by Andersen [2] can be employed.

Now we come back to consider the asset process in (5.78) in the extended Heston
model. In principle, one can also apply the discretization described above for dz; in
(5.78). However, due to the incorporated stochastic correlation and its more complicated
structure, the approximation would not be satisfying as in the original Heston model.
Besides, the corresponding martingale correction for dx; in (5.78) will be tedious. In
light of this problem, we suggest to use directly the Euler or Milstein scheme . The
reason is, firstly, in dz, in (5.78) all the correlation terms have been considered, such
terms will be kept by using the Euler ([42, 82]) or Milstein ([87]) scheme. Secondly,
the discretized process (5.162) by Euler or Milstein scheme will be a martingale. For
a detailed description on the analysis and application of Euler and Milstein scheme we
refer to [57, 101].

The discretization of dz; in (5.78) by applying the Euler scheme reads

. . 1. -
Tppn = Ty + (1 — §Vt)A + P2V AZﬁ\/;t
(5.162)

+ eV AZoN 0+ 1 — 3 — IV AZ:N Dy,
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where Z;, Z; and Z; are independent standard Gaussian random variables. The dis-
cretization of dz; in (5.78) by applying the Milstein scheme will be the same as (5.162),
since all the derivatives included in the coefficients of the double integral terms (with
respect to BMs) of the Milstein scheme are equal to zero.

Discretization for SCPs

We consider now the suitable discretization schemes for some SCPs. The OU process
(see (5.83)) can be simulated in several ways, e.g., using its exact solution

1 — e—26pA

prea = pre % + p(1—e ™% 0, Z, (5.163)

2K,

As mentioned before, the major drawback of using an OU process for stochastic corre-
lation is that the process is not bounded. Hence, for the simulation we limit the mean
value 1, to be in (—1,1) and choose a relative large value of x,, a small value of 7,,.

To discretize other SCPs with unknown exact solution, one can either directly use
the Euler or the Milstein scheme. For the discretization of (5.114) we remark that the
implicit Milstein schemes should be preferred for a better convergence and preserving

the boundaries, cf. [115]. The implicit Milstein scheme for (5.114) reads

1 0
pt+A = pt + a (t + A, pt-i—A) A + b(t, pt)\/ZZp + Eb(t, pt)a—pb(t, pt)A (Zg — 1) . (5164)

A comparison of the numerical methods AM vs. EM
To verify the approaches introduced above to simulate the Heston model extended by
stochastic correlation, we conduct the following example: considering a European Call-

option whose numerically approximated price is

N

C=E [(5} . K>+] = E[(e"" — K)*], (5.165)
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which can be approximated by a Monte-Carlo method

O~ % 3 (ef’f - K)+ . (5.166)

=1

For 2% in the latter equation, on the one hand we simply discretize (5.158) by using the
Euler or Milstein scheme, denoted “EM”. On the other hand we choose the approach
by Andersen [2], namely using (5.158)-(5.161) with a martingale correction, denoted by
“AM”. We denote the exact option price in the original Heston model with C' obtained
by computing the (semi-)analytical pricing formula in [58] and define the error of a
discretization scheme as

e=1|C—0C) (5.167)

which will be dependent on A. For all the numerical experiments we assume S = 120, =
1% and three different levels of the strike K = [80, 120, 160].

To initialize the variance process, we choose vy = p, = 0.04, k, = 0.6, 0, = 1, which
do not obey the Feller condition 2k, u, > 02, set the constant correlation p* to be —0.8,
maturity 7 = 10 years. Let 73 = 7, in (5.160) to be 0.5. We use M = 10° for the
Monte-Carlo method and report the errors in Table 5.1 by varying the values of A from
1/32 year to 1 year. We find that the discretization scheme AM has an advantage over
EM when the Feller condition is not satisfied for the variance process. The advantage is
considerable for the out-of-money options with K = 160. Next, we initialize the variance
process using vy = u, = 0.04, k, = 2.6 and 0, = 0.2 which obviously fulfill the Feller
condition, the other parameters are kept to be same as before. By analyzing the relative
errors displayed in Table 5.2, we realize that there is no obvious difference between using
AM and EM. From the results in Table 5.1 and 5.2 we conclude that the discretization
of the dz; process (with correlation terms) using the Euler or Milstein scheme is suffi-
ciently accurate. In particular, it can be simply applied to the case of using stochastic

correlation. In a word, for the extended Heston by imposing a stochastic correlation,
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A AM EM
K =380
1 0.136 (0.035) 0.614 (0.061)
1/2 0.057 (0.035) 0.414 (0.049)
1/4 0.022 (0.036) 0.313 (0.043)
1/8 0.022 (0.036) 0.236 (0.039)
1/16 0.009 (0.036) 0.163 (0.038)
1/32 0.008 (0.035) 0.072 (0.037)
K =120
1 0.290 (0.024) 0.385 (0.056)
1/2 0.163 (0.025) 0.159 (0.043)
1/4 0.055 (0.026) 0.050 (0.035)
1/8 0.012 (0.026) 0.049 (0.031)
1/16 0.019 (0.026) 0.063 (0.029)
1/32 0.015 (0.026) 0.045 (0.027)
K =160
1 0.780 (0.014) 5.465 (0.049)
1/2 0.310 (0.014) 4.260 (0.034)
1/4 0.067 (0.015) 2.938 (0.026)
1/8 0.004 (0.015) 1.876 (0.021)
1/16 0.027 (0.015) 1.140 (0.018)
1/32 0.007 (0.014) 0.662 (0.017)

Table 5.1: A comparison of the relative errors using AM and EM when the parameters of
variance process do not fulfill the Feller condition, numbers in parentheses are standard

deviations.

we suggest to use the QE scheme for 1, and the Euler (or Milstein) scheme for z; which

contains stochastic correlation p; using a Cholesky decomposition.

The role of stochastic correlation

We start to analyze the effect of imposing stochastic correlation on the implied volatil-
ities. To illustrate clearly the role of using a correlation process in implied volatility,
namely to see how the values of parameters of the correlation process will drive the
implied volatilities, we display in Figure 5.12 the changes of the implied volatilities by
varying each parameter of the correlation process. For this experiment, we prefer to

use the SCP introduced in Section 5.1.3, namely transformed OU process for stochastic
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A AM EM
K =380
1 0.031 (0.073) 0.047 (0.072)
1/2 0.042 (0.072) 0.117 (0.072)
1/4 0.065 (0.072) 0.011 (0.072)
1/8 0.044 (0.072) 0.044 (0.072)
1/16 0.021 (0.072) 0.057 (0.072)
1/32 0.088 (0.072) 0.023 (0.072)
K = 120
1 0.110 (0.063) 0.039 (0.062)
1/2 0.226 (0.062) 0.067 (0.062)
1/4 0.106 (0.062) 0.059 (0.062)
1/8 0.036 (0.063) 0.010 (0.062)
1/16 0.021 (0.063) 0.025 (0.063)
1/32 0.040 (0.063) 0.037 (0.063)
K =160
1 0.281 (0.053) 0.178 (0.051)
1/2 0.143 (0.052) 0.038 (0.052)
1/4 0.121 (0.052) 0.075 (0.052)
1/8 0.038 (0.052) 0.027 (0.052)
1/16 0.028 (0.052) 0.032 (0.052)
1/32 0.028 (0.052) 0.020 (0.052)

Table 5.2: A comparison of the relative errors using AM and EM when the parameters of
variance process do not fulfill the Feller condition, numbers in parentheses are standard

deviations.

correlation. We will use the same parameters as above except for the one who is varying,

and choose T' = 0.5 year. The examples of using other SCPs can be found in [111].

5.3.5 Approximation Error

In this section, we conduct some numerical experiments to justify the proposed approxi-
mations of non-affine terms. We compare the implied volatilities for the extended Heston
model (HO and HJ) to the volatilities implied by performing a Monte-Carlo simulation
as the benchmark. We define the approximation error as the absolute difference between
them. For a Monte-Carlo simulation of the extended Heston with stochastic correlation

we use the method introduced in Section 5.3.4. For the Monte-Carlo simulation using
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Figure 5.12: Comparison of implied volatilities for varying each parameter of stochastic
correlation processes separately.

the OU process, in order to ensure that the generated correlations lie in the interval
(—1,1), as mentioned before, we choose values of 1, and py from (—1,1) and a large
value of k,, a small value of o,. For using the bounded Jacobi process we only need to
take care of the condition (5.42).

We consider a Call-option (S; = 100) for the maturity of 5 years and present our
results in Table 5.3 and 5.4, where 207 steps and 10° paths are used for the Monte-Carlo
simulation; the implied volatilities and errors are expressed in percentage. We consider
first Table 5.3 where o, is set to be 0.1. From the values of the error we see that the
approximations in both models give highly accurate results. Besides, we observe that
the values of implied volatilities are the same for the HO and HJ model; there is no

significant difference by varying p,. This observation can be explained as follows: The
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Model HO HJ

P2 \ Strike | MC Imp. vol. \ Approx \ Err. | MC Imp. vol. \ Approx. \ Err.
40 19.45(0.16) 19.12 | 0.33 | 19.38(0.16) 19.12 | 0.26

80 17.26 (0.20) 17.46 | 0.20 | 17.22(0.20) 17.46 0.24

—0.4 | 100 16.58 (0.23) 16.83 | 0.25 | 16.61(0.23) 16.83 0.22
120 16.28 (0.25) 16.26 | 0.02 | 16.27(0.25) 16.26 0.01

160 15.08 (0.30) 15.17 | 0.09 | 15.33(0.30) 15.17 | 0.16

40 19.18 (0.16) 19.13 | 0.05 | 19.38(0.16) 19.13 | 0.25

80 17.32(0.20) 17.46 | 0.14 | 17.27(0.20) 17.46 0.19

0 100 16.65 (0.23) 16.83 | 0.18 | 16.71(0.23) 16.83 | 0.12
120 16.16 (0.25) 16.26 | 0.10 | 16.06 (0.25) 16.26 0.20

160 15.23(0.30) 15.17 | 0.06 | 15.22(0.30) 15.17 | 0.05

40 19.45(0.16) 19.14 | 0.31 | 19.31(0.16) 19.14 | 0.17

80 17.30(0.20) 17.46 | 0.16 | 17.25(0.20) 17.46 | 0.20

0.4 100 16.59 (0.23) 16.82 | 0.24 | 16.59(0.23) 16.82 0.24
120 16.22(0.25) 16.25 | 0.03 | 16.10(0.25) 16.25 0.15

160 15.57(0.30) 15.18 | 0.39 | 15.52(0.30) 15.18 | 0.35

Table 5.3: The other parameters are assumed as: vy = 0.02, k, = 2.1, y, = 0.03, 0, =
0.2, po = =04, k, = 34, p, = —0.6,0, = 0.1, the numbers in round brackets represent
the standard deviations.

OU process and the bounded Jacobi process are both mean-reverting processes; more
exactly, they have the same structure for the drift. If the value of o, is so small that the
random part in the correlation process will play a minor role, one obtains thus the same
implied volatilities for using the OU and the bounded Jacobi process. Similarly, a small
value o, of the correlation process leads to a rather small effect of p,. In Table 5.4, we
increase the value of o, to be 0.18, the mentioned differences between using the HO and
HJ model, or for varying ps can be seen. The error values in this table showed again
that the approximations give a rather accurate result. For the Monte-Carlo simulation
we remark: While choosing the parameters one needs to pay attention to keep the values

inside of the square root to be positive, see (5.78).
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Model HO HJ

P2 \ Strike | MC Imp. vol. \ Approx \ Err. | MC Imp. vol. \ Approx. \ Err.
40 19.24(0.16) 19.51 | 0.27 | 19.27(0.16) 19.02 | 0.25

80 17.38 (0.20) 17.39 | 0.01 | 17.37(0.20) 17.42 | 0.05

—0.4 | 100 16.82(0.23) 16.86 | 0.04 | 16.75(0.23) 16.84 | 0.08
120 16.05(0.25) 16.27 | 0.22 | 16.18(0.25) 16.31 0.13

160 15.31(0.30) 15.35 | 0.04 | 15.16(0.30) 15.35 | 0.19

40 19.29 (0.16) 19.72 | 0.43 | 19.25(0.16) 19.03 | 0.22

80 17.34 (0.20) 17.38 | 0.04 | 17.24(0.20) 1742 | 0.18

0 100 16.70 (0.22) 16.86 | 0.16 | 16.71(0.22) 16.83 0.12
120 16.26 (0.25) 16.25 | 0.01 16.14 (0.25) 16.30 0.16

160 15.22(0.30) 15.37 | 0.15 | 15.41(0.30) 15.36 | 0.05

40 19.36 (0.16) 20.00 | 0.64 | 19.33(0.16) 19.04 | 0.29

80 17.35(0.20) 17.37 | 0.02 | 17.31(0.20) 17.42 0.11

0.4 100 16.61 (0.23) 16.86 | 0.25 | 16.79(0.23) 16.82 | 0.03
120 16.36 (0.25) 16.22 | 0.14 | 16.07(0.25) 16.30 0.22

160 15.63 (0.30) 15.39 | 0.24 | 15.46(0.30) 15.36 | 0.10

Table 5.4: The other parameters are assumed as: vy = 0.02, k, = 2.1, y, = 0.03, 0, =
0.2, po = =04, kK, = 3.5, p, = —0.55, 0, = 0.18, the numbers in round brackets represent
the standard deviations.

5.3.6 Calibration to Market Data

In order to recognize the performance of our models in a calibration setting, we compare
the calibration using the Heston model extended with a stochastic correlation to the
calibrations using the pure Heston model and the double Heston model. For the market
data, we choose Put-options on the Nikk300 index on December 31, 2012, which is used
in [112] and representative for the skew and patterns observed. Since our aim is to
compare our models to the pure Heston model [58] and the double Heston model [31],
we thus just use the standard optimization methods: We fit the prices computed by
the different models to the market observed prices for several maturities 7; and strikes
Kj; one can obtain the parameter estimates by minimizing, e.g., the mean square error
(MSE)

S w (PY(T, Ky) — PYUT, ), (5.168)

ihj
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with the market price PM*(T;, K;) and the corresponding model price PMoU(T;, K;); w;

is an optional weight.

k k k

We report our results in Table 5.5, where v§, k% 1k oF o are the parameters for

the two stochastic volatilities in the double Heston model, £ = 1, 2. We see that the

Pure 0 Ry | fuw | 0o p MSE
Heston | 0.05 | 4.13 | 0.05 | 0.39 —0.47 2.3 %1072
Double | #f &7 Al T &b P g i2 a2 52 FE MSE
Heston | 0.05 | 6.36 | 0.02 | 0.49 | —0.23 | 0.01 | 5.69 | 0.03| 0.62 | —0.44 | 13.0 x 1073
Heston | 7y Ry | [ | 0o Po Rp flp G, Pap MSE

OU | 0.06 | 3.32 | 0.07 | 2.02 | —0.01 | 2.12 | —0.31 | 0.33 | —0.88 6.7 x 1073
Heston | 1 Ry | fu | 6, o Rp fip 6y Prp MSE
Jacobi | 0.05 | 0.75 | 0.07 | 0.50 | —0 | 2.72 | —0.17 | 0.02 | —0.91 5.4 x 1073

Table 5.5: Estimated model parameters for the Nikk300 index on December 31, 2012.

MSE values for the Heston model with stochastic correlation are smaller than the pure
Heston model and the double Heston model.
To illustrate more clearly, we define the error as the absolute value of the difference

between the implied market volatilities and the model implied volatilities, namely

Error := |Vol™*(T;, K;) — Vo™ T, K;)|. (5.169)

Then, we compare the errors for these models in Figure 5.13 for relatively short maturities
T = 30, 90, 180, 360 days and in Figure 5.14 for relative long maturities 7' = 2, 3, 4, 5
years. We observe for all maturities, that the Heston model extended by incorporating
the stochastic correlation (in the both cases HO and HJ) can be better fitted to real
market data not only than the pure Heston model but also than the double Heston model,
although the extended Heston model with stochastic correlation has one parameter less
than the double Heston model. This proves that introducing a stochastic correlation can
significantly improve the the calibration. About how each parameter of the stochastic

correlation process effect the implied volatilities, see Section 5.3.4.
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Figure 5.13: Using the Nikk300 index on December 31, 2012 where spot price is 174.3,
and for some short maturities 7' = 30, 90, 180, 360 days, the errors (defined as the
absolute value of the difference between the implied market volatilities and the implied
volatilities for the models) are compared for the pure Heston model ("PH’), the double
Heston model ("DH’), the HO model and the HJ model. ErrorSum denotes the sum of
errors for each maturity with different strikes.

For an further example we take the Call-options on the Nikk300 index on May 10,
2012, where spot price is 159.7. We consider several maturities 7' = 30, 90, 180, 360 days

and strike which ranges from 154 to 167. Instead of statistical error (MSE) we report the

error defined in (5.169) and estimates for all the models in Table 5.6. By comparing the

Pure o Ry [y oy p Error
Heston | 0.039 | 6.984 | 0.051 | 1.641 —0.313 4.16 x 104
Double o3 &L il 5L L 02 RZ 2 62 52 Error
Heston | 0.001 | 3.520 | 0.050 | 0.585 | —0.791 | 0.033 2.128 0.001 | 1.163 | —0.068 | 1.21 x 10~
Heston o Ry [ 6u ) Rp fp Gp Pxp Error

ou 0.029 | 3.996 | 0.046 | 0.591 0.052 4.036 | —0.919 | 0.034 | 0.532 1.00 x 10~4
Heston o Ry [ oy o) Rp fp Gp Pxp Error
Jacobi | 0.043 | 5.489 | 0.049 | 1.461 0.259 5.487 | —0.404 | 0.077 | 0.166 1.14 x 10~4

Table 5.6: Estimated model parameters for the Nikk300 index on May 10, 2012.
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Figure 5.14: Using the Nikk300 index on December 31, 2012 where spot price is 174.3,
and for some long maturities 7' = 2, 3, 4, 5 years, the errors (defined as absolute value
of the difference between the implied market volatilities and the implied volatilities for
the models) are compared for the pure Heston model ("PH’), the double Heston model
(’DH’), the HO model and the HJ model. ErrorSum denotes the sum of errors for each
maturity with different strikes.

error values in Table (5.169) we again conclude that our models provide a more realistic
volatility smile than the pure Heston model and the double Heston model.

Furthermore, we display the implied volatilities for all the models in Figure 5.15 and
compare them to the market volatilities. Obviously, either the HO model or the HJ
model provides a better fit to the market volatilities, especially, the volatility smile as
market requires for the short maturity 7' = 30 days.

The experiments on the calibration to the real market data has shown that introduc-
ing a stochastic correlation can not only improve significantly the performance of the pure
Heston model, but also be better than the double Heston model. The great importance

of modelling financial correlation as a stochastic process has thus been validated.
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Figure 5.15: Using the Nikk300 index on 10 May, 2012 where spot price is 159.7, and for
the maturities 7' = 30, 90, 180, 360 days, the implied volatilities are compared for the
pure Heston model ("PH’), the double Heston model ("DH’), the HO model and the HJ

model.

142



Chapter 6

Conclusion

In this thesis, Counterparty Credit risk with special regard to the correlation among
counterparties, modelling and application of time-dependent correlation, modelling and
application of stochastic correlation were introduced and analysed.

The main contributions of this thesis are fivefold. Firstly, from the investigation of
computing Bilateral Value Adjustment on a Credit Default Swap contract we presented
a problem of computing the cumulative distribution function of the integrated Cox-
Ingersoll-Ross process, which has been a benchmark in finance for many years. This
cumulative distribution function plays an important role not only in modelling of Credit
risk but also on many other issues in finance. We developed a new strategy that allows
to construct a very robust routine to numerically determine a highly accurate cumulative
distribution function of the integrated Cox-Ingersoll-Ross process.

Secondly, motivated with the indeed simultaneous default events in the real financial
market, e.g., the collapses of Lehman Brothers and Merrill Lynch were just within two
days (September 13-14, 2008) and 24 railways firms defaulted simultaneously on the same
day, June 21, 1970, a new formula for pricing Bilateral Value Adjustment on a Credit
Default Swap contract is developed. Applying our new formula, we were able not only to

fully capture the Wrong-Way risk on a Credit Default Swap contract, but also to confirm
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the role of considering simultaneous defaults on the valuation of the Counterparty risk
in Credit Default Swap contracts. Another important finding was that the effects of
the simultaneous defaults on the Bilateral Value Adjustment are not identical for the
contracting party as the Credit Default Swap seller and the Credit Default Swap payer.

Thirdly, we proposed a new time-dependent correlation function which firstly satisfies
the correlation properties and secondly can be easily incorporated into financial models
instead of using a constant correlation. The benefit of using our time-dependent corre-
lation model is that additional parameters can be chosen to increase the fitting quality
to the real market data. Compared to the way using time-dependent parameters our
model has an economic meaning, namely the correlation between, e.g., financial quanti-
ties and parties is not constant but time-varying as observed in the market. To confirm
our statement, as examples, we applied this time-dependent correlation to price Quanto
options and the Heston model.

Fourthly, due to the uncertainty associated with the future development of relation-
ship between, e.g., financial parties and products, modelling correlation stochastically
should better replicate the correlation in reality. We proposed a general stochastic cor-
relation model from which we could define many variants of stochastic correlation pro-
cesses. To the best of our knowledge, almost all stochastic correlation processes proposed
by other authors are within the class of our general stochastic correlation models.

The last important topic analysed in the framework of this thesis was the applica-
tion of stochastic correlation process to price Quanto options and the Heston model.
For pricing Quanto options we quantified the correlation risk caused by using a wrong
(constant) correlation. Introducing a stochastic correlation into the Heston model can
provide a better skew and smile in the volatility surface, not only than the pure Heston
model but also than some other extensions of the Heston for the same aim, e.g., the

double Heston model.
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This thesis contains a wide range of topics related to the impact of financial correla-
tion, its modellings and applications in finance. Of course, compared to other important
financial quantities, e.g., stochastic volatility processes and stochastic interest rate pro-
cesses, the modelling and application of financial correlations using a stochastic process
is still at an early stage. Therefore, there remain many open problems that need to be
solved for a wide application of stochastic correlation in finance. In particular, for credit
risk management, it is an urgent task to establish a general framework for considering

stochastically dependent default intensities among counterparties.
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Appendix A

Preliminaries

Suppose a probability space (€2, F, P)

Definition A.1 A filtered probability space (2, F,{F: }i>0, P) is said to satisfy the usual

conditions if the following conditions hold [64]:
o Fy (so that all F;) contains all P-negligible events in F;

o {Fi} >0 is right-continuous for all t > 0.

Definition A.2 A self-financing trading strategy is called an arbitrage opportunity of

its value process V' satisfies [48]
Vo <0, Vp >0 P-almost surely and P(Vr) > 0.

Definition A.3 Let P a probability measure on (Q, F), P is said to be absolutely con-

tinuous with respect to P on F, and we write P < P, if for all A € F (48],
P(A)=0 = P(A)=0.

If both P<Pand P< P hold, P and Q are said to be equivalent by P=P.
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Theorem A.1 P is absolutely continuous with respect to P on F if and only if there

exists an F-measurable function v > 0 so that [48]
/Fd]5 = /Fw dP  for all F-measurable functions F' > 0,

we say that 1 is the density or Radon-Nikodym deriwative of P with respect to P and

write

which 1s uniquely determined.

Theorem A.2 We denote the set of risk-neutral measures which are equivalent to P by
Q :={Q | Q is a risk-neutral measure with Q = P} .

A market model is arbitrage-free if and only if Q # O and there exists a Q € Q which
has a bounded density dQ/d P. The proof can be found in [48].

Definition A.4 A market model is complete if every derivative security can be hedged.

Theorem A.3 Consider a market model that has a risk-neutral probability measure,
say a arbitrage-free market model. The model is complete if and only if the risk-neutral

probability measure is unique, i.e. if |Q| = 1.

Theorem A.4 Girsanov theorem in one dimension: Let W;, 0 <t < T, be a Brownian
motion (BM) on (Q,F, P), and F; is the filtration for this BM. Let ©;, 0 <t < T, be

an adapted process. Define
Zt — e fot [CH dst% Ot@% ds
_ t
Wt = Wt + / @s ds
0
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and assume that

< 00.

T
E [/ 0272 ds
0

Set Z = Zyp. Then E(Z) =1 and under the probability measure Q given by

T 1 T o2
— OsdWs—= O<ds
dQ = e o 2o ©%ds gp,

the W,, 0 <t <T, is a BM. See [102] for the proof and Girsanov theorem in multidi-
mensional case.
An Example (Stock price under Q):

The stock price can be modelled by a geometric BM:

dSt = ,MSt dt + O'St th (A].)

We define W, = W, + E=2t, namely choosing ©; = #== as constant. Theorem A.4 says

that W is a BM under Q, by substituting dW, = dW, — “="dt into (A.1) we obtain

[

dS; = rS, dt + oS, dW,, (A.2)

where 1 is the risk-free interest rate and *== is called market price of risk. By applying
It6’s lemma to the discounted price ¢S, we obtain d (e7"S,) = oe S, dW, which
shows that the discounted price is obviously a martingale. The parameter i, o, r are
constant in this example, they are also allowed to be adapted processes. For more detailed

information see [43, 48, 102].
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Appendix B

Basic Definitions

Definition B.1 The Pearson correlation coefficient is defined for two random variables

X andY as

Definition B.2 For the given realisations X1, ..., X, and Y1,....Y, of X and 'Y, the

realised correlation can be estimated pairwise as

Z?:l (XZ - Z?:l X]) (ifz - Z?:l YG)

pX,Y ~ ﬁX7Y = 5 > (B2)
Vo (5 %) s (- o )
Definition B.3 Linked to the realised correlation, given n+ 1 data points at to, - ,t,,
the rolling correlation over a time window of length m < n reads
ﬁ(t()v s 7tm—1)7 ﬁ(tla e 7tm)7 R ﬁ(tn—m—l-la s 7tn) (BS)

Definition B.4 A zero-coupon bond with one unit of currency principal and maturity
T is a contract that guarantees its holder the payment of one unit of currency at T, with
no intermediate coupons. The price of the bond at time t <'T is denoted by B(t,T) and
B(T,T)=1.
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Definition B.5 We consider a probability space (S, F,P) equipped with a filtration

{Fi}. A random variable T is a stopping time of the filtration, if the event {T <t} € F,

for allt > 0.

Definition B.6 A hypergeometric function F is defined as

o0
zk
F(a,b,c,x) Zk_ )il k, |z < 1,
k=0

Ck

where (-) denotes the Pochhammer symbol,

(a)y =ala+1)(a+2)---(a+k—1), (a)=1.

Definition B.7 Suppose a system of SDEs given by

dXt = /,L(Xt)dt + U(Xt)th,

which is said to be of the affine form [36, 37], if

/L(Xt) =ag+ alXt, (a(), Cl1) c R™ x Rnxn7

(e(X)o(X)"),; = (bo)ig + (01)1;Xe, (o, br) € R x RV,
fori,j =1,...,n. Then, the charateristic function under Q takes the form

¢ (]_]_’ Xtu t7 T) — ]EQ |:€iuTXT |]_‘tli| — eA(u,T)—i-B(uﬂ-)Xt
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By setting 7 := T — t, the coefficients A(u,7) and B(u,7) in (B.9) must satisfy the

following complez-valued ordinary differential equations:

—j B(u,7) = a; B(u,7) + %BT(u, 7)b1B(u, 1), (B.10)

T

—dd A(u, 1) = apB(u, 7) + %BT(u, )by B(u, 1), (B.11)
T

with boundary conditions A(u,0) =0 and B(u,0) = iu.

Definition B.8 The cumulative distribution function for the non-central chi-squared

distribution, Fy2(x;d,\), with d degrees of freedom and non-centrality parameter \ is

defined as

= (N2 (g + 5,2
Fo(z;d,\) = e**/zz( /.,) 7(26, d .2), (B.12)
= 7 TE+))

where y(d, ) = [y e vdy is the lower incomplete Gamma function.

L Assume that (F;) = {F; : t > 0} satisfies the usual conditions, and X is assumed to be Markov
relative to (Fy).
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Appendix C

Proofs

Proofs of propositions in Section 3.2

The proof of Proposition 3.2.1

Proof: We calculate firstly

]IQlU%]lTR>TIQ(TR > t‘gﬂ) = ]lTIST]lTISTC]lTR>TIQ<TR > t‘gﬁ)

= ]lTISTﬂTISTC ﬂt<TI<TR +JlTIStHTR>TIQ(TR > t|g7'1) ) (Cl)

-~

=M

where M can be calculated as:
]lflét]lTR>T1Q(AR(t> < gR’gTI) = 17]§t17R>T1Q(UR <1- 67YR(t)7‘ljR(t;ﬁR)‘gT1)' (02)

Condition on g (or ug) we may rewrite the equation (C.2) as

M = ]lTISt]lTR>T1E [Q(uR <1— e*YR(t)*‘I/R(tMBR)‘gTI, U/R)’g‘l']7 {TR > TIH
=1y <l E[Q(Yr() < —log(1 — ur) — Vr(t; Br)|Gr, ur)|Gr, {TR > 71}

=E [Fyu (—log(1 — ur) — Vr(t; Br)) |G, {Tr > T1}]
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= /O Fypy (—log(1 — ug) — Wr(t; Br)) dQ (Ur < ur|Gr, {Tr > 11}). (C.3)

Next, we compute the conditional distribution as follows: Denote

CR\I(UR; Ur) := Q(Ur < ugr|Gr,, {Tr > 11}), (C.4)

which may be rewritten as

Cri(ug;Ur) = Q (UR < ug|Ur,{Ur > UR,I})
_ Q(Ug < ug|U;) = Q(Ug < Ug,|Ur)
1-— @(UR < URJlU[)

9C1, r(ur,uR) ‘ _ 9Cr r(ur,Ug, 1) |
Our ur=U; Ouy ur=Ur

1— 8CI,R(U176R,I)|
dur ur=Uy

The proof can be completed by substituting (C.4) into (C.3), and further (C.3) into
(C.1). O

Proofs of propositions in Section 3.3

The proof of Proposition 3.3.1

Proof:
b 2 -
lim ﬂ — lim 1/ — 2602 = V20V =i = \/iae%’,
U—+00 u U—00 u
Regarding this result we have straightforward lim,_,. a(u) = —1.

Now we prove the equation (3.46)

] T e
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. 2rp [ th(u)
= lim — [ ———=
u—oo (2 2 \/ﬂ
\/§/wt In;
e’
o

Finally, we show the equation (3.47)

LB L 2ui (a1) <1+a<1—a(u) ))/\/&

(u u)etd) — 1

— 1
u1—>r£>loff—b<u)

g 2 V2
B0

The proof of Proposition 3.3.3

Proof: Since the function b(u) and the parameter ¢ are non-negative, we only need to

prove
K+ b(u)
=|—F—=> 1
ofu)] = |53 >
This is to say that we have to show
|k +b(u)|* > |k — b(u) (C.5)

We split b(u) into a real and imaginary part as

b(U) = br + sz, br, bz S R,

then the left hand side of (C.5) satisfies

0 < |k+bu)|* = |k+b, +ib|> = (k+b,)* + b7 = k% + 2kb, + |b(u)]?,
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and analogously the right hand side of (C.5) fullfills
0 < |k — b(u)|* = k* — 2kb, + |b(u)[*.
The fact that x > 0 and b, > 0 completes the proof. U

The proof of Proposition 3.3.4

Proof: Combining the function g(u) with the function ¢y,(u) as given in (3.37) we

have

Lo A(tvu)+B(t7u)y0
lim g(u) = lim Im |e™"*¥*
u—0 u—0 u

First we consider the limits of a(u) and b(u) as defined in (3.40)

lim b(u) = || = &, lim a(u) = oo, (C.6)

u—0 u—0

where the last step in the limit of b(u) follows the fact that the CIR model parameter

is always positive. From (C.6) we can directly deduce

}Llir(l) At,u) = }LILI(I) B(t,u) =0, (C.7)
and thus
lim e—iuyjt+A(t,u)+B(t,u)y0 — 1. (CS)
u—0

Now we split the exponent in the last equation into a real and imaginary part as

H(u) + iJ(u) := —iug, + A(t,u) + B(t, u)yo, (C.9)

with functions H(u) and J(u) : R — R. Furthermore, from (C.8) we also know that

lim H(u) =0, lim J(u) = 0.

u—0 u—0
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Now we can calculate the value of g(u) at zero as follows

g(0) = lim Im

u—0

eH(u)+iJ(u)
=]

= lim Im

|:eH(U) cos(J(u))Z’L sin(J(u)) :|
u—0

_ hm eH(U) sin(i(u))

u—0
— tim sin(J(u))
u—0 U

lim J'(u) —COS(J(U))

u—0 1

= lim J'(u).
u—0

1’H0ﬂ)ital

Using the equation (C.9) we obtain

g(0) = lim J'(u) = J'(0) = =g + Im(A'(¢t, w)) + Im(B'(t, u)yo).

u—0
The computation of A’(¢,u) and B’(t, ) is straightforward but tedious. We obtain finally

ke " + uk(tk — 1)

Im(A(t,0)) = ©

Y
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The proof of Proposition 3.4.1

Proof: We have

(3.81)(3.86)

PeS(P, L) T E E{]IQ[D(t,T)(—ﬁR)

+ ]l‘B [D(t,T) ('R,C(PEDS - H{T:TR}»CR)+ - (PTCDS - IL{T:TR}ER)_)}
+ 1 [D(t,7) (P = Lirer} L) T — Ri(PE™ — Lr—ry L1)7)]

+ 19 [D(t7) (~(PE™ = Ly L) (C.10)

:

We first consider the expression regarding the event B inside the above conditional

+1e[D(t,7) (Lr)]

b
+ D(t, 7)1 — Ty—) Plimucremy + 3 D(t, T)aiPlirsty

i=a+1

[ J/

=My

expectation
1y [D(t,T) (RC(PTCDS — H{T:TR}£R>+ — (PTCDS — ]l{T:TR}EpJf)} .
Since

Ro(Pr™ = Voergy Lr)" = (PF™° = Lirry Lr)” =(Re — D)(P7™ = Ljr—r} LR)T

+ (PfDS - ]l{T:TR}‘CR)J
this expression equals

Ly [—D(t,7)(1 = Re) (P = Ly Lr)T] + L D(t, 7) (P — Lrery L) -

=:Mas
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Similarly, the expression conditional on the event € in (C.10) can be rewritten as

Le [D(t,7)(1 = RO)(PF™ = Vrrpy L8) ™| + LeD(t, ) (P = Lir—rp) Lr) -

=:Ms3

It is obvious that 1¢;—.,, P7"® = 0, and therefore we observe My, M3 and the last two

expressions respectively regarding the event © and € in (C.10) together as follows,
D(t, 7—)]1{T:TR}(_£R) (]l% + ]l@ — ]l@ — ]l@) —+ D(t,T)]l{T;éTR}PSDS (]l% + ]l@ — ]19) .

Recalling that 1y + 1¢ — 1o — 1¢ = 0, we can rewrite the terms inside (C.10) as

(. T) = T [~ D(t,7) (1 — Re) (P — L rmry L)
+ 1@ [D(t7 T)(l - RI)(PTCDS - ]I{T:TR}'CR)i}
+ 1o (=D(t, 7)Lr + My) + Liramy M,y

+ Lrsrny (L + Le — 1) (D(¢, 7) P7™° + M)

Next, by comparing M; with (3.1) we get

ﬁtCDS(P’ Lp)=E { 1 D(t, 7)(1 — Rc)(PfDS _ ]l{T:TR}ﬁR)JF‘ gt}
+E{1eD(t,7)(1 = Ri) (P = Lrry £r) | G} (C.11)
+E{ (Ta+ Lieory) TI(t, T)| G}

+E{ sy (Ip + Le — 1o) (D(t, 7)E{II(7, T)|G} + T1(t,7))| G: } -

Using E{E{-|G,}|G:} = E{:|G:} for t < 7, the last expression in (C.11) equals

E{1{rrry (Ie +1e — 1p) (7, T)| G } -
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We see that

Top<y + 1l Fla+ 1z (o +1e —1p) =1

and the events in the terms of the sum are exclusive. We get finally

POS(P, L) =P (P, L) — E {1sD(t, 7)(1 = Re) (PP = Uir—r) L) | G}

(C.12)
+E{1eD(t,7)(1 = RI(PE™ = Lery Lr) | Gi}
0
Proofs of propositions in Section 5.1
The proof of Proposition 5.1.1
Proof: We calculate (5.12) as
sech?(X,)k(p — X3 )dt — sech®(X,) sinh(X,)o?dt + sech?(X;)odW,
B 2 B B 9 sinh(X}) 5
= sech”(X})k(p — Xy)dt — sech <Xt)—cosh(Xt)Jdt+SeCh (Xy)odW,
= (1= pi)w(p — Xp)dt — (1= p})peo’dt + (1 — pf)odW,.
]

The proof of Proposition 5.1.3

Proof: Following the methodology described in Section 5.1.2 based on the Fokker-

Planck equation, the stationary density function f(5) of the SCP (5.33) obviously satisfies

2

5o (1= (sl = D)) = 555 (1 = 910 *F 7). (C.13)
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By solving the elliptic equation (C.13) we obtain the stationary density f(p) as
(C.14)

~ m - k=202 Ky - m72o'277

f([)) :2—5(1 + P) T4 (1 _ ,0) o2 o2
202 =2k (—p—1DKx+20% p 1

273

202k
o2
Fl1
Y 0_2 ) 0_2

N n 1
pP2—11\2
with the constants m, n € R and the hypergeometric function F' (see B.6). Next we

need to fix the constants m and n in (C.14) to obtain the stationary density. Due to the

mean reversion the stationary density f(p) must satisfy

1
| st@ras—n
-1
If we choose = 0, we observe that the first term in (C.14) becomes
: : (C.15)

(1+0)F (- p)F,

K
2

o

which is obviously symmetric around p = 0, i.e. the condition (C.15) will be fulfilled for

n = 0. In the sequel we assume that n = 0 for all general ;o € (—1,1) such that the
(C.16)

~ 5 o2

transition density function (C.14) can be rewritten as
n—202+%(1 _p) = 2 KL

3

(1+5)F

m‘x

1) =5

To determine the value of m we can employ the basic property of a density function
(C.17)

1
| 1=t
-1
The constant m in (C.16) must be chosen such that the normalization condition (C.17)
(C.18)

Kk — 2072
2

is always fulfilled. We set
p = —
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and substitute it into (C.16) to obtain

F(P) = (1 + p)* 0 (1 — ). (C.19)

As long as
a, b, > —1, (C.20)

the integral

has the solution

I, 'l +a,—0b,)F(1,-a,—b,,2+a,—b,,—1)

(2 —b
( +ap P) (021)
n I'l+a,+0b,)F(1,—a,+b,,2+a,+b, —1)
['(2+a,+0,) ’
with the hypergeometric function F' defined in (B.6) and the Gamma function I
We check the condition (C.20) as follows:
at+b> -1+ %> ler(l+p) >0 er> 2,
a—b>—1¢”j,—%ﬂ—j—§>—1<:/~@(1—u)>02<:/~@>%.
This is to say that the condition (C.20) always holds as long as
2
o
> : C.22
Under the condition (C.22), the constant m can be determined as
257
= : C.23
m=" (C.23)
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Finally, we obtain the transition density function in a closed form as

(L+p) (1= )

1) = s | (C.24)
with a,, b, defined in (C.18) and M in (C.21). 0
Proofs and Approximations in Section 5.3
The proof of Lemma 5.3.2
Proof: Recall the ODE system in Lemma 5.3.1
B'(u,7) =0, B(u,0)=iu, (C.25)
C'(u,7) = 0, B[y B(u, 7)D(u, 7) — k,C(u,7), C(u,0) =0, (C.26)

D'(u,7) = %B2(u, T)+ %ogD(u, T) — %B(u, 7) — Kk, D(u,7), D(u,0)=0, (C.27)
Au,7) = (B(u,7) — 1)r + Ky D(u, 7) + £,0,C (u, 7) (C.28)

+ L2 Cum) + oy ELVAIB (0 IC 7). A(u0) -

p

Straightforwardly, due to the final condition B(u,0) = iu we obtain B(u,7) = iu. We

consider first the following Riccati-type equation:
oD 1 1 1
OPUT) _ B2, 7) 4 LoD, 7) — 3 Bw,7) — D7), D(w,0) =0,
-

Hi(u,7) = (iu—1)rr + /{l,ul,/ D(u,s)ds, H;(u,0)=0,
0

which has the same form as those in [58] so that we can gain the solution given by

Kk, — Dy 1 —e Dr

D = . 2
() = B (©29)
, Koy lhy 1 — Dye P17
H1<'U/, T) = (zu — 1)TT + Ulg <</€l, — D1>T —2In (]_——2_D2)> s (030)



= 2 022+ _ =D
where Dy = /K2 4 02(u? +iu) and Dy = Py

We turn to (C.26) where

E[] = (v — p)e ™™ T 4+ . (C.31)

To find its analytical solution we use the approximation

1 —eDrr
l—e T ——— C.32
© 1 _ D2e—D1’7" ( )

where [; is defined in (C.47). The detailed information and the measure of the quality

of this approximation can be found in Figure C.1. We can thus rewrite (C.29) as

,— D
D(u,r) = 2L (1 —e i), (C.33)
O-l/
and set
Ry — Dl
Cy:=1u P (C.34)

Sequentially, (C.26) can be rewritten as
C'(u,7) = 0,C1 ((vo — u,,)e_“”(T_T)+uy) ~(1—e™7) = k,C(u,7), C(u,0) =0, (C.35)

which has an analytical solution, although its calculation is a bit tedious but straight-

forward. We obtain

C(u 7') — Me('%*ll)T*KuT + 01(1/0 - MV)eKD(T,T) X Cl/ly
) Iiy‘i‘/ip—ll "il/—i_’fp Ky
Clﬂl/

Rp — ll

(C.36)
e_ll + 01028_507—,
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where [; is defined in (C.47), C} is defined in (C.34) and C, is given by

v - Mv v 1
R Vet R S Bl LT P | (.3
Ky + K, — 1l Ky + Kp Kp  Kp— U

Finally, we rewrite (C.28) with approximations as

2
o
A(u, )= Hy(u, 7)+ (Kppp, + mo,pout) Ho(u, 7)+no,poui Hs(u, 7)+-LHy(u,7), (C.38)
L0021, 2

S

-~

= =

for solving which we only need to calculate the following integrals

Hy(u, 1) = /OT C(u,s)ds, Hs(u,0) =0, (C.39)
H3(u,7) = /OT eI (u, s)ds, Hs(u,0) =0, (C.40)
Hy(u,7) = /OT C*(u,s)ds, Hy(u,0)=0, (C.41)

where the constants m, n, and [ are defined in (5.86) - (5.87). The calculation of the

integrals above is straightforward but rather tedious. U

The proof of Lemma 5.3.4

Proof: As indicated before, the solutions of B(u,7), C(u,7) and D(u,7) are the same

as B, C' and D in the HO model. We consider now only

3 _ _ 1 _
Al(u, ) =(B(u,7) — 1)r + Ky pi D(u, 7) + K,pp1,C (u, 7) + 503)1['1‘,[1 — p?)C*(u, 7)

+ 0,0 E[VU)E[V1 — p2|B(u,7)C(u,7), A(u,0) = 0.

(C.42)
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By substituting the approximations of E[p?], E[y/1 — p?] and E[,/74] into (C.42) we ob-

tain
A'(u, ) =(B(u,7) — 1) + kyp, D(u, 7) + K pp1,C (u, 7)

+ a,pa(m +ne =) (e 4 e (=7 4 ag) B(u, 7)C'(u,7)  (C.43)

1 -
+ 20202(14 (1 — e ™= e M=) ) A(u, 0) = 0,

which can be reformulated as

fl(u, T) = H, (u, T) + (Kpptp + agmappgui)ﬁg(u, T)+ agnappguiﬁlg(u, )

+ 21 — ag) Hy(u, 7) + bsmo,pyui Hs(u, 7) + mao,poui He(u, T)

vl

- - o2 . by O’ -
+ bsno,poui Hy (u, 7) + noppoui Hg(u, 7) — 7”H o(u,7) — THlo(U T)

with the following integrals

Hy(u,7) = (iu— 1)r7 + Ky, /T D(u,s)ds, Hy(u,7) = /T C(u,s)ds

Hs(u, ) :/ e~ T (u, 5) ds, Hy(u,T) / (u, s)ds,
0

Hs(u,T) :/ e T C(u, s) ds, Hg(u, T :/ ~(T=msC(y, 5) ds,
0

Hi(u,7) :/ e~ Ty, 5) ds, Hg(u, T) :/ e~ T=DUEm) G (y, 5) ds,
0 0

Hy(u,7) =

S—

e ™= C% (u, 5) ds, Hyg(u,T) = / e 212 (y, 5) ds,
0

Hi(u,0) =0 fori=1---10.

It is easy to see that Fll, f[g, ﬁg and I;Q are respectively equal to Hy, Hy, H3 and Hy
which have been given before. Besides, the solutions of Hs, Hg, H7, Hg can be directly
obtained by adopting the solution of Hs;, as they have only different constant coefficients
in the exponential function. For simplicity of notation, we let this coefficient to be

a variable of I:Ig, namely ﬁg(u,r, [). The solutions of ]3[5, ﬁg, ﬁ7 and 1:18 can thus be
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immediately given by Hs(u,7,n3), Hs(u, 7, ms), Hs(u, 7, (I+n3)) and Hs(u, 7, (I 4+ms)),

respectively. Now, only the integral in the following form
H(u,T,y) :/ e VI=1C%(u,s)ds, H(u,0)=0
0

need to be calculated. The calculation is straightforward, however, rather tedious. It
is obvious that f[(u, T,Mg) = ﬁg(u, 7) and f[(u, T,Ng) = ﬁlo(u, 7). Finally, by defining

¢ := oppoui, A(u,T) can be rewritten as

A(u, 1) :[:h(u, T) + (Kpptp + ang)ﬁg(u, T) + CL3TLCI~{3('LL, T,0) + bgmgl:lg(u, T,n3)

+ m(flg(u, T,m3) + b3’l’LC[~{3<U,, T, (I 4+ ng)) + TLC.H?,(U, 7, (L + m3))

Jﬁ . 03 . bgaz .
+ 7(1 — ag) Hy(u,7) — TH(% T, My) — TH(%T, ng).
O
Approximation I
We match fi(7) := % ~my 4 nehT = fl(T) fort—0,7—>00,7—1:
lim fy(7) = 0 = my +ny = lim fi(7), (C.44)
T—0 7—0
lim fi(7) =1=my = lim fi(7), (C.45)
T—00 T—00
I e et i C.46
quf1(7)—m— —€ —Tlgqﬁ(T); (C.46)
which give
e D1 — Dyen
mq = 17 ny = —1, ll =—In ( 1_ DQQ_DI ) . (047)

In order to measure the quality of this approximation we compare fi(7) to fi(r) for

different randomly chosen parameters in Figure C.1.
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0.9
0.8
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Figure C.1: The quality of the approximation fi(7) versus the original f;(7) for randomly
chosen parameters.

Approximation I1

We match fo(t) := E[p?] & e ™2 4+ bpe "2 +-ay 1= fo(t) for t = 0, ¢ — 3, t = 1, — 00

as follows:

(02 + Kp) (00 + 26,107

tliglo f(t) = o5+ 3k,02 + 2K2 - tliglo fa(#), (C.48)
lim fo(t) = p2 = 1 + by + ay = lim fo(t), (C.49)
t—0 t—0
lim fo(t) = fo(0.5) = e 2= +boe T +ay = lim fo(t), (C.50)
t—3 t—1
11_1}11 fg(t) = fg(l) =e + bzei + ay = 11_1}111 fg(t) (051)

. . . _ (024kp)(02+2kp12) _ 2

rom (C.48) and (C.49) one obtains directly ay = g gt and by = pg —as — 1.
p P%p )

Then one needs to solve the system of equations (C.50) and (C.51) to find my and ny

which has been given in (5.121). Like in the last section, we compare fo(7) to fo(7) for

different randomly chosen parameters to measure the quality of the proposed approxi-

mation.
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Figure C.2: The quality of the approximation f,(t) versus the original f,(t) for randomly

chosen parameters.

Approximation III

We match f3(t) = E[/1— p}] & e ™! + bge ™! + a3 == fy(t) for t = 0,¢t — L, ¢ —

1, t — oo as follows:

lim f5(t) =
lim f3(t) =
lim f3(t) =

lim f5(1) =

t—1

— L
- ng = az = lim fu(?), (C.52)
V1= 08 =1+0s+a; =lim fs(t), (C.53)
f3(0.5) = e % +bse” T + a5 = lim fi(t), (C.54)
t—3
fg(l) = M3 + bge_"3 + a3z = lgrll fg(t) (655)

From (C.52) and (C.53) one obtains directly

%:¢Ljﬁ+mmﬁ+%wp—%wwﬁ%ﬁ+%y

(1 — p2)(op + 3k,05 + 2K2)

and by = \/1 — p2—az—1. Further, we solve the system of equations (C.54) and (C.55) to

find ms and ng which has been given in (5.132). The comparison of f5(7) with f3(7) and
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the measure of quality of the approximation for different randomly chosen parameters is

exhibited in Figure C.3.
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Figure C.3: The quality of the approximation fs(t) versus the original f3(t) for randomly
chosen parameters.
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Index

affine diffusion process, 150
arbitrage, 146
average arrivale rate, 15

bond
corporate coupon, 7
zero-coupon, 149

brownian motions
dynamically correlated, 74
stochastically correlated, 104

CCR
bilateral, 8
unilateral, 7
CDS
counterparty risk-free price, 25
curve bootstrapping, 32
definition, 23
postponed payoffs running, 24
running, 24
upfront, 24
Cholesky decomposition, 74, 115
complete market, 147
copula function, 21
correlation
average, 74, 104
Pearson, 1, 149
realised, 149
rolling, 90, 149
Cox process, 18
Cox-Ingersoll-Ross process, 30
credit rating, 8
cumulated intensity, 16, 18
CVA
bilateral, 10, 29
unilateral, 9
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dynamic correlation function, 69

Euler scheme, 131
exposure
counterparty credit, 7
expected positive, 9
potential future, 9

Fokker-Planck equation, 94

general model stochastic correlation, 92
geometric Brownian motion, 107, 148
Girsanov theorem, 147

hazard
cumulated hazard rate, 16
hazard function, 16
hazard process, 18
hazard rate, 15
hypergeometric function, 101, 150

implied survival probability, 32
integrated Cox-Ingersoll-Ross process,
41

jointly covariance-stationary, 2
Kolmogorov backward equation, 116

leg
premium leg, 23
protection leg, 23
log-likelihood function, 98
loss given default, 7

market price of risk, 148
Markov copula model, 57
maximum-likelihood, 98
mean square error, 138
Milstein scheme, 131



non-central chi-squared, 151

Pochhammer symbol, 150
poisson process
doubly stochastic, 18
time-homogeneous, 14
time-inhomogeneous, 17

quanto option, 75, 105

Radon-Nikodym derivative, 147
recovery rate, 6
reduced-form model, 13
relative mean square error, 81, 85
risk
correlation, 1, 11, 112
counterparty credit, 6
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default, 6
wrong-way, 11
rotation count correction, 46

simultaneous defaults, 12

stochastic correlation process
bounded Jacobi process, 103
modified OU process, 100
OU process, 96

stopping time, 26, 150

structural approach, 13

survival probability, 15, 17

unilateral DVA, 9

variance per unit of time, 15
volatility smile, 87, 141



