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Abstract: In this paper, we propose a new exogenous model to address the problem of negative
interest rates that preserves the analytical tractability of the original Cox-Ingersoll-Ross (CIR) model
with a perfect fit to the observed term-structure. We use the difference between two independent
CIR processes and apply the deterministic-shift extension technique. To allow for a fast calibration
to the market swaption surface, we apply the Gram—Charlier expansion to calculate the swaption
prices in our model. We run several numerical tests to demonstrate the strengths of this model by
using Monte-Carlo techniques. In particular, the model produces close Bermudan swaption prices
compared to Bloomberg’s Hull-White one-factor model. Moreover, it finds constant maturity swap
(CMS) rates very close to Bloomberg’s CMS rates.

Keywords: CIR model; negative interest rates; calibration; Riccati equations; swaptions; Bermudan
swaptions

check for
updates

Citation: Di Francesco, Marco and 1. Introduction
Kevin Kamm. 2022. On the
Deterministic-Shift Extended CIR

Model in a Negative Interest Rate

This paper is the natural extension of Di Francesco and Kamm (2021), where we
modeled interest rates by means of a short-rate model defined as the difference of two
independent Cox-Ingersoll-Ross (CIR) processes in a negative interest rate framework.

F k. International ! . . . o .
ramework. [nternational Journal of We are extending the previous short-rate model by adding a deterministic function to

Financial Studies 10: 38. https://

doi.org/10.3390/ijfs10020038
Academic Editor: Sabri Boubaker

Received: 21 March 2022
Accepted: 17 May 2022

allow for a perfect fit to the observed market term-structure while preserving the analytical
tractability of an affine model and its features.

Let us briefly recall our findings in Di Francesco and Kamm (2021). We derived an
analytical formula for the zero-coupon price of the non-extended model (see Theorem A1)
by solving the associated Riccati equations in Lemma A1 explicitly and calibrated it to the

market term-structure. Such short-rate models, where the observed term-structure is an
output depending on the model parameters, are called endogeneous. We performed several
numerical experiments on two different dates obtaining good results in the sense that the
model reproduced the market term-structures with negative interest rates very well, and it
generates more realistic distributions of interest rates with a slight skewness and fatter tail
with respect to the normal distribution. However, as reported in the numerical tests, the
model failed to capture the full swaption surface due to the fact that the model parameters
were constant and the Brownian motions were independent.

To improve the fit to the swaption surface, we suggest transforming the endogenous
model into an exogenous one, in which the observed term-structure is an input.

A basic strategy to transform an endogenous model into an exogenous one is the
inclusion of time-dependent parameters to exactly reproduce the observed term-structure.
In fact, matching the term-structure exactly is equivalent to solving a system with an infinite
number of equations. However, this is only possible by introducing an infinite number
of parameters or, equivalently, a deterministic function of time. We follow the method
40/). illustrated in (Brigo and Mercurio 2006, pp. 95 ff. Section 3.8 A General Deterministic-Shift
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Extension) to extend any time-homogeneous short-rate model, so as to exactly reproduce
any observed term-structure of interest rates while preserving the possible analytical
tractability of the original model.

To be more precise, we consider the CIR dynamics for z € {x,y}

dz(t) = kz(0; — z(t))dt + 074/ z(£)dW(t), z(0) =z 1)
under a martingale measure Q with k,, 8, o, € R-( and define the short-rate as

r(#) = x(t) —y(t) + p(b), €

where W, and W, are two independent standard Brownian motions on a stochastic basis
(Q, F, (]:t)te[o,T]/ Q) and () := fM(O, ) — f(0,t) is a deterministic function defined as
the difference of the market and model instantaneous forward rate.

Since the market term-structure is now an input, we can calibrate the model parameters
to the swaption surface. However, simple Monte-Carlo techniques are in general very slow
and memory demanding. Therefore, we resort to an approximation formula known as the
Gram—Charlier expansion (cf. Tanaka et al. 2010) in our model. This allows for a fast and
accurate calibration procedure.

1.1. Description of the Main Results

In this paper, we will first of all extend the results of Di Francesco and Kamm (2021)
by using a deterministic shift extension. The zero-coupon price in the extended model (2)
is given in the next Lemma.

Lemma 1. Let (Q, F,(Fr) te[O,T]/Q> be a stochastic basis, where Q is a martingale measure,
T > 0 a finite time horizon and let the o-algebra (}—t)te[O,T] fulfill the usual conditions and support
two independent standard Brownian motions Wy and Wy, The price of a zero-coupon bond in the
model r(t) :== x(t) — y(t) + p(t) is given by

PM(0,T) PIR(0, ) pCIR-

P(tT) = PM(0,t) PCIR-(0, T)

(t,T),

where PYIR-(t, T) is the zero-coupon price from Theorem A1 and PM(0, T) the market zero-curve.

The derivation of this result is straightforward and is referred to in Section 2 alongside
a recollection of basic results on swaps and swaptions.

We will see that it is necessary to study the so-called swap moments to derive the
Gram-Charlier expansion. In our model, we will find explicit formulas allowing for fast
swaption pricing and it is part of the next technical Lemma.

Lemma 2. Let everything be as in Lemma 1. The so-called swap moments at time t < Ty of order
m € N are given by

M™(t) == EQ" [ (Swap%’(To;K, C))m ’ft] = (PIS;?S/)IT?;) ) ' pCIRit, Tp)

m_gho gk ( My (t, Ty)e MM g, (1, TO)eNy(t,To)y(t)>

... |
0<ko,...kNSN ko! kn!

ko+---+kny=m

where we suppress the dependency of N, M on k; for readability. The coefficients a; are given by
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M©0,T) . PM(0,Tn) - .

PM(0,T;)
=0 = —0(1+ Kay) ==t ’ = —(Ka; ’ 1
ngIR (0 TO) an g( + “N)PCIR_(O, TN), a; g &

PO, ;)"

fori=1,...,N —1, year fractions w;, fixed swap rate K and swap type { = 1 for a payer swap and
¢ = —1 for a receiver swap.
Moreover, the functions My, Ny, z € {x,y} are defined as

7 exp(¢3(To — 1)) >¢3 N T T
Z<4’%+¢§(exp(¢i(To—t))—1)(1+bz(¢§_¢§)) e g =(To, Ty)

bgi + (exp(@i(To =) — ) (14 (91— 93)) oy pip 7
07 + 3 (exp(¢3(To — 1)) — 1) (1 + b2 (¢5 — ¢3))" Jg jB=(To, Ty),

Mz(t/ TO) =a

Nz(t/ TO) -

where A, B; are the functions defined in Theorem Al. The swap cumulants c;(t) at time t are now
given by the formulas in Appendix D by setting u; == M(t),1=1,...,m

For the proof of this Lemma, we follow Tanaka et al. (2010) closely, which is referred
to in Section 3.1.

The main result of this paper is the approximation of swaption prices by the Gram—
Charlier expansion with short-rate (2), which follows immediately from Lemma 2 by using
Proposition 2 and is referred to in Section 3.2.

Theorem 1. Let everything be as in Lemma 2.
The time t price ofa Ty x (T — To) payer ({ = 1) and receiver ({ = —1) swaption is given by

Swaption%’)“(t;l(,@) = P(t, Ty) <C1N<\ﬁ) + \Fgo(\ﬁ) <1 + Z qul 2))

where N denotes the cdf of the normal distribution, ¢ is the pdf or the normal distribution and H,
are the probabilist’s Hermite polynomials (see Appendix C). The coefficients g0 =1, g1 = g2 =0,
and forn > 3

_% y o TG ( 1 )
m=1ky++km=n mlkyl- k! \ /Cy
k;=3

for C; := ¢;(t)P(t, Ty )" with ¢;(t) being the swap cumulants from Lemma 2 for fixed t > 0.

This formula will provide the necessary ingredient for the numerical experiments in
Section 4, making it possible to calibrate the model to the swaption surface very efficiently.
After successfully calibrating the model, we apply it to find constant maturity swap rates
in Section 4.4 and Bermudan swaption pricing in Section 4.5 using the Least-Square Monte-
Carlo technique. We will see a good performance of this model compared to the reference
data downloaded from Bloomberg.

1.2. Review of the Literature and Comparison

Historically, the theory of interest-rate modeling started on the assumption of specific
one-dimensional dynamics for the instantaneous spot rate process r. These models are
convenient for defining all fundamental quantities (rates and bonds) by no-arbitrage
arguments as it is the expectation of a functional of the process r. Indeed, the price at time
t > 0 of a contingent claim with payoff Hr, T > t, under the risk-neutral measure Q is
given by (cf. Pascucci 2011)

Hy = EQfe ' dSH] 3)
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where Ei@ denotes the conditional expectation with respect to some filtration F; under
measure Q. In particular, choosing Hr := P(T,T) = 1, where P(t,T) denotes a zero-
coupon bond.

The literature on interest rate modeling is very vast, and our short literature review is
by no means exhaustive. We refer to (Bjork 2004; Brigo and Mercurio 2006; Hull 2006) for a
comprehensive review and description of these models.

Among all possible classifications, we can divide these models into two major cate-
gories: the endogenous and exogenous models. In chronological order, the first short-rate
models belong to the first group: the Vasicek model Vasicek (1977), the Dothan model
and the Cox, Ingersoll and Ross (CIR) Cox et al. (1985). In particular, the CIR model has
been regarded as the reference model in interest rate modeling by both practitioners and
academics for several decades for several reasons. First of all, it was derived from a general
equilibrium framework. Secondly, it generates more realistic interest rate distributions with
skewness and a fatter tail with respect to normal distribution. Thirdly, it avoids negative
interest rates. There is a rich literature on extensions to the classical CIR model in order to
obtain more sophisticated models, which could fit the market data better, allowing to price
interest rate derivatives more accurately. For example, Chen (1996), proposed a three-factor
model; Brigo and Mercurio (2006), proposed a jump diffusion model (JCIR).

However, in the last decade, the financial industry encountered a paradigm shift
by allowing the possibility of negative interest rates, making the classical CIR model
unsuitable.

Recently, Orlando et al. suggest in several papers (cf. Orlando et al. 2019a, 2019b,
2020) a new framework that they call the CIR# model, which fits the market term-structure
of interest rates. Additionally, it preserves the market volatility, as well as the analytical
tractability of the original CIR model. Their new methodology consists of partitioning the
entire available market data sample, which usually consists of a mixture of probability
distributions of the same type. They use a technique to detect suitable sub-samples with
normal or gamma distributions. In the next step, they calibrate the CIR parameters to
shifted market interest rates, such that the interest rates are positive, and use a Monte Carlo
scheme to simulate the expected value of interest rates.

In addition to historical reasons, endogenous models are important for their simplicity
and analytical tractability, in particular for the possibility of pricing bonds and bond
options analytically. However, there are some drawbacks. Since these models use only
a few constant parameters, they are not able to simultaneously reproduce a given term-
structure and volatility curve satisfactorily. Moreover, some shapes of the zero-coupon
curve can never be reproduced (for example, an inverted shape curve with the Vasicek
model). The need for an exact fit to the currently observed yield curve led some authors to
introduce exogenous term-structure models. The first model was proposed by Ho and Lee
(see HO and LEE 1986), but we believe the most popular among practitioners is the Hull
and White extended Vasicek model (see Hull and White 1990). A generalization of this
model with a good calibration to swaption market prices was found in Di Francesco (2012),
while Mercurio and Pallavicini (2005) proposed a mixing Gaussian model coupled with
parameter uncertainty. Moreover, in Russo and Torri (2019), the authors calibrate a one-
and two-factor Hull-White model using swaptions under a market-consistent framework
compatible with negative interest rates.

On the one hand, these models can handle negative interest rates with a very good
analytical tractability. On the other hand, the distribution of continuously compounded
interest rates shows all the undesirable features of the Gaussian distribution.

In this paper, we extend the endogenous model of Di Francesco and Kamm (2021) to
an exogenous model by adding a deterministic shift and show how the Gram—Charlier
expansion of Tanaka et al. (2010) can be utilized to calibrate our model to the swaption
surface. We will see a good performance of the model with respect to determining constant
maturity swap rates and pricing Bermudan swaptions.
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We performed tests on two different dates 30 December 2019 and 30 November 2020.
On the first date, the market zero rates were partially negative, and on the second date, they
were completely negative. We saw similar numerical results on both dates and decided
for the sake of brevity to only present the results on 30 December 2019. For the interested
reader, we will make the data on 30 November 2020 as well as the code of the numerical
implementation available online. The paper is organized as follows. In Section 2, we first
introduce the deterministic shift extension and the corresponding zero-coupon price. This
is followed by a reminder of the relevant features of swaps and swaptions in Section 2.1.

In Section 3, we will derive the Gram—Charlier expansion. This is achieved by first
recalling how a probability density of a random variable can be approximated by Hermite
polynomials. We will see that it is necessary to study the cumulants or, equivalently, the
moments of this random variable. In our case, this will be the swap moments, and we
will show how to derive them from the so-called bond moments by solving some Riccati
equations, which will have explicit solutions in our model, making it possible to compute
swaption prices very fast.

After that, in Section 4, we will conduct some numerical experiments. First, we
calibrate our model to the market swaption surface at 30 December 2019 in Section 4.2. Sub-
sequently, we simulate the model by using the Euler-Maruyama scheme in Section 4.3 and
compute CMS rates in Section 4.4. We conclude our numerical tests by pricing Bermudan
swaptions in Section 4.5. Finally, we summarize the results of the paper in Section 5 and
discuss possible extensions for future research.

2. A Model for Negative Interest Rates with Perfect Fit to the Term-Structure

Let us define & := (ay, ay), oz = (kz,02,02), z € {x,y}. We want to use the general
deterministic shift extension by (Brigo and Mercurio 2006, pp. 95 ff. Chapter 3.8 A General
Deterministic-Shift Extension) or Brigo and Mercurio (2001) in the case of multifactor
models. We note that contrary to the presented ideas in the aforementioned papers, we do
not need to introduce another probability space for our purposes and will use the same
risk-neutral measure for all dynamics.

Thus, we are interested in the following short rate model on (Q), 7, Q)

r(ba) =" (a) +p(ha) = x(bay) —y(t ay) +P(tay), P(0;a) =0, 4)

where r“!R" denotes the short-rate model without the deterministic shift extension. We
will suppress the dependency on the parameters a for readability whenever there is
no confusion.

Likewise, we recall from Theorem Al in the Appendix A that the price of the zero-
coupon bond for the non-extended model is given by

PCIR'(t, T) _ Ax(f/ T)e—Bx(f,T)x(f)Ay(tl T)eBy(tzT)y(f).

Analogous to (Brigo and Mercurio 2001, p. 5, Theorem 3.1), we easily derive the price of a
zero-coupon bond in the short-rate model (4) for given parameters a

P(t,T) = E2 [exp(— /tTr(s)ds) ‘]—'t} =EQ [exp(— /th(s) —y(s)+ lp(s)ds> ‘]—"t]
_ exp( /t T¢(s)ds> pCIR (¢ T)

because ¢ is deterministic.
To ensure a perfect fit to the initial term-structure, we set as in (Brigo and Mercurio
2001, pp. 5-6, Corollary 3.2)

p(ta) = 10,1) - f4(0,1),
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where fM(0,t) is the instantaneous market forward rate and
91 (Ax(0,1)) 91 (4y(0,1))
*0,t) = ———"2% +97(B+(0,1))x(0) — ———— — 97 (By(0, ¢ 0
f ( ) Ax(O,t) + T( x( ))X( ) Ay(O,t) T( y( ))y( )

is the instantaneous market rate for 7*“'® (see Appendix B).
More conveniently, we observe that this is equivalent to asking that the following
equation holds

T _ PM(0,T) PCR(0, 1)
eXp(_/t P (s)ds) ~ PM(0, 1) PCIR(0, T)’

where we used P*(t,T) = exp(— ftT fz(t,s)ds), z € {M,CIR-}.
In total, this leads to the following formula for the zero-coupon price of the determin-
istic shift extended model

PM(0,T) P'®(0,¢) pCIR-
PM(0,£) PCTR(0, T)

P(t,T) = (t,T) ©)

and P(0,T) = PM(0, T) is guaranteed.

2.1. Swaption Price Formula

In Di Francesco and Kamm (2021), we calibrated the short-rate model r“™} to the
initial term-structure. For the deterministic shift extended model, this is not possible since
a perfect fit is guaranteed regardless of the parameters a. Therefore, we will calibrate to
market swaption prices, for which we will recall all essentials in this section.

We are following (Bjork 2004, pp. 428 ff. Chapter 27.7 Swaps); (Brigo and Mercurio
2006, pp. 19ff.) and (Schrager and Pelsser 2006, pp. 3 ff.) in this section.

A swap is a financial contract between two counterparties with fixed resettlement
dates Ty, T1,...,Tn, N € N. The contract itself contains two cashflows, one—called the
floating leg—is payments of future interest rates and the other—called the fixed leg—is a
fixed amount of payments. The receiver of a swap will receive at the fixed dates the amount
of the fixed leg and pays the amounts of the floating leg to the other counterparty, giving it
its name: the floating leg is swapped for the fixed leg. Additionally, a payer swap refers
to the case, when the floating leg is received and the fixed rate paid. We will distinguish
the different kinds by introducing the factor ¢, which will be equal to +1 in case of a payer
swap and —1 in case of a receiver swap.

Such a contract with maturity Tp and tenor Ty — Tp and resettlements Ty, ..., Ty is
commonly called a Tp x (Tx — Tp) swap.

The net value of a Ty x (Tny — Tp) payer and receiver swap at time t < Tj is given by

Swap%;’(t; K, C) = €<P(t1 TO) - P(t/ TN) —-K i“ip(tr Ti)) (6)
i=1

where a; = T; — T;_1 is the day-count convention and K the fixed rate, see for instance
(Bjork 2004, pp. 429 ff.). To ease notation, we will suppress the explicit dependency on the
Ty and Ty whenever there is no confusion.

A particular fixed rate K called par or forward swap rate is of special interest, which
are usually quoted in the market. It is the one such that Swap™ (t;K,{) = 0 (which is
independent of {), and we will denote it a bit more generally by

RN(#) = P(tI’VT") _P(t’TN), n=0,...,N—1.
Yitp aiP(ET)
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Moreover, we will denote the so-called accrual factor or present value of a basis point by

N
sN():= Y «P(t,T;), n=0,...,N—1.
i=n+1

Now, we are able to discuss swaptions (cf. Bjork 2004, pp. 430ff.). A Ty x (Ty — To)
payer, receiver swaption with swaption strike K is a contract, at maturity Ty gives the
holder the right to enter into a Ty x (Ty — Tp) payer, receiver swap with fixed rate K.

Its arbitrage free price at time ¢ < Tj is given by

Swaptiongév(t; K, Q) = EQ [exp (_ /tTo r(s)ds) (g (R(I)\I(TO) — K>)+SSI(T0)

ft} )

We will use this formulation for our Monte-Carlo calibration procedure together with (5).

Swaption Prices under the Forward Measure

For the Gram—Charlier expansion, we will make use of the fact that the stochastic
discount factor in (7) can be removed by a clever change of measure. For fixed Tp, the Ty-
forward measure Q70 is defined as the martingale measure for the numeraire process p(t, Ty)
(cf. Bjork 2004, pp. 403 ff. Chapter 26.4 Forward measure), and we have the following:

Proposition 1. For any Ty-claim X, we have
~T;
EQ {e ) ’(SMSX‘]-}} = P(t, Ty)EQ° [ X| 7.

Thus, the price at time t < Ty of a payer ({ = 1), receiver ({ = —1) swaption under the
To-forward measure is given by

Swaption(t; K, {) = P(t, To)EQ" [ (g (RS’(TO) - K) ) TsN(Ty)

ft} ®)

3. Gram—Charlier Expansion

We will use all the results available in (Tanaka et al. 2010, pp. 3 ff. Section 2.1 Gram—
Charlier expansion) and apply them to our case.

Let us first of all make the following observation: The payer ({ = 1) and receiver
(¢ = —1) swap value (6) can both be rewritten as

N
Swap(t; K, Q) : Zf 5Ty,

where 111-é are equal to

=1, a5, = —{(1 + Kay), at = —CKaj, i=1,...,N—1.

i

For the remainder of this section, we will drop the dependency on ¢ for the coefficients a; to
ease the notation. Now, with this notation, we can rewrite the swaption prices (8) to obtain

Swaption(t; K, {) = P(t, To)EQ { (SwapN<To;K, @)) + ‘]—"t}

L P(t, Tp) /Ooo xf(x)dx

for an unknown density function f. The idea of the Gram-Charlier expansion is to ap-
proximate this density function f by using the orthonormal basis of Hermite polynomials
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(see Appendix C), which is the content of the next Proposition (cf. Tanaka et al. 2010, p. 3,
Proposition 2.1; Cheng 2013, p. 5, Proposition 2.1.2).

Proposition 2. Assume that a random variable Y has the continuous density function f and has
finite cumulants cy, k > 1. Then the following holds:

1. f can be expanded as

= In X —C X —C1
xX) = ——H ,
=1 Jem(* 7)o ()
where Hy, are the probabilist’s Hermite polynomials and ¢ the probability density function of
the standard normal distribution, as well as g0 = 1, g1 = g = 0, and forn > 3

IURCRNT] Q.. :
qnn|E{ (Y\ﬁl)] Zlkﬁ%nM<\/15)'

ki>3

2. ForanyaeR

ElY1ys) = e (220 o !) + Ve (22 e )

B (82 (32) (2]

where, furthermore, N denotes the cumulative distribution function of the standard nor-
mal distribution.

In particular, we have

c3 Cy s Ce + 10c§ c7 + 35¢c3¢4
q3 = —3 qa = —>5 q5 = —% 6 = ——% q9Ww=————"
3lc; 4!c3 5!c5 6!cs 7lc;

Therefore, all that is required is to determine the swap cumulants. This will be
performed in several steps: First, we will use the fact that cumulants can be computed
from moments, see Appendix D. Second, we compute the so-called swap moments in
Equation (9), which in turn are computed from so-called bond moments. Last but not
least, in order to compute the bond moments, we need to derive a new system of Riccati
equations in Equation (11).

3.1. Bond and Swap Moments

Since cumulants can be expressed by moments and vice versa (see Appendix D), we
will study the Swap moments in this section, which we denote by
|

o]
N m m
(Z ﬂiP(TofTi)) = ) ay-a, (HP(TO/ Tik)>-
i=0 k=1

It can be shown by induction that the m-th power can be rewritten as
0<iy, e im<N

M™(t) == EQ [(Swap(Tp))"|Ft] = EQ
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Now, notice that all 4; are F; measurable, and therefore,

m
M™(t) = Z aj, - -aimEQTO lH P(Ty, Tik)

0<iy,im <N k=1

ft] )

and we will call EQ" [TTi, P(To, Ty, ) | Ft] the bond moments.
Similar to (Cheng 2013, pp. 44-46), we will reduce the problem to finding the bond
moments for the short-rate model without a deterministic-shift extension by using (5)

T m
M™(t) = ) ail~~aimEQ0 [1P(To, Ty,) ]-'t]
0<iy,im<N k=1
1 | £ PM(0,T;,) PCR-(0, Tp)
= Y a0, B T] Dot e PO (T, Ty ) | i
o<i N it PM(0, Ty) PC™R-(0, Ty, ) '
mn P (0/ Tl ) i

_<PCIK(0'T0)>m Y a g, [ e
- 1 Im -
pM (O, TO) 0<iy,im <N ! k=1 PCIR (0/ Tik)

CIR- m m
— <I)(0’TO)> 2 a;"l e a:meQTO lH PCIR—(TO’ Tik)

PM(0,To) ) i, <N

[1P® (1o, Ty,)
k=1

.

PM(0,T;,)
= Cll'k WO,T];()

Thus, we only have to calculate the bond moments for the CIR- model.

For a numerical implementation, the m-fold sum over all permutations of i; is unfavor-
able. Therefore, we rewrite it as follows: By definition, there will always be m coefficients
a;, in the m-fold sum, but it is possible to obtain, e.g., a;, twice, etc. Hence, fixing indices
for agp up to ay, we can sum over the powers of all occurrences, which have to sum up to
m. However, the individual products of the coefficients can appear multiple times as well,
e.g., for m = 2, N = 2 summing over all permutations would lead to two times the term
apa; since we encounter ip = 0, i1 = 1 and i1 = 1, ip = 0. Finally, we derive, similar to
(Cheng 2013, p. 28, Remark 4.2.1), the following expression

where al-*k

LQSO .. .a’;\?f ﬁp(TD, T].)kj )
kol - k! 15

m
aj, - - aj, Q—[ P(To, Ti,)) =
=

0<iy,rim<N 0<ko,...kn<N
k

U+"'+kN:m

Finding this set of indices is known as the subset sum problem, which is NP-hard
but can be solved by, e.g., dynamical programming. The interested reader is referred to
Curtis and Sanches (2017) for recent developments using a GPU for large subset sum
problems. In our case, m will be at most 7, and due to annual payments, N will be at
most equal to the maximal tenor plus one, i.e., 11, which is considered as a small subset
sum problem for which we will utilize a simpler implementation. Even with semi-annual
payments, a simple implementation with dynamic programming is sufficient, since we will
need to calculate the subset sum problems only once and pass it to the calibration procedure.

Now, let us derive the Riccati equation for the bond moments. First of all, notice that
the affine structure of P(t, T) is preserved
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(10)

|
T~
.:IZ
&
S
Niny|

.)k1>e Lo kiBx (To,Tj)x(To) (HAy TOITJ) )ezl ~okiBy(To Tj)y(To)
j=0

= Ay(To, {ko,- .-, kN})e—Bx(Tof{kof---rkN})x(To)Ay(TOI {ko,..., kN})eBy(Tor{kor---,kN})y(To)

By Proposition 1, we have also for t < Ty

E]

B 1 _ To ,CIR-( 5\ —By(Ty,{ko,...k T
_ WEQ {6 JerRE® A (T, Tk, . ..,k })e Br(TodkorknHx(To)

T N
B2 | TT P (1, )

j=0

Ay(To, {ko, .-, kN})eBy(TO/{kOr---rkN})y(TO)

g

i 1 —Na(£,To)x(t) Ny (4 To)y(t)
= paiR (g, TO)Mx(f, To)e My(t, To)e

We notice that by martingale pricing, the discounted price process e~ Jy rH (s)ds M, (t, To)
e~ Nx(t:To) pp y(t, To)e Ny(tTo) has to be a martingale. Since it has an affine structure as well, it
places us exactly in the same situation as in the derivation of Lemma A1 seen in Di Francesco
and Kamm (2021) with the difference of variable terminal conditions.
Therefore, we have the same Riccati equation but different terminal values dependent
onky,..., ky-
For generic terminal values a;, b, € R>, the explicit solution is given by

97 exp(¢3(To — 1)) & _
<¢1 +¢2(€Xp(¢1( 0 _t)) )(1+bz(¢% _475))) ' MZ(TO, TO) — (11)
Na(t, Ty) = 201t (P (#(To — 1) = 1) (1+P2(9] — ¢3))
95 + 05 (exp (p3(To — 1)) — 1) (1 + b2 (¢F — ¢3))’

As seen from our derivation in Equation (10), the terminal values t = Ty are equal to

Mz(t/ TO)

NZ(TO/ TO) =b,.

aZ - AZ(TOI {kOI . /kN})/ bZ - Bz(TO, {kOI . /kN})/ 4 6 {x/]/}/

and we can now compute the bond moments and, therefore, the swap moments for the
Gram—Charlier expansion. Thus, using the one-to-one relationship between moments and
cumulants in Appendix D, we have an explicit formula for the swap cumulants and we can
apply Proposition 2, which is part of the next subsection.

3.2. Expansion Formula

As described in Tanaka et al. (2010), we can now use Proposition 2 to formulate the
Gram—Charlier expansion formula:

Swaption(t; K, ) = P(t, Tp) <C1N<\ﬁ> + \/C>zqo<\ﬁ> (1 + Z 1)!qH, - 2))



Int. |. Financial Stud. 2022, 10, 38

11 of 26

where we replace the ¢, in Proposition 2 by C,, := ¢, (t)P(t, Tp)" for n > 1 and the swap
cumulants ¢, (t) are derived from the swap moments M™ (t) using their one-to-one rela-
tionship shown in Appendix D.

In the following, we will denote by

L
GC(L;K,7) == P(t,Ty) (cljv(\%) + @qo(%) (1 + g (_1)quH,_2>>

the L-th order of the Gram—Charlier expansion of the Ty x (T — Tp) swaption with strikes
K and swaption type { with annual payment dates.

4. Numerical Tests

We will now perform some numerical experiments in our model. In Section 4.1, we
will briefly discuss the market data, which we will use to perform all numerical tests in the
subsequent sections. Afterward, we will describe the calibration procedure of our model
in Section 4.2. This is followed by a short subsection on simulating the model with the
Euler-Maruyama scheme in Section 4.3, and in Section 4.4, we investigate the par rates
of constant maturity swaps (CMS). Last but not least, we compare the model Bermudan
swaption prices to Bloomberg’s Hull-White one factor model prices in Section 4.5.

For the calculations, we used Matlab 2021a with the (Global) Optimization Toolbox
running on Windows 10 Pro, on a machine with the following specifications: processor In-
tel(R) Core(TM) i7-8750H CPU @ 2.20 GHz and 2x32 GB (Dual Channel) Samsung SODIMM
DDR4 RAM @ 2667 MHz. All calculations were sped-up by multiprocessing on a single
CPU whenever possible.

4.1. Market Data

To obtain the market zero-coupon bond term-structure, we first build the EUR Euribor-
swap curve, which was created from the most liquid interest rate instruments available in
the market and constructed as follows: We consider deposit rates and Euribor rates with
maturity from one day to one year and par-swap rates versus six-month Euribor rates with
maturity from two years to thirty years. Then, the zero interest curve and the zero-coupon
bond curve are calculated using a standard “bootstrapping” technique in conjunction with
cubic spline interpolation of the continuously compounded rate (cf. Miron and Swannell
1991 for more details).

We tested the model on two different dates 30 December 2019 and 30 November 2020.
As mentioned in the introduction, we chose those particular dates because on 30 December
2019 the market zero rates were partially negative (up to year six) and on 30 November
2020 they were completely negative. This enables us to test the compatibility of the
model in the most relevant different scenarios. However, since the results on 30 December
2019 and 30 November 2020 are very similar, we decided to present only the results on
30 December 2019 and make all the data on 30 November 2020 available online to shorten
the presentation.

As aforementioned, we will calibrate the model to swaption prices (Table A3). They are
computed by Bachelier’s formula from normal volatilities quoted in the market (Table A1),
and the swaption strikes can be found in Table A2.

After the calibration, we will assess the performance of the model by comparing its
prediction of par CMS rates to Bloomberg’s CMS rates in Section 4.4 and pricing Bermudan
swaptions. The benchmark for Bermudan swaption prices will be Bloomberg’s Hull-
White one factor model alongside the corresponding strikes. The values are displayed in
Tables A4—A6, respectively.

All data were downloaded from Bloomberg and used in the following subsections for
our numerical experiments. We start in the next subsection by calibrating our model to the
swaption surface.
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4.2. Calibration

In this subsection, we will discuss how we use the Gram—Charlier expansion to cali-
brate our model to parts of the swaption surface in Table A3. Since we are using a determin-
istic shift extension, a perfect fit to the market zero-coupon curve (see Table A7) is always

T
guaranteed. Let us denote the parameter vector by Il := {4)'1*, 5,3, 4){ , 4)5 , gbg, X0, Yo| € R8>0.

We will formulate the calibration procedure as a constraint minimization problem in R8
for the parameters I1 with the objective function

2
-1, (12)

MarketSwaption?\’ (K, Q)
D=3, 3, ) T )
IEL TyeM TyeT GCr (LILK, Q)

where £ C N is a set of natural numbers containing the orders of the Gram—Charlier
expansion, M is a set of maturities and 7 a set of final times. We will go into further details
on how to choose these sets in Remark 1.

The objective function describes the relative square difference between the market
swaption prices and the theoretical prices derived by the Gram—Charlier expansion using
the short-rate model (4). We would like to note that one could also think of different
objective functions, which might lead to slightly different results. For instance, we tested
absolute squared errors, but the results were similar.

The set of admissible parameters A will consist of the following constraints arising
from the well-definedness of the Formulas (A3):

1. First of all, let us note that there is a one-to-one correspondence between the parame-
ters IT and k, 0, and 6, if one is looking for positive real solutions only. We have

ke =203 — ¢1, ky =24, — 97,
2
o = \/2(¢§¢i‘ ~@)"), = \/ -2 (4;;4;{ ~ (1) ) )
o, = 50x(0x—3) o $i0i (0 — )
T pl-292 YT el 297

2. Werequire 0; € R>, z € {x,y}. By rearranging (13), these conditions are equivalent
to g} > g3 and ¢, > ¢;

3. A positive mean-reversion speed, i.e., k; > 0, is equivalent to 2¢35 > ¢7, z € {a,b};

4.  The Feller condition 2k.6, > 02 is equivalent to ¢3 > 1,z € {a,b};

5. A positive mean for each CIR process, i.e., 8, > 0, is by positivity of o2 and k;
equivalent to ¢5 > 0, which is already satisfied by the Feller condition;

6.  The parameter ¢, assuming that it is real-valued, is positive by definition, meaning
that by the positivity of the mean reversion speed, ¢5 will be as well. Therefore, all ¢
are positive;

7. Asboth CIR processes x; and y;, individually, are positive processes, we additionally
require xg > 0 and yo > 0.

The advantage of using the parameters II instead of k;, 0, and 6, is that we can
rewrite these conditions as a system of linear inequality constraints in matrix notation
A -T1 <0, where

-1 1 00 0 00O

A 0O 0 01 -1 00O
' 1 =200 0 0O0O0

0 0 01 -2 000

with boundary conditions Il; > 0,i =1,...,8,and Il3 = ¢5 > 1, as well as Il = q‘)?y) >1.



Int. |. Financial Stud. 2022, 10, 38

13 of 26

In total, the set of admissible parameters is given by
A= {HeRgzo,Hg,,Hﬁzl:A-HgO}. (14)
Finally, a solution IT* to the calibration problem is a minimizer of

in f(IT). 15
min f(II) (15)
Before we present some results, we would like to make the following remark on the
choices of £, M and T .

Remark 1. As always, in calibration procedures with parametrized models, there is the notion of
over- and underfitting the data. Overfitting usually occurs when there are more parameters than
independent values to calibrate to. For example, we saw a very good fit for a single swaption price.
Underfitting, on the other hand, occurs when the model is not able to fit to the whole data, e.g.,
fitting this model to the entire swaption surface.

In our experiments, we determined that four to six values performed best with regards to the
Bermudan swaption pricing (Section 4.5) and finding the CMS par rates (Section 4.4). This is not
very surprising since the model has in total eight parameters, but since the two CIR processes are
independent and subtracted to deal with the negative interest rates, it has essentially four parameters
to model the data.

Therefore, we decided to perform tests on columns of the swaption surface and excluded short
maturities. Additionally, removing the last maturity in the column from the calibration increased
the speed of the optimization with usually the same accuracy. Additionally, we performed tests on
several diagonals of the swaption surface with similar results and, therefore, decided to focus only on
columns in this paper.

Another aspect of this calibration procedure is the question of which orders to use the Gram—
Charlier expansion. Since it is an orthogonal expansion, there is no a priori error estimate of the
truncated expansion formula. This also means that increasing the order might not be beneficial for
the accuracy. By comparing the Gram—Charlier swaption prices with Monte-Carlo swaption prices
(see Section 4.3) using the same parameters, we found both prices to be closer to each other if we were
using the orders three, five and seven in the calibration procedure. A non-rigorous and heuristic idea
behind this reasoning is that if the three orders are close to each other, then the expansion “converges”
to the correct price of the swaption in a loose sense.

To conclude, to avoid over- and underfitting, we will calibrate to columns of the swaption
surface starting with maturity five and ending with maturity 15. Moreover, to have a “stable”
Gram—Charlier swaption price, we will use the orders three, five and seven in all experiments.

To solve (15) numerically, we would like to use Matlab’s function fmincon in the
(Global) Optimization Toolbox. In order to use this function, we need an initial guess of the
parameter I1, and the computational time will depend on that choice.

Our experiments showed that initial guesses with small admissible values worked
best for fmincon. Therefore, we use the following hand-made parameters as initial points
for fmincon

I == [0.1,0.095,0.3,0.095,0.1,0.3,0.01,0.01], L= %Il
and compare the performance to parameters found by Matlab’s function ga. For the
algorithms, e.g., the interior point algorithm for fmincon, used by Matlab, we refer the
reader to Gilli et al. (2011), in the context of financial mathematics.

In Table 1, we show the value of (12) after the calibration procedure and its computa-
tional time in seconds in the case of a payer swaption on 30 December 2019. We display
four different choices of initial points, first of all only using ga, second ga as an initial point
for fmincon, third I; as initial point for fmincon and last but not least I, for fmincon. We
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can see that the model fits the swaption values best using columns with larger tenor but
the computational time increases as well for all methods. Furthermore, we can see that our
choices I; and I, in conjunction with fmincon outperforms ga with respect to accuracy and
it is significantly faster than the combination of ga and fmincon. Therefore, we will use in
the following experiments only fmincon with Ij or I, to present the results. In Table 2, we
show the results of (15) with initial point I using fmincon for reproducibility.

Table 1. Computational times and values of (12) using different initial points and different swaption
columns in Table A3 and corresponding strikes in Table A2 in the case of payer swaptions and
maturities ranging from 5 to 15.

Tenor
Method 1 2 5 7 10
flIn= FID)= flIn)= D)= flID)=
ga 3.94 x 1072 712 x 1072 5.75 x 1072 227 x 1072 1.79 x 1072
in76.2s in 85.8s in 100s in168s in 891s
f(ID)= f(ID)= f(ID)= f(ID)= f(ID)=
ga & fmincon  3.94 x 1072 7.92 x 1072 6.61 x 1073 1.12x 1073 8.04 x 1074
in76.6s in87.6s in118.6s in 206.6s in9459s
f(ID)= f(ID)= f(ID)= f(ID)= f(ID)=
I; & fmincon  7.90 x 1072 4.78 x 1072 6.62 x 1073 1.10 x 1073 3.00 x 10~%
in09s in0.8s in247s in52s in181s
f(IT)= f(I1)= f(IT)= f(I1)= f(IT)=
I) & fmincon  8.62 x 107! 5.80 x 1071 6.55 x 1073 1.12 x 1073 6.95 x 1074
in03s in1.35s in 33.3s in 49.9s in93.9s

Table 2. Calibrated parameters IT* using I; with fmincon and different swaption columns in Table A3
and corresponding strikes in Table A2 in the case of payer swaptions and maturities ranging from
5to 15.

Tenor

m* 1 2 5 7 10
oz 0.082 0.114 0.109 0.113 0.118
3 0.0477 0.0947 0.0846 0.0899 0.092
o2y 1.05 1.13 1.99 2 2
cpy 0.155 0.0241 0.584 0.00192 0.00741
¢% 0.165 0.0521 0.597 0.00851 0.00151
(pg 1.33 1.19 1.26 1.78 1.73
X0 0.000126 0.00147 0.00017 0.000107 0.00151
Yo 0.000128 0.0024 0.0021 0.0991 0.0988

4.3. Euler—Monte-Carlo Simulation

In order to forecast the future expected interest rate for, e.g., pricing Bermudan swap-
tions in Section 4.5, we use the Euler-Maruyama scheme to simulate the instantaneous
spot rate r (2). We refer to Dereich et al. (2012) and the references therein for a list of
different Euler-type methods to simulate a CIR process. In our experiments, we simulate
the processes x(t) and y(t) by the truncated Euler scheme defined as follows:

First of all, we fix a homogeneous time grid 0 = tp < t; < --- < ty = T for
the interval [0, T] with N + 1 time points and mesh At; == t; 1 —t; = A = £ for all
i =0,...,N—1. Secondly, we simulate the two independent Brownian motions W,
z € {x,y}, and define their time increment as AW, (t;) := W (t;11) — Wz(#;). In total, we
compute r(t; 1) = x(ti11) — y(tiz1) fori =0,...,N — 1, where

x(tl-+1) = x(ti) + kx(gx — x(ti))Atl- + (Tx\/max(x(ti),O)AWx(ti) 16)

y(tiv1) = y(t) +ky(0y — y(t;)) At; + oy /max(y(t;),0) AW, ().
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We choose the max inside the square-root to ensure that the square-root remains real
because, due to discretization effects, the positivity of x(t;) and y(t;) might be violated.

In all of our experiments, we use M = 10,000 simulations and mesh size A = ﬁ. On
the one hand, looking at the fast calibration times using the Gram-Charlier approximation
in Section 4.2, it is clear that Monte-Carlo methods cannot compete with respect to speed.
On the other hand, since the Gram—Charlier expansion has no a priori error bound, let
us now validate the calibration results by computing the Monte-Carlo prices with the
parameters obtained by the Gram—Charlier expansion in Table 2. In Table 3, we compare
the swaption prices obtained by selected orders of the Gram—Charlier expansion to the
Monte-Carlo prices and also the Monte-Carlo prices to the market prices. To compare the
prices, we will use an average absolute error, i.e., for X, Y € RA142

1 di dy
X =Y = M;]; | Xij — Y-

Table 3. Average absolute errors of Monte-Carlo prices compared to Gram—Charlier prices and
market prices using the parameters shown in Table 2.

Tenor

Methods 1 2 5 7 10
MC — GC3 496 x 1072 117 x 1073 548 x 1074 6.23 x 1074 6.18 x 1074
MC — GC5 2.90 x 1074 1.07 x 1074 9.54 x 1074 293 x 1074 357 x 1074
MC — GC7 765x107%  1.05x1073 214x10% 197x10%* 286 x10°*

MC — Market 393 x 1074 899 x 1074  458x104 3.85 x 1074 3.73 x 1074

The average absolute error between the Gram—Charlier orders and the Monte-Carlo
prices are usually of order 10~#, and the Monte-Carlo prices compared to the market prices
usually of order 1074, as well. It is important to note while reading this table that the
prices themselves are usually of order 10~2; therefore, the accuracy is usually up to two
significant orders. Hence, this validates the parameters obtained by the calibration with
the Gram-Charlier expansion, and we can proceed with finding CMS rates in the next
subsection using Monte-Carlo techniques.

4.4. Pricing Constant Maturity Swaps (CMS)

In this section, we want to use the calibrated model to compute the par rates of
constant maturity swaps (CMS) using Monte-Carlo simulation. We refer the reader to
(Brigo and Mercurio 2006, pp. 557 ff. Section 13.7 Constant-Maturity-Swaps; Tanaka et al.
2010, pp. 7 ff.) for more details.

Let us recall the definition of a CMS:

Definition 1. A constant maturity swap (CMS) is a variant of an interest rate swap between two
parties, such that at each payment date starting at Ty and ending at Ty a fixed rate K is swapped
with a c-year swap rate.

Analogously, we distinguish between payer and receiver CMS. In receiver CMS, the fixed rate
is received and the floating rate paid, and vice versa for payer CMS.

Furthermore, as before, we will assume annual settlements between the effective
date Ty and maturity Ty and denote the payment dates by 7 := {Tp, Ty, ..., Ty }. The net
value of a Ty x Ty + ¢ CMS with fixed rate K and index c at time 0 under the risk-neutral
measure is

CMSzY(0;K, ¢, {) = B9 (17)

i exp (— /O.TH T(S)ds) Ca (RfjJrC(Ti—l) - K)

i=1
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By rearranging (17), we can compute the par CMS rates by setting it to zero and solve for
K, ie.,

EQ {Zfil a; exp (— fOT"*l r(s)ds) Rfj“(Ti,l)}
EQ [Zfil a; exp(— fOTH r(s)ds)}

EQ[EN, asexp(— fo  r(s)ds ) RIET(T; )]
YN, a;P(0, Tiq) '

Remember that by the deterministic shift extension, we have P(0, T) = PM(0, T) in our model.

In our experiment, we will use Monte-Carlo simulation for the short-rate (2) and
display the results in Table 4 using the initial parameters I, for fmincon in the case of payer
swaptions. In the first column, we see the effective date Ty, in the second the tenor T, such
that Tyy = Ty + T and in the third column the index ¢ for the CMS. The next column shows
Bloomberg’s CMS rates, which is followed by the model CMS rates. In the last column, we
can see the absolute error of market and model rates. We can observe that the majority of
CMS rates are very close to each other, telling us that the model performs well on average
using just one column of the swaption data for the calibration. Using different columns in
the calibration for all different CMS rates would improve the results further.

Table 4. CMS rates computed with a calibration using I, and fmincon to the column with tenor 7 of
the payer swaption surface with maturities ranging from 5 to 15.

Effective Date Tenor Index Bloomberg’s CMS Rate = Model CMS Rate Abs Error

0 5 5 0.00145 0.00154 891 x 107°
0 10 5 0.00472 0.00499 0.000273
0 5 10 0.00465 0.0047 4.67 x 1072
0 10 10 0.00732 0.00738 6.06 x 107°
3 5 5 0.00562 0.00584 0.000226
3 5 10 0.00824 0.00825 832 x107°
5 10 5 0.00999 0.01 3.64 x 107°
5 5 5 0.00958 0.00847 0.00112
5 5 10 0.011 0.0101 0.000912

4.5. Pricing Bermudan Swaptions

In this section, we want to use the calibrated model to compute the prices of Bermudan
swaptions. A popular choice of literature on this subject is, e.g., (Brigo and Mercurio 2006,
pp- 588 ff. Section 13.15 LFM: Pricing Bermudan Swaptions; Glasserman 2004, pp. 421 ff.
Chapter 8 Pricing American Options) or more recently (Gatarek and Jabtecki 2021; Oosterlee
and Grzelak 2019, pp. 422 ff. Section 13.3.2 European and Bermudan option example).

Now, let us define which type of Bermudan swaptions we are interested in.

Definition 2. A Tx no-call Ty or Ty nc Ty Bermudan swaption with annual exercise dates gives
its holder the right but not the obligation to enter at any time TN = {To, Ty, ..., Tn_1} into an
interest rate swap with first reset T € Tg, last payment T and fixed rate K.

Let us give a quick example of a 10nc 2 Bermudan swaption with annually spaced
exercise dates. The holder can exercise this option starting from year two and afterward at
the beginning of each consecutive year but not later than year nine. After exercising the
option, the holder enters into a swap contract—for simplicity with annual settlements—
ending at year 10.
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Accordingly, the price at time f of a Ty nc Ty Bermudan swaption is the solution to the
following optimal stopping problem

T +
BSwaptioni%’ (K, Q) = sup ]E(t@ [e J; r(s)dsgN (1) (g (K - RTN(T))) },
e N
T stopping time

where the filtration is generated by the forward swap rate, i.e,, F; == o(RN(s) : s < t)
augmented such that it satisfies the usual hypothesis.

For the implementation, we are interested in the special case of today’s price, i.e., t = 0.
We will use backward induction to compare the exercise value to the continuation value
and compute the conditional expectations by the least square Monte-Carlo (LSMC) method
(cf. Longstaff and Schwartz 2001). Let us be more precise:

We know that the price at time Ty _; is given by

BSwaption%)\’ (Tn-1;K, Q) = EY

Tn-1

- fTTNAJ:ll r(s)dsS%_1 (Ty-1) (g (K — R]N]—l (TN—l)) ) +1

— (T, ) (6 (k- R (1wn))

by definition and measurability as well as the fact that the stopping time can only be
equal to Ty_1 in this case. This gives us the opportunity to inductively calculate the
Bermudan swaption price backward. Thus, let us now assume that BSwap’cion%V (Tir1; K, Q)
fori=N—2,...,0is known.

We would like to compare the so-called continuation value, which is the expected future
payoff if the option is not exercised to the exercise value at all times 7;, and is defined as

_ Tin
C(Tz‘) — E(% |:€ ij F(S)dSBSWaption%\](Ti_i_l;K, g):l .

Since the optimal stopping time will pathwise choose the maximum of continuing the
option or exercising it, we have a dynamic programming principle

P(Tn_1,Tn)(C(K=RY (Tx1)))", i=N-1
BSwaption%\’(Ti;K,é) = (T N)gf( vl ]I\;j 1)))+ .
max(c(T;), SN (T) (¢ (K= RN(T))) "), i=0,...,N-2
The price at time f = 0 is then given by
T
BSwaption%’ (0;K,7) = EQ {e b’ ’(s)dsBSwaption;‘;’(TO;K, g)} .

For completeness, we explain how to approximate the conditional expectation with
the LSMC method in Appendix E. For the numerical implementation, we choose the
polynomial basis.

In Table 5, we can see the average absolute error of the Bermudan swaption prices in
our model compared to Bloomberg’s prices. We used I; and I, s initial points for fmincon in
the case of receiver and payer swaptions with different tenors. We can see that the average
errors are very sensitive with respect to the calibrated parameters by looking at the results
of I; and I for a fixed tenor. Additionally, we notice that usually the results are better if we
choose I as an initial point. The best results, on average, are found while calibrating to the
columns of the swaption surface with tenor 5 or 7. In Table 6, we show the absolute errors
for the individual payer Bermudan swaptions using I; as the initial point calibrated to the
column with tenor 5 and see an overall good match. Particularly, the column with tenor 7
in Table 5 is very accurate.
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We focused in this experiment on the average errors only and not on specific Bermun-
dan swaptions. If one desires to do so, there might be better choices as to which swaption
prices to use for the calibration. Usually, the so-called co-terminal swaption prices are used
to achieve better results for a specific Bermudan swaption. Since we are satisfied with the
average performance of the model, we will not perform these individual tests for the sake
of brevity.

Table 5. Average absolute errors of Monte-Carlo Bermudan swaption prices and Bloomberg’s HW1
Bermudan swaption prices using the I; and I as initial points for fmincon.

Tenor

Methods 1 2 5 7 10
[} & fmincon 0.0254 0.0129 0.0014 0.0073 0.203
(Payer)

I & fmincon 0.00196 0.00991 0.00269 0.00279 0.0088
(Payer)

I; & fmincon 0.948 0.0642 0.0036 0.0021 0.0102
(Receiver)

I & fmincon 0.00615 0.0149 0.0033 0.0021 0.0071
(Receiver)

Table 6. Absolute errors of Monte-Carlo Bermudan payer swaption prices and Bloomberg’s HW1
Bermudan swaption prices using the I; as initial points for fmincon calibrated to the column with
tenor equal to 5.

Tenor
Maturity 2 5 7 10
1 1.295 x 1073 5452 x 1074 6.337 x 1074 2488 x 103
3 1.026 x 1073 6.628 x 1074 9.348 x 1074 2931 x 1073
5 1.284 x 1073 1.404 x 1073 1.629 x 10~* 3.605 x 1073
7 9416 x 104 1.191 x 1073 4314 x 107° 2271 x 1073
10 1.267 x 1073 1.305 x 103 1.603 x 1073 2470 x 1073

5. Conclusions

In this paper, we extended the short-rate of Di Francesco and Kamm (2021) by applying
the deterministic-shift extension. We derived the swaption prices by using the Gram-
Charlier expansion in this model and calibrated it to columns of the market swaption
surface. The calibration is fast and accurate. Using Monte-Carlo techniques, we obtained
close CMS rates compared to Bloomberg’s rates. Furthermore, compared to Bloomberg’s
Bermudan swaption prices via the HW1 model, our model performed very well.

Let us discuss some limitations and potentials for future research on this model and
methodology. Introducing correlations between the Brownian motions might impact the
ability to solve the Riccati equations analytically, such that numerical solutions would be
necessary. This would clearly impact the computational effort. Considering piecewise
constant coefficients in the CIR processes might lead to similar problems but would make
the model more flexible and could lead to a better fit the entire swaption surface. These
problems are subject to future research.

Motivated by Russo and Torri (2019), we would like to extend the model by adding
multiple risk factors. This enables the model to generate more yield-curve shapes. In
this line of thought, it is possible to add an uneven number of risk factors, e.g., two risk
factors for the positive CIR process but keep only one for the negative CIR process and vice
versa. The impact of such choices are subject to future research. Again adding correlation
structures for multiple risk factors is also a possible extension.

Furthermore, in this paper, we only considered the CIR framework and especially only
Brownian motions as risk-factors. Another possible extension could be the JCIR framework
by adding a jump process to (2).
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Thanks to an anonymous referee, we were made aware that a discussion of how
realistic this model is is in order. For a more in-depth discussion, we point the reader to
Grabinski and Klinkova (2019) and the references therein. As aforementioned, we are using
a Brownian framework for reasons of analytical and numerical tractability. However, this
is far from sufficient to capture the full complexity of the real world. In this sense, the
choice of constant parameters in (2) can also be criticized. Together with (12), they can be
interpreted as regression parameters or averages with respect to the observed market data.
Of course, it would be more realistic to choose time-dependent parameters to counteract
some of these averaging effects. Nonetheless, even after adding time dependence, the
model would not be able to perfectly describe the real world, but it would certainly improve
it, and this is left to future research.
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Appendix A. Results on the CIR-Model
The following results are taken from Di Francesco and Kamm (2021).

Theorem Al. Let (Q, F, (]:f)te[o,T]r Q) be a stochastic basis, where (Q is a martingale measure,

T > 0 a finite time horizon and let the o-algebra (]:t>te[0,T] fulfill the usual conditions and support
two independent standard Brownian motions Wy and W,,.

The price of a zero-coupon bond in the model r(t) = x(t) — y(t) with x and y being two
independent CIR processes as in (1) is given by

PEIR (£, T) = Ax(t, T)e B-D¥B) 4, (1, T)By (DY), (A1)
where t < T and for z € {x,y}

4)2
pzef3(T—1) }

o GOUE
e(ﬁ(T_t) —1
o3(A170 1) + 7

A(t,T) =
(A2)

Bz(t/ T) =


https://github.com/kevinkamm/CIR
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with ¢7 > 0,i=1,2,3,z € {x,y}, such that the Feller condition 2k,6, > 02 is satisfied and

ky + ¢F 2k 0
o=\ +202 =" pi=5
X

(A3)
ky + ¢} 2k, 0
Y yry
y

Lemma Al. Let everything be as in Theorem Al but let x(t) and y(t) follow the general
affine dynamics

{dx(t): A (B)x() + (D)t + [y (£)x () + 8 (1) AW (1) "

x(0) = xo,

{dy(t) — (A () + 1y (0)dE+ /3 (D (1) + 6, (AW (1 ”5)
y(O) = Yo,

The initial values xq, yo € R are real-valued constants, and the coefficients Az, 12,7z, 02,z € {x,y},
are all real-valued deterministic functions, such that (A4) and (A5) are well-defined.
Then, the price of a Zero-coupon bond is given by
P(t,T) = E2 {e* ftTr(S)ds} = Ag(t, T)e BWD0 4 (1, )BT, (A6)
where A, and B,, z € {x,y} are deterministic functions and are a classical solution to the following
system of Riccati equations

—1 = Bx(t, T)Ax(t) — (9:Bx)(t, T) + %Bi(b T)yx(t) =0, By(T,T)=0
CB(t, T)a(t) + ;Bz(t T)6x(t) + 9(log Ax)(, T) =0, Ax(T,T) =1
(A7)

14 By(t, T))ty(t) (B (5 T) + %B;(t, T)7y(t) =0, By(T,T)=0

By (t, T)ny(t) + 2 y(t T)6,(t) + 0t (log Ay) (£, T) =0, Ay(T,T)=1.

The Riccati equations for the CIR processes are given by defining A,(t) =
k2, 72(t) = 02,8:(t) =

—kz, 12(t) =

Appendix B. Instantaneous Forward Rate

The definition of the instantaneous forward rate (cf. Brigo and Mercurio 2006, p. 13,
Equation (1.23)) is given by

f(t,T) = —orlog(P(t,T)).

By (A1), we therefore have

F(t,T) = —ar (log(Ax(t, T)e B0 A (4, T)eBlf(t'T)y(t)»

= —0r(log(Ax(t,T)) — Bx(t, T)x(t)) — o7 (log (Ay(t, T)) + By(t, T)y(t))
= —W +9r(Bx(t, T))x(t) — W —r(By(t, T))y(t).

Let z € {x,y} and consider the case of the CIR model (1). Then, those derivatives are given
by the following expressions: Let us calculate the derivative of A, first
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aT(Az(t/ T))

¢-1
s pLp2e9?(T—1) (pL) p2et! (T—1)d2(T—) LT |
z ) - 1)

@1+ g2 (e —1) : (1 + g2 (et 1))2 9L+ g2 (et T

Hence, we obtain

(A1) ¢2¢2 (7 — 4>z)( (T—t)g} _1)
Az(t,T) B ¢Z+¢Z( Dol _1) .

Now, we compute the derivative of B,

(‘Pz) o(T—1)9} |
(9t g2 (em00t 1))’

or(B:(t, T)) =

Appendix C. Hermite Polynomials

In this short section, we briefly recall the probabilist’s Hermite polynomials, which are
key to the Gram—Charlier expansion.

Definition A1. The (probabilist’s) Hermite polynomials Hy, (x) are defined as Hy(x) = 1 and for
n>1

() () )

where ¢(x) == \/%71 exp (—

Notice, that they are orthogonal with respect to the Gaussian measure, i.e.,
/R Hp (x)Hy (x)p(x)dx = Symn!.

In particular,

Hi(x) = x, Hy(x) = x2 — 1, H3(x) = % — 3x, Hy(x) = x* —6x> + 3,
Hs(x) = x° — 10x> + 15x, Hg(x) = x° — 15x* 4 45x% — 15, Hy(x) = x” — 21x° + 105x° — 105x.

Appendix D. Cumulants and Moments

Let us denote by y; the moments and by c; the cumulants. Their relationship towards
each other is determined by the moment generating function (cf. Smith 1995) as follows

Mt)—l-i—iyi exp<2c1'> exp(K(t)).

Therefore, assuming that the moments y; are known, we can compute the cumulants ¢; by
differentiating the formula from above

Since we only need a few of them, we can compute the formulas and implement them
directly, leading to
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CL=p1, =iy, C3=20 =B+ i3, = —6ju] +12p0pF — dpspn — 3p3 + pa,

c5 = 2407 — 60pzpi; + 20p3p7 + 30p3p1 — Spapin — 100243 + pis

Co = —120p9 + 360papi1 — 120p3p7 — 270507 + 30puapi + 120p2pu3p1 — 6pspiy + 30u5 — 1043
— 15pap4 + pie

¢7 = 72007 — 2520243 + 840p3pf + 2520507 — 210pap7 — 1260p2p3p5 + 42us5p7 — 630p31
+ 14013101 + 210uapiapty — Tpepts + 210p3 13 — 35uspty — 21papis + py.

Appendix E. Least Square Monte Carlo Method (LSMC)

In this section, we will demonstrate how to approximate the conditional expectation
via LSMC. Let us first of all recall the following facts about the conditional expectation
(cf. Pascucci 2011, pp. 654 ff.):

Let X € L?(Q, F,Q) and A C F be a sub-c-algebra.

1.  Then, the conditional expectation is the L2-best approximation, i.e.
2
EQ [(X —EQ[x].A]) } <E?[(X-Y)’]

forall Y € L2(Q, A4, Q).
2. Furthermore, the factorization Lemma tells us that there exists a function u, such that

EQ[Y|R] = u(R)
and combined with the argument above

u(R) = arg(g;inEQ [|U(R) - Y\Z]

where v(-) runs over all measurable functions.

The idea is now to approximate the function u(x). Therefore, fix a basis (b;(x));_; _,
and set b"(+) == [b1(-),...,bu(-)]. Then, we approximate u by u(x) ~ ATb"(x) where A
solves the least square problem

A = argmin EQ UaTb”(R) - Y‘z] .
acR”?

The problem we encounter is that in this least square problem, we have random
variables. Therefore, we can numerically deal with this problem by simulating those
random variables, if it is possible, and view this least square problem as finding a linear
regression for data points introduced by the realizations of the random variables.

Thus, let y; be realizations of Y and set y = [y1, ..., yu]". Additionally, let b;j = b;(r;),
where 7} is a realization of R, and define the matrix b = [b;;]i=1,...n;j=1,....m-

Then, the above least square problem reads

A = arg min|ba — yl*.
x€R?

This is known as the ordinary least square problem, and the optimal solution is given by

A= (b7p) Ty,
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This tells us how to approximate the conditional expectation via a Monte Carlo linear
regression approach.

Appendix F. Market Data

Table Al. Market data containing the volatility surface for the swaption pricing on 30 December 2019
in bps.

Tenor 1 2 3 4 5 7 10
1 175 218 268 314 352 402 456
2 254 293 335 364 395 435 475
3 34 367 392 411 432 462 493
4 40 415 434 448 462 484 509
5
7

Maturity

43.7 44.6 45.8 47 48.4 50.1 52.3
49.7 49.8 50.5 51.4 52.1 53.1 54.4

10 54.6 54.4 54.7 54.9 55.1 55.2 55.6
15 54.8 54.4 54.5 54.4 54.2 54.2 54.4
20 53.6 53.2 534 53 52.9 52.8 52.5

Table A2. Market data containing the swaption strikes on 30 December 2019.

Tenor

. 1 2 5 7 10
Maturity
1 —0.260793% —0.195187% —0.011405% 0.140129% 0.330514%
2 —0.129665% —0.0782444% 0.139932% 0.273273% 0.449172%
5 0.268095% 0.38307% 0.556996%  0.655339% 0.757978%
7 0.547079%  0.611571% 0.76683%  0.830788% 0.891069%
10 0.880582%  0.907944%  0.967521% 0.988131% 0.992003%
15 1.04232% 1.04153% 1.01776%  0.985317% 0.924744%
20 0.925377%  0.901441%  0.827386% 0.778437% 0.721445%

Table A3. Market data containing the swaption prices on 30 December 2019.

Tenor

. 1 2 5 7 10
Maturity
1 0.000702236 0.00175071 0.00706456 0.0112631 0.0181169
2 0.0014433  0.00333027 0.0111956  0.017189  0.0265694
5 0.00391314  0.00796766  0.0214221 0.0308074 0.0453508
7 0.00521117  0.0104082  0.0268942  0.0380283 0.0548627
10 0.00668368  0.0132567  0.0330802  0.045932  0.0651091
15 0.00781681  0.0154396  0.0378811 0.0525334 0.0743464
20 0.00840243  0.0166069  0.0407885 0.0565876 0.0795953

Table A4. Bloomberg’s Hull-White one factor prices of receiver Bermudan swaptions on 30 Decem-

ber 2019.
Tenor
Maturity 2 5 7 10
1 0.21% 1.06% 1.85% 3.28%
3 0.57% 1.83% 2.86% 4.63%
5 0.87% 2.48% 3.71% 5.72%
7 1.11% 3.03% 4.43% 6.65%
10 1.4% 3.62% 5.2% 7.59%
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Table A5. Bloomberg’s Hull-White one factor prices of payer Bermudan swaptions on 30 Decem-

ber 2019.
Tenor
Maturity 2 5 7 10
1 0.25% 1.4% 2.55% 4.76%
3 0.6% 2.08% 3.42% 5.74%
5 0.9% 2.7% 4.16% 6.59%
7 1.13% 3.2% 4.75% 7.18%
10 1.41% 3.72% 5.33% 7.91%

Table A6. Market data containing the Bermudan swaption strikes on 30 December 2019.

Tenor

Maturity 2 5 7 10
1 —0.194% 0.00912% 0.14% 0.33%
3 0.0789% 0.274% 0.432% 0.561%
5 0.335% 0.534% 0.644% 0.767%
7 0.612% 0.771% 0.84% 0.894%
10 0.926% 1.01% 0.994% 1.02%

Table A7. Market data containing the zero rate curve and zero coupon curve on 30 December 2019.

Maturity (in Years) Zero Rate (in %) Zero-Coupon Price
0.0833333333333333 —0.469999993219972 1.0004001991529
0.25 —0.388000020757318 1.00096969387991
0.5 —0.324999983422458 1.00163343819125
0.75 —0.314333918504417 1.00237481461989
1 —0.322000007145107 1.00323926670136
1.25 —0.323286440253412 1.00405360258242
1.5 —0.316161320131414 1.00476558980205
1.75 —0.303842297803669 1.00535001652119
2 —0.289547047577798 1.00582418019158
2.25 —0.275860329135469 1.00623288634409

25 —0.262835313503729 1.006604855007

2.75 —0.249892233800608 1.00691299093433
3 —0.236451346427202 1.00713375064174
3.25 —0.222084053437044 1.00725039326453
3.5 —0.20696636298112 1.00728054250496
3.75 —0.191425434683623 1.00721781901104
4 —0.175788428168744 1.00706740209126
4.25 —0.160311330630236 1.00684531811395
45 —0.144965462482105 1.00655553463348
4.75 —0.129650957156002 1.00618948972951
5 —0.114267959725112 1.00573933685071
5.25 —0.0987154224631581 1.00520062530541
5.5 —0.0828875612342017 1.00457454544122
5.75 —0.0666773874613114 1.00384671986489
6 —0.0499779242090881 1.00300667524933
6.25 —0.0327643402378897 1.00205088034181
6.5 —0.0153403983915723 1.00099833086134

6.75 0.00190798987986796 0.999871102605028

7 0.0185949131264351 0.998698306220564

7.25 0.0344518735623467 0.997505079039002
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Table A7. Cont.

Maturity (in Years)

Zero Rate (in %)

Zero-Coupon Price

7.5 0.0496800311054812 0.996279818846146
7.75 0.0645979575189415 0.995003816465917
8 0.0795242260210216 0.993656440330286
8.25 0.0947347900819295 0.992214008696662
8.5 0.110335148849572 0.990662992494919
8.75 0.126388167535652 0.988997743889118
9 0.142956722993404 0.987213788328959
9.25 0.160050573928316 0.985308478446392
9.5 0.177466994199449 0.983284710270437
9.75 0.194950156980411 0.981173005874126
10 0.212244223803282 0.979004189945635
15 0.473523046821356 0.931543316237289
20 0.611338950693607 0.885166902653398
25 0.652327481657267 0.849865688031976
30 0.640345783904195 0.825611308910539
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