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Abstract: In the short time to maturity limit, it is proved that for the conditionally lognormal SABR
model the zero vanna implied volatility is a lower bound for the volatility swap strike. The result is
valid for all values of the correlation parameter and is a sharper lower bound than the at-the-money
implied volatility for correlation less than or equal to zero.
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1. Introduction

In their seminal work Carr and Lee [1] prove that for stochastic volatility models, with
zero correlation between the spot price and its instantaneous volatility, general volatility
derivatives can be priced in a model-free manner. This is a surprising and important
result as prior to Carr and Lee’s result it was believed that volatility derivatives other
than the log-contract are highly model-dependent. Indeed, precisely because of its model
independence one of the first volatility derivatives to be traded in the market was the
variance swap, which is equivalent to the log-contract.

When correlation is non-zero prices of general volatility derivatives do become model-
dependent. Nevertheless, Carr and Lee proved that the model-dependence is of the
order O(p?). Theoretically, their result paves the way for pricing and replicating all
European type volatility derivatives with an error of O(p?). However, as shown by Friz and
Gatheral [2] even in the zero correlation case, pricing volatility options using the Carr and
Lee immunisation method leads to highly oscillatory integrals which need regularisation
techniques to evaluate. Furthermore, even for the relatively simple but important volatility
swap, the Carr-Lee’s pricing method requires a continuum of vanilla options (strikes from
0to ).

A more recent and straightforward approximation for the volatility swap is given by
Rolloos and Arslan [3]. In the aforementioned paper, it is shown that the so-called zero
vanna implied volatility (ZVIV) approximates the volatility swap price. In contrast to the
Carr-Lee method, the ZVIV approximation does not require a continuum of options, but
only one option. It therefore simplifies the approximate pricing of volatility swaps and is
not prone to extrapolation error.

The error between the exact volatility swap price and the ZVIV in the short time to
maturity limit was made precise by Alos et al. [4] for a class of models that include in
particular the lognormal SABR, by making use of techniques from the Malliavin calculus.
In their paper Alos et al. quantify the error for general stochastic volatility models driven
by fractional noise. Recent studies [5,6] have argued for the relevance of fractional noise in
explaining the shape of the implied volatility skew.

In Alos et al. numerical simulations also indicate that, in addition to approximating
volatility swaps, the ZVIV is also a lower bound for the volatility swap. In this paper it
is proved that for the lognormal SABR model (henceforth SABR model), this is indeed
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the case for all values of correlation in the short time to maturity limit. To the best of our
knowledge this has not been proved yet in the literature on derivatives pricing. A proof for
general SV models is a subject of future research.

The structure of the papaer is as follows. In Section 2, the working assumptions
are stated and relevant notation introduced. Section 3 treats the zero correlation case. It
is proved that both the at-the-money implied volatility (ATMI) and the ZVIV are lower
bounds for the volatility swap in the short maturity limit in the SABR model. By making
use of the result that the ZVIV is a better approximation than the ATM]I, it follows that the
ZVIV is a sharper lower bound. The nonzero correlation case is discussed in Section 4,
wherein it is proved that in the SABR model the ZVIV is a lower bound for the volatility
swap price for any value of correlation. Furthermore, it is shown that for non-positive
correlation it is a sharper lower bound than the ATMI in the short time to maturity limit. To
illustrate the different behaviours of the ATMI and the ZVIV, numerical results in Section 5
are presented for various values of correlation, volatility of volatility and time to maturity.
Section 6 concludes.

2. Assumptions and Notation

We consider the log normal stochastic volatility model for the log-price of a stock
under a risk-neutral probability measure P:

1 t t
Xi=Xo- 3 f o2ds + f as(des+ 1- p2st), (1)
0 0
t
ot:00+f aos dWs, (2)
0

where Xj is the current log-price, and W and B are independent standard Brownian motions
defined on a complete probability space ({2, G, P). The initial volatility oy and the volatility
of volatility a are positive constants. We denote by 7" and F the filtrations generated by
Wand Band F := FW v F8. We assume the risk-free interest rate r is zero for simplicity.
The same arguments of the results in this paper hold for r # 0.

Under this model, the value of the European call option with strike price X

is
Vi = BT - )4,

where E; denotes the F;—conditional expectation with respect to P (that is, E¢[Z] = E[Z|F}]).
Also, we use the following notations:

o U= %, where Y; = ftT aﬁdu.
v is the future average volatility and is not an adapted process. E¢[v;] is the fair strike
of a volatility swap with the time to maturity time T — t.

° BS(t,T,x,k,0) is the European call option price under the Black-Scholes model with
the constant volatility o, the stock price ¥, the time to maturity T — ¢, and the strike ek,

In this setting,
BS(t,T,x,k,0) = ¢*N(d;(k,0)) — &N (da(k, o)),

where N is the cumulative distribution function of the standard normal distribution,
and
x—k _ 9T
oVT —t oNT -t 2

We use the notation BS(k, o) := BS(t, T, X, k, o) for simplicity.
e  The inverse function BS™!(t, T, x,k, -) of the Black-Scholes European call option pricing
formula with respect to the volatility is defined as

x—k o

dy (ko) = +g\/T—t, da(k,0) =

BS(t,T,x,k,BS7!(t,T,x,k,A)) = A,

for all A > 0. We use the notation BS™!(k, A) = BS7L(t, T, Xy, k, A) for simplicity.
e  For any fixed t, T, X, k, we define the implied volatility function I(t, T, Xy, k) as
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BS(t, T, X;,k,I(t, T, Xs,k)) = V.

Then, I(t, T, X;, k) = BS~'(t, T, Xt, k, V).
e  kj denotes the ATM strike at time ¢, and I (¢, T, X, k;) is the corresponding ATMI
e K is the zero vanna strike at time t and satisfies

dy (]A(t, I(l’, T,X:, I%t)) =0.
I(t,T,X;, k) is called zero vanna implied volatility. The Black-Scholes vanna is propor-
tional to dy, and that of plain vanilla options is zero at the zero vanna strike.

ID)%/\’/2 denotes the domain of the Malliavin derivative operator D" with respect to W.
For n > 1, the domains of the iterated derivatives D"V are denoted by ID)';\’IZ. Also, we define
L’;(Iz =1%([0,T); D’;\’,Z). Notice that the SABR variance o2 given by (2) is a process in L%?, and

D02 = 2010%[1[0/”) (r) (3)
DsD,6% = 2Ds0,D,0, + 20,DsD,0y
= 20(201241[0,”) (rvs)+ 20:2031[0#) (rvs)
= 40120%,1[0/,1) (rvs). 4)

3. The Uncorrelated Case
3.1. ATM Implied Volatility

Theorem 1. Consider the SABR model defined as in (1) and (2). Then, for zero correlation, the
ATMI is a lower bound for the volatility swap in the short time to maturity limit.

%}LI‘; I(t, T, Xt,k:) < %}LI} Et[vt] 5)

Proof. This follows immediately from Theorem 3.2 of Alos and Shiraya [7],

I<t/ T/ ;(t/ k:) - Et [Ut} 1 1 T T ?
. _ _ . W 2 <
lrlint (T-1t)2 320¢ ITIE} (T—t)3E* ft (E’[fr Dr osds]) dar) < 0. ©)

O

3.2. Zero-Vanna Implied Volatility

Theorem 2. Consider the SABR model defined as in (1) and (2). Then, for zero correlation, the
ZV1V is a lower bound for the volatility swap in the short time to maturity limit.

lim I(t, T, X;,kt) < lim E 7
lim (4, T, t,kt)_TILI} t[v] (7)

Proof. In the uncorrelated case, since (B.3) of Alds, Rolloos and Shiraya,

T
I(t,T, X0, k) = Et[vt]—Et[ ft (Bs_l(i(t’Ar))/”(D_A)rU,dr

Vel [ (s, A 024
55| [ (557 a) A

1244 T
= Eifor] - (BS7 (ke Ar)) Et[ ft (DA), U,dr

T
f A UPdr
t
+o((T - 1)**1)

= Efoi] 4+ T1+ To+o((T—t)**) ®)

#3857 n) "B
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where
Ar = E[BS(t, T, Xe ke 0r)], )
1 T
A= 5 fr U2ds, (10)
(D7A), = % fr DM, (11)
U, = E[DV(BS(tT,Xy ko))
T
= Er[?%s(tlT/thktlvt)ﬁ‘f; Dl"/afds], (12)
Here,
(55 (ke &))" = ) exp(-3% + S (@u(k) AT =) (T =) F o (T-1)7H) 13)
. 2
(Bs™ (ke A0)) " = _2(2(7;{)) exp(~4X; + 2(04(k))*(T = H)(T - ) +o((T - 1)), 14)
t\ At

where ©, (k) := BS™(k, A,). Thus, (BS~1)"”” > 0 and (BS~!)(®) < 0 in the short time limit.
On the other hand,

T
f AUy
t
1 [ ~T/ T
= -E f ( f ufds)ufdr
2 i t r
1 [T,V
= ZE 2
1 1}(1}v U,dr)

1 [( (7(.198Bs 1 T 2 Y
- = goo i L W 2
= 4Et [jt‘ (Er[ 0 (t, T,Xt,kt,vt)zvt(T_t) I D,, asdr]) dS] }

> 0 (15)

E;

Therefore, T» < 0.
Next,

9BS 5 1 T o
= E|—(T,X —_— D
uS S[ (90 (tl s trkt/ vt)th(T—t) L s Oudu

1 R T
— EES[G(t,T,Xt,kt,vt) f Dswaf,du], (16)
S

where G(t, T, x,k,0) := ( 2 _ %)BS(t, T,x,k,0), and

a

. dy (ke vs)do (k T T
Lo, T, %0 by 1) 1k o)dy(kyor) 1 ( f D_Zvaﬁdu)( f DrWoidu)
2 203(T - t) 20X(T - t) \Js r

DNU, = Es

T
—|—%G(t, T, X;, fct,vt)( f D,WDSWaﬁdu)l. (17)
S
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_ 1 T ktNl d k,v T
(D7A), = Zf [ 2t t))f ngal%du]
r —t s

ot [ o[ ror
(

N\H

FOWA(T - £+, (18)
Thus, we need to check
1 T T T
— f DV o2du f DV o2du + f DDV o%du > 0, (19)
. T 2 T 2 .
Slnceft ouduzfr o5du, (19) is
1 T T T
T—f ZOsz,duf Zaaidu—l—f 4a”c%du
2]; g%{du s r rVs
T T
> —f Zazoidu—&—f 40252 du
rVs rVs
> 0 (20)

Therefore, T; < 0 and the zero-vanna iv is a lower bound for the volatility swap. O

4. The Correlated Case
4.1. ATM Implied Volatility

Theorem 3. Consider the SABR model defined as in (1) and (2). Then, for p <0, the ATMI is a
lower bound for the volatility swap strike in the short time to maturity limit.

hm I(t T, Xt,k ) < hm Et[vt] (21)

Proof. From Theorem 4.2 in [7],

. I(t, T,Xt,k:) —Et[vt]
1im
T—t (T - i’)

= lim [(f f DW zdrds)

T—t 80
-lim ——— [f f DWorf DW 2dudrds]
T—t 20
—lim Et[f f f DWDW zdudrds]
T—t 204(T —t

+1lim ——— Et[f f DW Zdrds]
T—>t4 —t

. p* . P p
=1 —T lim ————T) - lim ———=T3 + lim ——=T,.
ot 807 (T —t)* e THtZa%(T—t)?’ 2718 204(T —t)3 3+T—>t4(T £)? *

(22)

Here, in the log normal stochastic volatility model, since Schwartz’s inequality,
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T T )
T, < (T- t)f (T—s)f Et[(DZVaf) ]drds
t s
T T R
= (T—t)f (T—s)f 4a2Et[Gée4“W’_2“ ’]drds
t s
T T R
= (T—t)f (T—s)f 40’055 " drds
t s
) 4 T o60%T _ pa’s
= 4o OO(T—t)ﬁ (T—S)Tds
) 4 eéazT(T_t)S 6%t ) T g6a’s
= 4a‘o + T—t)"—(T—t ds
0[ 1202 36t (L (T ft 36at ]
62T 3 6a’t 60T _ 60t
(T -1t) e bt —¢
= 4a’c) + T-t)?-——(T-t 23
0[ 1202 30t 1) 2i6as 1) *
Here, we assume t = 0 and apply the Taylor expansion,
1+ 6a2T T2 62T + 136a*T2 + 1216a°T3
23) = 4da’dy I - T|+O(T°
=9 : OO( 122 36a 21646 +0O)
1 1
42 4(—T4——T4) 5
a°op| 5 c +0O(T)
4a’ot
= — 074+ O(T®) (24)
T T (T
T, = f f f Et[DZVarDlNaﬁ]dudrds
t s r
TTTz 20a(Wy,—Wy)—2a2 W,—19a%r | ,a?u+20?
_ f f f 20 GgEt[e a(W,—W,)—2a (u—r)]Et[ESa =59 r]ea u+20%r g 10 4o
t S r
T T oT
= 2da%0; f f f eV U2 dyy drds
t s r
T T ea2T+2a2r _ eBaZr
= 2a20(3)f f —————drds
t Js o
T 30T _ ,a?T+2a%s 3a2T _ ,3a’s
— 2223 f e L% drds
¢ 204 3a4
2 e3a2T(T —t) B B30T _ pa?T+2at B ESaZT(T —t) BT _ 3t 5)
B 0 204 40 3at 9ab
Here, we assume t = 0 and apply the Taylor expansion,
05) e (14 30T + 3904T2) T (202T + 14a*T? + 18a°T3)(1 + a?T + a*T?)
= 194 J—
7% bat 406
32T + $9a*T? + 1274°T8
+ 2 5 6 +0(T%)
o
a’a3
= 40T (26)

3
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T AT (T )
T3 = f f f Et[4a200ezaw‘“ ”1[0,u)(er)]dudrds
= f f f 40 aoe"‘ “Lou) (rV s)dudrds
o T_ aZr
= 4o Gof f %d;’ds
t Js o
T T 2T 2s
e (T—-s) ¥l —e®
= 402 2[ - ds
¢ ¢ a? at
a’T 2 a’T a’T _ Lt
B s o (T=1)" e (T—t) e*1T-¢
= 4a 00( 22 - o + 26 (27)
Here, we assume t = 0 and apply the Taylor expansion,
1+a®T_, 1+a*T+3a*T?  a’T+ Ja*T? + LaT®
Q7) = 4a*} +& T 2 T+ 2 g +0(T
202 at ab
2a202
= —2T°+O(TY (28)
T (T
Ty = f f E| DY o?|drds
= f f ZaE 22“W’ “r]drds
= f f Zao(z)e“zrdrds
a
= Zaoo
e (T t) T — oot
= 2a0) 29
Here, we assume t = 0 and apply the Taylor expansion,
14+ 2T 2T+ 1a*T2
(29) = 2aa§[ +‘2X T- 2 + O(T®)
a a
1
= aag(T2—§T2)—|—O(T3)
aoy 3
= 5 T?+0(T) (30)
Thus,
. 1(0,T, Xo, k) = Eolvo]
lim
T—0 T
3p2 4020 0 pz 0(28 p2 20(20% o ac?
li T -1 —27% — i T3 + lim ———2T2 + lim o(T
= 8T 3 12020273 3 W ooes 3 | timgm— T limo(™)
2
pacy
- Q)

Thus, ATMI is a lower bound of the volatility swap if p < 0.

O
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4.2. Zero-Vanna Implied Volatility

Theorem 4. Consider the SABR model defined as in (1) and (2). Then, for all values of correlation
p, the ZVIV is a lower bound for the volatility swap strike in the short time to maturity limit.

lTi£n>t I(t, T, X3, k) < 1Tig} Eq[vf] (32)

Proof. From Theorem 4 in [4],

I I(t, T, Xs, ki) — Et[v4]
im
T—t (T — t)

= lim [(f f DY 2drds)
T—t 80
W W 2
1H20 —t3 f[f f D! o—,f D) aududrds]
WnW
e[| [ [ erorcimend
2

3p p
= lim— T ~lim —T —lim ——T;. 33
T 83 (T—f)t | Tt 202(T— 1) ° Tt 20,(T— 1) ° (33)

Since Ty, T, T3 are the same as those in the proof of Theorem 3, we obtain

1(0, T, Xo, ko) — Eo[v0]

I
Tl—>0 T
3p2 40120% p2 a2og pz 20(20
li T* - 1i — 3731 O3 41
e 3 | 1m22p 3 | 1magere 5 ¢ 1T
= 0. (34)

O

5. Numerical Results

In the previous sections it has been proved that in the short time to maturity limit
the ZVIV bounds the volatility swap price from below. For longer time to maturities the
numerical experiments in this section suggests that the ZVIV remains a lower bound. A
proof of this conjecture, however, is currently not known. For the numerical experiments
the volatility swap strike, the ZVIV and the ATMI are calculated for various values of
volatility of volatility and time to maturity:

€{05,1), Tel05,1}.

The values of correlation are set in 0.1 increments from —1 to 1, and the initial value
of the volatility is 0p = 0.3. In order to calculate the volatility swap strike, the ZVIV and
ATMI, 107 simulations are carried out for each value of p,a and T. The results are depicted
in Figures 1-4.

As can be deduced from the figures, and in line with the results of the previous
sections and in [4], the ZVIV is indeed a more accurate approximation for the volatility
swap price than the ATMI. Furthermore the impact of correlation on ZVIV is almost of
second order. The term "almost’ is used since the ZVIV approximation is obtained by Taylor
approximations in [3]. Thus there are still residual terms of O(p) that remain in the ZVIV.
The impact of these terms is apparent for longer time to maturities, significant nonzero
values for correlation, and high volatility of volatility as in Figure 4. We can also clearly see
in Figure 4 that for p = 0 the ZVIV is not exactly equal to the volatility swap strike. This
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is another manifestation of the fact that there are small residual terms of O(p) present in
the ZVIV.

0.32

0.31

0.3

0.29 - -- Exact
— ZVIV
—— ATMI
028 | | | | | |

| | |
-1 -08-06-04-02 0 02 04 06 08 1
p

Figure 1. 0g = 0.3, v=0.5, T = 0.5.

0.32

0.315 | |

0.31

0.305

0.3

0.295

0.29

- - - Exact
0.285 |- — ZVIV |
—— ATMI

0'28 | | | | | | | | |
-1 -08 -06 -04 -02 0 02 04 06 08 1

p

Figure 2. 09 =03, v=05, T =1
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0.34 |

0.32 | -

0.3

0.28 - i
- -~ Exact

0.26 | — ZVIV | |
—— ATMI

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

Figure3. 09 =03, v=1, T =0.5.

034 | 8

0.32

0.3

0.28
- - - Exact
0.26 |- — ZVIV | |
— ATMI

-1 -08 -06 -04 -02 0 02 04 06 038 1
p

Figure4. 00 =03, v=1T=1.

6. Conclusions

It has been shown that in the conditionally lognormal SABR model, the ZVIV is a
lower bound for the volatility swap strike for all values of correlation in the short time to
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maturity limit. This property, in addition to the results in [4], further cements the ZVIV as a
more accurate model-free approximation for the volatility swap strike than the ATMI.
The results in this paper is a first step in analyzing the question for which models
the ZVIV is a lower bound for the volatility swap strike. Further research into the ZVIV
as a lower bound for the volatility swap strike will have to includes analyses along the
dimensions of the Hurst parameter, correlation parameter and time to maturity.
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