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Abstract

In this thesis we investigate two pricing models for valuing financial derivatives. Both
models are diffusion processes with a linear drift and nonlinear diffusion coefficient. The
forward price process of these models is a martingale under an assumed risk-neutral mea-
sure and the transition probability densities are given in analytically closed form. Specif-
ically, we study and calibrate two different families of models that are constructed based
on a so-called diffusion canonical transformation. One family follows from the Ornstein—
Uhlenbeck diffusion (the UOU family) and the other — from the Cox-Ingersoll-Ross process
(the Confluent—U family).

The first part of the thesis considers single-asset and multi-asset modeling under the
UOU model. By applying a Gaussian copula, a multivariate UOU model is constructed
whereby all discounted asset (forward) prices are martingales. We succeed in calibrating the
UOU model to market call option prices for various companies. Moreover, the multivariate
UOU model is calibrated to historical return data and captures the correlations for a pool
of 4 assets.

In the second part of the thesis we examine the application of the Confluent-U model
to the credit risk modeling. An equity-based structural first-passage time default model is
constructed based on the Confluent-U model with efficient closed-form (i.e. spectral expan-
sions) formulas for default probabilities. The model robustness is tested by its calibration to
the credit default swap (CDS) spreads for companies with various credit ratings. It is shown
that the model can be accurately calibrated to the credit spreads with a piecewise default
barrier level. Finally, we investigate the linkage between CDS spreads and out-of-the-money
put options.
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Introduction

Diffusion processes are widely used in financial modeling. The first application of diffusions
for continuous-time asset pricing dates back to 1900 in the doctoral thesis by French math-
ematician Louis Bachelier [1], who implemented Brownian motion with drift as a model
for asset price dynamics. To circumvent the problem of negative asset prices, geometric
Brownian motion (GBM) soon became a standard model for stock price dynamics and
other financial assets. The GBM model attracted attention in 1965 [2], when economist
Paul Samuelson rediscovered Bachelier’s thesis. The GBM model has a number of advan-
tages. It admits analytically tractable transition probability density functions. Moreover,
the discounted price process obeys the martingale property in a risk-neutral measure. In
a arbitrage-free asset pricing framework, these probabilistic properties lead to closed-form
pricing formulas for various financial derivatives. However, the GBM model fails to ex-
plain certain empirical properties of asset returns and financial derivatives. For instance,
observed implied volatility surfaces of major stock markets exhibit various volatility smiles
and skews, while the standard GBM model assumes constant local volatility. Consequently,
such and other important market observations have led to the development of a variety of
pricing models based on alternative stochastic processes.

Numerous model extensions introduced in recent years capture the phenomenon of
volatility smiles. There exist stochastic volatility models (see [3] and [4]), where the volatility
of the stock is assumed to be a mean reverting diffusion process, typically correlated with the
stock process itself. The jump-diffusion models, originally suggested by Merton (5], generate
volatility skews and smiles by adding discontinuous jumps to the diffusion dynamics (e.g.,
see [6], [7]). Another approach, which has been examined by many authors ([8]- [9]), allows
the stock volatility to be a function of the stock price, resulting in local or state-dependent
volatility diffusion models. Nonlinear state dependent models provide a richer and more
flexible theoretical calibration framework for fitting implied volatility surfaces and option
values to the observed market data.

In this thesis, we study and calibrate recently developed multi-parameter state de-
pendent nonlinear volatility models, which are constructed based on a so-called diffusion
canonical transformation methodology (see [10], [11]). By construction, the underlying asset
price dynamics is not assumed to follow geometric Brownian motion, but rather we define
the local volatility to be a nonlinear function of the underlying asset price.

The diffusion canonical transformation is essentially a combination of a change of prob-
ability measure together with a nonlinear mapping of an underlying diffusion process. While



the diffusion canonical transformation approach is applicable to a wide variety of underlying
processes, in this thesis we specialize in two separate sets of applications using subfamilies of
models that arise from either an underlying Ornstein—Uhlenbeck diffusion (the UOU family)
or from the Cox—Ingersoll-Ross process (the Confluent-U family).

In particular, pricing and calibration of European-style options is considered under a
new multivariate UOU model. The model was recently introduced by Campolieti, Makarov
and Vasilyev in [12]. Each (univariate) stock price process is modeled as a UOU diffusion
with four positive freely adjustable parameters, as well as with the drift parameter. For all
choices of model parameters, the discounted UOU process is a martingale. Each choice gives
a risk-neutral measure with the transition probability density function given in analytically
closed form. The multivariate UOU process is then constructed by using a Gaussian copula
function, where independent Ornstein—Uhlenbeck processes are coupled by employing a
bridge copula method. The model is calibrated to a finite set of observed option prices via
nonlinear least squares with a regularization method based on relative entropy with respect
to a historical prior measure.

The second part of the thesis considers the so-called Confluent—U model. In partic-
ular, we examine its applicability to credit default and to pricing credit derivatives. The
structural first-passage time default model is constructed based on the Confluent—U model
with efficient closed-form formulas for default probabilities. We demonstrate how to con-
struct an intensity based default model and also derive pricing formulas for bond spreads
and credit default swap (CDS) spreads. The model robustness is tested by calibrating it to
CDS spreads for companies with various credit ratings. Finally, we attempt to identify the
linkage between CDS spread and out of the money put options as source of protection from
credit default.

This thesis is organized as follows. In Chapter 1, we present the diffusion canonical
transformation technique for generating transformed diffusions. In Chapter 2, we construct
the multivariate UOU model and apply it to option pricing. Also, we present a step-by-step
algorithm for calibrating the model to single-asset equity option market prices, as well as,
a calibration algorithm of the multi-asset price correlation matrix to the historical asset
prices. In Chapter 3 we construct a structural first-passage time default model based on
the Confluent—U family. We also demonstrate how to price and calibrate the model to credit
derivatives. We end with a concluding discussion.



1 Nonlinear Diffusion Pricing Models

1.1 Diffusion Canonical Transformation

Consider a diffusion process (St)>0, started at Sp, with linear drift coefficient rS and nonlin-
ear state dependent diffusion coefficient o(.5), defined by the time-homogeneous stochastic
differential equation (SDE)

dS; = rSidt + o(Sp)dW,, (1.1)

where (W;)¢>0 is a standard Brownian motion. Considering applications to financial mod-
eling, S; may refer to the stock or asset price at calendar time ¢. S; can also represent other
processes such as a forward or instantaneous short interest rate. Throughout this thesis,
St is defined on the real interval D = (0,00) and represents a stock price. As is shown
originally for the zero drift case in |10}, the diffusion canonical transformation methodology
allows us to construct analytically solvable S-diffusions with state dependent volatility from
simpler underlying X-diffusion processes by applying a combination of a monotonic map
and a change of measure. The more general method which includes the case of affine drift

is discussed in [13], [14].

Consider a one-dimensional time-homogeneous diffusion (Xt(p ))1‘20 € T C R, with in-

finitesimal generator
GO f(x) = %v(m)2 (z) + (A(x) + V2(:U)M> f(z), (1.2)

u,(r) = di,(z)/dz, with 4, defined in (1.6), where p > 0 is a positive constant, A(z)



and v(z) > 0, with continuous derivatives X' (z),v/(z),v”(z) on Z, are drift and diffusion
coefficients. Such an X (¥)-diffusion can be viewed as arising from an underlying X-diffusion
defined below by the application of a measure change, or a Doob h-transform with h = 4,

(e.g. see [15], [10]).
The X-diffusion is started at zg and has SDE
dXt = )\(Xt)dt =+ U(Xt)th , (13)

with transition PDF px(¢; 2o, z). The regular diffusion (X;);>0 can also be defined by the

respective scale and speed density functions [16]:

5(1‘) = exp (— /z 12/;\52; dz) and m(w) = ’Z/Q(qj—s(x)y (14)

with generator

[N

Gf(z) = 3 (2)f"(z) + Mz) f (z). (1.5)

The generating function 4,(x) in (1.2) is a linear combination of the two fundamental

solutions gozt of the the ordinary differential equation gcp/jf = p(ppi, where

Upy(z) = qlgoj(a:) + a2, (7) , (1.6)

with parameters g1,¢go > 0 and at least one of them being strictly positive: g +¢2 > 0. For
p >0, @j and ¢, are then respectively strictly increasing and decreasing convex functions
on Z. The transition PDF pg?) of the transformed process Xt(p ) is related to the PDF px of
X; by

p()‘?)(t;xg,:ﬁ) = e_ptmpx (t;zo,x), 20 €L, t > 0. (1.7

ti,(20)

The second part of the diffusion canonical transformation gives the S-process, with
SDE (1.1), by applying a strictly monotonic real-valued map F : Z — D to an X (P)_process:
S, = F(X?), where

e :U(F(m))
) = 206D, 0




The transition PDF for an S-diffusion is related to the transition PDFs of the X and X

diffusions as follows:

ps(t; So,S) = vz) pgé’)(t;wo,l’) =

o(5) ) dao)® | PXEED) s (19

where x = X(S), 2o = X(Sp), and X := F~! is the unique inverse of the mapping function

F. The mapping function F has the following general quotient form [14]:

. cl(p;_+r(x) + Cch;-i-r‘(x) o 'Dp-i-r(x)

F(z) = - = = , (1.10)

q¢p () + @29, (@) ()

where c1,¢2,q1,92 € R, p, p+ 7 > 0 are real parameters such that
Wiy, Op1r](2) 1= uptlyy, — Wplpsr # 0. (1.11)

Various choices of underlying X-diffusions lead to several families of S-diffusions, such as
Bessel, Ornstein—Uhlenbeck, Confluent hypergeometric models that are studied in [15] -
[12].

As was mentioned earlier, the diffusion canonical transformation generates nonlinear
state dependent volatility diffusion models. From equation (1.8) the volatility function has

the following general representation (with = X(5)):

~

77;)+r (z)i,(z) — U;(fﬁ)@pw (z)

() (1.12)

a(8) = o(F(2)) = v(x)|F' ()] = v(z)

IW[ﬁp’ {’p+r] ()]
() ’

= v(x)

where W denotes the Wronskian and given by (1.11).

1.2 Pricing European Vanilla Options

Consider an asset (i.e., a stock) price process (S;);>0 modeled as a diffusion according to
(1.1). We note that for stocks that pay a dividend ¢ then r — r — g in (1.1). As is shown in
(13] and [14], for specific choices of the underlying process (X;) and parameters c1, ¢2, ¢1, g2,

by applying the diffusion canonical transformation one can obtain S-diffusion families with



discounted process (e "S;);>0 obeying the martingale property for every choice of model
parameters. Hence, under the risk neutral valuation, choosing the money-market account
as numeraire, the value of a European-style option is given by the conditional expectation

under a risk-neutral probability measure Q:
V(So,T) = e "TEQ[A(ST) | So] = e "TEQA(F(X)) | X = X(So)], (1.13)

where A(ST) is a payoff function. The option price of a standard European contract with

payoff A can be written in terms of a one-dimensional integral as follows:

V(So,T) = e=T / ps(T; So, SYA(S) dS
0

e—(r+AT (1.14)

- Sy / ,(2) px (T: 20, 2)A(F(2)) dz .

As an example, let us consider a Furopean call option that gives the holder the right to
buy the underlying asset with current spot price Sy at a certain date T for a certain strike
price K. The payoff from a long position in a European call option is A(St) = (S — K)*¥,
where St is the asset price at expiration time 7. Then according to equation (1.14), the

European call option has value
V(S0,T) = ¢ "TE® [A(S)) = e TER [AF(X))

= e TTER [(F(Xg))) - K)l{F(X(Tp)ZK}|X<§PJ = xo}

- 1.15
= e "TER [(F(X:S“p)) - K)l{X;,,)ZX(K)}lXéP) = 330} (113)
e_("‘+p)T s R
= [ @px Tz 0)(F@) - K de,
X(K)

assuming that Z is of the form (/,00) and F is an increasing map.



2 Multi-Asset Option Pricing under the
Ornstein—Uhlenbeck Family of Models

2.1 The UOU Family of Models

Consider the well-known Ornstein-Uhlenbeck (OU) process (X;)i>0 € Z = (—00, 00) having
linear SDE

dX; = (Ao — AX,)dt + vdW,, t> 0, (2.1)

where Xg, A, v are positive constants and (W;);>o is a standard Brownian motion. Both left
and right boundaries | = —oo and 7 = oo of the state space Z are non-attracting natural

for all choices of parameters. For simplicity, we set A\g = 0. The original process can be

obtained by a linear shift x — = — ATD and zg — g — 3‘/\2 The speed and scale densities are
2

s(z) = e™*/2  and m(z) = —26_’”2/2, (2.2)
14

where & := 127)‘ The transition PDF of the regular OU process on R is given by

K k(z — Toe M)?
px(t; o, T) = | /m exp (——(2(1_%) . (2.3)

Applying the diffusion canonical transformation framework of Section 1.1 to the underlying
process (X¢)i>0 with the choice of g1 = 0,92 = 1,¢; = ag > 0, one obtains the unbounded
Ornstein—Uhlenbeck (UOU) family of models. The generating function @,(z) in this case is

taken to be

tp(z) = 6512/423—1'(\/%:13)’ (2.4)



where v = £ > 0 and D_,(x) is Whittacker’s parabolic cylinder function which is given in
terms of confluent hypergeometric functions, see [17] for details. The fundamental solutions

are now:
2

_ RT -
¢, (z) = exp <T) D_,(zv/k) and goj (z) = ¢, (—x). (2.5)
Then according to equation (1.10) the mapping function is
D—U—T‘/A(_x\/E)
D_y(zvEk)
The above construction leads to an S-diffusion with volatility function (1.12) of the form:
_’r;)D—v—l—%('—\/E:L') 4 UD—U—§(—\/EI)D—U—1(\/—’5~T) @2.7)
A D_,(Vkzx) D2, (VKx) ’ '

where z = X(S) = F71(S). The volatility function ¢(S) depends on various adjustable

F(z) = ao (2.6)

a(S) = apVkv ((U +

positive parameters £ = {ag, A, k, p} and drift rate r. It is important to notice that for the
driftless case with r = 0, formula (2.7) reduces to

aorw,s(z)  agrw,
3 (x) D2, (Vkz)’
2Kkm

where w, = o) is a Wronskian constant. As seen in Figure 2.1, the curves for the local

(2.8)

volatility function o(S)/S generated by formula (2.7) have a pronounced smile-like pattern.

Local volatility

0.7¢
0.6+
0.5}

0.4+

6(S)'s

0.3f

0.2+

0.1}

0 50 100 150 200 250 300 350

Figure 2.1:  Local volatility function ¢(S)/S for the UOU family. The curves are plotted us-
ing model parameters & = {150,0.125,0.5,0.01} (the thinnest line), £ = {150,0.07,0.5,0.01} (the
moderate line), £ = {150,0.04,0.5,0.01} (the thickest line) and r = 0.02.



As is shown in [11], [14] the discounted UOU process (e™"'S;);>0 is a martingale for
every choice of model parameters £&. The transition density of the UOU process can be

obtained from equation (1.9) and has the following representation:

a0W(CL‘) D—’U(‘,L‘O\/E)

where z = X(5), zo = X(S0), W(z) = W[D_v(zv/k), D_y_p/5(—2y/K)] > 0. For the X (o)

ps(t; S, S) = px (t;zo, ), (2.9)

diffusion, the transition PDF is given by substituting (2.3) into (1.7):

— e—pt+n(w2 —z2)/4 D_, (.’L‘\/E)

(p)
. t.
Px (t,$0,$) D_U(l_o\/k‘) pX( ,.’L’(),ﬂ?)
_ e—Pt+K(12—£D(2))/4 D_U(m\/ﬁ) K exp —K/(.T — CCOC_’\t)Z
D_y(zov/k) V 2m(1 — e2M) 2(1 — e=2X)

(2.10)

2.2 Simulation of a Multi-Asset Price Process

2.2.1 Coupling UOU Processes

Consider a multi-asset price process (St):>0 with S; = (Stl, - ,Stn), where each individual

asset price process (Stk)tzo, k =1,2,...,n, is modeled using a UOU diffusion model with

SDE following (1.1) with common drift parameter r and diffusion function o = o*. Hence,
each of the n univariate processes is described by its own set of positive parameters &, =
{Mes vk, a0k, pr}, k= 1,2,...,n. Let the kth asset price process be described by the risk-

neutral transition PDF of the form (2.9) with diffusion coefficient given by (2.7).

Following that notation, F¥ and X* will respectively denote the mapping function and its
inverse function for the k-th asset. The transition PDFs p’)“( and pgf’“’k) are obtained from the
kth underlying diffusion (X});>0 and the transformed diffusion (Xt(p ’“’k)) , respectively,

= >0

for each k = 1,...,n. Then the processes (SF)i>0, k = 1,2,...,n, are defined by

SE = FR(x (M), (2.11)



with the mapping F* given by (2.6) and where (Xt(p ’“’k))eo has transition PDF (2.10) with
parameters A = M\, v = v, and p = p;. The vector process XEP) = (Xt(pl’l), ... ,Xt(”"’n))
denotes the n-variate process, and (S¢)¢>o is obtained by applying the respective mapping
function to each univariate diffusion: Sf = FF (Xt(p koK) ) ,k=1,...,n. To specify a joint
transition distribution function with given marginal distributions and a correlation structure

we employ a copula function in what follows.
2.2.2 Copula Function

A copula C(uy,ug,...,u,), ux € [0,1], K = 1,...,n, is a multivariate CDF that links uni-

variate marginal CDFs to their full multivariate distribution (for a more detailed definition

see [18]). Let ®(z1,...,zn) be a joint multivariate distribution function with univariate
marginal distribution functions ®4,...,%,, e.g.
«
Op(z) = / fely)dy, k=1,...,n, (2.12)
—o0

where f, is the kth respective univariate transition PDF. Then, according to Sklar’s theorem

there exists a unique copula function C(uq,...,u,) such that
®(r1,...,2,) =C(P1(x1),...,Pn(zn))- (2.13)

The multivariate joint density function f is then obtained by differentiating equation (2.13):

_ O"P(x1,...,Zn) _ I"C(®D1(x1), ..., Pnlzn))
Oxy -+ - Ozy, 0P1(x1) - - - 0Py ()

f(z1,...,2n) fi(zq) - fulzn). (2.14)

Suppose that fip(z), k = 1,...,n, be given by the transition PDFs of the processes
(Xt(p’“’k))tzo, ie., fi(z) = pg?k’k) (t; 2ok, ) Where xo ) = Xépk’k). The univariate marginal
distributions are each defined by

@pk’k(t;wo,k,:c) = /p()?’“’k) (t; ok, y)dy = [P(Xt(p’“’k) <zl|zox), k=1,...,n. (2.15)

—00



Then the joint multivariate CDF of the process (Xﬁ" ))tzo started at xo = (20,1,...,%0,n) I8

given by the copula:
B (z1,...,2,) = [P(til’1 < Ty XM <3 | x0)
= C(P(X! <1 | @0a),. ., PXP™ < 2 | o)) (2.16)

= C((I)pl’l(t; Z0,1,%1)s -+, PPVt 20 s Th)) -

One important example of copula functions often used for modeling in finance is the

Gaussian copula. This copula is constructed from the multivariate normal distribution:
CEXS(uy, .y un) = Nr (N Hwr), ., N Hu)) (2.17)

where Ng is the standard n-variate normal CDF with correlation matrix R (i.e.,
R=RT >0,Vi,j{R}; € [-1:1] and {R};; = 1) and zero mean vector. N'~! stands for

the inverse of a standard univariate normal CDF, i.e.,

T
1 2
N(z =—-—/e”y/2d :
(2) = 7%= y
-0
The multivariate density function f in (2.14) has the following form (using ux = P(zk),
2 = N_l(uk)):
ancgam(@l(;cl), ey Op(zn))

f(zq,...,2,) = Dy - O fi(@1) - fulmn)
Pl
k=1 (2.18)
= 6r (N7, N7 () H [ 51 s

_ R (N-l(q)l(xl))’ iy aN~1(¢n($n)))
PNTH1(21))) - - SN (P ()
where ¢ is the PDF of the standard normal distribution and ¢g denotes the joint PDF of

fl(xl) " fn(mn) )

the n-variate normal distribution with mean vector zero and covariance matrix R:

—z2/
o) =
van (2.19)
—xR~1xT ’
Pr(x) = \j_d-et_(__2?_R_)7 X = (Z1,...,Tn).



2.2.3 Sequential Path Construction

Consider the problem of sampling a multivariate process (S;) conditionally on Sg = (Sé, cee S{)‘).

Suppose that the underlying process (Xﬁp )) has a multivariate distribution given by a Gaus-

sian copula (2.17) with the marginal transition PDFs pggk’k) (t;zop,x), k= 1,2,...,n.

(Recall fr(z) = pg?’“’k) (t;xop,z) and ®F(z) = f fe(y)dy.) Then one should apply the
-0

following sampling algorithm:

1. Apply the inverse mapping functions to obtain the initial values of the n-dimensional
X (P)_diffusion:
ok EXépk’k) =X’“(S§), k=1,2,...,n.

2. Sample a normal vector (21,...,2,) from the n-variate normal distribution function

Ng with zero mean vector and correlation matrix k.

3. Obtain uniform variates ug = N(z¢), k=1,...,n.
4. For each k = 1,...,n obtain XF = (®¥)~'(u;) by employing numerical inversion of
the CDF's
X§
up = @k(th),: / pgf’“’k)(t;xoyk,w) dz, k=1,2,...,n.
-0

2.2.4 Bridge Path Construction

Suppose that the process (X§” ) ) conditional on given Xép ) is to be sampled at a set of

times 0 = tp < t; < to < --- < ty = T. One natural way to generate a trajectory is by
applying sequential sampling by generating Xg’ ) conditional on ng_)  foreachi=1,...,n.
An alternative approach to generate (Xﬁp )) is by the bridge path construction. The bridge

density bs(t; S) = bg(t1,t2,t;51,52,5) for Sy = S, t1 <t < tg, conditional on S;, = S; and



St, = Sa, is given by (using the measure change in (1.9)):

ps(t —t1;51,8)ps(ta — 5 S, S2)
t5) =
bs(t: 5) ps(ta — t1; 51, S2)

_ v PRt =t X (S0, X(S)PY (t2 ~ 1 X(S), X(S2))
o(S) PP (b2 — 115 X(S1), X(53))

(2.20)

_ v px(t —t1;X(51), X(S))px (t2 — £ X(S5),X(S2)) _ v .
~a($) px (t2 — t1;X(51), X(S2)) = S5y X BXE)),

where bx(t;z) = bx(t1,t2,t;21,22,z) is the bridge PDF of the underlying X-diffusion

conditional on the endpoint path values z; = X, = X(51) and z2 = X;, = X(S2). As was
shown in [12] the bridge PDF bx of the Ornstein—Uhlenbeck diffusion is a normal density

with mean o and variance b? given by

£L‘1€>‘A1 (62)\A2 . 1) 4 1.26/\432 (62/\A1 . 1)
62A(A1+A2) -1 ’

oo (0 - 1(ente - 1) 221

/{,(e2>\(A1 +A2) _ 1) ’

where A) =t —t1, Ay =1ty — ¢, and Ay + Ay =19 —¢;. A construction of the sequence of

time points in a bridge algorithm is depicted on Figure 2.2.

SN/Z
SN/S /\/—\
t i i i —1 1 |

B
1 u

Figure 2.2: Bridge sampling.

2.2.5 Path Sampling with a Bridge Normal Copula

Let b% (t; ) be a bridge PDF conditional on endpoint values Xép k) and Xt(fv”“ k) then b s
a normal density function with mean ay, and variance b2, with values given by (2.21) where

A= A, k= K, A1 =t —1tg, and Ay =ty —t. Thus each marginal CDF ®,(z) is a normal



CDF N (%), which allows us to obtain the multivariate CDF ® = ®(z1,...,z,) =
Ngr (%, e ’”—"b;ﬂ) that corresponds to a multivariate normal distribution with mean
vector (a1,...,a,)" and covariance matrix DRD, where D = diag(by,...,b,). To sample
the multivariate process (X§P )) conditionally on endpoints values X[()p ) and Xiﬁ) for time

t,0 <t < ty, we apply the following algorithm:
1. Sample a normal vector (21, ..., z,) from Nx.
2. Foreach k=1,...,n, set th = ay, + bp2g

To obtain the vector of values of the multivariate asset price process (S;), map the resulting
values of (Xgp)):
XF— SE=FFXF), k=1,2,...,n.

Applying the same technique recursively, one can sample all values of the asset price process

(S¢) between ¢y and ty.

The exact bridge simulation method provides a powerful tool to improve the effec-
tiveness of quasi-Monte Carlo (QMC) methods by reducing the effective dimension of the
problem. The idea is that the first few random numbers that are generated have larger

impact on the trajectory under this technique than with the sequential sampling.

2.3 Calibration of the UOU Model to Market Data

2.3.1 Univariate Case

It is very important from the practical point of view to develop a reliable and reasonably
quick calibration scheme for the UOU diffusion family. Our objective is to obtain a cali-
bration scheme that provides two levels of calibration: first, an initial full calibration of all
parameters of the model and, second, a much faster recalibration that can be used as soon

as new data have arrived. The second calibration scheme may be used throughout daily



trading or even for longer periods, while the full calibration only needs to be executed if

markets move considerably.
Non-linear Least Squares

To estimate a best-fitted parameter set &€ = {A, v, ap, p} of the UOU model based on (ob-
served) market option price data, the least squares method is employed. Suppose that a
standard call option with strike K; and maturity 7; has an observed price O;, while the
model.produces a price of C; = C(K;,T;; &) for the same option, where ¢ = 1,2,..., N.
The goal of the calibration process is to minimize the least squares error for the N options

considered:

N
F§) = ;w (C(Ki, Tis€) = Oif — min, (2.22)

where w; is a weight that reflects the relative importance of reproducing the ith option price

precisely.

The suitable choice of the weight factors wy, 1 = 1,2,..., N, is crucial for good cali-
bration results. The confidence in individual data points is determined by the liquidity of
the option. The weights can be evaluated from the bid-ask spreads: w; = |03k — OPid|~1,
Alternatively, as it was suggested by [7], we use the Black-Scholes (BS) “Vegas” evalu-
ated at the implied volatilities of the market option prices to compute the weights: w; =
(8CBS(aP8) /00) _2, where OCPS /3o denotes the derivative of the BS option pricing for-
mula with respect to the volatility o, and 0B5 = 0B5(0;, K;, T;) is the BS implied volatility

for the observed market price O;.
Regularization

In general, the calibration of a pricing model is an inverse problem, whose solution depends

discontinuously on the data. To achieve uniqueness and stability of the solution, a penalty



function is added to the least squares term:
N

=2 wi|C(K., Ti5€) = Oif* + aH (P, Po) — min, (2.23)
i=1

where the penalty function H is chosen such that the problem becomes well-posed.

As is examined in [7], the relative entropy method may be applied for solving ill-posed
calibration problems. The relative entropy of a probability measure P on sample space

with respect to some primal measure Py is defined as follows:

= EF |ln — / —
H(P,Py) =E [nd[l’o} lnd[POd[P

0o pS(T, So,S’g) )
/0 n(pS(T;So,S;fo) ps(T:50,5;) dS

where 7' = 1 corresponds to 1 year time interval.

(2.24)

The regularization parameter « in (2.23) is used to adjust the trade-off between the
accuracy of calibration and the numerical stability of results with respect to the input option
data. The right choice of a is based on the Morozov discrepancy principle [19], which is

described by the following algorithm:

1. Compute parameters of & of the primal measure Py by solving the nonlinear least
squares problem (2.22) in low precision. Alternatively, one may compute & by fitting

the model to historical asset price returns.

2. Fix 4 € (1,1.5) and numerically solve equation F,(&) = 6F(&) for the regularization

parameter «, where F, (&) is defined in (2.23).

2.3.2 Numerical Results for the Univariate Case

The data set used consists of 79 European call option prices with maturities ranging from
less than one month up to 1.56 years. These market prices were obtained from Yahoo for
IBM having the spot share value of 101.34 on July 7th, 2009. For the sake of simplicity,

the risk-free interest is assumed to be constant and equal to r = 0.25%, and the dividend



rate is set to zero. The calibration routine was developed using Matlab with Optimization

Toolbox, running on an Intel Core 2 CPU 2.14GHz with 2 GB of main memory.

- + UOU model
60 . : - Historical data

Option Price
g8 B

Option Price
8

-
o

oo

Figure 2.3: Market option call price surface for IBM, July 7th, 2009 (left plot). Comparison
of quoted option mid prices and option prices calculated using the UOU model with the optimal

parameter set (right plot).

To obtain the set of parameters for the primal probability measure, the UOU model
is calibrated to the historical data from May 7th to July 7th, 2009. Using historical asset
prices, §t]., 7i=0,1,...,N,0=1y < t; < --- < ty, and the transition densities, we obtain

the following (single-asset) log-likelihood function for this set of observations:

N
Ly(&) =) Inps(t; —t;-1;5,_,,5,:¢)
=1 (2.25)

N
= Zh’l (;(A_U—pgg) (tj - tj-—l;X(S’\tj—ﬁf)ax(gtj;g);5))) ‘

Here, we assume the sequential simulation method.

In practice, the implementation of the calibration procedure is started with some initial
values of model parameters. The upper and lower bounds for the parameters should also

be provided. Based on empirical analysis, such bounds are obtained and are provided in

Table 2.1.



Parameter p v aop K

Lower bound 0.001 0.005 45 0.5
Upper bound 0.5 2 250 10

Initial value 0.04 0.34 102.59 1

Table 2.1: Initial values and bounds for the parameters of the UOU model.

Running on an Intel Core 2 CPU 2.14GHz with 2 GB of main memory, the calibration
procedure takes approximately 200 seconds to fit the model to 63 historical asset prices. The
optimal values, that maximize the log-likelihood function (2.25), are p = 0.0357, v = 0.0531,
ap = 118.2404, x = 0.5951. This set of parameters defines the primal probability measure.
The estimation of the regularization parameter « in formula (2.23) is based on the algorithm

described above. The calculated value of o is 0.266.

The final step of the calibration process is the minimization of the nonlinear least
squares function regularized by the relative entropy as is given in (2.23). The computation
algorithm utilizes the Matlab function Isqnonlin with the exit tolerance set to 1076, This
function employs the Levenberg-Marquardt least-squares algorithm for estimating optimal
parameters. The starting values and the limits for the parameters remain the same as given
in Table 2.1. The computational time is approximately 400 seconds to fit the model to
79 option prices. The best-fitted parameters of the model are p = 0.0203, v = 0.0013,

ag = 102.1384, k = 0.6579. The objective function F, attains its minimum value of 1.58.

The discrepancy between the computed option prices and observed option prices may
originate from different sources. First, the market data may contain errors or misleading
information. For example, the values of illiquid options might be mispriced, or simple
input errors may occur. Second, the calibration procedure estimates model parameters of
an arbitrage-free model, while the market prices are not necessarily arbitrage-free. Hence,
there is an inherent mismatch between the model prices and the market data. Notice that

the use of time-dependent parameters may decrease the level and number of errors and



make the calibration procedure maturity-wise. Another possible solution to improve the
accuracy is to employ the calibration separately for out-of-the-money, at-the-money and
in-the-money options. Of course, a source of error that will always exist with any model is

the specification of the model itself.
2.3.3 Multivariate Case

Let us consider the multi-asset price processes (S;);>o that follows a multivariate UOU

model, where univariate UOU diffusions are coupled via the Gaussian copula function.

The calibration procedure can be split into two stages:
1. Estimation of the parameters of the marginal (single-asset price) processes.
2. Estimation of the correlation matrix R of the Gaussian copula.

Such a calibration algorithm admits multiple variations. First, one may use maximum like-
lihood estimation (MLE) to fit the marginal models to historical asset prices. Second, one
may use the least squares method to fit the marginal models to historical derivative prices
(say European options). For both approaches, the correlation matrix is then estimated by
MLE using historical asset prices. Alternatively, one may use only observed asset prices
to estimate all parameter of the multivariate model simultaneously without splitting the
calibration process. However, in this case the computation time will increase significantly
due to higher dimensionality of the optimization problem. Notice also that the multivariate
path distribution depends on the simulation method used. By using the sequential sampling
or some version of the bridge sampling, one may obtain different models and, hence, obtain
slightly different estimates of the model parameters.

Let {(S}.....50)}

Jj=
prices for each of the n financial assets observed on a set of time points T = {¢g,%1,...,tn}.

. be the nx (N +1) matrix containing N+1 independent historical

Let (¢, R) = (&1,- .-, &n, R) denote the set of model parameters to be estimated. The his-

torical observations in X (P)-gpace are obtained by applying the inverse map thj =Xk (S’Zj)



Assume that T = {t~j ;-V:o represent some arrangement of time points in T. The ordering
of the time points is determined by the simulation method used. For the (forward) sequential
method we assume that 0 =1y <t <--- <ty =T,ie., Vj > 0¢; =t;. For the backward-
in-time bridge method we have that 0 = ¢y < ty < ty-1 < -+ < &o < ©1 = T, ie.,

Vj >1 th = tN+1—j~

Let fjk(m) denote the PDF of thf %) conditional on the o-algebra .?’-‘]’-“_1 generated
by the first j sample path points X(()pk’k),thfk’k),...,Xg’_"l’k), where 1 < j < N and
1 < k < n. For the sequential path sampling method, with #; = t;, we have that fjk(x) =
i) <tj —tj_1; Xt(ffik), :1;) . For the backward bridge method we have that ff(z) = b% (Z;;z)
is a bridge PDF of the Ornstein-Uhlenbeck bridge conditional on Xép k) and X tgp fl’k), where

tj =tny1—j and £;_1 = ty4a-;. Let ®F denote the CDF that corresponds to the PDF fF.

Suppose the joint transition PDF of the process (XEP )) is constructed with the Gaussian

copula as given by (2.13) and (2.17). The n-asset log-likelihood function is then

Lo R)—il SR THBHXL ), N TH@HRE 1 60)))
T ST W @R ) eV (@ (K7 6)

b (2.26)

n N n
30D I | AR RE ) | = LET(RIE + Y L&),

k=1 j=1 Uk(gg) k=1
where ¢r denotes the joint PDF of the n-variate normal distribution with mean vector zero
and covariance matrix R; L; is the single-asset log-likelihood function given by (2.25), and
L™ denotes the log-likelihood function for the copula function. Recall that the expression

in (2.26) is independent of the simulation method used. For the sequential and bridge

methods, we provide below specific expressions of the log-likelihood function.

As is suggested by the structure of the log-likelihood function in (2.26), the calibration
process can be split into two steps. First, the sets & = { Ak, vk, aok, pr}, k= 1,2,...,n of

parameters of the marginal distributions are estimated by employing maximum likelihood



estimation:

N

—~ ]jk
= argmax L = arg max In —
€k gma 1(&x) gma ;:1

ok (SF)

FEE&) |, k=1...,n  (227)

As is seen, the parameters of the marginal distributions are estimated based on historical
data. An alternative approach to computing the parameters is to fit asset price distributions

to observed option prices.

The last step is to estimate the correlation matrix R for the given optimal model

parameters E = {51, ... ,En} estimated from the previous step.
Sequential calibration.

For the sequential path generation method, the algorithm is as follows.

(i) Map all the observations into X (P -space using the respective inverse maps:

X; = (X, X7) = (KNSL; €Y, ... . XM(S3€m), §=0,...,N.

(ii) Compute vectors u; = (u}

s u7) €[0,1]", by evaluating the integrals:

7k % ‘ ]
pg?k )(ti - tj—l;XJ"g—hl”;fk)dxa j=1...,N

2
[N
il
|
8\3?

(iil) Maximize the log-likelihood function with respect to R:

N
Zln or (N 7Hu), ... . NN u])) — max.
j=1

Bridge calibration.

The estimation of the log-likelihood function for the sequential calibration involves numer-

ous estimations of the CDF for the UOU model. Since there is no simple-form solution for



the CDF, the numerical integration of the probability density function should be performed
regularly. By applying the bridge approach to the construction of the multivariate path dis-
tribution function, the number of integrals to be computed numerically on step (ii) reduces
from n X N to n. This is due to the fact that for the bridge approach, the marginal CDF's
q);?, j=2,...,N, are Gaussian. Hence, for the backward-in-time bridge path generation
method, the log—likelihood function can be simplified as follows:

co .2
<¢R< - (@%(Xgl;a», N @R ¢n>>>>

"W T @R ) oV (@1(R2160)))

(2.28)

ok
k_ ij Ok

where z; ; mean ax; and variance b%j are computed by formulae in (2.21) using

bi; o ) )
A= )\k, K = K',k,Al = t]‘ _tj——la AQ = tj+1 - tj.
The following algorithm can be applied for the backward-in-time bridge path generation
method.
(i) Map the observations into X _gpace S; — X, = F=1(Sy; é),j =1,...,N, as is

described in part (i) of the sequential algorithm.

(ii) Foreach k=1,...,nand j =1,...,N —1 calculate aj; and by; by using (2.21) with

respective parameters A = A\, & = kg, Ay =1t; —tj-1, and Ay = t;;11 — t;. Then, set

-~

ok = fibl"'ﬁ
kj
(iii) Compute uy = (u}v, ..., u}), the values of normal CDFs corresponding to the termi-
nal point of a path:
Xy
uk, = /p()f’“’k)(t]v - tN_l;XII%_l,:c;gc)da:, k=1,...,n. (2.29)

(iv) Maximize the log-likelihood function with respect to R:

N-1

Z Ingg (z},...,2}) +Ingr (N uy),...,.N 7 (uf)) — max.

j=1



Numerical Results for the Multivariate Case

For this numerical experiment the daily observations of four American companies, namely,
IBM, Microsoft, Pepsi, and Walmart, have been collected from YAHOO!™. The examined
period is April 7th, 2009, to July 7th, 2009, and it consists of 63 time points. In the first
stage of the calibration, the optimal sets of parameters of the marginal distributions are

estimated by solving equation (2.27), and they are provided in Table 2.2.

IBM | Microsoft | Pepsi | Walmart
p 0.0496 0.2173 | 0.0865 0.0493
v 0.0887 0.0365 | 0.1149 0.0886

ap | 103.9904 21.1638 | 31.671 | 52.3842
K 0.9670 0.874 { 0.910 0.9874

Table 2.2: Optimal parameters estimated for IBM, Microsoft, Pepsi, and Walmart

Two approaches are then used for the evaluation of the optimal correlation matrix R.
In the first approach, the correlation matrix is obtained by the pairwise calculation of the
correlation coefficients. There are (3) correlation coefficients for 4 stock-price processes to
be calculated. However, the resulting matrix may violate the positive-definite property of
a correlation matrix. To overcome this problem, a method suggested by [20] of finding the

closest correlation matrix by the spectral decomposition is applied.

The idea of the spectral decomposition method is to obtain a valid (N x N) correlation
matrix C that best fits a given, not necessarily positive-definite N x N matrix C. Given
the eigensystem S and associated set of eigenvalues {)\;}, a real symmetric matrix C' can

be written as

C = SAST, where A = diag(\y, ..., \n).

If the matrix C is not positive-definite, it has at least one negative eigenvalue. By setting

the negative eigenvalues to small positive number e, we define the elements of the diagonal



matrix A’ = diag(N1,...,Nn) as

R (P PR}
N = i=1,...,N.
€, N <0,

To obtain unit diagonal correlation elements we set the non-zero elements of the diagonal

scaling matrix L = diag(ly,...,ln) with respect to the eigensystem S by

-1

N
=Y 3N | ,i=1,..,N
=1
Then, one can obtain a positive-definite matrix with unit diagonal elements as

C =VLSNSTVL.

The results of the numerical experiment are shown in Figure 2.4. The computation

time for the bridge simulation is 1.5 times faster than for the sequential simulation.

1 0.297  0.151 0.337 1 0.278 0.243  0.336
0.297 1 0.089 —-0.045 0.278 1 0184 —-0.050
0.151 0.089 1 -0.080 0.243 0.184 1 -0.051
0.337 —-0.045 -0.080 1 0.336 —0.0560 —0.051 1

Figure 2.4: Correlation matrices obtained by using the bridge path simulation (left matrix) and the
sequential path simulation (right matrix). The pairwise computation of the correlation coeflicients
is employed.

In the second method, the correlation matrix as a whole is estimated. The computation
of an optimal correlation matrix is performed in Matlab using the function fmincon, which
allows us to find a minimum of a multivariate function with non-linear constraints. By
adding nonlinear constraints, the algorithm works in the class of semi-positive matrices,
which is absolutely necessary for the correct formulation of the correlation matrix. However,
the candidate matrix, which minimizes the objective function in (2.26), may not have ones

on the principal diagonal. To obtain a correct correlation matrix that is closest to the



given one, the spectral decomposition method is applied again. The results are shown in

Figure 2.5 and Figure 2.6.

1.000 0.277 0.169  0.335 1 0278 0243 0.336
0.277 0993  0.127 -0.049 spect. 0.278 1 0183 -0.049
0.169  0.127  0.480 -0.024 de;n)p. 0.243  0.183 1 -0.035
0.335 —0.049 -0.024  0.993 0.336 —-0.049 -0.035 1

Figure 2.5: The candidate semi-positive matrix that minimizes the objective function (2.26)
(left matrix) obtained by using the sequential simulation method and the closest correlation matrix
obtained by using the spectral decomposition method (right matrix).

1.000 0.290 0.145 0.335 1 0293 0148 0.336
0290 0973 0.084 —0.043 spect. 0.293 1 0.08 —0.043
0.145 0.084 0.966 —0.076 de:o—;p' 0.148  0.086 1 -0.078
0.335 —0.043 —-0.076  0.993 0.336 -0.043 -0.078 1

Figure 2.6: The candidate semi-positive matrix that minimizes the objective function (2.26) (left
matrix) obtained by using the bridge simulation method and the closest correlation matrix obtained
by using the spectral decomposition method (right matrix).



3 Credit Risk Modeling with the Confluent—U
Model

3.1 The Family of Confluent Hypergeometric Models

We now consider a diffusion process (St)i>p of the form (1.1), in which the underlying

X-diffusion is a Cox-Ingerssol-Ross (CIR) process (X;)i>0 € Z = (0, 00) with SDE [21]
dX; = (ao — alXt)dt + v/ X dWe, t >0, (31)

where ap, a1, v are positive constants, and (W:)¢>o is a standard Brownian motion. With
the condition p = 27"%1 — 1 > 0 the process (X;);>0 is conservative on Z (the origin is
entrance and oo is a non-attracting natural boundary). The speed and scale densities are

2
s(z) =z H e m(z) = ;ﬁx“e_m, (3.2)

where k := 27/%& The transition PDF of the CIR process on (0, c0) is given by

ait o
px(t70,7) = et <$ ) e L (26, amoent), (3.3)

Zo

where ¢; := k/(e** — 1) and I,(z) is the modified Bessel function of the first kind.

Applying the diffusion canonical transformation methodology described in Section 1.1
with the choice of coefficients g0 = 1,91 = 0, ¢cg = 0, ¢1 = ag leads to the Confluent—U model

with generating function

Up(z) =U(v, p+ 1, Kkx) , (3.4)



where v := p/a; > 0, p is an arbitrary positive constant, and U(a,b,z) is the confluent
hypergeometric function of the second kind or Tricomi function, see [17] for details. A pair

of fundamental solutions (for any p > 0) in this case are:
or (@) = M(v,p+1,kz), @, (z)=U(v,p+1,kz),

where M(a, b, z) is the confluent hypergeometric function of the first kind or Kummer’s
function, see [17]. Then according to equation (1.10) the mapping function is

M+ & p+1,k2)

Flz) =
(z) = a0 U, p+ 1 kx)

(3.5)

and it has unique inverse X = F~!. This construction leads to S-diffusions with diffusion
coefficient (1.12) of the form [14]

oM+ o= p+ L sx)U(v + 1, p + 2, K2)

o(S) = vIF'(z)| = agrv/z et

(3.6
(v+ LIM@ + & + 1,4+ 2, wa) )

(u+ DU(v,p+ 1, kx)

, where z = X(5).

The volatility function o(S) depends on a set of several adjustable positive parameters
& = {ao, p, a1, p,v} and drift rate r. It is worth noting that for the driftless case, with

r = 0, the formula (3.6) reduces to

_ aprvwpe
TR0, + 1, k)

a(S)

(3.7)

where w, = (I'(p + 1)/T'(v)) k™* is a Wronskian constant. As is seen in Figure 3.1, typical
plots of the local volatility function ¢(S)/S generated by formula (3.6) have a pronounced

smile-like pattern.
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Figure 3.1: Local volatility function ¢(S)/S for the Confluent-U model. The curves are
plotted using the model parameters £ = {65,1.25,0.1,0.001,2,0.02} (the thinnest line), £ =
{65,1.25,0.1,0.02,2,0.02} (the moderate line), & = {65,1.25,0.25,0.001, 2,0.02} (the thickest line).

As is shown in [11] the discounted Confluent—U process (e7"S;)s>0 is a martingale
under the assumed risk-neutral measure which we shall denote by P. The transition density
of the regular Confluent-U process on (0,00) by substituting (3.3), (3.4), (3.6) into (1.9)

has the following representation:

vy/ze Pt U(v, u+ 1, k)
U(S) U(’U,,LL'JF 1aK‘-’L‘0)

v\/T (p)

ps(t; Sp,S) = px (t; g, x) = mpx (t; zo, ), (3.8)

where z = X(F'),zo = X(Fp). The lower endpoint F(0+) = 0 is an absorbing boundary and
the upper endpoint F(co) = oo is a non-attracting natural boundary for the S-diffusion with

diffusion coefficient in (3.6) and SDE (1.1).

3.2 The Confluent—U Default Model

There exist two main approaches in credit risk modeling: structural models and reduced
form models. The structural, or firm based, credit default model, originated from the work
of Black and Scholes (1973) in [22] and Merton (1974) in [23]. Such structural models

assume that a firm would default if its asset value falls below a certain default level. The



general problem with asset value models is that asset value processes are not observable.

In contrast to structural models, reduced-form credit models use market prices of de-
faultable instruments (such as bonds or credit default swaps) to extract firm’s default prob-
abilities. Initiated by Jarrow/Turnbull (1995) [24], in a reduced-form model, default is
treated as an exogenous event. The main weakness of reduced form models is that they do

not make effective use of balance sheet and stock market information.

The approach developed in this chapter exploits some of the benefits of structural
models in conjunction with reduced-form models. In particular, we put forth an equity-
based structural model of default. The model allows us to link the pricing of equity options
to the pricing of defaultable bonds on a given firm. Our model shares similarities with
recent works by Linetsky [25], Carr and Linetsky [26]. However, rather than using a jump
to default process, our model is based on the first hitting time of the equity price which is

assumed to follow a diffusion with nonlinear (smile-like) volatility.

Let the equity price (i.e., stock share) of a company be described by a stochastic process
(St)t>0 with currently observed price Sy. According to the simplest case of a first passage
time methodology, the default event occurs at the first time 74.¢ at which the stock price

falls below some default trigger (barrier) level B > 0, where Sy > B:

Tdef = 7p = inf{t > 0: S; < B}. (3.9)
In this thesis we deal with diffusions whose sample paths are continuous functions of time,
and hence the first passage time is a first hitting time for the process, i.e.,

Tgef = 7B = inf{t > 0: S, = B}. (3.10)

Assume that the firm’s equity price process (S;)i>o belongs to the Confluent-U family
defined in Section 3.1 with the set of parameters £ = {ap, u, 1, p,v}. For Sy > B the

probability of default Py (t) before time ¢ can be written as follows:

Puef(t) = P(Taes <1) = Pso(78 < 1) = (3.11)

= P(r? < )X = z0) = Pay (1) < 1),



where Tb( 2 =inf{t >0: X = b}, b = X(B) and zy = X(Sp) are given by the inverse of F

n (3.5). The survival probability Ps,..(t) can be written as follows:

Psur'v(t):I“Pdef(t)zl_‘lp:to( (p) <t) (3 12)
= Pay(t < 7" < 00) = Py (1 > 1),

since [Pwo(’rép ) = o0) = 0 in the case of the Confluent-U process where oo is a (non-

attracting) natural boundary.

The CDF of the first-hitting time down Tép ) is given by the discrete spectral expan-
sion [13]:
U(-&,,u—i- 1,kb) & e—(ptAn) tl/{(——,,u + 1, kxg)

Pop(r? <t) =1—a 3.13
o(p" <) 1L{(1,N+1 ) g (P M) U (=22 p+1,kb) (3.13)
where \,,n = 1,...,00, are positive eigenvalues, i.e., the positive roots of
An
U(——,u+1,kb) =0, (3.14)
a1
where Uy (a, b, z) = a—zj{—(g—’b’—z). Since Sy = F(Xt(p )), where F is monotonic, the first-hitting
a

time probabilities are simply related by:

Poy (8 < t) = Py (i?) < ), b=X(B), mo=X(Sp). (3.15)

Consider the stock price process killed at level B > 0, with transition PDF p )(t So,5).
Note that for B = 0 we recover the transition PDF in (3.8), pg ) (t; So,S) = ps(t; So,S). We

have another useful relation between the transition PDF and the first-hitting time CDF:

[0 ] o0
_ (B) ;. _ e [ ®) ;.
Psy(7B <t) =1~ [ pg'(t;50,5)dS =1 — - U, (kx)py (t; o, x)dz,  (3.16)
J Up(Kao)

where function 4,(z) is given by (3.4). ()(t xg,z) is the transition PDF for the CIR
X-diffusion X; € (b,00) killed at a given level b = X(B), which is given by [13]:
(b) wre” " (ka)H
t o, ) = .
Px (520 %) = F O Ty stn(r (u + 1) -
i e MM (=, 4+ 1, kD) U(—vp, g+ 1, 52) U (—vp, p+ 1, K2g) (3.17)
— sin(muy ) Uy (—vn, i + 1, kb)

3



where v, = A\, /o1, U(—a,b,z) = S;I;(g:;)U(—a, b,z) and Uy (—a,b,z) = S;I]I__‘((T;l;)ul(—a,b, z)

are the scaled confluent hypergeometric function and its scaled partial derivative w.r.t.

argument a, respectively. The eigenvalues {),},>1 are the same as above.

We note that the integral ofopr) (t; Sg, S)dS represents the survival probability before
time t. Therefore, the default aﬁd survival probabilities are related to the transition density
pr) (t; S, S) and the barrier level B. Recent studies in credit derivatives pricing using
structural approaches to model default make different assumptions about how the default
barrier function is determined. Some studies employ a specific functional form of the default
boundary [27], [28], whereas the default boundary is primarily a function of asset volatility.
Other studies [29] assume a more flexible setup featuring an arbitrary deterministic default
boundary function. In order to incorporate a default barrier into the Confluent—U model,
we propose the default barrier B(t) to have a piecewise and time-wise form. The default

time is generally given by (assuming Sy > B(0))
Taef = inf{t > 0:5; < B(t)}.
In its simplest form we have a constant barrier B(¢) = B, for all £ > 0.

Let us compute default probabilities with a non-constant (i.e., piecewise constant) de-

creasing default barrier
N
B(t)=> Bilg,_, ), (3.18)
i=1

where B; corresponds to the default level for the time interval t; 1 < t < t;, B(0) = By,
to =0, By > By > .... Let b = X(B;), zo = X(Sp). The default probabilities, i.e., the
first-hitting time CDF for the S-diffusion across the piecewise constant barrier B(t), can

then be computed from first principles by concatenation. For up to N = 2, we have:
o for 0 <t <ty:
P(raer <) = Py (18, < 1) = Pay(m) < 1), (3.19)

where [on(v'lff) <'t) is given by (3.13).



o fort; <t <ts:

P(rgef <t) =1—Psy(74es >t) =1— [PSO(Ogiqr}étl Sy > Bl’tligtfgt Sy > Bo)
o ole o}

=1_// (B1)(1: S0, $1) pP2) (¢ — 11 91, S2) dS2 dS;

Bj1 Bs
xX

=1- /pngl)(tl'aSDaSl)[P&(TBz >t—1t)dS;

B
o0

_1- /prl)(tl;so,sl)u — P, (8, <t —t1)]dS:
By
) o0
— (B1) (4. (Bi)y, .
=1- /pS (tl,S(),Sl)dSl + /pS (t17507SI)IP51(TB2 S t— tl)dSl
B B1

= Ps, (78, < t1) +/ B (81 80, 81)Ps, (18, < t — t1) dS;

o0

/ ()P (t1; 20, 2)Po (1) <t — 1) da.
b

e —pl1
= lPl'O (Tb(f) =~

up(xo
(3.20)
o fort > ty:

[P(Tdef S t) = P(Tdef S tz) + IPSO(O<izIL1£t1 Su > Bl, inf Su > Bg, lIlf S < Bg)

t1 <u<ts to<u<

[o¢]
+ /P‘(gBl)(tl; So, Sl)pg‘Bz)(tQ — 11381, 592)Ps, (7B, <t —12)dS1dSs

= P(74ef < t2)

o0

i X (1) (ba)
+ - Up(x2)py  (t1; 20, 21)Dy  (t2 — t1; @1, 22) Aoy
e ;
2 1

X Py (137 <t —to) das.
(3.21)
Note that in deriving (3.20) and (3.21) we have made use of the Markov property and the

time homogeneity of the process.



3.2.1 Linkage to Intensity Based Default Models

According to the intensity based default model, the stochastic behavior of a default process
is determined by a hazard rate function h(t) for time ¢t > 0 at which default events occur.
Then, the instantaneous probability of default, conditional on having survived up to time ¢,
is proportional to the product of the hazard rate 4(¢) and the length of the infinitesimal time
interval dt: Plrges < t + dt|7ges > t] = h(t)dt. Integration gives the survival probability

for a finite time interval as
Psurv(t) = IP(Tdef > t) =€ fot h(w) du‘ (3.22)
Based on this representation for the survival probability, and assuming the constant default

level B, the hazard rate h(t) can be interpreted as

/ _(9_[}) (p) <t}
h(t) = —iln Pouro(t) = Pouro(t) _ 31 “(?’) ~ ), (3.23)
de Psurv(t) P (pr > t)

where b = X(B), g = X(Sp). Substituting the (3.19) — (3.21) into (3.23) one can obtain
hazard rate for the Confluent—-U model with nonconstant default barrier levels. Let us define
the density p,(f ) for the first-hitting time at default level b for the X (P)-diffusion:

ULt L) i UG+ L)
UL, i+ 1, ko) U1(—al,u+ 1, kb)

n=1

0
P (t2) = 2Pl <1) =

3.24)

Then the hazard rate function for 0 < ¢t < #; with default barrier level By has the following
representation:

oy €PN (=22 4+ 1, ko) Uy (=22, p+ 1, Kb)
[ ¢] €"(P+)\n)tu( a17lLL+1 ,{I:C[))/ul(_%!.]ﬂ,u_’_l,ﬁ:bl) 3

n=1(p+An)

where {A,}n>1 are given by (3.14), by = X(B1), o = X(Sp). For t; < t < to from (3.20)

h(t) = h(So, B1,t) =

(3.25)

and (3.24) the hazard rate function is

e~ P <. (b1) . (p)
G,(z0) fup($)px (t1; o, ) (t —t;z)de
h/(t) = bl . (3‘26)

[on('rél) <ty)+ £ (’;é) f tl,xo, )[Px(TISZp) <t-—t))de




Similarly, one can obtain the hazard rate function for ¢y < t:

etz TF - (b1) (b2) 0
WED) I Jap(z2)px" (1570, 71)px " (t2 — t1571,22)py, (¢ — t2; 22) dz1 dzg
h(t) = T
P(7gey < t2) + jﬂ_(;tj) I J ﬂp(m)pg?l)(tl;$0,$1)pg?2)(t2 - t1§$17x2)u3w2(7}§:) <t—ty)dzy deo

be by
(3.27)

Figure 3.2 gives an example of different hazard rate curves obtained using (3.25). The
parameters used are: Sp = 14.5,B = 58,00 = 125, = 1.25,y = 0.1,v = 2,7 = 0.02.
One advantage of formula (3.25) is that it allows us to calculate implied hazard rates and

survival probabilities based on historical stock prices.
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Figure 3.2: The term structure of hazard rates per annum for different values of p (left plot). The
term structure of hazard rates per annum for varying spot price Sp with p = 0.005 (right plot).

3.2.2 Matching Empirical Default Probabilities

For our first simple numerical example, we examine the ability of the Confluent-U default
model to capture the actual average observed (real-world) default probabilities across bonds
with different ratings. In our experiment, we use historical data derived from observations

of default events captured between 1970 and 2000 in the report provided by Moody’s in [30].

The Confluent-U model parameters £ = {ao, 1, a1, p, v}, drift rate r and default barrier

B(t) were calibrated to fit the curve of the average historical cumulative default probabilities



for two types of bonds with investment grade and speculative grade ratings', respectively,
with maturity of 10 years. The calibration procedure minimizes the least square error
between the historical default probabilities and the default probabilities produced by the
Confluent—U model using formulas (3.13), (3.17) — (3.21). It is assumed that the company’s
spot price Sy is normalized and is equal to 100. We note that the same results are readily
calibrated if one varies Sy. The following objective function is minimized:

N

2
>~ (Paes(t) = Pat3(t)) = min (3.28)
i=1 €,B1,2,3

where t; = 14,1 =1,...,10, ngj‘? (t;) corresponds to the observed default probability at ¢;.

Figure 3.3 and 3.4 reports the numerical results of fitting the Confluent-U model to
credit default rates from 1 to 10 years maturity for speculative and investment grade bonds,
respectively. The optimal model parameters and default barrier levels are reported in Table
3.1. Tt is clear from these figures that the Confluent-U default model calibration matches
default rates quite accurately over all time horizons and is capable of reproducing the general

shapes of default probabilities for bonds with different ratings.

|l w] w| o] rlm|E]| R

Investment Grade | 94.23 | 1.995 | 0.087 | 0.0004 | 0.02 | 59.9 | 24.0 | 23.8

Speculative Grade | 93.7 | 1.198 | 0.123 | 0.0112 | 0.051 | 52.2 | 41.5 | 40.85

Table 3.1: The optimal Confluent-U model parameters and default barriers obtained from the
calibration for historical default probabilities for investment grade and speculative grade bonds.
Note that parameter r in this case is the real-world growth rate.

LA bond is considered as investment grade if it is judged by the rating agency as likely enough to
meet, payment obligations that banks are allowed to invest in them. Speculative grade rating is
below investment grade with higher risk of default.
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the period from 1970 to 2000 for investment grade bonds (left plot) and the respective hazard rate
(right plot).

3.2.3 Pricing Bond Spreads

Consider a defaultable zero-coupon bond with unit notional value at maturity. The payoft

Zg(T) with maturity T and recovery rate R is given by:

Zr(T) = Zr(S0,T) = Y757y + Rlfzery = (1 = R)1{57y + R, (3.29)



where 7 = 745 is a default time. For constant risk-free discount rate r and constant recovery

rate R, spot price Sy, the current price of a defaultable zero-coupon bond maturing at T is:
Pr(S0,T) = e "TEs, [Zr(T)] = ¢ TR+ (1 — R)e "TPs, (7 > T). (3.30)

Assuming that the event of default occurs when the stock price falls below level B, 0 < B <

So, then Pr(B, Sy, T) is the price of a defaultable zero-coupon bond with default barrier B:
Pr(So,T;B) = e TR+ (1-R)e ™ Pgy(7 > T) (3.31)

= ¢ TR+ (1-R)eT(1 - Pg, (18 < T)). (3.32)

Bond prices can be quoted as credit spreads over treasury bond yields due to different credit
quality. Let y(T") be the present risk-free treasury yield curve, then the bond credit spreads

are given by:

1
sr(S0,T; B) = —7 In Pr(So, T; B) — y(T). (3.33)

Figures 3.5 and 3.6 illustrate some typical shapes of the term structure of bond credit
spreads quoted in bps (a basis point (bp) is equal to 1/100th of 1%) for the model considered
above as one varies the model parameters, including the single default barrier level B. The
spot price is Sy = 14.5, the risk-free rate is taken to match the yield curve of the US
Treasury for December 6, 2009 and is provided in Table 3.3. Each figure contains four
curves corresponding to four choices of model parameters. Fixed values of the parameters

and their ranges are shown in Table 3.2.

As usual in no-arbitrage pricing the price of a CDS is given by the risk neutral expec-

tation of its discounted payoff.

3.2.4 Pricing Credit Default Swaps

A Credit Default Swap (CDS) is a contract that provides insurance against the risk of a

default by a particular company (the reference entity). The protection buyer regularly pays



Parameter B ao I ai p
Fixed value | 5.8000 | 12.5181 | 1.2177 | 0.0939 | 0.0075
Min value 2 8 [ 0.001 | 0.0100 | 0.001
Max value 8 15 4.5 0.5 0.01
Table 3.2: The model parameters and their ranges.
Period l 3 mo ' 3 mo | lyr |2yr | 3yr|byr | 7yr|10yr

Rate (%) l 0.06 ’ 0.17 l 0.36 i 0.84 l 1.34 | 2.24 ‘ 2.97 | 3.48

Table 3.3: US Treasury bond yields for December 6, 2009.
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Figure 3.5: Some representative term structures of credit spreads with varying parameter B (left
plot) and p (right plot).

a stream of constant premiums to the protection seller until the maturity of the CDS ty
or the default time 7 if 7 < ty. The premium paid by the protection buyer to the seller
is called the spread and is quoted in basis points per annum of the notional value of the

contract and is usually paid quarterly.

Without loss in generality, we assume that there are N contractual payment dates
t1 < tg < --- < ty between the current time ¢t < t; and the maturity at T = ty. So,

the payment at time t; < ty,7 = 1,..., N, is made only if 7 > ;. Then the value of the
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1-R in event
of default

t T t

def n+1

Figure 3.7: CDS contract cash flows.

premium leg at time ¢ is equal to

N
s(tn) Z D(t, ti)ail{'r>t,-} ,

i=1
where s(t,tn) = s(tn) is the ty-maturity contractual default swap spread, D(t,T) =
M (t)/M(T) is the discount factor at time ¢ for maturity 7" > ¢, where M (¢) denotes risk-free
money market account (i.e., bank account) numeraire, i.e., M(t) = elor(®ds: g, =, —t, 4

is the year fraction between payment dates ¢; and t;_1.

If the reference entity defaults before the end of the CDS contract maturity T = ty,
then the protection seller pays to the protection buyer an amount (1 — R), where R € {0, 1]
is the recovery rate of the notional value (taken as $1) which is delivered to the protection

buyer at the default time, i.e., given default time 7, the amount delivered has present value



at time ¢t

(1 = R)D(t, 7')1{1,<TStN}'

For a par spread, the no-arbitrage present value, at time £, of the difference between

the premium leg and the protection leg must equal zero, i.e.,

N
E[(l - R)D<t’T)1{t<TStN} - s(tN) ZD(tsti)ail{T>ti}l}-¢] =0,

i=1
where this expectation is taken w.r.t. the risk-neutral equivalent martingale measure and
the filtration F; represents all available information up to time ¢, i.e., 7y = 0(S, : 0 < u < t)
is taken as the natural filtration generated by the stock price process. Then the expression
for the par CDS spread s(ty) is given by
(1 - R) [{¥ D(t,u)dPses(u) _ (1= R) [¥ D(t,u)dP(rse < u)
S Dt t)aiPaur(ts) S D(tt:)aiP(Taer > t)

where Py and Py are the cumulative survival and default probabilities, respectively.

s(tn) = L (3.34)

3.3 Calibration for CDS Spread Prices

The Confluent—U model is calibrated for CDS spreads with maturity ranging from 1 to 10
years for 4 publicly traded companies. To assess the capability of the Confluent-U model to
adapt to different scenarios, the model is tested on the market CDS data for companies with
various credit qualities. Sample data consist of closing CDS spread mid prices obtained from
a Bloomberg terminal on February 16th, 2010. Figure (3.8) shows that observed companies

produce different CDS spread curves. The following companies are considered:
e Apache — energy sector — “A+” S&P rating. The spot price is Sy = 91.2.
e Walmart — retail sector — “AA” S&P rating. The spot price is Sp = 53.56.
e Dell — technology sector — “A-” S&P rating. The spot price is Sy = 14.5.

e Motorola — technology sector — “BB+" S&P rating. The spot price is Sy = 7.26.
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Figure 3.8: Market CDS spread curves for Dell, Apache, Motorola and Walmart.

The calibration procedure minimizes the sum of squares of the error between the market
CDS spreads and the model CDS spreads, with respect to the given model parameter set £.
Market CDS spreads are taken yearly from 1 to 10 years. The following objective function

is considered:
N
F(&) =) wi(s(ts) — s:(8))* — min, (3.35)
=1

where s(t;),i = 1,2,..., N = 10 are the observed market CDS spreads with ¢; maturity, s;(£)
are CDS spreads produced by the Confluent-U equity model according to the formula (3.34)
with model parameters £, adjustable default barrier B(t), and where w; is the ith weight

assigned to the ith data point.
3.3.1 Constant Default Barrier

In preparation for the non-constant default barrier calibration, for the first preliminary
stage of the calibration it is assumed that the default barrier is constant, i.e., we simply set

B(t) = B. The weights in the objective function are set to zero for the CDS spreads with



maturity less than 3 years, assuming that the default barrier for maturities t; > 3 years is

approximated by a constant value B.

The recovery rates are obtained from [31], which provides average recovery rates by
industry for the period from 1982 to 2003. The recovery rates of R = 25.5%, 34.8% and
53.4% are utilized for companies from technology, retail and energy sectors respectively.
The risk-free discount rate is set to the US Treasury yield curve. The calibration procedure
is the same for each company, thus all the steps of the calibration are shown below in detail

only for the case of Dell.

The objective function (3.35) depends on the 5 model parameters (indicating the barrier
level B) listed in Table 3.4. The objective function is minimized by using a gradient based
algorithm. Calibration results are very sensitive to the initial set of parameters listed in
Table 3.4. In order to recover an optimal parameter set for the Dell CDS data set, the initial
guess for the default barrier B is varied from 0.5 to 13 with step size 0.25. For each default
barrier the calibration algorithm provides an optimal set of parameters and the respective
value of the objective function. The best solution with the minimal objective function is

reported in Table 3.4.

Parameter B ag 7 o P

Lower bound 0.5 0.1 | 0.0001 0.01 | 0.00001
Upper bound 13 25 4.5 0.5 0.5
Initial value 5 13.5 1.25 0.1 0.001

Optimal value | 1.851 { 12.806 | 0.177 | 0.1229 | 0.0128

Table 3.4: Model parameters, their boundaries, initial guess and optimal values.

Figure 3.9 plots the comparison between the model and the market CDS spreads. Our
results show that for a constant default level B = 1.85 the Confluent—U model can produce
an excellent fit to the CDS spreads with maturity from 3 to 10 years, i.e., for data points

with maturity > 3 years.
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Figure 3.9: Market CDS spreads for Dell company and spreads produced by Confluent—U model
with a constant default barrier.

3.3.2 Piecewise Default Barrier

To minimize the overall error in the CDS curve, as well as, the error between market
and model CDS spreads with maturity < 3 years (i.e., for the first and second years) a
step-wise non-constant barrier is employed. However, a piecewise default level increases
the computational time due to the necessity of computing a single and double integral in
formula (3.21). For multiple barrier levels the model calibration involves multiple integrals.
As a trade-off between the speed and accuracy, the default level is specified with only 3
segments as follows:

B, 0<t<1,

B(t)=q By, 1<t<2,

Bs, 2<t<10.
Thus, the default level is non-constant for the first two years of the CDS spreads and is
constant for the rest of the maturities. Steps 1-3 below constitute the algorithm that we

have applied for the full CDS calibration.

Step 1. Obtain a preliminary estimate of By = Bz(,,l) by calibrating to CDS spreads for

maturity > 3 years.



(i) Set w1 = we = 0 in equation (3.35).
(ii) Use formula (3.19) and (3.13) to compute the default probability for constant
barrier Bs.
(ifi) Obtain first estimates of £ = £W and Bs = Bél) by solving the optimization
problem (3.35).

Step 2. Obtain a preliminary estimate of By & Bél) and an improved estimate of Bs & Bég)

by calibrating CDS spreads for maturity > 2 years.

(i) Set wy; = 0 in equation (3.35).
(ii) As an initial guess, set model parameters and the two barrier levels to
§=E0,{By, By} = (B, B{"}.
(ili) Use formulae (3.19) and (3.20) for the default probability for a two-step bar-
rier.
(iv) Obtain estimates ¢ = £®) and {By, By} = {Eél),Béz)} by solving the opti-

mization problem (3.35).

Step 3. Obtain the final estimates of the set of parameters £ and the piecewise constant
default barrier{ B, Ba, B3} by calibrating to CDS spreads for the whole range of

maturities.
(i) As an initial guess, set model parameters to £ = @),
{B1, By, Bs} = {B)). By BV},
(ii) Use the formulae (3.19)—(3.21) for the default probability for the case of the
three-step piecewise barrier.
(iii) Finally, obtain the calibrated model parameters £ and compute the default

barrier {B1, B2, B3} by solving the optimization problem (3.35).

The results in Figure 3.10 show that the calibration with a piecewise default level pro-

duces a significantly better fit to the market spreads than the constant barrier calibration.



The optimal non-constant default levels are By = 7.26, By = 2.72,B3 = 1.89, and the

optimal model parameters are ag = 12.883, 4 = 0.173, a1 = 0.117, p = 0.0126.
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Figure 3.10: Comparison of market and model CDS spreads for Dell with the piecewise default
level B; = 7.26, By = 2.72, Bs = 1.89.

The above calibration procedure was also applied to Walmart, Motorola and Apache
companies. The results of the calibrations are respectively reported in Figures 3.11, 3.12
and 3.13. Our results confirm that the Confluent-U default model can produce various
shapes of the CDS spreads and works reasonably well, and in some cases exceptionally well,

to fit market CDS data.
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and three default barrier levels (right plot), where By = 40.11, B, = 22.88, B3 = 22.31.

20

—*~ Market Spreads
© Model Spreads

Years

CDS(bps)

Calibration results for Walmart using a constant default barrier B = 22.52 (left plot)
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Figure 3.12: Calibration results for Motorola using a constant default barrier B = 1.55 (left plot)

and three default barrier levels (right plot), where By = 3.25, By = 1.59, By = 1.51.
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Figure 3.13: Calibration results for Apache using a constant default barrier B = 11.85 (left plot)
and three default barrier levels (right plot), where B; = 55.51, By = 14.31, B3 = 10.9.



3.4 Linkage Between CDS Spreads and Put Options

Let us consider an investor who wants to protect long position in company stocks from
default. Assuming a particular recovery rate, the same payoff of a CDS can be replicated
with deep out-of-the-money put options. Assuming that an investor is looking for $1 million
worth of protection for the next year, the stock of Apache on April 14th, 2010 is trading at
So = $92.75 and put option with strike K = 40 and expiration of one year has a mid-market

price of $0.63. The 5-year CDS contract spread is quoted as 41.8 bps.

Assuming a 40% recovery rate, the CDS would pay the protection buyer $600,000 in
the event of default. Assume that the event of default occurs when the stock price hits zero.
The investor needs to purchase 600,000/(40 x 100) = 150 put contracts (1 contract consists
of 100 puts) with 1 year maturity to obtain a $600,000 payoff. The cost of this position
would be 0.63 x 150 x 100 = $9, 450. The cost of the same position in a CDS contract would
be $4, 128 assuming continuous compounding with constant interest r = 0.2% per annum
and 40% recovery rate. From this example we see that obtaining protection by entering
into the put contract is much more expensive. However, one should take into account other
factors such as liquidity and transaction costs. To adjust the price of protection and make
it fair for put and CDS contracts, one should change the recovery rate to approximately
75%. This example raises an important question about the linkage between market CDS

spreads and put options. This linkage is examined in Sections 3.4.1 and 3.4.2.
3.4.1 Calibration to Option Put Prices

We now consider the calibration procedure for the Confluent—U model for pricing European
put options. Suppose we have N market prices of European put contracts

P, i=1,...,N. The calibration then consists of searching for the model parameter set of



values & = {p, ag, p1, @1, 6} that minimizes the objective function:

N
F(&,&;7) =Y wi|[P(K;, T};€) — P> + yH(€, &) — min . (3.36)
=1

The objective function (3.36) consists of two terms. The first term incorporates pricing
error between market option put prices F; and model put option prices P(K;,T;;€) with
corresponding strike price K; and maturity T;. Here w; are non-negative weights that reflect

the relative importance of reproducing different put prices precisely.

The second component is a penalization term with regularization parameter v and

H (¢, &) as the relative entropy or the Kullback-Leibler distance (see Section 2.3.1):

H(E &) = B [ln %] | (3.37)

With inclusion of the penalty term, the inverse problem becomes well-posed and measures
the discrepancy between probability measure P with parameters € and a given prior measure

Po with parameter set &.

The choice of the prior probability density for the stock price process with parameters?

& = {p,a0,n, 01,60} is based on the result of the calibration of the Confluent—U model
parameters to the time series of stock weekly returns for a one-year period. To evaluate the
optimal parameter set { with the best fit to the historical stock price data {S1,...,S,},
the negative log-likelihood estimator has to be minimized:

n

o = arg mgin > (= Inps(Ati; Si1, 85;€))

i=1
where ps is the transition PDF of the Confluent-U model given by formula (3.8). The
historical data contain n weekly observations, i.e., At; = 1/52, for a one year period for
Apache from April 14th, 2009 to April 14th, 2010. The optimal parameter set is reported
in Table 3.5.

2The drift parameter r has been replaced by 6 as it now denotes the physical growth rate of the stock
price.



o w| w| o] o
83.48 ’ 1.684 ‘ 0.493 ‘ 0.0472 l 0.072

Table 3.5: Optimal model parameters & obtained in the calibration for the historical prices.

To be able to estimate the performance of the Confluent-U model in terms of its ability
to replicate the empirical density, it is compared to the Black—Scholes model. Taking into
account that the Black-Scholes model assumes the log-normal distribution of stock returns,

the expected growth rate  and volatility & can be easily estimated:

n S;
i - Zi:l 10g(si_1)
n )

3

Once an optimal parameter set &y for the prior measure is obtained, the ratio of the likelihood
estimators for the Confluent—U, M LEy;, and the Black-Scholes model, M LEpg, is analyzed.
For given n = 48 weekly historical observations for Apache from April 14th, 2009 to April
14th, 2010, the ratio MLEps/MLEy is equal to 0.96. Hence, the Confluent—U model
provides better fit to the historical data. We note that the Confluent—U model can capture

more rare events in the fatter tails of the probability distribution.

The regularization parameter ~ in (3.36) is estimated based on the Morozov discrepancy

principle [7], which is described by the following algorithm:

1. Compute parameters of £ = {p,ap,p, a1} (note § = r in this step) by solving the

nonlinear least squares problem (3.36) in low precision without penalty function.

2. Fix § € (1,1.5) and numerically solve equation F(¢,&o;v) = 6F(€,£o;0) for the regu-

larization parameter v, where F'(§,&p;~y) is defined in (3.36).

The solution to the nonlinear least square problem with low precision is reported in Ta-

ble 3.6. For given § = 1.2, the regularization parameter «y is equal to 2.3.



ol ul ol |
86.158 l 1.5771 ‘ 0.227 l 0.0546 ‘ 0.0025

Table 3.6: Optimal model parameters obtained in the calibration for the option prices with low
precision.

Solution to the nonlinear least squares problem (3.36) with regularization parameter ~y
and prior measure & is estimated by a gradient-based method. The optimal parameter set
is reported in Table 3.7.

o ul | o

83.0651 I 1.87238 l 0.243 ’ 0.0563 ‘ 0.0025

Table 3.7: Optimal model parameters obtained in the calibration for the put option prices.

Time 0 40 Strike

Figure 3.14: Comparison of market put option prices and Confluent—U model option prices.

In Figures 3.14, 3.15 and 3.16 the results of the calibration to option put prices are
reported. 1t is clear from the results that the Confluent—U model can be calibrated with a

very good fit to option prices for various range of maturities and strikes.
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Figure 3.15: Comparison of market put option prices and Confluent—U model option prices for
different maturities in years.

3.4.2 Pricing CDS Based on Confluent—U Model Calibrated to Put Op-
tions

To link the European put options to the CDS spreads on the same reference company, we
assume that the recovery rate R and default barrier B are unknown. The CDS quotes
are obtained from Bloomberg on April 14th, 2010 for Apache company. To empirically
test the strength of the linkage between the European put options and CDS spreads, we
price CDS spreads by formula 3.34. The Confluent—-U model parameters set correspond
to results of calibration to put option prices and are shown in Table 3.7. Recovery rate
R and default barrier B are calibrated to the fit the model to curve of market CDS data.

The calibration procedure described in details in Section 3.3. The results of calibration



Market prices | Model prices | Abolute | Relative
error | error (%)

0.52 0.47 0.05 10.24
0.80 0.74 0.06 7.47
1.25 1.15 0.10 8.32
1.85 1.73 0.12 6.46
2.65 2.55 0.10 3.88
3.75 3.65 0.10 2.63
5.20 5.09 0.11 2.03
7.00 6.92 0.08 1.20
9.10 9.14 0.04 0.44
11.70 11.77 0.07 0.59
14.65 14.79 0.14 0.94
18.00 18.17 0.17 0.92
21.70 21.86 0.16 0.73
25.70 25.82 0.12 0.48
29.90 30.01 0.11 0.37
34.35 34.38 0.03 0.08
38.95 38.89 0.06 0.15
43.70 43.52 0.18 0.42
48.45 48.23 0.22 0.45

Figure 3.16: Comparison of market put option prices and Confluent-U model option prices for
maturity T' = 0.61.

are reported in Figure 3.17, where computed CDS curves are plotted against market CDS
spreads. The obtained recovery rate is equal to 91.1%, default level is B(t) = {B; =
20.08, By = 7.62, B3 = 0.49}.

We observe that the Confluent—U model calibration matches CDS curve quite accurately
over all time horizons. One can investigate time series of the CDS spreads and options

prices to determine correlation of co-movements and predict future movements in both



markets. This information can be used to identify arbitrage opportunities and, hence, can
be incorporated in trading strategies. We conclude that one can examine more about the
CDS and the stock options markets to determine more accurate relationship between credit
and market risk. Note, that Confluent—U model allows us to integrate both markets, rather

than to utilize separate models for each market.
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Figure 3.17: CDS spreads implied from calibration to put options against market CDS spreads for
mid quoted prices for Apache on April 16th, 2010.



Conclusion

In this thesis we have studied two separate sets of problems that are of considerable im-
portance in mathematical finance from both the theoretical and practical viewpoints. The
first main problem consisted of formulating a new model for describing multi-asset price
dynamics that can be readily calibrated realistically to market implied volatility surfaces for
option prices on a single stock while also incorporating historical correlations among multi-
ple stocks. The other main problem consisted of developing a new equity-based structural
model for simultaneously pricing credit default swap (CDS) spreads and standard European
equity call/put options on a given firm and then linking the two results.

The mathematical framework underlying the single stock price dynamics is the so-called
diffusion canonical transformation for constructing solvable multi-parameter nonlinear lo-
cal volatility diffusion models with affine drift [15], [10]. In particular, the models and
applications considered in this thesis specialize to two main families of recently developed
nonlinear local volatility models: one is the UOU model that is generated by taking the
standard Ornstein—Uhlenbeck (OU) diffusion as underlying process while the other is the
Confluent-U family which is built on the Cox-Ingersoll-Ross (CIR) (or Feller) process. The
forward price (i.e. discounted price) process for all such models is a martingale under a
given risk-neutral measure. The transition probability densities, as well as the probability
distributions and densities for other relevant quantities such as first hitting times, for such
models are given in analytically closed form in terms of known special functions, namely
confluent hypergeometric functions. The martingale property of the discounted processes
allowed us to apply an arbitrage-free risk-neutral asset pricing methodology. We also showed
that these models produce curves for the local volatility function that have a wide range of
pronounced smiles and skews of the type observed in the option markets. In fact, we have
successfully calibrated the above models to different sets of observed market equity option
data and showed good quantitative agreement between the model and observed European
option prices for a wide range of strikes and maturities.

In the first part of the thesis, the multivariate UOU process with built-in correlations
was constructed by using a copula function, where independent Ornstein-Uhlenbeck pro-
cesses are coupled by employing a bridge copula method. We presented a computational
implementation of the bridge and sequential simulation algorithm for the multivariate UOU
asset price process. To illustrate the applicability of the UOU model for financial applica-
tions, we successfully calibrated the model to standard equity option market prices using
data from four different firms. As well, the model was readily calibrated to provide a fit to
a multi-stock price correlation matrix, for the four firms, by using historical stock prices.



Since the calibration procedure dealt with an ill-posed inverse problem, we applied a reg-
ularization method based on relative entropy with respect to the historical prior measure.
The prior measure was obtained by applying a maximum likelihood estimator technique to
the historical observation of the stocks returns. Mainly, the calibration procedure employed
nonlinear least squares to find optimal model parameters. The calibration procedure for
the multivariate case involved computation of the optimal correlation matrix. However,
the resulting matrix could violate the positive definite property of a correlation matrix. To
overcome this problem, we applied a method of spectral decomposition. In the second main
part of the thesis, we introduced an equity-based structural first-passage time default frame-
work in which stock prices are modeled according to the Confluent-U family of diffusion
models. The model admits very efficient closed-form formulas for default probabilities that
incorporate freely adjustable non-constant default barrier levels. By fitting the Confluent-U
model to the historical data derived from observations of default events, we demonstrated
its ability to accurately capture average observed default probabilities across bonds with
different ratings and up to a maturity of ten years. We demonstrated how to link our equity
barrier default model to an intensity based default model: our Confluent-U model allows us
to calculate implied hazard rates across all maturities. We also tested the model robustness
by calibrating it to some market CDS spreads for companies with various credit ratings
across various sectors. We showed that the model with piecewise default barrier level is
readily and accurately calibrated to the credit spreads. Finally, our equity-based default
model provides a natural framework for simultaneously handling both equity option pricing
and CDS pricing since one can employ various calibration schemes for the volatility param-
eters, the default levels, and the recovery rate in the model. In particular, by calibrating to
CDS spread data, the model provides predictability for equity option prices and vice versa if
one instead calibrates the model to option prices. Based on this fact, we can investigate the
linkage between CDS spreads and out-of-the-money put options as a source of protection
from the credit default of a firm.

The encouraging results of the model calibrations and applications in this thesis pave
the way to further study of such solvable models. The successful applications of the nonlin-
ear local volatility diffusion models to financial modeling presented in this paper naturally
raise further practical and academic interest in these models. The availability of analyti-
cally closed form expressions for the transition probability densities and first-hitting time
probabilities allow us to employ further extensions and to further improve upon such solv-
able diffusion models. One such avenue of model extensions may involve the incorporation
of stochastic time changes. Another is the additional inclusion of an instantaneous killing
(hazard) rate in the solvable diffusion process.
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