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Prologue

The 2008 economic crisis has shown that the capital markets need new and fresh
theoretical and mathematical concepts for designing and pricing financial instru-
ments. Focusing on interest rates and coupon bonds, this book does not employ
stochastic calculus — the bedrock of the present-day mathematical finance — for any
of the derivations. Interest rates and coupon bonds are studied in the self-contained
framework of quantum finance that is independent of stochastic calculus. Quantum
finance provides solutions and results that go beyond the formalism of stochastic
calculus.

It is five years since Quantum Finance [12] was published in 2004 and it is
indeed gratifying to see how well it has been received. No attempt has been made
to re-work the principles of finance. Rather, the main thrust of this book is to
employ the methods of theoretical physics in addressing the subject of finance.
Theoretical physics has accumulated a vast and rich repertoire of mathematical
concepts and techniques; it is only natural that this treasure house of quantitative
tools be employed to analyze the field of finance, and the debt market in particular.

The term ‘quantum’ in Quantum Finance refers to the use of quantum mathe-
matics, namely the mathematics and theoretical concepts of quantum mechanics
and quantum field theory, in analyzing and studying finance. Finance is an entirely
classical subject and there is no i — Planck’s constant, the sine qua non of quantum
phenomena — in quantum finance: the term ‘quantum’ is a metaphor. Consider the
case of classical phase transformations that result from the random fluctuations of
classical fields; critical exponents, which characterize phase transitions, are com-
puted using the mathematics of nonlinear quantum field theories [95]. Similar to
the case of phase transitions, quantum mathematics provides powerful theoretical
and mathematical tools for studying the underlying random processes that drive
modern finance.

The principles of quantum finance provide a comprehensive and self-contained
theoretical platform for modeling all forms of financial instruments. This book,

XV



XVi Prologue

in particular, is focused on studying interest rates and coupon bonds. A detailed
analytical, computational, and empirical study of debt instruments constitutes the
main content of this book.

The Libor Market Model and the Heath—Jarrow—Morton model, which are the
industry standards for modeling interest rates and coupon bonds, are both based
on exactly correlated Libor and forward interest rates. The book makes a quantum
finance generalization of these models to imperfectly correlated interest rates by
modeling the forward interest rates as a quantum field. Empirical studies provide
strong evidence supporting the imperfect correlation of interest rates. Many ground-
breaking results are obtained for debt instruments. In particular, it is shown that
quantum field theory provides a generalization of Ito calculus that is required for
studying imperfectly correlated interest rates.

In the capital markets, interest rates determine the returns on cash deposits.
Coupon bonds, on the other hand, are loans that are disbursed — with the objective
of earning interest — against promissory notes. In principle, the interest paid on
cash deposits and the interest earned on loans are equivalent. However, all interest
rates are only defined for a finite time interval — of which the minimum is overnight
(24 hours). In particular, all interest rate derivatives are based on benchmark interest
rates for cash deposits of a duration of 90 days. The bond (derivatives) markets,
in contrast, have no such minimum duration. The existence of a finite duration for
the (benchmark) interest rates creates two distinct sectors of the debt derivatives
market, namely derivatives of interest rates and derivatives of coupon bonds — with
a nonlinear transformation connecting the two sectors.

Numerous and exhaustive calculations are carried out for diverse forms of inter-
est rate and coupon bond options. Complicated concepts and calculations that are
typical for debt instruments are introduced and motivated, in some cases by first
discussing analogous and simpler equity instruments. It is my view that only by
actually working out the various steps required in a calculation can a reader grasp
the principles and techniques of what is still a subject in its infancy. Almost all the
intermediate steps in the various calculations are included so as to clear the way for
the interested reader. A few key ideas are repeated in the various chapters so that
each chapter can be read more or less independently.

The material covered in the book is primarily meant for physicists and mathemati-
cians engaged with research in the field of finance, as well as professional theorists
working in the finance industry. Specialists working in the field of debt instruments
will hopefully find that the theoretical tools and mathematical ideas developed in
this book broaden their repertoire of quantitative approaches to finance. The mate-
rial could also be of interest to physicists, probabilists, applied mathematicians, and
statisticians — as well as graduates students in science and engineering — who are
thinking of pursuing research in the field of finance.
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One of the aims of this book is to be self-contained and comprehensive. All
derivations and concepts are introduced from first principles, and all important
results are derived ab initio. Given the diverse nature of the potential audience,
fundamental concepts of finance have been reviewed for readers who are new to
this field. Appendix A reviews the essential mathematical background required for
following the various derivations and is meant to introduce specialists working in
finance to the concepts of quantum mathematics.
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1
Synopsis

The book consists of three major themes. Any one of the three components can be
read without many gaps in the analysis.

1

The introductory chapters are primarily intended for readers who are unfamiliar with
the fundamental concepts of finance. The principles and mathematical expressions for
debt instruments, which are analyzed in later chapters, are reviewed in Chapter 2,3, and
4. Options are briefly discussed and the Black—Scholes option theory is given a path
integral formulation.

2 A major subject matter of the book is the theory of coupon bonds. A quantum field theory

of the bond forward interest rates f(t,x) is developed in Chapter 5 and forms a core
chapter. It provides a model for the study of coupon and zero coupon bonds. Many of the
derivations in later chapters are based on the quantum finance model of bond forward
interest rates.

The quantum finance formulation of Libor interest rates is another major topic. The
Libor Market Model is formulated in Chapter 6; the nonlinear Libor forward interest
rates fr (¢, x) that it is based upon are transformed into logarithmic Libor interest rates
¢ (¢, x).In Chapter 7 some empirical properties of the Libor Market Model are studied and
in Chapter 8 the prices of Libor options are obtained by using techniques of quantum
field theory. A derivation of the Libor Market Model’s nonlinear drift term is given in
Chapter 15, based on the Libor Hamiltonian and state space of ¢ (¢, x).

The inter-connection of the various chapters is shown in the flowchart given
overleaf.
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2

Interest rates and coupon bonds

Interest rates, coupon bonds, and their derivatives are the main instruments of the
debt markets, which constitute well over 60% of the entire capital markets. A brief
discussion locates the debt markets in the general framework of finance and points to
the growing importance of the debt markets in the global economy. Interest rates are
a measure of the returns on cash deposits, whereas coupon bonds are a measure of
the present value of future cash flows. From this intuitive and apparently simple idea
flow all the various definitions of interest rates and coupon bonds. The fundamental
concept of forward interest rates that describe the bond market is introduced. The
interest rate markets are driven by Libor and Euribor; these two instruments are
defined and a few of their important features are discussed.

2.1 Introduction

Finance is the discipline that studies the borrowing, lending, and investing of money
capital. The main form of money capital is paper issued by various governments
and private organizations, which includes corporations and individuals. The three
pillars of finance are equity, debt, and foreign exchange and are the basis of all
financial instruments. Financial markets, collectively known as the capital markets,
trade in these instruments [31].

Capital in economics represents the collection of productive assets required for
carrying out economic activities. Financial ‘paper’ is not merely ordinary paper,
but, rather, the preferred form of money capital that is used for representing value:
a value based not on how it has been generated but, rather, on its present day
and future value in the capital markets — and in economic activity in general.
Money capital carries an intrinsic risk since expectations of what can be realized
in the present and future are always subject to uncertainties inherent in any form
of forecasting. Unlike traditional economies — where finance is a passive force
and auxiliary to the real economy — the capital markets today are one of the most
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powerful and dynamic components of the modern global economy and a potent
force for economic growth and expansion. The capital markets are expected to
become increasingly important with the increasing inter-connections of the global
economy. However, there is a downside to the increasing importance of finance.
Due to the inherently uncertain and random nature of money capital, the capital
markets have an uncontrollable and unpredictable component that can wreak havoc
on the real economy. Advanced theories of money capital are required for creating
financial instruments that can be used for managing risk and reducing instabilities
of the capital markets — and thus help to tame the destabilizing spikes, bubbles,
meltdowns, and crashes of the financial markets.

Money capital comes in many forms with the main three forms being stocks and
shares of companies, debt instruments, and cash of various currencies. Money, or
more precisely money capital that is seeking returns from the economy, is a dynamic
quantity — with opportunities for money to yield profit constantly changing with
time. Interest rates reflect the relation of the value of money with time and quantify
the time-dependent and dynamic aspect of money.

Debtors pay a return — the amount depending on the interest rate — to the providers
of credit. Debt and surplus capital are two sides of the same coin, since debt for
one party is the complement of the credit that the other party has provided. The
world’s debt market is an expression of the net savings that the world economy has
generated.

One needs sophisticated and effective models of interest rates to manage and
expand the net global savings so as to maximize its returns. It is from this
perspective — of optimizing the management of the international debt markets — that
quantum finance models of interest rates and coupon bonds have been developed
and form the main content of this book.

Optimizing the management of international liquidity will result in better
allocation and returns on investments as well as create conditions for the pros-
perity of society at large. In particular, managing flows of international capital to
developing and other higher risk economies, using customized financial instru-
ments, would result in a larger fraction of mankind having access to investment
capital — leading to the betterment of people’s lives and wealth.

2.2 Expanding global money capital

The nature of finance has undergone a radical change in the last 30 years, with the
financial sector of the economy becoming increasingly more important. There are
many indicators that point to this fundamental change in the financial superstructure
of economically advanced countries.
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In 2006, the world economy generated about US$65 trillion worth of goods and
services, of which raw materials (taken directly from nature) constituted about
two-thirds (US$43 trillion) of the total value. The remaining one-third (US$22
trillion) was the value added by human labor. For example, in 2007 — based on
daily production of 85 million barrels (about 31 billion barrels a year) — the sale of
petroleum at around US$100 per barrel generated a revenue worth about US$3.1
trillion, with a large part of this revenue being invested in the capital markets.

In general, a substantial fraction of the net profit generated by the world economy
as well as the savings and net accumulated surplus capital of many individuals,
organizations, and countries is held in the form of money capital. In particular,
cash rich oil and gas producers as well as East Asian economies (with substantial
national reserves) have created ‘sovereign funds’ for investing their surplus in the
capital markets. Money capital is bound to be increasingly important; due to the
enormous scale of the global economy and the net savings it generates, there is not
enough gold or other precious commodities that can hold this value. Paper seems
the only way to represent and store the generated global surplus value.

Risk management, based on models that quantify the degree of risk, allows many
institutional investors to convert net savings into money capital. Better risk manage-
ment instruments have drawn risk-averse investors, such as insurance companies
and pension and sovereign funds amongst others, to place their assets in the capital
markets, contributing to the current explosion of the money capital.

IMF estimates that in 2005 the total value of the stocks, bonds, and bank loans
worldwide was about US$165 trillion. The global bond (debt) market’s share was
close to US$104 trillion — by far the largest component of the global capital
markets —accounting for over 63% of the total; banking credit in 2008 amounted to
about US$23 trillion. In 2005, cross-border money flows (stocks, bonds, real estate,
and so on) amounted to about US$6 trillion. The foreign exchange markets have
also undergone a phenomenal increase, with about US$3 trillion being traded daily
in 2007.

In 2007, global stocks were worth about US$56 trillion —about 35% of the capital
markets — with the US and Eurozone each accounting for US$18 trillion and the
rest of world accounting for US$20 trillion. The US capital markets had a total
worth of US$42 trillion of which US$24 trillion was in the bond (debt) market and
US$18 trillion in stocks (equity).

In 2006 global debt issuance rose to a record US$6.9 trillion with the global syn-
dicated loan volume exceeding US$3.2 trillion. During the period of 2000-2005
nonfinancial companies worldwide issued $19.3 trillion worth of debt, in the form
of corporate medium-term notes (MTNs), with the biggest issuers being the auto-
motive industry, issuing 70 MTNs worth US$4.54 trillion followed by insurance
companies issuing 26 MTNs worth US$4.49 trillion.
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Market liquidity and risk management — two of the current lynch pins of the
financial system — require the participation of speculators. A speculator, who can
be an individual, a corporation, or a financial institution, makes an estimate of the
future and if right profits and if wrong loses. Speculating on the capital markets
usually means taking high risks since the future is always uncertain. Speculative
positions create market liquidity as well as provide a mechanism for sharing risk,
which, for example, a (manufacturing) business, not having in-house expertise in
risk management, may want to dispense with.

Although the term ‘speculator’, to some, carries a negative connotation, the
market needs both informed and uninformed, traders. Speculators are not inside
traders but, instead, should be called uninformed traders, in contrast to informed
traders who buy or sell a specific instrument. If only informed traders were market
players, any move to buy or sell would lead to slippage in the offered prices, leading
to the informed traders being held to ransom by the market. Uninformed traders
provide the ‘veil’, a background of ‘noise’, that allows informed traders to enter
the market without causing major slippages in prices. One needs both the informed
and uninformed traders for the market to function efficiently.

2.2.1 Securitization

Another reason for the expansion of the capital markets is that financial engineering
has created instruments that allow diverse forms of future cash flows to be used
for issuing vast amounts of securitized debt. Securitization is the consolidation
and structuring of cash-flow producing financial instruments, called asset-backed
securities, that can then be traded in the capital markets. For example, the securi-
tization of cash flows, such as mortgage payments and rentals, has allowed these
to be traded in the capital markets — adding to the depth and liquidity of the capital
markets.

Securitization is a relatively new concept in finance, having gained acceptance
only over the last 20 years. Securitized debt has grown in the issuance of new
loans and covers such diverse sectors as residential mortgages, commercial real
estate, corporate loans, auto loans, student loans, and so on. In 1990, just 10%
of mortgages in the United States were securitized, compared to 70% in 2007. It
is estimated that by the middle of 2008 there were asset-backed securities worth
US$10.2 trillion in the US and US$2.3 trillion in Europe. In 2007, new issues of
asset-backed securities amounted to US$3.5 trillion in the US and US$650 billion in
Europe. Securitization has had a major setback due to the 2008 US economic crisis,
with the issuance of new mortgage-backed securities dropping by almost 85% in
the first half of 2008 compared to the same period in 2007. The 2008 subprime
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crises in US home mortgages is claimed by some critics to be a negative example
of securitization; this is not entirely correct and is discussed in Appendix B.2.
The lack of securitization can be a formidable barrier to economic development.
It has been argued by Soto [91] that the securitization of third world developing
countries’ real estate, and of property in general, into tradable financial instruments
could release vast amounts of capital. It was estimated that, in 1997, capital worth
about US$9.3 trillion was locked up due to lack of securitization, an amount twice
of the then total US public debt [91]. This ‘dead capital’, if securitized, could play
a major role in the economic growth of the developing countries. Mortgages are
fungible (a commodity that is freely interchangeable with another in satisfying
an obligation) only in countries where the rule of law is well established and the
legal system guarantees ownership. To securitize real estate assets in third world
countries, hence, requires a stable political system that is accountable and relatively
free from corruption. For these reasons, third world countries will have to overcome
many major hurdles before they are in a position to create mortgage and other
asset-backed securities, which would in turn release presently inert capital.

2.2.2 Profitability of the financial sector

At present, the rate of return of the financial sector and services in general is about
20% for the advanced economies of the US, Europe, and Japan — much higher
than the 8—10% returns from manufacturing.' For example, from 2002 to 2006 five
leading US investment banks — Goldman Sachs, Merrill Lynch, Morgan Stanley,
Lehman Brothers, and Bears Stern — had an average return on equity of about 22%,
amounting to US$30 billion — rivaling returns for such profitable industrial sectors
as pharmaceuticals and energy.

The increasing volume of financial money capital reflects the overall expansion
of the world economy, with vast amounts of surplus finding its way to the capital
markets. The high rates of return from finance capital is one of the reasons for the
immense infusion of savings and other assets into the global capital markets. The
higher rate of return is thought to be due to the finance industry not being as mature
as manufacturing and is taken to indicate a shift of the global economy to a new
regime. There is, however, a contrarian view that the high returns from finance are
primarily the result of the formation of an asset bubble — and hence intrinsically
unstable and not sustainable.

The September—October 2008 global financial meltdown seems to provide strong
evidence in support of the contrarian view. By the end of the September—October

! The rate of return on manufacturing is thought to be low due to the increasingly large capital investment required
for setting up and upgrading modern industries.
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2008 US financial meltdown, all the five US investment banks had ceased to
exist — with Goldman Sachs and Morgan Stanley having converted themselves into
bank holding companies. The consistently high returns of 22% from 2002 to 2006
shown by the five investment banks, with hind sight, is seen to completely coincide
with the formation and expansion of the US subprime mortgage loans’ financial
bubble and may have simply been a result of this bubble.

Finance may still give a return higher than manufacturing due to the creation
of new financial instruments, but in the current climate of financial turmoil and
contraction it will be a while before such innovations find acceptance in the capital
markets.

2.3 New centers of global finance

The United States (US) capital markets, since 1945, have been the most important
component of the global capital markets, playing a central role in shaping and
developing the international financial system. In Appendix B, the structure of the
US debt markets is briefly reviewed.

The US is losing its pre-eminent position in the global capital markets due to
the following reasons: (a) massive financial losses caused by the 2008 economic
meltdown — in the US stock market, for example stocks on the Dow Jones lost 34%
of their value in 2008 (the largest drop since 1931), and in the bankruptcy of major
US financial institutions; (b) the rise of other capital markets and centers of wealth.
The year 2007 saw a sea change in the distribution of global wealth. Largely due
to the rise of China and India and investments by oil and gas producing countries,
for the first time since the Second World War (1945) London displaced New York
to become the center of the global capital markets. Over 40% of the world’s foreign
equities were traded in London, more than New York. Over 30% of the world’s
foreign currency trading took place in London, being larger than New York and
Tokyo combined.

The US capital markets, in 2007, were worth US$42 trillion of which US$7.3
trillion was owned by foreigners, namely 17%, who also held 44% of the US
national debt. In contrast to both New York and Tokyo, which depend largely on
their domestic and East Asian markets, 80% of London’s business comes from
international sources, spread widely over many regions and countries.

The shift away from a US-centered global financial system can also be seen in
the emergence of the Euro as an international reserve currency, as can be seen from
Table 2.1. The Euro was introduced in 1999 and by 2008 had appreciated over 50%
against the US Dollar. International reserves are now held in both the US Dollar
and the Euro, with estimates that by 2010 about 34% will be held in Euro and 54%
in the US Dollar, in contrast to 2000 when 71% of world reserves were held in
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Table 2.1 International reserve in Euros and US Dollars, and the projected
currency distribution of these reserves by the year 2010.

Currency of international reserve

2000 2007 2010 (projected)
US Dollar $ 71% 63% 54%
Euro € 18% 26% 34%

US Dollars. Some economists have predicted that, by as early as 2015, the Euro
may overtake the US Dollar as the main international reserve currency provided two
conditions hold: (a) more countries, including the UK, join the Eurozone countries
and (b) the 2008 US economic crisis causes a deterioration in the value of the US
Dollar.

With the increasing pace of globalization, one can expect the emergence of
new international centers of finance in Shanghai, Hong Kong, Singapore, Mumbai,
Dubai, Sao Paolo, and so on.

2.4 Interest rates

Interest rates, in essence, represent the interplay of time with economic activity,
money capital, and real (tangible) assets.

The money form of capital represents real productive assets of society that can
erode over time; furthermore, other factors like inflation, currency devaluations,
new technologies, and so on make the value represented by financial assets a vari-
able quantity that responds to changing circumstances. Financial assets represent
the ability to initiate or facilitate economic activities, opportunities for which are
tied to many social factors. For these and many other reasons, the effective value
of money is strongly dependent on time.

How does one estimate the time value of money? From economic theory, the
sum total of all the endogenous and exogenous factors that affect the time value
of money are contained in the interest rates that one earns on cash deposits or on
Treasury Bonds. Money invested in other financial instruments is more compli-
cated to value as risk premiums are involved, perceptions of which differ between
investors. Ultimately, the time value of money involves discounting expected future
cash flows from bonds to obtain its present-day value; or, inversely, compounding
present-day cash deposits for obtaining its expected future value.

Interest rates fix the cost of borrowing capital, the ‘cost’ of money, and are
determined by both, the supply and demand for money — which depend on the
prevailing interest rates — and by the macroeconomic policies of central banks.
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Central banks would, ideally, like to hold down inflation while at the same time
engendering economic growth; central banks balance inflation against the rate of
economic growth by regulating the supply of money. One of the major tools for
influencing the supply and demand for money is by setting interest rates.

Market forces of supply and demand and central banks’ setting of interest rates
are in a state of constant tension. Market forces sometimes force the central banks
to change the interest rates so as to bring them in line with the market; at other
times, central banks intervene by changing the interest rates and thus affecting the
market’s demand for money.

The concepts of discounting and compounding are fundamental to finance.
However, contrary to what one intuitively expects, the relation turns out to be
far more complex than discounting and compounding simply being the inverse of
each other. The different forms of compounding (discounting) present (future) cash
flows provide different ways by which interest rates are defined.

Consider the future value of a fixed deposit that is rolled over continuously;
a constant interest rate leads to an exponential compounding of the value of the
initial fixed deposit. Discounting, on the other hand, is the procedure that yields
the present-day value of a pre-fixed future cash flow and is exponentially smaller
for constant interest rates. In essence, all measures of interest rates arise by either
discounting expected future cash flows to obtain their present-day value or by
compounding the present-day value of fixed deposits to obtain the value of future
cash flows.

2.5 Three definitions of interest rates

The following procedures for defining interest rates are widely used in the financial
markets, with an interest rate ‘yield curve’ for each case.

« Returns on cash deposits using simple interest rates. This is the basis of defining Libor
and Euribor, the two fundamental market determined interest rates.

- Discrete compounding of cash deposits and discrete discounting of bonds. This procedure
is the basis for the definition of the zero coupon yield curve (ZCYC), which is fundamental
to the interest rates and bond markets.

- Instantaneous compounding and discounting future cash flows. This definition leads to
the concept of instantaneous forward interest rates, the main theoretical construct of the
bond market.

To simplify the discussion of the central concepts, all interest rates for now
are taken to be constant. The more complex generalizations of these concepts are
discussed in the later sections.
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2.5.1 Simple interest rates

Consider a principal sum of amount M, kept in a bank fixed deposit at time ¢ and
earning a simple interest at the rate of L per year. After a period of say T years, the
initial amount M increases to M[1 + (T — t)L]. Conversely, if one is to receive
a pre-fixed amount B at time 7 in the future, the value of that amount at time 7 is
given by B/[1 + (T — t)L]. In summary

M attimet = M[1 + (T —¢t)L] attime T
B

————— attime r = B attime T 2.1
[14+ (T —1L]

2.5.2 Discrete compounding and discounting: yield to maturity

Consider a fixed deposit made at time ¢; the principal earns a yield to maturity z,
a dimensionless quantity that is a measure of simple interest for a period, usually
taken to be one year. At the end of one year, the interest earned is compounded —
namely, the interest earned is added to the principal sum. At the end of the first
year M (1 + z) is the amount in the fixed deposit; at the end of the second year
the amount in the fixed deposit is M (1 + z)?, and so on. For a deposit of duration
T — t years, there are [T — t] = (T — t)/1 number of compounding.’

Hence, at time 7', the discretely compounded amount for a fixed deposit made
at time 7 is given by

M attimer = M(1 +2)" =1 at time T

———— attime t =B attime T 2.2
(1 + =] *2
where the last equation gives the discretely discounted value at time ¢ of a pre-fixed
payment B at time 7.

2.5.3 Continuous compounding and discounting

Consider the case of discrete compounding, but now let € be an infinitesimal period
of discrete compounding. Consider the limit of € — 0; simple interest payments are
now given by z = er; r is the instantaneous spot interest rate and has the dimension
of 1/time. The interest generated in the time interval 7 to ¢t + €, is Mer and the
fixed deposit is compounded to yield M (1 + €r). For the time interval 7 — ¢, the

2 Note [T — t] is always an integer.
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number of times the principal is compounded is (T" — ¢)/€; hence the value of the
continuously compounded fixed deposit at time 7 is given by

lim M(1 4+ er)T=0/¢ = ppemT—0
e—0

In summary, for continuously compounded interest rates
Mattimer = Me T=" attime T

i) attime + = B attime T (2.3)

All the different ways of defining interest rates are of course consistent. Any
inconsistency or incompatibility in the different definitions of interest rates leads to
arbitrage opportunities in the prices of debt instruments.’ This in turn would lead
to trades that remove any pricing inconsistency.

2.6 Coupon and zero coupon bonds

Cash represents present-day value, whereas bonds represent future cash flows.

Bonds are fundamental instruments of debt; the seller of a bond issues a promis-
sory note to the buyer that states the seller’s (legal) obligation to make a future
payment of a certain pre-determined amount. The amount includes a component
that is the return on the bond and reflects the interest rate paid by the issuer of
the bond.

One of the primary financial instruments of the national and international debt
markets are government and corporate bonds. Interest rates can be derived from
the market prices of bonds. Given the vast diversity of the bond market, only those
aspects of bonds are discussed that are of direct relevance to the material covered
in this book. The readers are referred to the extensive literature on bonds [73].

A zero coupon bond is a financial instrument that gives a single pre-determined
payoff, of say €1, called the principal amount, when it matures at some fixed future
time 7T'; its price at earlier time r < T is given by B(¢, T). Note that for a zero
coupon bond there are no coupon payments and hence the name.

At time ¢ there are, in principle, infinitely many zero coupon bonds with varying
maturities; that is, bonds B(t, T'), in principle, exist for all T € [¢,t 4 oo] years.
In practice, in the capital markets, the zero coupon bonds are usually issued with
maturity from one day to about 30 years in the future and hence T' € [t, +30] years.
The collection of the prices of all zero coupon bonds B(¢, T'), with maturity from
present time ¢ to a maximum time 7 is called the zero coupon bond term structure.

3 Arbitrage opportunities means that one can make risk-free profit that is higher than the (risk-free) rate of return
on fixed deposits. See Section 3.5.
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Consider a coupon bond, denoted by B(z), that pays a principal of L when
it matures at time 7, and pays fixed dividends (coupons) a; at times 7;,i =
1,2, ..., N.The value of the coupon bond at time ¢ < 7; can be shown [63, 65] to
be equivalent to a portfolio of zero coupon bonds with maturities coinciding with
the payment dates of the coupons. Quantitatively

N N
B(t)=> a;B(t.T)+ LB(t,T) =) ¢B(t.T}) (2.4)
i=1 i=1

For simplicity of notation, the time of maturity of the coupon bond is taken to be
the date of the last coupon payment, thatis 7 = Ty . The final payment is included
in the sum by setting ¢; = a;; cy = ay + L.

Intuitively, the reason that a portfolio of zero coupon bonds is equal to a coupon
bond is because the two instruments have the same cash flow. Every coupon payment
for the coupon bond is equivalent to a zero coupon bond maturing at the time of the
payment. A fundamental theorem of finance states that any two financial instruments
that have the same cash flow are identical [63]. The proof follows from the fact
that, otherwise, arbitrage opportunities would exist for the prices — which is ruled
out in an efficient market.

2.6.1 Coupon bond yield-to-maturity y

Given the wide variety of coupon bonds, with different face values L, different
amounts and number of coupon payments a; and N respectively, it is difficult
to compare the rates of return of two different coupon bonds. For this reason, a
generalization of the zero coupon bond yield-to-maturity z, given in Eq. (2.23), is
defined for coupon bonds and denoted by y.

Coupon bond yield-to-maturity y is the annual yield such that, at time ¢, the
present values of the future cash flows, discretely discounted yearly by y, equal
the face value of the coupon bond. For coupon bonds with N number of (annual)
payments, the yield-to-maturity is defined as follows

B(z—i i + L
)_i:1(1+y)i A+ N

Given the values of B(r),a;, and N, it is in general a nonlinear problem to eval-
uate y, and is usually done numerically. Once the y value of a coupon bond is
determined, one can accurately compare it with other coupon bonds with very
different cash flows. One can readily generalize the definition of the coupon bond
yield-to-maturity y for coupons that are paid out ¢ times a year and so on.
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From Eq. (2.4) one can conclude that the zero coupon bonds are the fundamental
instruments of the bond market. If one can model the behavior of the zero coupon
bonds, one automatically has, in principle, a model for the coupon bonds. However,
as is to be expected, the coupon bond is a much more complex instrument than the
zero coupon bond.

All bonds have a credit risk, which is the likelihood of default, due by the possible
inability of the issuer to pay either the coupons or the principal amount. Credit risk
arises from various sources and the financial consequences of default are taken into
account in the pricing models of such defaultable, or risky, bonds; in particular, the
higher the possibility of default, the higher the interest rate that has to be paid out
by the issuer of the bond.

An important class of both coupon and zero coupon bonds are those that carry
no risk of default; such bonds are called Treasury Bonds. In practice, bonds issued
by the US federal government are taken to be risk-free Treasury Bonds and conse-
quently have the lowest interest rates in the debt market. Almost all the discussions
on bonds, in the later chapters, are confined to the study of risk-free Treasury
Bonds.

Since bonds generate pre-fixed (series of) cash flows, they belong to the larger
class of financial instruments called fixed-income securities. The ownership of
a fixed-income security is often, erroneously, considered to be less risky than the
ownership of equity since — short of the issuer going bankrupt — the owner of a fixed-
income security is guaranteed a return. However, due to interest rate risk, credit
risk, and currency risk (for the bonds that are issued in a foreign currency), a bond
portfolio before maturity can lose as much value, or even more, than a portfolio of
equities.

2.7 Continuous compounding: forward interest rates

The present-day value of a bond is obtained by discounting future cash flow(s)
using various methods, with each method providing a definition of interest rates.

Consider the simplest case of an economy that has a constant interest rate r. As
discussed in Eq. (2.3) a continuously compounded fixed cash deposit of €1 made
at time ¢ will yield, at time 7 in the future, a cash of amount exp{(7 — #)r}. Hence
a zero coupon bond yielding €1 at time 7 has a present value of

B(t,T) = e T70r

In general, a real economy never has an interest rate that is constant over future
time. Instead, for each future time 7', there is a separate effective interest rate,
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denoted by r (¢, T'), called the term structure of interest rates and also known as the
interest yield curve. The zero coupon bond is given by

B(l, T) — e—(T—t)r(t,T)

=rtT)= —7 ! InB(¢t,T) 2.5)

—1

The interest yield curve can also be used for determining the future value of
a fixed deposit that is continuously compounded; for €1 deposited at time ¢ and
continuously compounded, its future value at time 7 is locked in at time ¢ to be
equal to exp{(T — t)r(t,T)}.

Forward interest rates, denoted by f(¢;T1,T»), are continuous rates that are
available in the debt market such that one can lock-in, at time ¢, the interest rate for
a deposit from future time 77 to 75, with 7 > Tj.

To understand the relation of f(z;T1,77) to zero coupon bonds, consider two
zero coupon bonds B(t, T1) and B(t, 1), with T, > Tj. The definition of bonds in
terms of the interest yield curve given in Eq. (2.5) yields

B(t,T)) = e—(Tz—Tl)f(t;TuTz)B(t, T»)

1 B(t,Ty)
ln[ ]
Hh—-T B(t,T7)

= f(;T1, 1) = — (2.6)

Discounting of bonds, from future to present time, is shown in Figure 2.1.

For a deposit made at time ¢, the future value at times 7; and 7, are
exp{(Ty — t)r(t,T1)} and exp{(T>» — t)r(t, T2)}, respectively. However, the value
of the two deposits are related, as shown in Figure 6.6, since one can take the cash
obtained at time 7 and lock-in the interest at time ¢, for the duration from 77 to 7,
using f(t; T1, T»). The principle of no-arbitrage yields

S TDFTy) _ J(-Dr(T) ,(T=T0) f(:T1.T0) 2.7)
t T1 T2 Time

Figure 2.1 The discounting of bond payoff directly from time 75 to time ¢ and via
an intermediate time 77.
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2.8 Instantaneous forward interest rates

Forward interest rates play a central role in the study of interest rates and coupon
bonds. The forward interest rates provide a representation of zero coupon term
structure that is analytically and conceptually very useful in the study of the bond
market.

To derive the instantaneous forward interest rates from the term structure of the
zero coupon bonds, consider two bonds that are mature at infinitesimally separated
future times. More precisely, in Eq. (2.6) let T, = T + €; hence one obtains the
following®

B(t,T +¢) =e /G T+ Bt T) (2.8)
The limit of forward interest rates

f@.T)=lim f(t.7.T +€) (2.9)

defines the instantaneous forward interest rates, namely f(¢,T). Instantaneous
forward interest rates f (¢, T') are the rate, fixed at time ¢, for instantaneous loans at
future time 7' > ¢; as expected f (¢, T) has the dimensions of 1/time. All forward
interest rates are always positive and hence

f(t,T)>0 forallt, T (2.10)

The spot interest rate r (¢) is the instantaneous interest rate at time #; the definition
of the instantaneous forward rates yields

r(t) = f(t,1)

Eq. (2.8) provides a recursion equation. Let maturity time be discretized into a
lattice with 7" — ke points; then, since B(z,¢) = 1, Eq. (2.8) yields the following
B, T) = exp{—ef(t, T —€)}B(t, T —€)

(T—1)/e
=expy—€ Y  f(t.T—ek)} B(t.1)

k=1

T—t
— exp —/0 dyf(t,T—y)}

T
= B, T) = exp —/ dxf(t,x)}; x=T-—y (2.11)
t

* In practice, one takes € = 1 day = 1/360 year.
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Figure 2.2 (a) The forward interest rates, indicated by the dashed lines, that define
a zero coupon bond B(T1, T7) and its forward price F(t, T1, T>). (b) The forward
bond price F = F(¢t,T1, 1) for zero coupon bonds maturing at different times
T,, with T1 — t = 2 years in the future. The forward interest rates f(z,T) were
obtained from the US$ zero coupon yield curve for r = 29 January 2003.

Figure 2.2(a) graphically represents the forward interest rates that define a zero
coupon bond B(Ty, T7).

It is worth noting that one can directly obtain the current value of the bond
B(t, T) by discounting the €1 payoff taking infinitesimal backward time steps €
from maturity 7 to present time ¢, which yields’

B(t,T) = o€ f(I+E) yme f(L1+2e)  —ef(tx)  —ef(t.T)

T
éB(I,T):eXp{—/ dxf(t,x)} (2.12)
t
9BWT) _ _ ri.1)BGLT 213
3T =—f@,T)BT) (2.13)

In fact, the result given above, using the concept of discounting, is obtained more
formally in Eq. (2.11), using the recursion equation.

Eq. (2.12) shows that f(z,x) is a set of variables equivalent to the zero coupon
bonds. From the definition of the instantaneous forward interest rates given in
Eq. (2.12), the forward interest rate and the interest yield curve are given by the
following

1 n
f(t3T1’T2)=2—f dxf(t,x)

3 The fixed payoff €1 is assumed and is not written out explicitly.
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Suppose a zero coupon bond B(7T7, T) is going to be issued at some future time
Ty > t, with expiry at time 7>; the forward price of the zero coupon bond is the
price that one pays at time ¢ to lock-in the delivery of the bond when it is issued at
future time 77. Hence, the forward bond price is given by

I
F@,T),T5) =exp {—/ dxf(t,x)}
T
B(t,T>) .
= : forward bond price (2.14)
B(t,T1)

In terms of the forward interest rates the forward bond price is given by
F(t,Th,T2) = exp{—(T> — T1) f (t; T1, T2)}

Figure 2.2(b) shows the forward bond price F = F(t,T1,72) of the bond
B(Ty, T»). The values of the forward bond price are plotted in Figure 2.2(b), as
a function of maturity time. It can be seen that the forward price falls rapidly, as is
expected, given the exponential discounting of the bond prices.

At any instant 7, the capital markets (implicitly) have instantaneous forward
interest rates from present ¢ out to a time Trg in the future; for example, if ¢ refers
to present time 7y, then one has forward rates from ¢ till time #g + T g in the future.
In the market, Trp is at least about 30 years, and hence we have Trg > 30 years.
In general, at any time ¢, all the forward interest rates f (¢, x) exist till time t 4+ Trg
and, hence, have future time x with t < x <t 4+ TFg.

2.9 Libor and Euribor

The two main international currencies are the US Dollar and the Euro, which is
the currency of the European Union. As can be seen from Table 2.1, almost 90%
of international cash reserves are in the form of US Dollars or Euros. Cash fixed
deposits in these currencies account for almost 90% of simple interest rates that are
traded in the capital markets. Cash deposits in US Dollars as well as British Pounds
earn simple interest at the rate fixed by Libor and deposits in Euros earn interest
rates fixed by Euribor.

2.9.1 Libor

The interest rates offered for time deposits are often based on Libor, the London
Interbank Offered Rate [12]. Libor is one of the main instruments for interest rates
in the debt market, and is widely used for multifarious purposes.

Libor was launched on 1 January 1986 by the British Bankers’ Association.
Libor is a daily quoted rate based on the interest rates at which commercial banks
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are willing to lend funds to other banks in the London interbank money market.
The minimum deposit for a Libor has a par value of $1,000,000. Libor is a simple
interest rate for fixed bank deposits and the British Bankers’ Association has daily
quotes of Libor for loans in the money market of the following duration: overnight;
one and two weeks; one, three, four, five, six, nine, and 12 months. Libors of longer
duration are obtained from the interest rate swap market and are quoted for future
loans of duration from two years to 30 years. A Libor zero coupon yield curve is
constructed from the swap market and is quoted by vendors of financial data. The
Libor market is active in maturities ranging from a few days to 30 years, with the
greatest depth in the 90- and 180-day time deposits.

The three-month Libor is the benchmark rate that forms the basis of the Libor
derivatives market. All Libor swaps, futures, caps, floors, swaptions, and so on are
based on the three-month deposit. The main focus of this book is Libor derivatives
and the term Libor will be taken to be synonymous with the three-month Libor.

In 1999 the open positions on Eurodollar futures had a par value of about US$750
billion, and has grown tremendously since then. The Chicago Mercantile Exchange
(CME) Libor futures represent one-month Libor rates on a $3 million deposit. In
2008, CME had Eurodollar futures and options on Libor with open interest of over
40 million Libor contracts and an average daily volume of 3.0 million. Libor is
amongst the world’s most liquid short-term interest rate futures contracts. Interest
rate swaps, with Libor taken as the floating rate, currently trade on the interbank
market for maturities of up to 50 years.

Market data on Libor futures are given for daily time ¢ in the form of L (¢, T; —1t),
with fixed dates of maturity 7; (March, June, September, and December) and shown
in Figure 2.2(a). The shortest maturity time is 6;,i, = 3 months, and the spot rate
is taken to be r(t) = f (¢, Omin)-

2.9.2 Euribor

Euribor (Euro Interbank Offered Rate) is the benchmark rate of the Euro money
market, which has emerged since 1999. Euribor is simple interest on fixed deposits
in the Euro currency; the duration of the deposits can vary from overnight, weekly,
monthly, three monthly out to long duration deposits of ten years and longer. Euribor
is sponsored by the Financial Markets Association (ACI) and by the European
Banking Federation (FBE), which represents 4,500 banks in the 24 member states
of the European Union and in Iceland, Norway, and Switzerland. Euribor is the rate
at which Euro interbank term deposits are offered by one prime bank to another.
The choice of banks quoting for Euribor is based on market criteria. These banks
are of first-class credit standing. They are selected to ensure that the diversity of the
Euro money market is adequately reflected, thereby making Euribor an efficient and
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Figure 2.3 (a) Daily Eurodollar futures for Libor rates L (¢, t+7 years), ... L(t,t+
6 years),... L(t,t + 1 year), and L(t,7 + 0.25 years) with r € [1996, 1999].
(b) Euribor maturing one, two, and three years in the future, from 26 May 1999 to
17 May 2004.

representative benchmark. All the features discussed for Libor can also be applied
to Euribor.

Euribor was first announced on 30 December 1998 for deposits starting on
4 January 1999. Figure 2.3(b) shows daily values for three Euribor forward interest
rates for 90-day deposits one, two, and three years in the future. Since its launch,
Euribor has been actively trading on the options markets and is the underlying
rate of many derivatives transactions, both over-the-counter and exchange-traded.
Euribor is one of the most liquid global interest rate instruments, second only to
Libor. The Euribor zero coupon yield curve, based on the rates being contracted in
the Euribor swaps market, extends out to 50 years in the future.

2.10 Simple interest rate

Cash deposits can earn simple interest rates for a given period of time. For example,
one can lock-in at time 7, a simple interest rate, denoted by L(t; 71, 12), for a fixed
deposit from future time 77 to 7>. The period of the deposit, namely 7, — T7, is
called the fenor of the simple interest rate.

A deposit of €1, made from time 77 to 73, will increase, as in Eq. (2.1), to an
amount 1 4 (7, — T1) L(¢; Ty, T»). Similarly, the present-day value of a zero coupon
bond B(¢, T) is given by

1

B(t,T) = 1+ (T —t)L(t;1,T)
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and more generally

1
1+ (T —T)L(@: T, Tr)

B(t,T») = B(t,T1)

From the definition of zero coupon bonds given in Eq. (2.12) the simple interest
rates are given in terms of the instantaneous forward interest rates by the following

1 T
I+ (- TOL@T, ) P {— le dxf(t,x)}

T,
= Lt; T, 1) = B i T [exp{/; 2dxf(t,x)} — 1:| (2.15)

From Eq. (2.10) one has f(¢,x) > 0 and this leads to
L(t;T,T5) >0 (2.16)

The forward interest rates for returns on fixed cash deposits are the same as
f (¢, x); these rates are, in principle, identical to the forward interest rates discussed
in Section 2.8.

Consider a future time falling within the fixed maturity times, say 6 = x — ¢,
with 7; —t < 0 < T;41 — t; to obtain L(z,60) with fixed 6, a spline interpolation
for the values of the Libor yields the values of L(¢, T') for continuous future time
T. The spline interpolation is necessary since the Libor data are provided only for
discrete maturity times 7; — ¢, whereas for empirically studying interest rates, data
are required for constant 6. The daily interpolated data, from 1996 to 1999 for the
Libor rates, is plotted in Figure 2.3(a).

A futures contract is an undertaking by participating parties, entered into at time
t, to loan or borrow a fixed amount of principal at an interest rate fixed by Libor
L(¢t,T1,T7); the contract is executed at a specified future date 77 > ¢. Consider a
futures contract entered into at time ¢ for a 90-day deposit of the principal P, from
future time 7 to T + ¢ (¢ = 90/360 year). On maturity, an investor who is long on
the contract receives P plus simple interest /; hence

P+1=P[1+LLt;T, T+YL)] (2.17)

where L(t;T,T + £) is the (annualized) three-month Libor interest rate. For
simplicity of notation, a 90-day tenor is written as £.

One can express the principal plus interest based on compounding by instanta-
neous forward interest rates and obtain

P41 =pel dfn (2.18)
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Define the benchmark three-month Libor by
L&;Ty=L&;T, T +10) (2.19)

The relationship between Libor and forward interest rates, from Eqs. (2.17) and
(2.18), is given by
ol dxf) _

4
14 €L(, T) = elr " d5f@0, o 1 T) = - (2.20)

Note that the above equation is a special case of the relation between L(¢; T, T»)
and f(¢,x) givenin Eq. (2.15)with Ty =T and T, = T + ¢.

Forward interest rates f(¢,x) can be extracted from Libor futures data. Since
Libor is determined on a daily basis, the data for the forward interest rates are given
only for discrete calendar time. Future time is also discrete, with the benchmark
Libor given at 90-day intervals.

In terms of zero coupon bonds B(t, T), from Egs. (2.12) and (2.20), Libor has
the following representation

1 B(t,T)— B(t,T + ¢)
¢ B(t,T +¢)

Lt,T)= (2.21)
It is sometimes assumed that the Libor futures prices are approximately equal to
the forward interest rates. More precisely, from Eq. (2.20)

ot Hdxfax)

Lt T)= 7 ~ (@, T)+ 0) (2.22)

The errors in setting Libor equal to the forward interest rates are usually negligible,
given the other errors that arise in the empirical study; the justification for this
assumption is discussed in [12]. In summary, Libor can be identified with the
forward interest rates, but sometimes it is more appropriate to use the full expression
for L(¢t,T).

2.11 Discrete discounting: zero coupon yield curve

Recall that, from Section 2.5, the yield-to-maturity z of a zero coupon bond is the
annual simple interest that is discretely compounded every year. Let 7, ¢ be the
maturity and issue date of the bond; as before, let [T — ¢] = (T — t)/year be
an integer equal to the number of years. On maturing, the bond value of €1 will
compound to (1 4 z)[" "1, Since, on maturity, the payoff of the bond is €1, the
relation of z to the price of the zero coupon bond at ¢ is given by

1

D= T

(2.23)
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Note the yield-to-maturity varies for the different bonds; hence, a more pre-
cise notation is to have a ferm structure for the yield-to-maturity, called the zero
coupon yield curve (ZCYC) and denoted by Z(t, T'); similar to z, Z(¢, T') is dimen-
sionless. Eq. (2.23), for a ZCYC that is annually compounded, has the following
generalization

1
(14 Z(t, T)IT—1]

B(t,T) = (2.24)

Equation (2.24) states that Z(z, T') is the dimensionless yield-to-maturity, com-
pounded annually, that is earned by the zero coupon bond B (¢, T'). If the interest is
paid out ¢ times a year, then the number of payments is ¢[7 — ] with each payment
of interest being Z(¢,T)/c; hence, for a ZCYC for interest that is compounded
¢ times a year, the bond is given by

1
B(t,T) =

, T (2.25)
(1 +1za, T))
In the bond market, for semi-annual (six monthly) payments, ¢ = 2 and hence
1
(1+1z@ 1)

B, T) = (2.26)

)Z[T—t]

Market data for Z(¢, T') from the bond market are given in Figure 2.4(a) for fixed
future remaining time, that is for Z(z, t + 6), with future remaining time 6 ranging

t o 0.06
c
3 0.05
k)
Z(tt+0) 2 0.04
9 =
- s ]
% 0.03 y;
° 0.02 - J’
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X=1+0 x Time to maturity (year)
(@) (b)

Figure 2.4 (a) The zero coupon yield curve (ZCYC) Z(¢, T) is given along the
lines of constant & = x — ¢; the diagram shows Z(¢,t + 0) for 6 = constant.
(b) The spline curve fit for the US Treasury Bonds semi-annually compounded
zero coupon yield curve (ZCYC) Z(t, T), with market data given by the filled
squares. The curve is given for calendar time ¢t = 29 January 2003 out to
30 years into the future. The market values of the ZCYC are given for discrete
future remaining time 6 equal to 3m, 6m, ly, 2y, 3y, 4y, Sy, 6y, 7y, 8y, 9y, 10y,
15y, 20y, 30y.
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Figure 2.5 Zero coupon yield curve obtained from US Treasury Bonds. The
calendar date is from 29 January 2003 to 4 March 2003, with a total of 25 trading
days.

from three months out to 30 years. Figure 2.4(b) shows the structure of the ZCYC
Z(t,T) for US Treasury Bonds as a function of remaining future time 6 = 7 — ¢
with calendar time ¢ fixed at 29 January 2003; market data are the discrete points
and the interpolation curve is the result of a spline fit.°

Figure 2.5 shows the ZCYC obtained from US Treasury Bonds. The ZCYC rises
and flattens out, as expected, since forward interest rates for the future are in general
higher than near-term loans and spot rates, given that risks accumulate further out
into the future. However, there are cases in which the ZCYC may have an inversion
in the future reflecting some regulation or other exogenous factors that affect the
future behavior of the bond market. There are several theories of interest rates that
study the long- and short-term behavior of the ZCYC [73].

ZCYC is given by the capital markets for future remaining time 7 — ¢ from zero
up to 30 years; in other words, every day, due to trading in the bond markets, the
value of the Z(¢, T), from one day up to 30 years in the future is refreshed and
updated by the bond market. The long duration of data for the ZCYC makes it one
of the most important interest rate instruments for modeling the long-term behavior
of the bond markets. To obtain the values of Z (¢, T') for continuous values of future
time & = T —¢ one fits the discretely given values of the ZCYC by a smooth spline

curve.’

% For the empirical studies in later chapters, daily Treasury Bond ZCYC data for calendar times from 29 January
2003 to 28 January 2005 were used.

7 Itis assumed that the ZCYC rates are smooth; the assumption is a reasonable one to make as one would intuitively
expect that the ZCYC, say three years into the future would not be too different from that of three years and
one month into the future. The loss in accuracy due to the spline interpolation is unimportant since the future
times at which Z (¢, T') is specified, namely values of T', are separated by at least by three months. The market
data that are being studied have random errors larger than the errors introduced by the spline interpolation. See
Section 2.14.
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Both the bond markets as well as the Libor markets provide a ZCYC. For the case
of Libor, the British Bankers’ Association quotes daily interest rates for overnight
(24 hours) deposits up to rates for deposits made one year in the future. Libors for
deposits made at future time from one to 30 years are obtained from the interest
rate swaps market. All the Libors are combined to produce a single ZCYC that
is semi-annually compounded to produce the effective Libor zero coupon bonds.
More precisely

1

Bp(t,T) =
(1+3Z,¢,T)

e (2.27)

where the subscript L indicates Libor. In Chapter 6 the Libor forward interest rates
that are derived from By (¢, T) are discussed. In principle, B(¢,T) = Br(t,T),
but there are differences related to the risk of default in the Libor market being
greater than in the Treasury Bond market. Figure 2.6(a) shows the Libor ZCYC for
two days five years apart and Figure 2.6(b) shows the Libor ZCYC Z (¢, x) for
25 consecutive days until 8 August 2008.

The term structure of the zero coupon bonds B(¢, T), for some fixed time ¢, con-
sists of the prices for all T € [¢,¢ + 30 years]. The market usually gives the term
structure of the zero coupon bonds B(¢,T) in terms of the ZCYC. Figure 2.7(a)
shows the term structure of zero coupon bonds as reconstructed from the US Trea-
sury Bonds’ ZCYC. Figure 2.7(b) shows the term structure for Libor zero coupon
bonds By (¢, T) for two days five years apart; the shape of the Libor is different
from the Treasuries result.
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Figure 2.6 (a) A graph of Libor Z (¢, T'). The solid line is for 8 August 2008 and
the dashed line is for 28 October 2003. (b) A graph of Libor Zj (¢, T'), with future
time 7 — ¢ shown along the x-axis out to 30 years; the daily values for ¢ — for 25
subsequent days until 8 August 2008 — are shown along the y-axis.
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Figure 2.7 The ZCYC data are for t+ = 29 January 2003 and with 7 — ¢ up
to 30 years into the future. (a) The term structure zero coupon bonds B(¢,T)
(dotted line) obtained from ZCYC Z (¢, T') data (unbroken line). Note B(¢, T') falls
off exponentially due to exponential discounting. (b) The term structure, up to
30 years for Libor zero coupon bonds By (¢, T') — obtained from the Libor ZCYC.
The solid line is for 8 August 2008 and the dashed line is for 28 October 2003.

2.12 Zero coupon yield curve and interest rates

Both the ZCYC and the forward interest rates are descriptions of the same financial
instrument, namely the zero coupon bonds; in the case of Libor, the ZCYC does not
correspond to any actual traded zero coupon bonds, but, rather, is a compact way
of expressing market data on the term structure for all the Libors taken together.

The two different descriptions, namely the ZCYC and the forward interest rates,
are useful for representing different aspects of the interest rate and bond mar-
kets. Recall, from Section 2.5, that discounting future cash flows provides the
following two definitions of the underlying interest rates: (a) the zero coupon
yield curve (ZCYC) Z(¢t,T), defined by the annual or semi-annual discounting
and (b) instantaneous forward interest rates f(¢,7), defined by instantaneous
discounting.

The traded zero coupon bond prices are quoted in the bond markets by specifying
the ZCYC. In the case of the interest rate markets, the Libor ZCYC is directly
quoted, based on a semi-annual compounding for obtaining the hypothetical Libor
zero coupon bonds. Eqgs. (2.12) and (2.25) are the key for relating the zero coupon
bond price to the underlying interest rates and yield

1 T
B, T) = o = XP {—/ dxf(t,x)}
(1+1za.m) ’

T
= f dxf(t,x) =c[T —t]In (1 + lZ(l, T)) (2.28)
t C
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Eq. (2.28) is dimensionally consistent. The left-hand side is dimensionless; as
required, the right-hand side is also dimensionless; ¢ is the dimensionless num-
ber of payments per year, Z(¢, T) is dimensionless, and, furthermore, the integer
[T — t] is also dimensionless.

From Eq. (2.28) one has, by differentiating on future time 7', the following

[T —1] 9Z(,T)
1+1z@,T) 9T

4, T) = gln (1 n %za, T)) + (2.29)

One can numerically differentiate the ZCYC to extract f (¢, T'); this procedure does
yield an estimate of f (¢, x) from Eq. (2.29), but with such large errors that it makes
the estimate quite useless for any empirical purpose.

The zero coupon bonds B(¢, T') are reconstructed directly from the ZCYC using
Eq. (2.25) in Figure 2.8(a) (continuous line) and from forward interest rates f (¢, T')
(dotted line), which have been extracted from the ZCYC using Eq. (2.29). One can
see from Figure 2.8(a) that one gets large and systematic errors by using f (¢, T):
the longer the time in the future the larger the systematic errors.

Both the interest rate and bond markets directly provide the ZCYC that is the
integral of the forward interest rates over an interval of future time [#, 7']. Hence, to
minimize errors, all the numerical procedures that employ the ZCYC data should,
as far as possible, directly employ the ZCYC data. One needs to avoid numerically
differentiating Z (¢, T).
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Figure 2.8 The ZCYC data are for t+ = 29 January 2003 and with 7 — ¢ up
to 30 years into the future. (a) Zero coupon term structure B(¢,T) constructed
from ZCYC (unbroken line) and from the forward interest rates (dotted line).
(b) Forward interest rates with maturity time up to five years in the future, con-
structed from Libor L(z, T) (dotted line) and from ZCYC Z(t,T) (unbroken
line).
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Figure 2.8(b) shows the zero coupon term structure B(¢, T'), obtained empirically
from the ZCYC and from Libor. It is seen, as expected, that for relatively short
remaining future time of 7 — ¢ < 5 years the two curves give almost identical
results. The ZCYC produce zero coupon term structure for maturities of up to
30 years in the future and one needs to generate the long duration zero coupon
bond directly from the Libor ZCYC and not from market Libors, which are usually
of a duration of up to ten years.

There is an empirical difference between Libor and Treasury Bonds. Libor has a
finite probability of default, whereas Treasuries are risk free; the difference between
these two rates is expressed by the TED (Treasury Eurodollar) spread. The differ-
ence is the spread between the Libor and forward interest rates derived from the
ZCYC and is a measure of the risk of default of financial institutions that lend and
borrow at Libor; in most cases, the spread is negligible and is ignored in all of the
later discussions.

2.13 Summary

Abrief review of finance shows the key role that the debt markets play in the capital
markets and in the global economy. The changing nature of global capital markets
and, in particular, the shift of the international capital markets to new centers were
briefly discussed.

Given the growing importance of financial markets for the global economy,
instabilities, such as the 2008 US financial crisis, need to be curtailed so that the
financial system provides a stable environment for steady global economic growth.
No country or region, no matter how large or ‘important’, should be allowed to hold
the global economy to ransom. International financial instruments and regulations
should address the current imbalances in the global capital markets. A fair, efficient
and transparent financial system would mobilize currently untapped capital as well
as release entrepreneurial energy that would be beneficial to all players — and to the
world economy in general.

Some experts have declared that the 2008 financial crisis has sounded the death
knell for financial engineering, which is said to have become irrelevant; such pro-
nouncements are far from the truth. The importance of the capital markets, and
in particular of the debt market, is indisputable; in particular, one can expect the
global debt markets to play an increasingly important role in the international cap-
ital markets and in the world economy in general. Far from financial engineering
being irrelevant, powerful quantitative financial models will continue to be indis-
pensable in managing risk and maximizing returns on capital. Interest rate models
of increasing sophistication will be required for designing and pricing ever-more
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complex debt instruments as well as for efficiently deploying a vast and expanding
mountain of debt capital.

The chief component of the global capital markets is the debt market, which in
turn consists mainly of the bond and interest rate markets. Bonds and interest rates
are fundamental financial instruments of the debt market and reflect the time value
of money. The different ways of defining interest rates and yields of bonds are the
result of different ways of either discounting future cash flows or compounding
present-day cash deposits or other tradable assets. The two ways of defining the
future value of time lead to forward interest rates.

Coupon bond and forward interest rates and their derivatives will be discussed at
length in the following chapters. Libor and Euribor were briefly discussed as these
are the most important interest rate instruments, having the greatest liquidity and
being the most widely traded. The three-month Libor and Euribor are taken to be
the benchmark interest rates earned on cash deposits as these are the most relevant
for the interest rate derivatives markets.

2.14 Appendix: De-noising financial data

All the values of financial instruments are influenced by background random noise.
Consider for example the market value of a 90-day Libor L (z, Tp) that matured at a
fixed date of 7o = 16 December 2003. The original data series on Libor is for the
period from 14 June 2000 to 16 December 2003. The daily Libor is plotted from 14
June 2000 to 10 June 2002 in Figure 2.9. One can see the value of Libor is jagged
(nondifferentiable) on a small time scale and regular on a long time scale.

It is assumed that Libor, and in general the price of all financial instruments, is
composed of its true value, denoted by s(¢) and superimposed on it is noise, denoted
by w(¢). In other words, one has [43]

L(t,To) = s(t) + w(t)

It is assumed that w(¢) is white noise, specified by the normal random variable
given by N(u,0); at every instant, the smooth component of the market price,
namely s(¢), has added to it a noise that is drawn from a normal (Gaussian) random
variable. The random noise is assumed to be centered around the market price s(¢)
and hence it is expected that © = 0. In other words, the observed random market
price for Libor, based on the assumptions discussed, is given by

L(t,Tp) = s(t) £ o with 66% likelihood
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Figure 2.10 (a) The smooth component s(#) of Libor L(z,Tp). (b) Gaussian
white noise w(t) = N (i, o) inherent in the market value of Libor L(z, Ty), with
w=—1.4x 107%% per year and o = 0.0629% per year.

The behavior of the smooth portion s(¢) of Libor can have complicated dynamics
and, in particular, is expected to be mean reverting.

De-noising consists of subtracting, at each instant, the white noise component
from the market value of L(¢, Tp) and thus obtaining its smooth component, namely
s (). For many purposes, it is the smooth component of the market value of a finan-
cial instrument that is required. One of the most efficient procedures is to use
wavelet analysis to filter out white noise. There are many different ‘basis’ states
that one can use to transform the market price to its smooth component and the
Debauche wavelets D8 were used.
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Figure 2.9 shows the original (jagged) swaption market price and the de-noised
smooth curve as well. Figure 2.10(a) shows the de-noised swaption price s(¢) and
Figure 2.10(b) shows the noise component w(¢). The distribution of white noise
w(t) is given by N(—1.4 x 10-°, 0.0629), where the units for the parameters of
the normal distribution are % per year.

Note that the typical value of Libor, as given in Figure 2.9, is of the order of
5% the noise component is given by o = 0.06%, which is small — about 1% of
the market price. This is what one expects since noise is supposed to be a small
background component of the market price. Furthermore, © = —1.4 x 107%%
per year, which is completely neglible compared to the price of the daily value
of Libor, hence confirming the assumption that the random noise is symmetrically
distributed about the smooth curve s(¢).



3
Options and option theory

Financial derivatives — and options in particular — form an important component of
financial instruments. Considerable negative criticism has been directed at options
and derivatives in light of the 2008 economic crisis, some of it being justified
and some being off the mark. As long as there are assets and liabilities, there will
be a need to protect the future value of assets, as well as of finding ways for
maximizing returns on assets. Derivatives play a central role in achieving these
twin objectives.

Given the uncertainties of the financial markets, there is a strong demand from
banks, financial organizations, and investors for predicting the future behavior of
securities. Derivative instruments, and options in particular, are a response to this
need of the market and are widely traded in the financial markets.

Options and other derivatives of underlying financial securities have contributed
significantly to the explosion of the capital markets and their general principles
are discussed. There are three broad categories of derivatives, namely forwards,
futures, and options. Option theory is developed for equities using a path integral
formulation of white noise.'

A series expansion of an option’s price is defined for a generic case, in powers of
the underlying security’s volatility. The volatility expansion is of great generality
and will turn out to be crucial in developing approximation schemes for a variety
of interest rates and coupon bond options.

3.1 Introduction

Financial derivatives, or derivatives for short, form the bedrock of modern finance
and have played a key role in providing the tools for managing returns on

! Interest rate and coupon bond options are discussed in some detail in Chapter 4.
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Figure 3.1 (a) US total derivatives’ annual outstanding notional value, for
1991-2006. (b) US total futures’ annual volume for 1990-2002.

capital, quantifying and managing risk, and for speculating on the capital mar-
kets. Derivatives are derived from other underlying financial instruments: the cash
flows of a derivative depend on the price of underlying instruments [59, 65].

A brief review is given of the US derivatives’ market as it is globally the leading
one. Figure 3.1(a) shows the phenomenal increase in the notional value of US
derivatives from 1991 to 2002 and Figure 3.1(b) gives the total annual volume,
from 1990 to 2002, of US futures’ contracts.

On 11 April 2007, the Wall Street Journal estimated that the global capitalization
of the derivatives’ markets (futures, options, swaps, etc.) exceeded US$450 trillion
dollars. The over-the-counter derivatives’ market in 2007, in the midst of market
turmoil, increased by 15% and by December 2007, reached a truly astronomical
notional value of US$596 trillon [25]. In contrast, in 2005 the total value of the
stocks, bonds, and bank loans worldwide was about US$165 trillion. By 2008 it
is estimated that the total notional value of the derivatives’ market has crossed the
US$600 trillion benchmark.

Some leading indicators of the US derivatives’ and options’ markets are the
following. Figure 3.2(a) gives a breakdown of US derivatives used in different
commodities and Figure 3.2(b) gives a breakdown of the types of credit derivatives
used in the capital markets. Figure 3.3(a) gives a breakdown of the US deriva-
tives’ volume by largest contracts for 2002 and Figure 3.3(b) gives a breakdown of
derivatives by the US exchanges on which they are traded.

The total global financial derivatives’ market consists of three sectors, namely
derivatives written on interest rates, currency exchange rates, and on equities, com-
modities, and so on. Figure 3.4(a) shows the notional value of the global derivatives’
market that, in 2004, was about US$197 trillion; interest rate derivatives accounted
for 72% of the market. The total interest rate derivatives’ market had a notional
value of US$142 trillion, as shown in Figure 3.4(b). Interest rate swaps accounted
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Figure 3.2 (a) US derivatives’ volume breakdown, by commodity group, for 2002.
(b) US credit derivatives’ notional breakdown by product category, for 2003. CDOs
stands for credit default options.
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Figure 3.3 (a) US derivatives’ volume breakdown by largest contracts, for 2002.
(b) US derivatives volume breakdown by exchange, for 2002.

for 78%, the lion’s share of the market, with interest rate options accounting for
14% with a notional value of about US$14 trillion.

3.2 Options

Options have many uses, from being an instrument that is used for hedging a
portfolio (in order to reduce risk) to the use of derivatives as a tool for speculation.
The two main forms of derivatives are futures’ and options’ contracts.

In case of the forward and futures’ derivatives, the seller is obliged by the contract
to take delivery of the asset in question. An investor may be more interested in the



3.2 Options 35

Interest rate

options Forwards
Other (equities, =, irencies
commodities) 8%
78%
Interest rates Swaps
(a) (b)

Figure 3.4 (a) Abreakdown of the 2004 global derivatives’ market, with a notional
value of US$197 trillion, into three primary sectors, namely interest rates, foreign
exchange, and equities, commodities, and others. (b) A breakdown of the interest
rate derivatives’ sector of the global derivatives’ market, having a notional value
of US$142 trillion.

profit that can be made by entering into a contract, rather than actually possessing
the asset. For such an investor, options provide the appropriate instrument.

Options are derivatives that can written on any security, including other derivative
instruments. For the sake of simplicity, the discussion in this section focuses mainly
on options on stocks (equity). Interest rate and coupon bond derivatives and options
are discussed in the next chapter.

An option C is a contract to buy or sell a security, called a call or a put option
respectively, that is entered into by a buyer and seller. For a call option the seller of
the option is obliged to provide the stock of a company § at some pre-determined
price K and at some fixed time in the future; the buyer of the option, on the other
hand, has the right to either exercise or not exercise the option. If the price of the
stock on maturity is less than K, then clearly the buyer of a call option should not
exercise the option. If, however, the price of the stock is greater than K, then the
buyer makes a profit by exercising the option. Conversely, the holder of a put option
has the right to sell or not sell the security at a pre-determined price to the seller of
the put option.

In summary, an option is a contract with a fixed maturity, and in which the
buyer has the option to either buy or sell a security to the seller of the option
at some pre-determined (but not necessarily fixed) strike price [59]. The precise
form of the strike price is called the option’s payoff function. There are a great
variety of options, and these can be broadly classed into path independent and path
dependent options.

Options are either traded in the highly diversified and rapidly growing deriva-
tives’ market or are negotiated OTC (over the counter) between two parties.
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Figure 3.5 (a) Payoff for call option P(S) = g(S). Dashed line is possible values
of the option before maturity. (b) Payoff for put option P(S) = g(S). Dashed line
is possible values of the option before maturity.

3.3 Vanilla options

Vanilla options usually refer to the simplest of options and are defined by a pay-
off function that is path independent, namely depends on only the value of the
underlying security at the time of maturity. In other words, the payoff function is
independent of how the security arrived at its final price.

The most widely used vanilla option is the European option, which comes in two
varieties, namely the call and the put options.

Consider the price of an underlying security S(¢). The price of a European call
option at time t depends on S(¢) and is denoted by C(t) = C(t, S(¢)). The call
option gives the owner of the instrument the option to buy the security at some
future time #, > ¢ for the strike price of K.

At time ¢ = ¢, the option matures and the value of the call option C(¢, S(¢)) is
given by

sty = | S0 K 30K

=P(S)

=[S(%) — K]y

where P(S) = P is the payoff function and is shown in Figure 3.5(a). Clearly,
the European call (and put) options are path independent since the payoff function
depends only on the final price of the security.

The positive valued function is defined as follows

— b, b
[a-b]+=<a-b>@<a-b>:{g e

where the Heavyside step function ® (x) is defined in Eq. (A.3).
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A European put option, denoted by P (¢), has a payoff function [K — S(z,)]+
is similar to the call option payoff and shown in Figure 3.5(b); the holder has the
option to sell a security S at a price of K.

3.3.1 Put—call parity

The call and put option obey a relation called put—call parity. Put—call parity can
be derived using arguments based on the requirement that the option price is free
from arbitrage opportunities. Suppose the spot interest rate is given by r, and is a
constant. A simple no-arbitrage argument [59] shows that

Ct)+Ke ™™D =Pt)+St); t<t, 3.1

and is put—call parity for the call and put options.
Put—call parity puts nontrivial constraints on any perturbation expansion for the
price of an option: the expansion needs to satisfy, order by order, put—call parity.

3.4 Exotic options

Exotic options [59] are defined by payoff functions that, in general, have a com-
plicated dependence of the underlying security. In particular, exotic options can be
path dependent, depending on the path that the security takes from the time it is
issued to the time at which the option expires. There is an almost endless variety
of exotic options such as the look-back options, quanto options, basket options,
hybrid options, dual-strike options, and so on. There are also OTC options that
are customized for the specific needs of investors [59, 37], or which are primarily
designed to serve the specific needs of a niche market.
Three primary exotic options are the following:

» American option
- Asian option
- Barrier option

The American option is widely used in the financial markets; it has the same
payoff as the European option except that it can be exercised at any time before the
expiry of the contract. A variant of the American option is the Bermudan option,
which has the same payoff as a European option, except that it can be exercised at
a series of pre-fixed times before it expires.

The American option is clearly path dependent, since the choice of an early
exercise depends on the value of the security for the entire duration of the option until
its expiry. No-arbitrage arguments [59] show if a security does not pay a dividend,
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Figure 3.6 (a) The trajectory of a stock price, its average value S and strike price
K. (b) Parity for the knock-out and knock-in barrier option, namely Cxo + Ck1 =
CEuropean» 18 shown in the diagram. Barrier is at the value of U of the security.
Since at any moment one of the options has a nonzero value, the sum, in effect, is
equal to the European call option.

the American call option has the same value as the corresponding European call
option. However, it can be shown that the American put option pays more if it is
exercised before maturity. The European put option is a special case of the American
option, with the holder of the American put option having greater choice. Hence, an
American put option has a price higher than the corresponding European put option.

Another widely traded exotic option is the Asian option. It has a payoff function
that depends on the average value of the security taken over the whole period of
its duration, namely from the time it is written till the time it expires. Figure 3.6(a)
shows, for an Asian option, a typical path taken by the stock till maturity, its mean
value S, and its strike price K.

Asian options smooth out the payoff function so that, unlike the European option,
the final value of the underlying security does not play a crucial role. The Asian
option prevents option traders from trying to manipulate the price of the underlying
security on the exercise date, for example by buying or selling large quantities of
the underlying security.

Due to the fact that the payoff is a function of the security’s average value over
the Asian option’s duration, the effective volatility of the underlying security is
reduced; for this reason, an Asian option is cheaper than a similar European or
American option. The price of exotic put options obey the following inequalities

Pagian < PEuropean < PAmerican

Barrier option is a distinct class of exotic options, which come in two varieties,
namely ‘knock-out’ or ‘knock-in’. For knock-out options Cko, a value is pre-set
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for the value of the underlying security, called the barrier. The knock-out barrier
option has the same payoff as a European option, except that the barrier option is
terminated with zero value the moment the price of the underlying security exceeds
the barrier. The barrier option is, in general, cheaper than a European option since
it allows less variation in the paths that the underlying security can take in reaching
the option’s maturity. Hence

Cxo = CEuropean

The knock-in barrier option Cky has the same payoff as an European option,
except that it has zero value until the security crosses a pre-set barrier, when it
takes on a nonzero value and continues to be ‘alive’ until the option matures. It
can be shown that the following parity, illustrated in Figure 3.6(b), exists between
the knock-in, knock-out barrier option, and an European option having the same
payoff function [59]

Cxo + Ck1 = CEuropean (3.2)

3.5 Option pricing: arbitrage

The payoff function P of, say, a call option C(#) specifies the value of the option
at some future time .. The pricing problem is to find the value of the option C ()
at present time ¢ < f,. The essential idea in the pricing of all options, including
those on debt instruments, is that of discounting a pre-specified future price of the
option, namely the payoff function, to its present value. In this sense, all of option
theory is a final value problem.

How should we discount P = C(t, S(#,)) — the option’s payoff function speci-
fied at future time ¢, — to obtain C(¢, S(¢)) — the value of the option at earlier time
t < t,.? Discounting a payoff function to its present value requires the following:

 The numeraire for the discounting.
 The processes (evolution equations) that propagate the payoff function from the future
calendar time to the present.

One could naively expect that evolving the underlying security S(¢) back, from
future time to the present, determines the option price, which is the current value
of the payoff function. In analogy with a fixed bank deposit, the future value of
the stock S(#,) should be discounted by its expected rate of return w to obtain its
present value, namely that

S(1) = exp{—pu(ts — 1)}S(t:)
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Hence, one might expect that the present value of the option price is given by
P(t,S(t)). There are, however, two flaws in this line of reasoning.

Firstly, a fixed deposit in the bank earns a risk-free rate of return equal to the spot
rate r, whereas owning a stock S(¢) is full of risk with no guarantee that its returns
will be . This uncertainty in the returns on a stock is precisely why investors buy
stocks in the first place since the investor expects a return higher than the risk-free r.

The second flaw is that a stock in an efficient market evolves not deterministically
but randomly and S(¢) is modeled to follow a stochastic process. Hence its present
value has to be evaluated by taking an average over its random evolution.

Options are bought by investors who are risk takers as well as those who are
risk averse. Since there is only one price for every financial instrument, both
these investors need to agree on the price of an option. The price of an option,
consequently, has to be risk neutral or risk free.

A fundamental principle of finance is the principle of no arbitrage which states
that no risk-free financial instrument can yield a rate of return above that of the
risk-free rate r. The theorem of no-arbitrage is a formal result that follows from the
obvious fact that all players in the financial market would like to have more money
than less money. In other words, there is no free lunch — if one wants to earn higher
returns, one has to take commensurate higher risks.

Similar to the mathematical models in scientific theories, which are tested by
experiment, mathematical models in finance are tested by the capital markets. Any
shortcoming of a mathematical model, for say the price of a financial instrument,
leads to arbitrage opportunities — thus showing the incorrectness of the mathematical
model in question.

3.6 Martingales and option pricing

Martingales form the theoretical cornerstone of option pricing and are discussed
briefly in Appendix A.2.

An important result of theoretical finance is the following: in an efficient market
the price of a financial instrument is free from any possibility of arbitrage if and
only if the evolution of the discounted value of the financial instrument follows a
martingale process [59, 88]. A martingale evolution is a process that is risk free.
The price of an option is determined by assuming a martingale evolution of the
underlying security.

It should be noted that the actual market evolution of a security, for example
a stock, does not follow a martingale process since there would then be no risk
premium for owning such a security. Instead, the martingale risk-free evolution of
a security is a theoretical construct — necessary for pricing a derivative instrument
such that its price is free from arbitrage opportunities. The theory of option pricing
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hinges on the property of martingales as it provides a price that is free from arbitrage
opportunities.

A stochastic process is said to have a martingale evolution if its present value is
equal to the expectation value of its future (discounted) value. Let the numeraire for
discounting S(¢) be exp{rt}; a discounted stock e "’ S(¢) has a martingale evolution
if it satisfies the following

e St = Ele”TS(T)] = St) = E[e " T798(T))] (3.3)

where the symbol E[. . .] represents the expectation value over the stock’s evolution.
It can be shown that a stock price S(¢), discounted using a risk-free rate of return r,
undergoes a martingale evolution.

The martingale condition for zero coupon bonds B (¢, T'), similar to the martingale
evolution for a stock as in Eq. (3.3), is given by

B(t,T) = E[e” " 4" B, T)] (3.4)
= E[e=F 4] (3.5)
discounted value of B(T,T) =1

For the general case of the interest rates being stochastic, the expectation value has
to be performed over random spot interest rate r(t).

For evaluating the price of an option C(t, S(t)), the underlying stock price S(¢)
is evolved using a martingale process. Since one is comparing the value of the
payoff at two different times, the time value of money needs to be accounted for.
The present value of the option can be obtained by discounting the value of the
payoff by the (money market) numeraire.

Consider a payoff function of an option C(¢, T'; K; S(¢)) that matures at calendar
time 7" and is a general function of the security, which could be path dependent or
independent, namely?

C(T.T:K) =P[K;S()]

The price of the option is given by the martingale condition; the money market
numeraire exp(rt), where r is the spot interest rate taken to be a constant, yields
the following

Ce.T,K50) _ [C(Z,T;K;S(-))} _E [P[K;S(-)]

i| (3.6)
exp(rt) exp(rT) exp(rT)

2 The notation S(-) means that the payoff depends on all the values that the stock price takes from ¢ to 7', namely
onS();  e[t,T].
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Hence, the martingale evolution of the underlying security S(¢) yields the following
option price

C(t,T;K;S(t)) = Elexp{—r(T — t)}PIK; Sl = e " TDE[P] (3.7)

All options are priced in a similar manner; the payoff function is discounted using
an appropriate numeraire and the underlying security is evolved using a martingale
process.

3.7 Choice of numeraire

The concept of discounting requires a discounting factor, or equivalently a
numeraire, which so far has been taken to be exp{ ftT dt'r(t")}. One Euro cash

deposited in a bank at time ¢ will compound to exp{ flT dt'r(t')} at time T}
hence, discounting by the spot interest rate is said to be using the money market
numeraire.

Discounting by the numeraire exp{r (T — t)} is quite arbitrary and any numeraire
satisfying some general requirement is also adequate. The generality of choosing
a numeraire is addressed in Chapter 9.

The property of a numeraire generalizes the concept of martingales. Suppose that
instead of the money market numeraire one chooses a zero coupon bond B(¢, t,) as
the numeraire, called the forward bond numeraire. For an appropriate choice of the
evolution of the underlying stock, the combination C(¢)/B(t, t,) can be made into
a martingale. A salient property of martingales is that the expectation value of the
future (random) value of the martingale is equal to its present value; hence, since
B(t.,t,) = 1, one has the following

cw [ Cu) _
B(t,ty) £ [B(t*,t*)] = E[P] 5:8)
= C(t) = B(t,t,)E[P] (3.9)

where P = C(t,) is the payoff function.
Eq. (3.8) shows that, due to the martingale property of the options, its price can be
obtained by discounting the payoff function using a numeraire from a large class.

3.8 Hedging

All financial instruments are subject to the random evolution of underlying instru-
ments such as stock prices, interest rates, exchange rates, etc. There are many ways
of defining risk as discussed in Bouchaud and Potters [28]. Hedging is the general
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procedure for reducing, if not completely eliminating, an investor’s exposure to
risk. Derivative instruments are essential for hedging. For example, to hedge a
portfolio that contains a security one also needs to include (in the portfolio) another
financial asset that moves in the opposite direction. When the stock moves either
up or down, the financial asset moves in the opposite direction. Such a negatively
correlated financial asset is a derivative of the stock in question.

For interest rate derivatives, there are many underlying sources of risk, such as
interest rate risk, liquidity risk, risk of default, currency risk, and so on. Interest
rate risk and hedging interest rate options are discussed in Chapter 14.

The 1973 seminal paper of Black and Scholes [26] was the first to recognize
that perfectly hedging a derivative enables one to price the derivative using the
concept of no-arbitrage. Specifically, in the absence of market friction such as
short-selling constraints, the ability to hedge a derivative security coincides with
one’s ability to replicate its payoff. The seller of an option assumes the risk of a
potential liability at its maturity. In particular, the buyer of a call option is entitled
to receive a nonnegative payoff from the seller if the stock price is above a certain
threshold. Thus, an increase (decrease) in the stock price increases (decreases) the
value of a call option.

The terminal value of a call option can be replicated by buying stock and bor-
rowing from the money market account (temporary cash loan). In particular, there
exists a trading strategy involving the stock and money market account for creating
a replicating portfolio that mimics the call option’s value across time.

Intuitively, including a specific amount of the underlying stock in the portfolio
leads to fluctuations in the value of the portfolio that are identical to those of the call
option. Therefore, if one sells a call option, one can hedge this possible liability by
replicating the option’s payoffs to ensure one has the required funds available to pay
the buyer. Hence, selling a call option while replicating its payoffs creates a risk-
less portfolio containing the call option, a certain amount of stock, and the money
market (cash) account. The critical amount of stock that needs to be purchased
and included in the replicating portfolio is referred to as the option’s delta-hedge
parameter. Similarly, a portfolio consisting of bond and interest rate instruments
can be replicated and hence hedge interest rate options.

Ascertaining the trading strategy and the delta-hedge parameter, which replicates
a derivative, enables one to price this security using the principle of no-arbitrage.
Risk preferences become irrelevant once a risk-less portfolio is created by hedging.
Moreover, the initial costinvolved in forming a replicating portfolio, which provides
identical payoffs as the derivative, must equal the price of the derivative by the
principle of no-arbitrage (law of one price).

Consider a security, say a stock, and an option of the stock; at time ¢ let
the price of the stock and the option be denoted by S(¢) and C = C(¢, S(¢)),
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respectively. The stock evolves randomly, specified by the following stochastic
differential equation

% =aSt)+oS()R() (3.10)

where « is the drift and o the volatility of the stock. R(#) is Gaussian white noise
that is completely specified by its first two moments®

E[R(1)]=0; E[RM®)R{IN]=680—1) (3.11)

White noise, for equal time given by # = ¢, is singular. From Eq. (A.34), to leading
order in €, R(¢) is deterministic; in other words

1
R,% = — + random terms of O(1) (3.12)
€

White noise is given a path integral formulation in Appendix A.4.

3.9 Delta-hedging

One would like to create a portfolio I1(S, ) that is independent of the random
fluctuations (changes) in the stock value S = S(¢). Since the price of the option C
is correlated with the price of the stock, it is natural to try and form a portfolio in
which the random changes in the price of the stock are precisely canceled out by
the random changes in the price of the option. Consider the portfolio

[1(S(),t) = C(S@®),t) + AS(t) (3.13)

The total instantaneous change in the value of the portfolio, for S = dS/dt, is
given by

dri(S().1) _ dC(S@®).1) L Ad

- - S (3.14)
= dc(fl# = é[C(S(z) +eS.t+e)— C(S®H),1]
_AC(S@), 1) | LIC(SE), 1) | € 20 C(SM),0)
=— STy 3 =g 00 (3.15)

From Eqgs. (3.10), (3.12), and (A.34)

$? = 02S2R2(t) + non-singular terms
2

— 752 4 non-singular terms (3.16)
€

3 The Dirac-delta function § (¢ —t') is reviewed in Appendix A.1 and is essential for understanding the derivations
in this book. This appendix is strongly recommended for readers unfamiliar with the Dirac-delta function.
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Hence, from Eqs. (3.14), (3.15), and (3.16), one obtains*

— = — 4+ A[S+—=5
dr ot

dll  3aC [acC o? ,9°C
= — 3.17)

N 2 098?
The only dependence of the portfolio IT on the random changes in the price of the
stock S comes from the § term in Eq. (3.17) above. Delta-hedging is achieved by

choosing A such that the coefficient of the S term is zero. Hence, one has

aC
A= ~3s . delta-hedging (3.18)
_, dy _oC 0? 20°C (3.19)
dt 3 2 3s? '

and hence, from Eq. (3.13), the delta-hedged portfolio is given by

C
Mg =C - —S8 3.20
H 5 (3.20)

The hedged portfolio Iy consists of owning an option C and short-selling 0C /9.5
amount of stock S.

The change in the portfolio’s value §IT over a small interval €, givenin Eq. (3.17),
can be written more succinctly as follows

I[T=C+AS; §I1= 8H5t+8H5S
B ’ - ot 3S
oIl aC
delta-hedging: — =0= — + A 3.21
elta-hedging: - 55+ (3.21)
~a=2C
K

Gamma-hedging of a portfolio is required if variations in S result in big changes
in A; thatis, [0A/dS] >> 1. To create a portfolio IT that is gamma-hedged, one
can take an option together with two other instruments and impose the following
two conditions

. oIl
delta-hedging: 35 = 0

9%
gamma-hedging: 37 = 0 (3.22)

This creates a portfolio that is delta- and gamma-hedged.

4 The notation is simplified by letting the dependence of IT and C on S and ¢ be implicit.
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3.10 Black-Scholes equation

The Black—Scholes equation, which forms one of the pillars of option theory, can
be derived using the concept of delta-hedging.

Note that delta-hedging portfolio IT has resulted in removing all the random terms
from dTI1/dt. The right-hand side of Eq. (3.19) is completely deterministic — its
value being fixed by the price of the stock S(¢) and option C(z, S), both of which
are known attime ¢. Delta-hedging has resulted in a risk-free portfolio. The principle
of no-arbitrage demands that, if the market is to be free from arbitrage opportunities,
all risk-free portfolios must give a rate of return that is equal to r, the spot interest
rate.” Hence, from Eqs. (3.19) and (3.20)

dlly
——= =rII 3.23
T rily (3.23)
NI 02S282C c_9C
— — —_— r —_— —
ar 27 382 3S

oc  C 025282C

T TP T2 as
The specific nature of the option, namely whether it is a call or a put option or a
barrier option and so on, is defined by imposing appropriate boundary and final
conditions on the option C.

The Black—Scholes equation is independent of the drift term « in Eq. (3.10),
which determines the rate of growth of the stock S(¢). The value of « depends
on the risk propensities of the investor, with one investor for example expecting
S(¢) to grow and hence taking « to be positive, whereas another investor may take

= rC : Black—Scholes eq. (3.24)

the opposite view and model o as being negative. The equation for the option on
S(#), in contrast, is independent of o, which has been replaced by the risk-neutral
rate of return r.° The reason being that the price of the option must necessarily be
risk neutral, since both the buyer and seller of the option must agree on its price,
regardless of whether they are risk averse or risk prone.

The discounted portfolio price [1(r) = e "' (r) follows a martingale evolution.
To prove this, one has, from Egs. (3.23) and (A.17), that

ir~1(z)=i[ TMu0)]=0; = E an =0
dt ot THPIE dt |

= E[II(1)] = (1) : martingale

3 The spot rate r is taken to be a constant; the general case of r being a stochastic quantity gives a similar result
but needs a more complicated derivation.

% Hedging a portfolio consists of removing the dS(t)/dt term, which contains «, as in Eq. (3.18). The singular
piece in Sz(t), which contributes to the second derivative term, depends only on o, the coefficient of white
noise R(t).
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From Eq. (3.3), the risk-neutral evolution of the discounted stock price e~""S(t)
is a martingale. Since [T = C + AS, it follows that option price C(¢) must also
follow a martingale process; the expected future value of C(¢), discounted by the
money market numeraire exp{rt}, is equal to its present value C(tp). Eq. (3.7),
hence, yields for the option price

Clo) _ . [C(t)

erto et

] . martingale

and which can be shown to be equivalent to the Black—Scholes equation given in
Eq. (3.24).

3.10.1 Black-Scholes equation for N securities

The Black—Scholes equation can readily be generalized to the case of a derivative
that depends on N underlying correlated securities S;, i = 1,2,..., N, such as the
stocks of companies, stock market index, bonds, and so forth.

Egs. (3.10) and (A.32) have the following generalizations

dsSi(r)
dt
R;(t) are N correlated Gaussian white noises, given in Eq. (A.40), and specified by

=o;Si(t) +o;SiOR;(t); i=12,...,N (3.25)

E[R; ()] =0; E[R:i(OR;(")] = pij8(t —1)

The correlation matrix p;; is real and symmetric, with ,ol.zj < 1.
Similar to Eq. (A.34), the equal time product of correlated white noise, to leading
order in € becomes deterministic and yields, for t = ne

RyiR,j = 'Oel + random terms of O(1) (3.26)

Form the hedged portfolio I1(¢z) = TI1(S1, S2,...,Sy;t) from the underlying
securities and an option given by C(¢) = C(S1, S2,...,Sy; 1) as follows

N
M=C+) AS
i=1

In general, to delta-hedge a portfolio of N-equities I1(S1, S2,...,Sy;1) requires,
similar to Eq. (3.21)

aIl
delta-hedging : 35 =0; i=1,2,...,N (3.27)
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Analogous to Egs. (3.23) and (3.24), option C(#) satisfies the following equation

dlu _ g (3.28)
=7r .
dt "
L ic 1 N 5, 92C o i 3C
— 00 =r —Si
at 2 e T I 35,
ij=1 i=1
N 2
3C 9C 32C
N EHE i a5 3 § G0} Si S,aS %, =rC (3.29)

i=1 l_] 1

Similar to the single equity case, for the N-equity case the specific nature of the
option C is fixed by its (final value) payoff function and by boundary conditions.
A simple choice for the correlation matrix p;; is given by

L=y o .2
p”_{p, P4 =6&j(l—p)+p; p-<l (3.30)

Eq. (3.29) is the Black—Scholes equation for N correlated securities. In
Chapter 15 the Black—Scholes equation will be re-cast as a special of Euclidean
time Schrodinger equation, driven by the Black—Scholes Hamiltonian Hpg.

3.11 Black-Scholes path integral

The Black—Scholes option price C, in principle, can be obtained by solving the
partial differential equation given in Eq. (3.29). The option price can also be given
an integral closed form expression using the Feynman path integral, which has been
discussed in great detail in [12, 15]. In this section, the N-security case is briefly
discussed as a preparation for the more complex discussion in Chapter 5 on the
quantum field theory of forward interest rates.

The path integral formulation of white noise is discussed in Appendix A.4. From
Eq. (A.40), N correlated Gaussian white noises R; () are specified by

E[R;()] =0; E[R(NR;({")]=p;jé(t —1"); 0<1,i' <T

The path integral, which yields the white noise correlators, from Eq. (A.40) is given
by the following

1
ELR (R, (1) = - [ R ROR; @) = 1500~ 1)
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T 1 N
S= / dtl; L= —= Z pflRi(t)Rj(t) : Lagrangian
0 2ij:1 !

dR;(t): Zg :fDReS

For defining the path integral in terms of equities S;s, it convenient to change the
time variable ¢ to remaining time variable given by t = T — ¢; the option matures
at real time + = T that yields v = 0; the option at present time ¢t < 7T is given
by a value of t > 0. For option pricing, all the equities must have a martingale
evolution; this in turn fixes the drift term as follows

o =r (3.31)

where r is the risk-free spot interest rate.
In terms of remaining time 7 the evolution equation for S;, from Eq. (3.25), is
the following

dsS;(t)
dt

=rSi(t)+o0;Si(v)Ri(r); i=12,....N (3.32)

Since ;s are strictly positive random variables, a change of variables to z; is
defined by S; = e%; hence’

B dzi(t) _dlnS,-(f) 1

=——[InS(t) —InS(t — ¢€)] (3.33)
dt dt €
1 [ ( dS/dr)] dS/dt € [dS/drT
=—|(In{1—¢€ = — - = + O(¢)
€ S S 2 S

From Eqgs. (3.32) and (3.26)

2
[ds/df} = 2R (1) = o221
S €

Hence, from Eq. (3.32)

dzi 1
_ Zl(f) =r——,0ii0'i2+o—iRi(f); i = 1’2""’N
dt 2

In the scheme of stochastic quantization [95] the evolution equation for the
N-equities is viewed as a change of variables from R; to S;. Imposing the change

7 Consistent with T being remaining time, the backward finite difference is used for defining dz(z)/dz.
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of variables by introducing Dirac-delta functions into the white noise path integral
given in Eq. (A.40) yields®

N

fDZfDRHHé(dZ:Z) Y- %pi,-ai2+a,-Rl-(z))e5 (3.34)

t=0i=1

This Dirac-delta function procedure gives the backward Fokker—Planck Lagrangian
[95]; it has been shown in [12] to be the one appropriate for option pricing since the
final value, namely the payoff, has to be propagated backwards in time to obtain
the present-day price of the option.

The functional integral over white noise [ DR can be performed exactly and, in
effect, in the integrand of the path integral, one has the following identity

dzi(t)/dt +r — %piiffiz

Oj

Ri(r) =— (3.35)

Hence, the Black—Scholes action Spg, Lagrangian L gg and partition function Zpg
are given by the following’

T
ZBS:/DZeSBS; SBS:/ dtLgs (3.36)
0
N dzi(t)/dt +r — Ypio?| [dzj0)/dt +r — Lpjio?
1 1 zi(®)/dt +r 5 PiiO; 2j 2PjjO]
Lps =—= Pii
2 4 J o; oj
ij=1

The boundary conditions on the path integral measure [ DZ are that the initial
values S;(r = 0) are fixed. Since t+ = 0 corresponds to 7, the boundary values
Si (1) = €% are fixed.

In the path integral approach the probability for the security S(¢) to take a partic-
ular path from 7 to T is given by exp{Sps}/Zps and the expectation value of any
function of the security S(-) is given by summing over all possible paths, which is

3

All arguments of z(7) are always for remaining time. In Eq. (3.34) and in the Lagrangian, the symbol ¢ in term
z(t) refers to remaining time and not calendar time. This abuse of the use of ¢ is adopted for simplifying the
notation for integrations in the action S.

It can be shown that the change of variables has a constant Jacobian, so that f DR = / DZ for the case of
constant volatility ojs. The forward Fokker—Planck Lagrangian is appropriate for initial value problems and
differs from the derivation of the backward Fokker—Planck Lagrangian in that there is a nontrivial Jacobian is
going from [ DR to [ DZ [95].

©
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achieved by performing the functional integration [ DZ. Hence, the average value
of any function of the underlying security, denoted by O[z] is given by

E[O[z]] = L DZeSEs0[z] (3.37)
Zps

As realized in Eq. (3.31), option pricing is driven by a theoretical martingale
evolution of all underlying securities, which states that the discounted expectation
value of the future value of the security is equal to its present. Hence, the expectation
in Eq. (3.3) can be written out explicitly using Eq. (3.37) and yields the following

eS8 (t) = E[e”"T S:(T))

e—r(T—t)

= 40 = f DZe8ssesiT) (3.38)

Zps
In fact, it can be shown that Eq. (3.38) yields «; = r if one starts without assuming
Eq. (3.31).
3.11.1 Equity Lagrangian: stochastic volatility

The special case of one equity is given by taking p;; = p11 = 1; the Black—Scholes
action and Lagrangian are given by [12]

r 1 [dz(0) 1,77
Soc— : IR 24 - 3.39
BS /0 Lps; Lps 202[ 7 T 3° (3.39)

Let S = exp{z1} be equity and 012 = exp{z2} be its stochastic volatility — the
two being correlated by p. The correlation matrix is given by

R O S N YR Y A B
[,O]t]—(p 1>, [p ]t]—l_pz(_p 1 ) (3.40)

Suppose only equity is traded and stochastic volatility is not. Then, only the
drift of the security oy = r, whereas oy = w needs to be fixed from the market.
Let the volatility of volatility oo = & be a constant. Hence, from Eq. (3.36), the
Merton—Garman Lagrangian for stochastic volatility is given by

B 1 . [dzi) 1T 1 [dza@) 1.,7°
EMG__m[e 2[ dt “_Eez} +?[ dt “‘_Eg”

1% —2/2 dzy(1) _l o dzo(t) _l 2
[dt r 2° dt +H 2S
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The Jacobian of the transformation from D R to D Z is nontrivial, due to 012 being
stochastic and is given, for an interval [#, ], as follows

Ly
DZ = []‘[ eZZ(l)/2:| DR = ¢2/>DR

t=I1p

and yields, for T = 1, — fy, the Merton—Garman path integral given by

T
ZuG :fDZe_Zz/Zexp{f dlﬁMG} (3.41)
0

The Merton—Garman path integral given in Eq. (3.41) was obtained in [12, 15]
using techniques based on the Hamiltonian.

3.12 Path integration and option price

The path integral formulation of option price is a powerful analytical and computa-
tional tool that has been discussed in detail in [12]. The path integral representation
of the option price is derived from the Black—Scholes path integral.

Consider a payoff function of an option that matures at calendar time 7" and is
a general function of the security, which could be path dependent or independent,
namely

PIK;z()] = PlK;;zi(t); 0 <t < 1]

The price of the call option, C(t,T; K;S(t)) = C(r;K;z(t)), is given in
Eq. (3.7) by the martingale condition. The money market numeraire exp(rt), where
r is the spot interest rate taken to be a constant, yields the following

COTRISE) _  [PZ01) 342

exp(rt) exp(rT)

The expectation value E[...] is obtained by the path integral as in Eq. (3.37) and
gives the following path integral realization of the option price (recall t = T — 1)

—rtT
CriKiz(r) = = f DZeSHPIK;z()] (3.43)
S
Boundary condition : z;(t) = z; : fixed (3.44)

The path integral measure [ DZ sums the integrand eSBSP[K;z(-)] over all
possible functions (paths) z;(¢); 0 < t < t with the condition that z;(t) has the
fixed value of z;; the value of the z;(0) is arbitrary (random). The path integral
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Time Remaining time
(a) (b)
Figure 3.7 Random paths of the security S = e* evolving forward in calendar
time ¢ in Figure (a) and backward in remaining time T = T — ¢ in Figure (b). The
velocity dz/dt is zero for t = T, or, equivalently, dz/dt is zero for T = 0; the
random paths have been magnified near t = 7 and T = 0 to make the boundary
condition more transparent.

measure f DZ has a term equal to fjozo dz(0). A remarkable fact is that letting

z; (0) be an integration (random) variable is equivalent to imposing the boundary
condition that dz;(0)/dt = 0 is obeyed by all the paths, as shown in Figure 3.7.

All the paths over which the path integration [ DZ is performed obey the
following boundary conditions

dz;(0) _

0; zi(v)=12z (3.45)
dt

All possible functions z;(¢); 0 < ¢ < t that satisfy the two boundary conditions as
in Eq. (3.45), are given by the following discrete Fourier expansion

o0

o (2n+ 17 —1)

zl-(t)=zi+2(:)zm-sm< 5 - ); 0<r<t (3.46)
=

—0<zpi <—4o0; i=12,...,N; n=0,1,2,3,...00
The path integral integration measure factorizes, up to an irrelevant con-

stant that cancels out, into infinitely many integrations, namely [ DZ =
o0 N +00 P . .
[0 ILis, f_oo dz,;. This in turn yields the following

—rr © N ~+00
crikin =711 f d2,ie P PIK:2()] (3.47)
BS y—pi=17—°
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+o00

oo N
Zps = 1_[ l_[/ dzp;eSPs

n=0i=1"">°

Note the remarkable and important fact that the Fourier expansion given in
Eq. (3.46) and the expression for the option price given in Eq. (3.47) are valid
for all types of options, regardless of the complexity of the action S driving the
option pricing or the nature of the payoff function P[K; z(-)]. In particular, even if
the action S is nonlinear, the Fourier expansion is valid.

The Fourier expansion given in Eq. (3.46) provides a powerful computational
tool for developing perturbation expansions for nonlinear systems, such as an equity
with stochastic volatility.'”

3.13 Path integration: European call option

The Black—Scholes path integral for C(t; K; z(7)) is explicitly evaluated to illus-
trate certain key features of the path integral formulation for the option price.
Consider, for the sake of simplicity, a European call option for a single equity with
payoff function given by

P=(S(I)—K), = (V- K) (3.48)

+

The action for the single equity, for & = r — ¢'2/2 and from Eq. (3.39), is given by

Sps = I/sz dz | i (3.49)
BS = 202 0 dt * '

The path integral expression for the option price, from Eqs. (3.43) and (3.48), is
given by
—rT

C(t;K;z) = ¢ fDZeSBS(eZ(O) - K)
Zps

Boundary condition : z(7) = z : fixed (3.50)

+

Consider the orthogonality relation

T 2 Dt 2 Dt
0 2t 2t
T
=58n_m; m,n=20,1,2,...00

10" Al option pricing path integrals, including nonlinear cases like stochastic volatility, have a Fourier expansion.
In contrast, for nonlinear path integrals in physics, the quadratic part of the action has to be analyzed for its
eigenfunctions and only then can an eigenfunction expansion — of which the Fourier expansion is a special
case — be defined for the path integral [95].
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Egs. (3.46) and (3.51) yield the following for the Black—Scholes action
1 T dz dz
Sps = ——= dt || — 20—
BS = o402 ([d;} T +°‘>

R 2n + 1 52__ T
= zg( )( ) R 1 Rt )) o CE )

The payoff function is re-written using the Dirac-delta function’s integral
representation given in Eq. (A.7) and yields

too g +o00
C(r;K;z)= 77 dw | DZeSssHnzO—wlw _ gy
+00 d
- f a / dweF MW v _ gy, (3.53)
1
where e ) = Z / DZ eSeff (3.54)

Since sin[(2n + 1) /2] = (—1)", the value of z(0) is given by Eq. (3.46) as
o0
20)=z+ ) (=1)'z
n=0
The effective action, from Eqs. (3.52), (3.53), and (3.54), is given by
Serf = Sps +inlz(0) — w]
2

o0

B s a‘t

—E n—m‘i‘lﬂ(Z—w)
n=0

1
202t

2
T 22 n, (2.
Sp=— c—=@2n+D7z; +(=1D)"z, <—+m)
8 o?

The effective action S, ¢ has completely factorized into terms that depend on only
one n. The path integral is, hence, given by

o

b [/de} nan

Z _
BS n=0 00
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The path integral is a product of infinitely many independent Gaussian integrations
and, from Eqs. (A.21) and (3.54), yields the result

F(n,w>=ZF S tinG—w)
8(a+>oo : a2+( ) (3.55)
=—— i — in(z—w
27r2 L Z@an+1)? 202 =
Since
00 2
1
> -=-T (3.56)
(2n+1)2 8
n=0
one has the following simplification
ot , .
F(n,w)= —Tn +in(z+ta —w) (3.57)

Performing the remaining 7 integration in Eq. (3.53) using Eq. (3.57) gives the
famous Black—Scholes result for the European call option

e oo (z+Ta—w)?
C = ﬁf dwe 2 2 ( —K)t (3.58)
TTO“T J—00
=SN(dy) —e "TDKN(@d_) (3.59)

Recalla:r—02/2, T=T —1tand

n($)+(r&%) T -0
di = . S=e 3.60
+ T e (3.60)

The cumulative distribution for the normal random variable N (x) is defined by

N(x) = (3.61)

1 / 12
—_— e 2
A/ 2 —00

3.14 Option price: volatility expansion

For all financial instruments, intrinsic volatility is a small parameter. This is espe-
cially true for interest rate and bond options, with the market forward interest rate
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volatility being typically of the order of 10~?/year. One can, hence, define a generic
and rapidly convergent expansion of the option price in powers of the volatility.

Consider an equity, interest rate, or coupon bond option that has a payoff func-
tion P, which matures at time #, with strike price K and is given by

P =[St — K1t

S(t,) is the financial instrument on which the option is written. The price of the
option at earlier time #g, using the forward bond numeraire, is given by Eq. (3.8) as

C(to, 1+, K) = B(10, 1) E[S(tx) — K]+

Let S(#9) be the price of the instrument at time fy: one expects that S(¢,) — S(#),
up to factors depending on drift, is of the order of volatility since all fluctuations
away from the initial value are due to nonzero volatility. One has the following

C(to. t. K) = B(to, 1) E[S(t) — K1+
= B(to.t) E[V — K1+

V =58(t) — S(to); K=K —S(t) (3.62)

The (random) quantity V = S(t.) — S(fo), up to factors of drift that will be
accounted for, has an order of magnitude value equal to O(o), the volatility of
S(t). The option price will be obtained in powers of V, which in turn, after the
expectation value is taken, will lead to the option price as a power series in o.

Using the representation of the Dirac-delta function given in Eq. (A.7)

1 [t :
8(0) = — f dne'"? (3.63)
27 J_ s
yields the following expression for the payoff function
P=(St)—K),
+00 .
= f dQs(V — 0)(0 - K),
—0o0

+00
:/ 20 inv=0)( _ g), E/ §NMV-0 (0 ~ R),

—00 2 0.

:2 n
~ / e (0 -K), [1 FinV 4 =PV vt 0(0”“)}
0.n 2 n!

(3.64)



58 Options and option theory
Note V is the only random quantity in the payoff function and is an effective
‘potential’ for option pricing. One has the following expansion for the option price
C(tO’ t*a Ta K)

Bwn) E[P] (3.65)

) -
~ /Q e (0 -K), (E[l] +inE[V]+ %an[Vz] e %n”E[V(”)])
N :

. 8 1 "
~ | e 2(Q—R), (CotinCi— =n*Cat -+ —n"Cp + O(c" )
o + 2 n!

To evaluate the option price to an accuracy of O(c"), one needs to evaluate the
coefficients

Co = E[1] (3.66)
C1 = E[V] . D1 = C1/Co (3.67)
C, = E[V?] : Dy =C»/Cy (3.68)

..Cp=E[V"] : D, =C,/Co

For most cases, the option price is obtained by evaluating the coefficients Cy, C
and C,. Eq. (3.65) yields a cumulant expansion that, to second order and for
Dy = C1/Cyp and D, = (C,/Cyp, gives the following approximate option
price

C(to’t*’TaK) f —1 - . 1 2 2
2~ me(o— K Di — =n*(Dy — D

Blo.10) 0 Q,ne (0 )+CXP inDi 277( 2 D

. g 1
=C0f e—an(Q+D1 —K)+exp{_§n2(D2—D%)}
On

C(to. 1., T, K 1

S Gt LR L ey /D - D24 066 (3.69)

B(tg, 1) V2

The function /(X) is given in terms of the error function N () as follows

K—-D; -
X=——""; K=K - S(t9)

D2 — D}

+oo 12
1<X>=f dQ(Q — X)4e 29

—00

= e L V2rX(N(X) — 1); N(u) = d0e 19" (3.70)

71
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The asymptotic behavior of the error function N («) yields the following limits

1+ 0(Xx?) X~0
[(X) = o , (3.71)
e 2% O X)) X>>0

The option’s price, for X ~ 0, is the following

1 1
C(io, 1+, K) ~ Bt 1,)Co [E,/Dz - D}~ 5(K - Dl)] +0(X?) (3.72)

The coefficients that determine the option price C (t, t., K ) have the following
intuitive interpretation.

« The coefficient Cp = E[1] is a measure of the paths that contribute to the option. For the
barrier option, Cy is a function of the barrier and has a nontrivial value.

 The coefficient D1 = C1/Cy with C; = E[V] the expectation value of the effective
potential V, normalized by the allowed paths.

« The coefficient D, = E[V?]/Cy appears in the option price through the combination
D> — D% and is a measure of the standard deviation of V.

The volatility expansion is of far-reaching significance since it will be used in later
chapters to find the approximate option price for a variety of cases, including the
European, Asian, and barrier options for coupon bonds and interest rate swaptions.

The volatility of a security, be it a stock price or a forward interest rate, is usually
a small quantity. The volatility expansion defines the price of the option as a power
series in the volatility of the security. This expansion requires the evaluation of
higher and higher moments of a modified form of the payoff function, showing in
an explicit manner how the payoff function determines the option price.

3.15 Derivatives and the real economy

Financial derivatives, which include options, have vastly expanded the domain
of finance and created many new opportunities for return on capital and eco-
nomic growth. Derivatives play a key role in optimizing the utilization of assets,
minimizing risks and maximizing returns on investments.

There is an old adage which says that ‘one should do what one is good at’, and
an equally well-known proverb states that ‘don’t put all your eggs in one basket’.
In the language of finance, there seems to be a conflict between pursuing a line
of economic activity in which one has a comparative advantage versus efficient
diversification. The adage points to concentrating, as an individual or as a country,
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on doing what one is good at — on doing things where one has a comparative
advantage. The proverb, on the other hand, asks one not to overspecialize and,
instead, to efficiently diversify one’s risks. These two imperatives, to specialize and
to diversify, seem to be irreconcilable. Surprisingly enough, derivative instruments
can reconcile these apparently contradictory positions.

A specific financial derivative, namely a swap, where one exchanges two income
streams, can resolve these apparently conflicting economic priorities.'’ A country
producing only one product, say garments, can enter a swap with one arm of the
swap being payments at the world average rate from the garments industry, say G,
and the other arm of the swap being payments, W, at the world average return on
all industries. This swap ensures that the country retains its comparative advantage
while efficiently diversifying.

Since it has comparative advantage, the garment producer has a rate of return
higher than the world average on garments, say G + A. By entering the swap, the
garment producer exchanges payments G for W and thus ends up with a return of
W + A. Hence, the garment producer gets a minimum return at the world average
rate of return W plus A; the garment producer has diversified the risk of a global
downturn in garments while retaining the comparative advantage A.

A swap derivative is noninvasive and needs no permanent construction or facil-
ities; rather, it is a reversible financial arrangement that can be switched on and
off without interfering with the real economy. Swaps, properly employed, add sub-
stantial amounts of value to the underlying real economy. It has been shown by
empirical studies that if developing countries enter the swap discussed above, they
would increase their income from exports by 60% every year; historical data show
that the increase in income would have been about 500% over the last 30 years
[80]. This example shows that the effect of financial derivatives on the returns on
economic activity can be large, of ‘first’ order, and not just yield marginal gains.

Derivatives facilitate risk diversification and mediate the efficient transfer of risk;
in the example of a country producing only garments, it spreads the country’s risk to
the rest of the world. In general, a financial instrument has many forms of risk that
are inherent in it, such as credit risk, liquidity risk, foreign exchange risk, interest
rate risk, and so on. A particular financial institution may be best prepared to handle
a specific form of risk, such as credit risk. In this case, derivative instruments
provide the means for un-bundling, factoring out, and hedging other forms of risk
that the institution is not fully prepared for, and leaves it to focus on the forms
of risk where expertise gives it a comparative advantage. In general, derivatives
allow practitioners to hive off all forms of risks that are inherent in a financial

! Interest rate swaps are discussed in Section 4.2.
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instrument — but extraneous to their expertise —and leave them to focus on managing
those forms of risk at which they can specialize.

With the advent of derivatives, the traditional role of banks of specializing in the
borrowing and lending of money is being transformed. Derivatives can hive off the
multifarious risks inherent in a financial contract and the bank can hedge away all
risks except the one it is prepared to manage. For example, a bank can concentrate
on credit risk for a loan and hedge away other risks, such as liquidity risk, accident
risk, interest rate risks, and so on. The role of banks in the twenty-first century will
be that of risk management, and, in particular, adding value to the economy by their
expertise in handling various forms of specialized risk.

The role of derivatives in risk management is essential, since the very concept
of hedging one’s risk can only be realized if one has derivative instruments that
are negatively correlated with the asset that is being hedged. There have been
a lot of criticisms on the role of derivatives in contributing to a financial crisis.
These criticisms are off the mark. An analysis of the US subprime crisis shows, as
discussed in Appendix B.2, that derivatives by no means create a financial crisis;
rather, it is the flawed policies and priorities of financial institutions that are at the
root of all financial crises.

An analogy of the effect of derivatives on the real economy is the invention of the
safety belt for automobiles. Clearly, all things remaining constant, the use of seat
belts should lower the risk of accident injuries. However, paradoxically, statistics
showed that accident injuries increased after the introduction of seat belts. The
reason, it was found, is that instead of driving at the speeds that were considered
to be safe before the introduction of seat belts, drivers were now driving at higher
speeds with the resulting higher accident rates and hence more injuries.

The case of derivatives is similar; they can be used either for hedging and hence
reducing risk or for taking higher risks with the purpose of reaping greater profits.
One can buy a call option on a stock to hedge a portfolio, or one can buy the call
option to speculate on the future price of the stock. The same call option allows
for both possibilities. Since the price of a call option is only about 3% to 5% of
the stock’s price, a speculator enjoys tremendous leverage by buying an option on
the stock’s future value. A call option is bought by a speculator solely for making
profit. In contrast, an informed trader has a fixed future purchase in mind, such as
procuring a thousand tons of steel a year in the future, and enters a forward contract
based on a real expected future transaction.

Derivatives expand the financial sphere since they provide instruments that can
be used for: (a) hedging to reduce risks, or (b) for deriving benefits that come with
taking higher risks. Since the drive for profits is relentless, one can expect that
economic agents will try and maximize their returns and employ derivatives both
for speculation as well as for reducing risk, depending on the circumstances. Hence,
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derivatives cannot be said to be creating a financial system with lower risks. Instead,
by increasing the reach and domain of finance, derivatives create new opportunities
for maximizing the efficient utilization of financial and economic resources and
assets.

3.16 Summary

Derivatives, including options, have revolutionized mathematical and practical
finance. The 1973 seminal paper of F. Black and M. Scholes has created, within a
few decades, what is literally a multi-trillion dollar derivatives market. The con-
cept of hedging is central to pricing options; if one can perfectly hedge a derivative
instrument, then the price of that derivative should be equal to the cost of hedging
it. From this rather deeply intuitive idea arises a natural question, namely: how
does one mathematically define perfect hedging? Modeling the future evolution of
the underlying security by a stochastic process leads to the following answer: a
portfolio, consisting of the instrument and its derivative, is perfectly hedged if it
has a deterministic temporal evolution.

One idea was still missing in this line of reasoning. What is the (notional) evo-
lution of the underlying security such that the price of its derivative is free from
arbitrage opportunities? It was shown that, for a ‘complete’ and efficient market,
derivative pricing is arbitrage free if the underlying security evolves by a martin-
gale process. The concept of a martingale brought a natural closure to the line of
reasoning initiated by Black and Scholes. The mathematical machinery of proba-
bility theory could be brought to bear on option pricing and greatly enriched the
subject of option theory.

Option theory is far from complete and its final form may take decades to emerge,
if at all. There are many open questions regarding option theory, primary amongst
these being whether a stochastic process can accurately describe the market evolu-
tion of securities, whether the concepts of a complete and efficient market and that
of market equilibrium have any empirical support from the capital markets and so
on [35, 87].

Notwithstanding the limitations of option theory, one thing is already clear: the
truly staggering multi-trillion dollar derivatives market can best be described and
understood by quantitative and mathematical models. Option theory, and deriva-
tives in general, provides a fertile ground for the application of mathematics to
finance and one can only expect that this trend will continue to grow.
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Interest rate and coupon bond options

Options on interest rates and coupon bonds share many general properties with
equity options, but are far more complex and have a much richer internal structure
[34, 83, 84]. There is a great variety of interest rate derivatives [60], which comprise
over 50% of the total derivatives’ markets. Options on interest rates are primarily
based on interest rate caps and interest rate swaptions. Coupon bonds and options are
defined and it is shown that swaptions are a special case of coupon bond options.
Various put—call parity relations are derived for interest rates and coupon bond
options.

The HIM (Heath—Jarrow—Morton) model of interest rates is based on stochastic
calculus and is briefly discussed using a path integral formulation. The HIM model
serves as an example for demonstrating the point of departure of the quantum
finance formulation of interest rates from the one based on stochastic calculus.

4.1 Introduction

Coupon bond options and interest derivatives comprise a major subfield of finance.
To convey some of the key features of this subfield, the US credit derivatives’
market — being globally the largest — is briefly reviewed. Figure 4.1(a) gives the
notional value of outstanding credit derivatives and Figure 4.1(b) gives a break-
down of the diverse variety of swap derivatives most frequently used in the US
capital markets. Since 2001, the global credit derivatives’ market had grown at a
phenomenal annual rate of over 100%; from relatively insignificant beginnings at
the turn of the new millennium, by 2006 the notional value of credit derivatives
had reached US$26 trillion.

Interest rate swaps are the largest component of the credit derivatives’ markets.
The Bank of International Settlements (Switzerland) estimates that in 2001 the
notional value of the swap market was approximately US$40 trillion and that of the
combined interest rate caps’ and swaptions’ market was about US$9 trillion dollars.
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Figure 4.1 (a) US credit derivatives’ semi-annual outstanding notional value,
from 2001 to 2006. (b) Swap derivatives’ usage frequency by North American
institutional investors in 2007.
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Figure 4.2 (a) Interest rate options’ growing share of the global interest rate deriva-
tives’ market. (b) The notional value of the daily global turnover of interest rate
options.

Figure 4.2(a) shows the rapidly growing importance of interest rate options as a
fraction of the total credit derivatives’ market; Figure 4.2(b) shows that the daily
global turnover of interest rate options has reached close to US$24 billion. One can
expect interest rate options to continue to grow and, with this growth, the need for
financial engineering techniques for pricing and hedging these instruments.
Interest rate derivatives cover a vast range of financial instruments, from vanilla
options, swaps and swaptions defined on underlying interest rate instruments to
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exotic and hybrid options defined on coupon and zero coupon bonds [36]. The three
main forms of interest rate derivatives are swaps, forwards, and options. Interest
rate swaps are similar to forward and futures contracts and options consist mostly
of interest rate swaptions, caps, floors, and collars. Options on coupon bonds are
closely related to interest rate options and are derived from the same underlying
interest rates that, in general, drive the entire debt market.

The following derivatives are reviewed [33]:

« Interest rate swaps.

- Interest rate caps, floors, and collars.

 European, American, and barrier coupon bond options.
« Interest rate swaptions.

The general properties of interest rate derivatives’ and coupon bond options are
reviewed with the purpose of providing the background material for later chapters.
The mathematical expressions for interest rate options are defined; model inde-
pendent features of these options are briefly discussed with particular emphasis on
put—call parity that is obeyed by these instruments.

4.2 Interest rate swaps

Interest rate swaps exchange two streams of cash flows. Swaps have many functions,
amongst which is to transform the nature of financial liability or assets of a company.
One primary utility of swaps is to manage interest rate risks. For example, if a
company is assured of a fixed stream of regular payments, it may want to convert
this into floating payments using a swap and so on [65].

Interest rate swaps are reviewed and form the basis for analyzing interest rate
caps, floors, and options on interest rate swaps.

An interest swap, shown in Figure 4.3 is contracted between two parties in which
one party pays at a fixed interest rate and the other pays at a floating interest rate,
which is usually taken to be the prevailing three-month Libor rate. For a floating
rate receiver’s swap, namely swapy, the first party receives interest payments,
on the notional principal, at the floating interest rate and pays at a fixed interest

R,

S

Party A Party B
Libor

Figure 4.3 Diagram representing a swap in which party A, holder of swap,
receives floating payments fixed by Libor and pays fixed interest rate Rg and
party B holder of swapr recieves payments at fixed interest rate Rg and pays at
floating Libor interest rate.
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rate Rg. Afixed rate receiver’s swap, namely swapg, is where the first party receives
payments, on the notional principal, at fixed interest rate Rg and pays at the floating
Libor rate. Parties entering the swap pay only the net interest due on the notional
amount and do not pay or receive the principal amount.’

Both swapy, and swapg are obligatory contracts and hence are not options, but
rather should be thought of as forward contracts on interest rates.

Consider a swap defined for fixed and floating interest rates. The simplest
forward or deferred swap, called a forward swaplet, is entered at time ¢; the contract
has a notional principal £V, to be kept in a fixed time deposit from future time T
to T + £, with £ = 90 days. A fixed interest rate Rg is agreed upon; the floating
interest rate is taken to be Libor L(z,T). The value of the floating rate receiver
swaplet is given by the net outstanding interest difference between the floating and
fixed interest payments, that is L(#, 7)) — Rg, to be paid out by one of the parties
to the other. At time ¢+ = T + ¢, a payment is made on the principal amount at a
rate equal to L(T,T) — Rg and swaplet; expires.’

The value, at time o, of a deferred or forward floating rate receiver swaplet;, is
the discounted value of the cash flow at time 7" + ¢. Hence

swaplety (to, T) = LVB(to, T + €)[L(to,T) — Rs] 4.1)

Note the floating rate is fixed by the benchmark three-month Libor L(#, T); the
bonds discounting the payoff, namely B(#, T + £), strictly speaking should be
obtained from the Libor zero coupon yield curve as given in Eq. (2.27). The TED
(Treasury Eurodollar), discussed in Section 2.13, addresses the spread between
the zero coupon Treasury Bonds and the Libor zero coupon bonds. The difference
between these two zero coupon bonds will be addressed only if necessary.

An interest swap over a longer duration is the sum of individual swaplets with
fixed interest rate Ry and notional principal V, which for simplicity is taken to be
the same for all the swaplets. The payment dates for the swap coincide with the
periods defined by Libor time. Payments are made at fixed intervals, usually £ = 90
or 180 days. The swap has a pre-fixed total duration, starting at time 7y and with
last payment at Ty .

A midcurve forward swap is entered at time 7y and expires at time #, before the
swap becomes operational at time 7p and is shown in Figure 4.4(a). A forward
swap, entered at time 7y and maturing at T is shown in Figure 4.4(b).’

! A floating rate payer is equal to the fixed rate receiver’s swap, swapg, and a fixed rate payer’s swap is equal to
a floating rate receiver’s swap, swapy . Hence, only the two kinds of receiver’s swaps will be discussed as this
covers the payer’s swaps as well.

2 From the definition of Libor, L(t, T) = L(¢t,T,T + £) with payments made at calendar time t = 7" + ¢.

3 A swap that is entered into after the time of the initial payments, that is at time #, > T}, can also be priced and
is given in [65]; however, for the case of a swaption, this case is not relevant, and will not be discussed.
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t t

(b)

Figure 4.4 The circles signify payment dates; the first payment is at 77 and the
last payment is at 7. The shaded area inside the rectangles indicate the set of
forward interest rates that determine the price of a swap. (a) A midcurve forward
swap is entered into at time #y and exercised at time ., before the interest rate
swap becomes operational at time Tp. (b) A forward swap is entered into at time
1o and exercised at time 7y, when the interest rate swap becomes operational.

Only forward swaps will be considered and the results can be readily extended to
midcurve swaps. The forward swap contracted at time 7y, starting at 7y and ending
at Ty is denoted in the market as x by y; which means that the swap matures at
x = Tp —tp years in the future and the interest payments continue for y = Ty years
after the swap matures; hence, the total duration of the swapisx+y = Ty +To— 1o
years.

To quantify the value of the swap, let the swap start at Libor time 7, with
payments made at fixed times 7, = To+n{,withn = 1,2, ..., N; the first payment
is made at 77 and the last payment is made at time 7. In summary, at time g, the
values of the forward swaplets — corresponding to the interest rate payments made
at future times 7}, — yield the following forward price for the floating and fixed rate
receiver swaps

N—1

swapy (fo, Rs) = £V Y B(to, T, + O)[L(to, T,)) — Rs] (4.2)
n=0
N-1

swapg(to, Rs) = £V Y B(to, T, + O)[Rs — L(to. T)] (4.3)
n=0

swapy (fo, Rs) + swapg(fo, Rg) = 0 “4.4)

Eq. (4.4) shows that a swap contract is a zero sum game, with the gain of one
party being exactly equal to the loss of the other party. The value of a swap is taken
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Figure 4.5 (a) Daily market value of a deferred swapr (f9, 7) on a notional
principal of $1 million with floating taken to be Libor and fixed interest rate
Rg = 2.8%. The swap is Libor 2by2: the swap matures two years in the future,
that is 7 — #p = 2 years and runs for another two years. The market values are
given for T — 9 € [29.1.2003-28.1.2005]. (b) Figure shows the time variation of
Rp (1), the par value for the fixed yearly interest payments, for a 2by10 swap,
with T — #p € [29.1.2003-28.1.2005].

to be the difference between the floating and fixed interest rate receiver swaps and
is given by

Vswap = swap; — swappg

=2 swap;

where Eq. (4.4) yields the last line.

The swaplets combine together to form a swap contract that consists of a portfolio
of swaplets. A swap that is initiated at time #y and runs from 7p to 7 and is shown
in Figure 4.4(b).

In contracts between parties with equally good credit ratings, the value of the
swap for both parties, receiving floating or fixed payments, must have equal value.*
Note from Eq. (4.4) that swap; = —swappg; hence, when the swap contract is
initiated, both forward swaps are equal to zero.

It is important to note that although a forward swap contract starts at time 7y with
zero value, swap(t, Tp) has nonzero values during the time interval ¢ € [tg, To] —
that is, until it matures at time 7y. The market value of a swapy, for the Libor market
is shown in Figure 4.5(a); the swap matures in two years and payments continue
for another two years; the fixed interest rate is Rg = 2.8%.

4 Since, otherwise, the party with the unfavorable price will not enter into the swap contract.
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One can simplify the expression for the swaps. The Libor zero coupon yield
curve represents Libor in terms of Libor zero coupon bonds, as in Eq. (2.21)

lB(t, T)—-Bt,T+¢E)

Lt T)=
£ B, T +¢)

and yields the following

N-1 N—1
LV Y B(to, Ty + OL(t0, T,) =V Y _ [B(to. T) — Bt T + £)]
n=0 n=0

= V[B(to, To) — B(to, Tw)]
Hence, from Eq. (4.2)

N-1

swapy (to, Rs) = V[B(to. To) — B(to. Ty) — £Rs »_ B(to, T, + )] (4.5)
n=0

with a similar expression for swappg.

The floating and receiver swaps are equal for the par value of the fixed rate and
this in effect defines the par value of the fixed interest rate at time 7, namely Rp (t).
Hence

swapy (o, Rp(t9)) = 0 = swapy (fo, Rp(fo))

B(1,To) — B(to,Ty) 1= F(to,To, Tn)

= ZRP (l()) = — = — (46)
Yolo Blo.Tu+0) Y35 Flio, To. Ty +0)
where the forward bond prices are given by
T+
F(10, To, Ty + ) = exp {— / dxf(to,X)} 4.7
To

The above result shows that the par value Rp(ty) for the forward swap is fixed by
the forward Libor bond prices F(tg, Ty, T, + £).

The par interestrate R p(¢) changes during the duration of the swap. The empirical
value of Rp(t) for a 2by10 swap, at a fixed yearly interest rate of Rg = 2.6%, is
given in Figure 4.5(b).

The special case of fp = Ty, which is the price of a swap on the day that the swap
becomes operational, is particularly important as these swaps are widely traded
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and quoted in the capital markets. Since B(Tp, 7o) = 1, the values of the swaps are
given by [65]

B N—1
swap; (To,Rs) =V | 1 — B(Tp, Tn) — LR Z B(Ty, T, + ﬁ)j|

L n=0

B N—-1
swapp(Tp, Rs) = V | £Rg Z B(Ty, T, +¢)+ B(t,Ty) — 1j| (4.8)
L n=0

with par fixed interest rate at time 7y given by
1 — B(Ty, Tn)
Yoo B(To, Ty + 0)

(Rp = (4.9)

4.3 Interest rate caps and floors

Libor have derivatives written on them, such as caps and floors; these instruments
are important interest rate derivatives and have many applications in the financial
markets [65]. Interest rate contracts, such as caps and floors, can cover many years
and involve a sequence of quarterly payments ranging from one to ten years. Con-
sequently, pricing and hedging such derivatives require modeling of Libor over a
long interval of time.

Caps, floors, and collars are interest rate options that are widely used for hedg-
ing interest rate risks. Financial companies sometimes have to enter into financial
contracts in which they pay or receive cash flows tied to some floating rate, such
as Libor. In order to hedge the risks caused by the Libor’s variability, participants
often enter into options’ contracts that guarantee interest payments with a fixed
upper limit or lower limit, called a cap or floor respectively. An interest rate collar
places a minimum and a maximum limit on the floating rate payments and is a
combination of a cap and a floor. Caps and floors can also be used for speculating
on the future movements of the interest rates.

One of the most elementary form of an interest rate cap is a caplet, which is an
option that puts a maximum upper limit to the floating interest rate that the holder of
the caplet will pay for some pre-specified future interval, usually one Libor period
[T, T + £]. Figure 4.6(a) is a graphical representation of an interest rate caplet that
limits the maximum floating interest rate to K for [T, T + £].

An interest cap of an arbitrarily long duration is composed of a portfolio of
caplets, where the caplets can have different strike prices and maturity dates. Typ-
ically, the maturity dates for the caplets are on the same cycle as the frequency
of the underlying Libor. Since a cap (floor) is a linear sum of independent caplets
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Figure 4.6 (a) Diagram representing a caplet £V B(t,, T + €)[L(tx,T) — K]+.
During the time interval T < t < T + ¢, the holder of a floating receiver caplet
receives a minimum interest rate of K and, for the case illustrated, will exercise
the caplet. (b) Domain for underlying forward interest rates that determines the
price of a midcurve caplet maturing at time ¢, < 7. The payoffis defined at time
tx. The shaded portion shows the domain of the forward interest rates that define
caplet(ty, tx, T): the midcurve caplet.

(floorlets); the pricing and hedging of caps (floors) are completely reduced to the
analysis of a single caplet (floorlet). It is shown that a caplet and a floorlet obey a
put—call parity relation so that the price of a floorlet can be obtained from the price
of a caplet. An interest rate collar is an instrument for which the holder pays at a
maximum interest rate and receives at a minimum interest rate; it can be shown
that a collar is equivalent to buying a cap and selling a floor.

Hence, studying the caplet is sufficient for analyzing interest rate caps, floors,
and collars.

Consider a caplet that limits the Libor floating interest rate to a fixed rate K,
for the duration of Libor time interval [T, T + £]. A midcurve caplet is defined as
an option that is exercised at time #, < 7'; in other words, the option matures at a
time before the caplet becomes operational. Let the caplet price, at time 7y < ., be
given by caplet(, ¢, T') and L(t,, T') be the Libor value at time .. The payoff for
the caplet, similar to a call option on equity given in Eq. (3.1), is given by [11]

caplet(ty, 1, T) = €V B (1, T + O[L(1, T) — K] (4.10)

+
where B(t,, T + £) is a zero coupon bond and V is the principal for which the
interest rate caplet is defined.

The domain of the underlying interest rates involved in the pricing of the caplet
is given in Figure 4.6(b). The various time intervals that define the interest rate
caplet are shown in Figure 4.7.
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Figure 4.7 Time intervals in the pricing of caplet(ty, tx, T;,).
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Figure 4.8 (a) A caplet maturing at the time #, equal to time 7 when the caplet
becomes operational. Caplet prices mature on 12 December 2004 versus time fy,
from 12 September 2003 to 7 May 2004. The unbroken line is the market price
of a Libor caplet; the dashed line is the quantum finance model price discussed in
Chapter 10. (b) The structure of the payoff function for a midcurve interest rate cap
that matures at time 7. The interest rate cap cap(to, tx) = Z']lzm caplet(to, ty, T};
K ) is defined from future time 7}, to time 7, as a portfolio of midcurve caplets.

For the midcurve caplet, the Libor rate L (¢, T) is determined at time #,., when the
holder of the midcurve caplet exercises the option; hence, the payment is locked-in
at time ¢, and paid at time 7" + ¢. The market price of a Libor caplet that matures
at the time when the caplet becomes operational, that is for #, = T, is given in
Figure 4.8(a).

The caplet price caplet(to, t, T') is given by the martingale condition discussed
in Section 3.6; the expectation value of the payoff function, discounted using the
money market numeraire, from future (maturity) time f, to present time #q, yields
the following [12]

caplet(to,t.. T) = tVE[e T "B, T+ O[L@. T) — K], | @11)
The price of a floorlet is similarly defined by
floorlet(ty, 1, T) = tVE[e 0 " B(1,, T + O[K - L1, T)], | @4.12)

An interest rate cap is made from the sum over caplets spanning the requi-
site time interval, namely starting from time 7,, = Tp 4+ m{ and ending at time
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T, + ¢ = Ty + (n+ 1)£, with time intervals given by T; with j = m,m+1,...,n;
there can be a different fixed interest rate K; for each time interval. The price of a
midcurve cap — the sum of midcurve caplets — is graphically shown in Figure 4.8(b)
and is given by

n
cap(to, 1) = ) caplet(io, 1, Tj; K j)

J=m

n "
= Z E[e— o r(z)B(t*, T; + O[L(t., T;) — Kj]+] (4.13)
j=m
There is a similar expression for an interest rate floor.

4.4 Put-call parity for caplets and floorlets

Put—call parity for caplets and floorlets is fixed by demanding that the prices of two
portfolios — having identical cash flows at maturity — must be equal. Failure of the
prices to obey the put—call parity relation would lead to arbitrage opportunities.

The payoff function of a caplet can be simplified by using the definition of Libor,
givenin Eq. (2.21), that L (tg, T) = [B(ty, T) — B(to, T +£)]/B(ty, T +¢). Hence
the price of a caplet, from Eq. (4.11), is given by

caplet o, 1, T) = tVE(e 10 "B, T + O[ L2, T) - K], )
= VEu(e I OB, T) — (1 + (KB T +0)],)
Similarly, a floorlet from Eq. (4.12) is given by
Floorlet(to, 1,,T) = VE(e‘f?ff “OL + )BT + 0 - B, T)],)
The derivation of put—call parity hinges on the identity, which follows from

Eq. (A.3), that
Ox)+0(—x)=1 (4.14)

and yields

l[a—bly —[b—aly =(@—-b)Oa—-b)—(b—a)®b—-a)=a—b (4.15)
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The difference in the price of a caplet and a floorlet, from Eq. (4.15), yields the
following

[B(t:, T) = (1 + LK) B(1,, T + )], — [(1 + €K)B(t4, T + £) — B(1:, T)]
= B(t,,T) — (1 + tK)B(t,,, T + 0)

and hence

caplet(ty, ty, T,,) — floorlet(ty, ts, T,;)

=VE(e 70 OB T) ~ (14 )BT + )

The difference of the caplet and floorlet price does not have any constraint. Taking
the expectation value of the zero coupon bonds using the martingale condition given
in Eq. (3.4)

Ty
E[e 0 "V B(t,.T)] = B0, T)
yields the following result

caplet(to, ty, T,) — floorlet(ty, ts, T,)
= V[B(t,T) — (1 +¢K)B(to, T + 0)] (4.16)
=LV B(to, T, + O)[L(t0, T,) — K] = swaplet, (o, K)

The right-hand side of the above equation is the price, at time #g, of a forward
floating receiver swaplet given in Eq. (4.10).

Thus, the floorlet price is given from the caplet price using put—call parity, and
an independent derivation of a floorlet’s price is not necessary.

A cap or a floor, from Eq. (4.13), is equal to a linear sum of caplets and floorlets.
Hence put—call parity for interest rate caplets and floorlets yields the following

cap(to, tx) — floor(to, 1,)
N
= Z [caplet(to,t*, T.; K) — floorlet(ty, ts, Ty; K)]
n=0

N

=LV > B(to, Ty + O[L(to, T,)) — K| (4.17)
n=0

= swapy (ty, K)
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4.5 Put—call: empirical Libor caplet and floorlet

Put—call parity for caps and floors is a model-independent result that market prices
obey. The prices of interest rate caplets and floorlets for Eurodollar futures con-
tracts — expiring on 13 December 2004 with a fixed interest rate (strike price) of
2% — are analyzed for empirically testing put—call parity. Daily prices, from 12
September 2003 to 7 May 2004, are quoted with the interest rate in basis points
(100 basis points = 1% annual interest rate) and need to be multiplied by the notional
value of one million Dollars; the caplet price has a fixed maturity date of 13
December 2004.

Using the put—call parity given in Eq. (4.16) — for the case t, = T,, = 13
December 2004 — consider the portfolio

[1(ty) = caplet(ty, T,)) — floorlet(ty, T,) — LV B(ty, T, + £)[L(ty, T,,) — K]
(4.18)

The value of the portfolio I1(#p) should be zero if put—call parity holds for the
caplet and floorlet prices. The value of the portfolio is directly taken from the market
data and is plotted in Figure 4.9; it is seen that the market obeys put—call parity to a
high degree of accuracy. The deviations of I1(#y) from zero are negligible compared
to the price of a caplet. Hence there are no-arbitrage opportunities in the pricing
for caplets and floorlets.

Portfolio value $
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1 1 1 1 1 1 1
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Figure 4.9 Value of portfolio I1(#y) as in Eq. (4.18), which is the difference of the
caplet and floorlet prices with notional value one million Dollars, versus time f
(12 September 20037 May 2004). Put—call parity requires the portfolio value to
be zero.
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4.6 Coupon bond options

Zero coupon bond options are a special case of the coupon bond options, and hence
the analysis is focused on the more general case. Consider the price, at time ¢, of
a coupon bond that is given, as in Eq. (2.4), by

N
B(t) =) ciB(t, T)

(4.19)

The payoff function P(,) of a coupon bond European call option maturing at

time ., and with strike price K, is given by

P(l*) = (

= (Bt - K)y

N
Y Bt T) - K)
+

i=1

(4.20)

A coupon bond European put option and its forward price is shown in Figure 4.10(a).
The price of a European call option at time #y < ¢, is given by the expectation
value of the payoff P(z,), discounted from time t, to time #yp. Using the money

T,

e

b & T, T,
(a)

Tna Ty X

2by10 swaption prices
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Time series (2.11.2004—-28.1.2005)
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Figure 4.10 (a) The payoff of the coupon bond put option P(t,) = (K -B (t*)) n
is represented by the horizontal line at z,.. The successive horizontal lines with
arrows show, for t < t,, the forward price of the coupon bond; the forward zero
coupon bond price is given by F(t;, T1, T») = B(t;, T2)/B(t;, T1). (b) The market
price of a 2by10 Libor swaption Cy (¢, Ty, Rp(t)) with Ty — t = 2 years. The
swaption price is given for fixed interest equal to the par interest rate at time ¢,

namely Rp(?).
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market numeraire for discounting the payoff function yields the following

Clto 1. Ty. K) = E[e” 10 " OP(1,)]

Ty N
= E | e Jodr® (Z ciB(ts, T}) — K) 4.21)
+

i=1

Similarly, the European put option is given by
‘t*d N
Plto,tu, T, K) = E | ¢ 0 @0 (K — Y B, T»)
i=1 4

The (zero) coupon bonds have a martingale evolution for a large class of
numeraires. For calculating the price of interest rate options it is very convenient
to discount by the forward bond numeraire. The future price of the option is dis-
counted by the zero coupon bond B(t,t,): t, fixed, instead of the money market
numeraire given by exp{— ft:)* dtr(t)}: to fixed.

For the forward bond numeraire, one has that C(z,t,,7T,K)/B(t,t.) is a
martingale. From Eq. (3.8), since B(t,, 1) = 1

Clto. 14, T, K) = B(to, ;) E[P(1,)]

N
= B(ty, t.) E (Z ¢iB(ty, T;) — K) (4.22)
i=1

+

Note that the discounting factor B (%p, t..) in Eq. (4.22) is determined by the initial
value of the forward interest rates f(tp,x). Unlike exp{— ft:)* drr(t)}, B(t,ty) is
not a random quantity and, hence, is outside the expectation value E[...]; this is
the main reason for choosing the forward bond numeraire.

In summary, Eq. (4.22) shows that the price of a (European call) option, at
time ty < t, is given by discounting the payoff P(t.) from time ¢, to time #
and averaging over all the random (fluctuating) forward interest rates over future
calendar time [#g, #,.] — with the initial conditions specified at time #y by f (#o, x).

4.7 Put—call parity for European bond option

Put—call parity for the coupon bond option, as expected, is model-independent. The
martingale property of the zero coupon bonds is the key to the derivation of this
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section. The difference in the call and put payoff functions for the coupon bond
option, using Eq. (4.15), satisfies

N N N
(Zc,-B(r*, T) - K) - (K — Y ciBl, T») =Y Bt T) - K
i=1 + i=1 + i=1

Multiplying both sides by exp{— ft;* dtr(t)} and taking the expectation value using

Ty
the martingale condition E[¢” /0 “" ' B(1,,T)] = B(to,T) given in Eq. (3.4),
yields the following put—call parity relation

™ N
Clto, 1 K) — Plt, tu:K) = E [e‘ffo ar® (Z ciB(ty, T}) — K)}

i=1

N
= _¢iB(t. Ti) — K B(to, t.) = Blto) — K B(to, 1)
i=1

Put—call parity yields the expected result that
C(to, ts; K) — P(to, ts; K) = B(ty) — K B(ty, t,) : put—call parity (4.23)

The right-hand side is the difference, at time 7, between the value of the (underlying)
coupon bond and the discounted value of the strike price K. The result for bonds
is similar to the earlier result for the equity put—call given in Eq. Eq. (3.1).

4.8 American coupon bond option put—call inequalities

The call or put American option on a coupon bond B(#y) has the same payoff function
as the European option, with the additional feature that the American option can be
exercised any time from the time it is sold at 7y to its maximum possible maturity
time .. The freedom of an early exercise implies that the price of the American
option must always be greater than the corresponding European option since the
American option contains the European option as one of its special cases.

It is conjectured in [17], in analogy with Eq. (4.23), that the American call and
put coupon bond options satisfy the following put—call inequalities

F(to) — K < Ca(to, t4; K) — Pa(to, t4; K) < F(to) — KB(t9, 1) :

American put—call inequalities (4.24)

where C 4 (fo, t,; K), P4 (o, ty; K) are the price of the American call and put options
respectively, K is the strike price, and B(%, t,) is a zero coupon bond. F(fg) is the
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forward price, at time 1y, of the coupon bond B(¢,) and is given by

YN Bt T) Bl
B(to,ts) Bty ty)

N
Flto) = Y ciF o, Ti) =

i=1

Recall, from Eq. (2.14), that F (o, 4, T;) is the forward zero coupon bond price
of B(ty,T;) at ty. The forward price of the coupon bond is graphically shown in
Figure 4.10(a).

4.9 Interest rate swaptions

An interest rate swaption, denoted by C;, and Cg, is an option on a floating or a
fixed interest rate receiver swap, swapr, and swapg, respectively.

Consider aswap with N payments dates givenby 7,, = To+nl; n =1,2,...,N;
the swap starts at time 7p, the first payment is made at time 77 and the last payment
is made at time 7. A midcurve swaption, similar to a midcurve caplet, is contracted
at time fg and matures at time ¢, < Tp. The payoff function for a midcurve swaption
is given in Figure 4.4(a) and is the same as a midcurve forward swap. The swaption
is an option on the swap and hence has the same cash flow if it is exercised.

The swaption that will be studied henceforth is the one that matures at ¢, = Tp,
when the swap becomes operational and is shown in Figure 4.4(b). Almost all
market data on swaptions are exclusively given for this case and are, consequently,
the most important for empirical studies of swaptions.

The swaption, on maturing, will be exercised only if the value of the swap at
time Tp is greater than its initial par value of zero. Hence, the payoff function for
the swaption for the floating and fixed receivers swap, from Eqs. (4.2) and (4.3), is
given respectively by the following

C1(Ty, To; Rs) = [swapy (1o, RS)]+
_— -
=LV Z B(ty, T,, + ¢)(L(ty, T,) — Ry) (4.25)
[ n=0 J4
Cr(t,To, Rs) = [SwapR(lo,Rs)]+
- .
=LV | Y B(to. Ty + O)(Rs — L(t, Ty)) (4.26)
[ n=0 dy

In terms of zero coupon bonds, the swaption payoff function, from Eq. (4.5), is
given by
N
CL(T(), To; Rs) =V |:1 — B(To, TN) — ERS Z B(T(), T() + I’lﬁ):| (4.27)
+

n=1
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and a similar expression for Cg. The value of the swaption at an earlier time
t < Ty can be obtained by discounting the payoff function using the money market
numeraire and yields

T( ! !/
CL(t, To, Rs) = VE[e I 7 ¢ (Ty; Rg)]

Tq ! !/ N
— VE [e—ﬁ Or(t)de (1 — B(Ty, Ty) — €Rs » _ B(Tp, Ty + ne)
+

n=1

(4.28)

and similarly for Cr (¢, Ty, Rs). One can see that a swap is equivalent to a particular
portfolio of coupon bonds, and all techniques that are used for coupon bond options
can be used for analyzing swaptions.

Discounting by the forward bond numeraire B(¢, Tp), similar to the case of
coupon bond options givenin Eq. (4.22), makes the swaption price computationally
more tractable; the price of the swaption, from Eq. (4.27), is given by

CL(taTOaRS) _ X
~EeTy - VE[CL(To; Rs)]

N
=VE |:1 — B(Ty, Ty) — €Rs Z B(Tp, Ty + nﬁ):| (4.29)
+

n=1

Figure 4.10(b) shows the market price of a 2by10 swaption Cr (¢, Ty, Rp(1)),
with Libor being the floating rate on a notional principal sum for the underlying
swap of US$1 million.

Eq. (4.15), together with the martingale property of zero coupon bonds under the
money market measure, namely that E [e‘ SO rahdr 'B(Ty, T,,)] = B(t,T,), yields
the put—call parity for the swaptions as [11]

CL(Z7 TO’ RS) - CR(Z7 TO’ RS)

N
T / /
— VE |:e_ft O rhdt [1 — B(Ty, To + N&) — £Rg Z B(Ty, Ty + nﬁ):|:|

n=1

N—1

=V |:B(t, To) — B(t, To + N¢) — {Rg Z B(t, Ty + nﬂ)j| (4.30)
n=0

= swapyr(t; To, Rg)

swapp (t; Ty, Rs) is the price, at time ¢, of the underlying forward swap that
matures at time 7y > ¢. Eq. (4.23) is the general expression for put—call parity
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for coupon bond options and the put—call parity for swaptions given in Eq. (4.30)
is a special case.

The price of swaption Cg, in which the holder has the option to enter a fixed rate
Rg receiver’s swap, is given, from Eq. (4.30), by the formula for the call option
for a coupon bond. The swaption Cr matures at time 7p; the payoff function on a
principal amount V is the following

N
Cr(To. To. Rs) = V [B(To, To+ N+ €Rs Y B(To, To +nt) — 1}
n=1 +

(4.31)

Comparing the payoff for Cg given above with the payoff for the coupon bond call
option given in Eq. (4.20), yields the following for the swaption coefficients

¢y ={¢Rs; n=1,2,...,(N —1); payment at time Ty + nt (4.32)
cy = 14+ £Rg; payment at time Ty + N/
K=1

There are swaptions traded in the market in which the floating rate is paid at
¢ = 90 day intervals, and the fixed rate payments are paid at 2¢ = 180 day intervals.
For a swaption with fixed rate payments at 90 day intervals — at times Ty + n¢, with
n=1,2,...,N —there are N payments. For payments made at 180 day intervals,
there are only N /2 payments’ made at times Ty +2n¢, n = 1,2,..., N /2, and of
amount 2 Rg. The payoff function for the swaption is®

B N/2
CL(To. To; Rs) =V | 1 = B(Ty, To + N&) — 2(Rs Y B(Ty, Ty + 2nt)
B n=1 +
N/2
=V | 1= &B(T).To + 2nt) (4.33)
B n=1 +
The equivalent coupon bond put option payoff function is given by
N/2
K = G B(t., Ty + 2n0) (4.34)
n=1

+

5 Suppose the swaption has a duration such that N is even. Note that for N = 4 the underlying swap has a duration
of one year.

© The price of Cg for the case of 90 day floating and 180 day fixed interest payments is given from Cy, by using
the put—call relation similar to that given in Eq. (4.30).
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and has the coefficients and strike price given by

¢n =2¢Rg; n=1,2,...,(N —1)/2; payment at time Ty + 2nl (4.35)
cny2 =1+ 2¢Rg; payment at time Ty + N/
K=1

The par interest rate at time # is fixed by the forward swap contract and is given,
similar to Eq. (4.6), by

B(ty, To) — B(to, Top + N¥)
SN2 Bto, Ty + 2n¢)

n=1

2¢Rp(ty) =

(4.36)

The par interest rate reduces, at ty = Tp, to the par value of the fixed interest rate
similar to Eq. (4.9) and is given by

1 — B(Ty. Ty + N0)
SN2 B(To, To + 2n¢)

n=1

2¢Rp = 4.37)

It is only due to the asymmetric nature of the last coefficient, namely cy and
cn 2 for the two cases discussed above, that the swap interest rate Rg does not
completely factor out (up to a re-scaling of the strike price) from the swaption
price.

Options on swapy and swapg, namely Cr and Cg, are both call options since
they give the holder the option to either receive fixed or receive floating payments,
respectively. When expressed in terms of coupon bond options, it can be seen from
Eqgs. (4.28) and (4.31) that the swaption for receiving fixed payments is equivalent
to a coupon bond put option, whereas the option to receive floating payments is
equivalent to a coupon bond call option.

4.10 Interest rate caps and swaptions

The fundamental ingredient for swaps, caps, and swaptions is the following com-
bination of floating and fixed interest rates, which constitutes a (floating receiver)
midcurve caplet at time 7, and is given by

B(ts, T + O[L(t:, T) — K] = [swaplety (s, K)]+

The payment of interest is made at time 7" 4 ¢; hence the price of the caplet at # is
given by discounting the payment by the bond B(#,, T + £).
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« The interest rate cap price is the following
_ [t
cap(to, ty) = Z?:m E[e f,o f(f)B(t*, Tj + e)[L(t*, T) — Kj]+:|
The summation on the caplets is outside the expectation value and hence there are no

cross-terms between the various caplets.
In contrast, the swaption price is the following

Swaption; (fo, 1) = E[e‘ffo* ’(’)[Z;;m Bt Tj + O[ Lt T)) — K,-]L]

The summation on the caplets is now inside the expectation value and hence there are
cross-terms leading to correlations between all the caplets. These correlations are needed
for determining the swaption price, as discussed in Chapter 12.

In summary, the prices of the interest rate cap and swaption show a fundamental
difference between the two instruments. The cap price is a linear sum of the caplet
prices, which are all independent and have no correlation with each other. In con-
trast, for the swaption the payoff function is a linear sum of component caplets.
Taking the expectation of the payoff function gives rise to complicated and nontriv-
ial correlations between all the component caplets. This is the fundamental reason
why the price of a swaption is much more complex and difficult to evaluate than
the price of an interest rate cap.

The price of liquid interest rate options, such as caps and floors, encode all the
available market information. The underlying Libor rates are common for these
options, and consequently one can extract information on the Libor rates from caps
and floors. The main challenge for market participants is to use this information
for pricing other (exotic) options. In particular, the market prices of interest caplets
are often used for fixing the volatility of Libor. To reduce the number of inputs,
volatility parameters in a given Libor time interval are often assumed to be constant
and lead to many inaccuracies. Furthermore, longer maturity options require a large
number of volatility parameters due to the aggregation of the volatility parameters
from each Libor future time interval.

4.11 Heath—Jarrow—Morton path integral

The HIM (Heath—Jarrow—Morton) model [56] is the industry standard for studying
interest rates and has been extensively investigated, both analytically and empiri-
cally [48, 57, 88]. In particular, an exact expression for coupon bond options has
been obtained in the HIM framework using stochastic calculus [65]. The discussion
in this section is a preparation for the more general formulation of forward interest
rates discussed in Chapter 5.
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Eq. (3.5) shows that one can consider the present value of a zero coupon bond as
resulting from a stochastic process followed by the spot interest rate r (). However,
in the HIM approach the forward interest rates f (¢, x) are considered as fundamen-
tal, and the value of the present-day value of the bond B (¢, T') is taken as input from
the debt market; the spot interest rate r(¢) is just one point of the f(¢,x) curve,
namely r(t) = f(z,1).

The HIM model is re-formulated in the language of path integration [12] as it
provides a powerful computational tool for obtaining many nontrivial results of the
HJIM model. White noise is expressed in terms of a path integral and the concepts of
stochastic calculus are seen to be a special case of path integration. The path integral
framework provides a natural generalization of white noise to a two-dimensional
Gaussian quantum field.’

In the one-factor HIM model the time evolution of the forward interest rates is
driven by a single white noise R(¢) and is given by [56, 63, 84]®

%(I,x) =a(t,x) +o(t,x)R() (4.38)

a(t,x) is the drift velocity term and o (¢, x) is the deterministic volatility of the
forward interest rates. For every value of time ¢, white noise R(¢) is an independent
Gaussian random variable given by

E[R()]=0; E[RM®ORIN]I =81 —1)

The forward interest rates f (¢, x) are driven by random variables R(¢), which
give the same random ‘shock’ at time ¢ to all the future forward rates f(¢,x),x > ¢.
To bring in the maturity dependence of the random shocks, the volatility function
o (t,x), at given time ¢, weighs this ‘shock’ differently for each x.

The HIM model evolves an entire curve f (¢, x); for the K factor model, at each
instant of time ¢, it is driven by K random variables given by R; (¢), and hence has
at most K degrees of freedom.

The HIM combination [0 f(¢,x)/dt — a(t,x)]/o(t,x) of the forward interest
rates is a generalization of the Sharpe ratio for equity [59], given by (u — r)/o.
w is the expected rate of return on a stock, r is the spot risk-free spot interest

7 The generalization of the HIM model, which is the subject matter of Chapter 5, makes the theory of forward

interest rates mathematically equivalent to a two-dimensional quantum field theory.
8 The K-factor HIM model is given by

o K
o) =al,x) + > ot )R (1)

i=1

where oj (¢, x) are the deterministic volatilities and R; (¢) is a vector Gaussian white noise. No new insight is
offered by the K-factor model and hence only the one-factor model is analyzed.
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rate (fixed by the martingale condition), and o is the stock price’s volatility. The

Sharpe ratio is an important quantity is assessing the risk premium for a stock. In

the quantum finance formulation of the forward interest rates, the quantity f(z, x)

always appears in the HIM combination and has far-reaching consequences.
From Eq. (4.38)

te t

fte, x) = f(to,x) + / ) di'o (t,x)R(t) (4.39)

0]

dto(t,x) + /

0]

The initial forward interest rate curve f (g, x) is determined from the market, and
so is the volatility function o (¢, x). Similar to the Black—Scholes analysis, the drift
term « (¢, x) is fixed to ensure that the forward interest rates have a martingale time
evolution, which yields [56]

a(t,x) =o(t,x) /x dx'o(t,x)

4.12 HJM coupon bond European option price

The coupon bond option price in the one factor HIM model with exponential volatil-
ity has been stated in [34, 65] and a path integral derivation is given of this result.
The derivation illustrates many key features of path integration in a simple context
and serves as an exemplar for more complex derivations.

The payoff function P(z,) of a coupon bond European call option, maturing at
time t,, for strike price K, is given, from Eq. (4.20), as follows

N

P(t,) = (Z ¢iB(te, T)) — K) (4.40)
i=1 4

The European coupon bond option price C(fo, ¢, T, K), from Eq. (4.22), is given by

C(t0.14, T, K) = B(to. 1) E[P (1)

In the HIM model the expectation value is calculated by evaluating the white noise
path integral, as discussed in Appendix A.4; more precisely

e
Crtym(to, 12, T, K) = Blio, 1) / DRP) ™ S0 =~ / RX() (441)

0]
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To explicitly evaluate the path integral, one needs to express the zero coupon bonds
in terms of white noise R(¢); from Eqs. (2.12) and (4.39)

T
B(ty, T;) =6XP{—/ dxf(l,x)}
1

— Jil dx [ dilet0)+0 (L) R

= F(to, 14, T))e (4.42)
Choosing the exponential volatility function
o (t,x) = ope 1)
leads to the following simplifications
T; Iy Iy
/, dx /t( | dto (t,x)R(t) = Y;09 /t( | dte =D R (1) (4.43)

i b 1 5.0
dx dto(t,x) = zo;Y;
[ fo 2

1 T 94 Y
Yi=Y(tT) = 11— e 070 of = 21— 722 070]

All the zero coupon bonds are driven by one random variable, namely

Ty Iy
w :oo/ dte =D R(1) :f dto (1., 1) R(1)

To 0]

The payoft function, from Egs. (4.40), (4.42), and (4.43), is given by

N
P(t) = (Z &iF (10,1, Ty)e 206171V K)

i=1 4

Since the payoff function depends on only one random variable, namely W, the
path integral can be performed exactly. Inserting unity

+00 Iy
1 =/ dwsé [W —/ dta(t*,t)R(t)]
—0 To
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into the path integral for the option price given in Eq. (4.41) yields the following

C l‘ ,l‘ ’T’K 400 [
HJMm (o, 1y ):/DR/ dWs [W—/ dto(t*,l‘)R(l‘)] PyeS
-0 )
N

e i=1

+oo _1 2Y2—Y'W
= dw § ciF(ty, te, T)e 298 1V K| Z(W) (4.44)
_l’_

where  Z(W) =fDR8[W—/*dta(t*,t)R(t)] %0
I

0

To evaluate the path integral, the Dirac-delta function is represented, as in Eq. (A.7),
as follows

_ 400 d . -
SIW — W] = / 2—5e’5<W—W)
oo 2T

The path integral for Z(W) is evaluated using Eq. (A.41) and yields
“+0o0 d . ot
Z(W) = / DR/ _Eeté(W jto dm(t*,t)R(z))eSO
oo 2T

— /+OO 48 igw 38 [y dio®t)

—oo 2T
1 I,
= expy———W (4.45)
\ /27ro*§ 20

since ft;* dto(t,,t) = 0.
Hence, Eqs. (4.44) and (4.45) yield the following coupon bond option price

B(to,ty) [T -5 W?
CHJM(t07t*7T7K): (0 *)f dWe 20%
,/2710% -0
N 1 _2y2
x (Z ci F(to, ty, Ty)e 27EYT —1iW K)
i=1 4
To further simplify the HIM option price, define quantity wq such that’
N 1 _2vy2
> ciF (., Tye 208710 = K (4.46)
i=1

° The definition of wq given in [65] differs from the one given in Eq. (4.46).
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Figure 4.11 The nonlinear relation of K and wy.

The quantity wq is related to the strike price K by a nonlinear transformation
that depends on the initial coupon bond price [65]. Figure 4.11 shows a typical
dependence of K on wy.

For values of W > w the coupon bond’s value is greater than K and the option
is not exercised; the option price hence is given by

B(tp,t wo w2
Cusm(to, ts, T,K) = (o *)/ dWe ¥i
—o0

2
1/27'[(7E

N
1
: (Z i F (1, te, Tyye 281710V — K)

i=1

The integration over W yields the following explicit expression for the coupon
bond option [34, 57, 65]

N
Cryulto, 1, K) = Y ciBto, TIN(d) — K Blto, tON()  (4.47)
i=1
di =2+ Y. Tyop: d ="
OE OE

where N(d) is the probability integral for the normal distribution defined in
Eq. (3.61).

The coupon bond European option is equal to the sum of terms that refer to
options on its constituent zero coupon bonds; all correlations between the different
zero coupon bonds are absent in the HIM coupon bond option price. It will be
shown in Chapter 11 that in the quantum finance model of forward interest rates
the coupon bond option price has cross terms of the constituent zero coupon bonds
of arbitrarily high order.
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4.12.1 Small volatility limit of HJM coupon bond option

The small volatility limit of the HIM coupon bond option price is obtained. In
Chapter 11, a quantum finance derivation is given of the coupon bond option price;
a limiting case of which is shown to be the HIM small volatility price.

The HIM option price is expanded as a power series in the volatility constant oy,
which is taken to be small. The value of wy is taken to be such that wo/og is small,
which in turn yields that all the d;, d are small. Using the expansion

N(d) =,/ ! fd dze™2" 1+,/ Litow?
=,/ e 2" >~ - —
) 2 " V2r

Eq. (4.47) yields the following approximate HIM bond option price

C (tg, t4, K) EN B(ty, T;) 1+,l—1 d,
s bxs =~ Ci s 4 A i
HIM L0 Lx o 0 2 27
1 1 )
— KB(ty,t) | = ++/=—d |+ 0}, d°)
2 2w

N N
! 1
=5 [21: ciB(to, T;) — KB(to,t*)} +,/§ XI:C,'B(Z(),TZ')Y(Z*,TL')UR
1= i—

N
1

2 [} By, T;) — KB(lo,l*)} + O d?
21 OR -1

—IB(t tF — K]+ ,/ ! B(t, ty) i]-Y(z T)
—2 05 Ix o 0,Ix)OR i s 1

i=1

+0 (ﬂ(F — K), (F — K)2> (4.48)
00
where J; = ¢; B(1o, T;)/B(to, 1) and F = "V J;.

4.13 Summary

Interest rate derivatives, namely interest rate swaps, caps, and swaptions were
briefly discussed. Coupon bond options were also discussed and it was shown that
swaptions can be viewed as a special case of coupon bond options. Put—call parity
for coupon bond options were derived and were shown to follow from the definition
of the payoff functions.
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The main focus of this chapter was on the mathematical formulation of the debt
instruments. In particular, the precise expression of the options’ payoff functions
and the formulas for determining the option price were obtained and analyzed.

The HIM model was given a path integral formulation. The forward interest
rates were shown, in the HIM model, to be driven by a single white noise. The
coupon bond option HIM price was evaluated exactly, for an exponential volatility
function, and was seen to have no correlation terms between the constituent zero
coupon bonds.

The combination [0 f (¢, x) /0t — (¢, x)]/o (¢, x) is the most important feature of
the HIM model. This combination is reflected in the stochastic differential equation
that defines the HIM evolution of f (¢, x) and carries over to all forms of general-
izations, including the quantum finance model for f (¢, x) as well as the quantum
Libor Market Model.



5

Quantum field theory of bond
forward interest rates

A quantum field theory of forward interest rates is developed as a natural general-
ization of the HIM model: the forward interest rates are allowed to have inde-
pendent fluctuations for each future time. The forward interest rates are modeled
as a two-dimensional Gaussian quantum field, leading to forward interest rates
that have a finite probability of being negative. The model is consistent not for
the interest rate sector but only for the bond sector and is consequently called the
bond forward interest rates. The concept of a quantum field is briefly discussed in
Appendix A.7. The ‘stiff” quasi-Gaussian model, together with the concept of mar-
ket time, describes the forward interest rates. A differential formulation of forward
interest rates’ dynamics is obtained. Using a singular property of the forward inter-
est rates’ quantum field, a generalization of Ito calculus follows from the Wilson
expansion. A derivation of a risk-neutral measure for zero coupon bonds is obtained
based on the differential martingale condition.

5.1 Introduction

The complexity of the forward interest rates is far greater than that encountered in
the study of stocks and their derivatives. A stock, at a given instant in time, is descri-
bed by only one random variable (degree of freedom) S(¢) and which is usually
modeled using stochastic differential equations. In the case of interest rates, it is the
entire interest rates yield curve f (¢, x) that undergoes a random evolution. Clearly,
at each instant, the most general random evolution is that the forward interest rates
f(t, x), for each of future time x, should be an independent random variable.

In the industry standard HIM model, as discussed in Section 4.11, the forward
interest rate evolution equation is similar to a stock S(z); this fact leads to the
following major limitations of the HIM model.

- Forward interest rates are not directly observed, in contrast to Libor and Euribor, but
instead are derived from traded instruments such as the Treasury Bond zero coupon yield
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curve. This shortcoming is addressed by the Libor Market Model, discussed in some detail
in Chapter 6.

 The forward interest rates in the HIM model are defined by the stochastic differential
equation given in Eq. (4.38), which is driven by one random variable R(z), similar
to Eq. (3.10) for S(#). For this reason, all the forward rates are exactly correlated,
leading, for instance, to the unreasonable possibility of hedging a 30-year Treasury Bond
with a six-month Treasury Bill.

« Empirical studies of the debt market show that the forward interest rates have nontrivial
correlation in the future time direction. These correlations yield observable effects in the
pricing and hedging of interest rate instruments.

One needs to look beyond the HIM model to describe the behavior of the forward
interest rates. The limitations of the HIM model are redressed quite naturally in the
framework of quantum finance. Forward interest rate models, based on quantum
field theory, are able to incorporate correlations between forward interest rates
with different maturities in a parsimonious and minimal manner. These models
are computationally tractable and well suited for empirical implementation. This is
the main motivation for studying forward interest rates from the point of view of
quantum field theory.

Treating all the forward interest rates as independent random variables has been
studied in [52, 67, 85]. In references [52] and [67] a correlation between forward
interest rates with different maturities was introduced. In [85] the forward interest
rates were modeled as a stochastic string, and a stochastic partial differential equa-
tion in infinitely many variables was obtained. A detailed discussion of the various
generalizations of the HIM model, and their relation to the quantum field theory
model of the forward rates, is given in [92].

In the quantum finance approach, the prices of all interest rate instruments are
formally given as a path (functional) integral and hence it is complementary to the
approach based on stochastic partial differential equations.

Quantum field theory models of interest rates are based on taking the interest rates
as a strongly correlated system, with independent fluctuations for all maturities [ 14].
Itis shownin [12] that the well-known results of the HIM model [56] can be obtained
as a limiting case of the quantum finance model of the forward interest rates.

5.2 Bond forward interest rates: a quantum field
Recall, from Eq. (4.38), that in the HIM model the forward interest rates are
defined by

af
E(I’x) =a(t,x)+o(t,x)R(t)
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As discussed earlier, in the HIM model the fluctuations in the forward interest
rates at a given time ¢ are given by white noise R(¢) that delivers ‘shocks’ to the
entire curve f (¢, x); white noise does not depend on the maturity direction x.

Figure 2.3 shows the forward interest rates obtained from the Libor and Euribor
futures markets. One can see from the figure that each forward interest rate is
evolving randomly in time. From the data, it is clear that, for each future time x, the
forward interest rates f (¢, x) are evolving under the impact of independent random
shocks.

It is natural to make a quantum finance generalization of the HIM model. The
forward interest rates are defined by the following

af
ot

[t x) = f(to, x) +f

Io

(t,x) = a(t,x) +o(t,x)A(t, x) 5.1

s s

dto(t,x) + f dto(t,x)A(t,x) (5.2)
fo
where A(z, x) is a generalization of white noise R(¢).

For the case where «(¢,x) and o (¢, x) are deterministic, f(¢,x) is called the
bond forward interest rates. The quantum finance model proposed for f(¢,x) in
Eq. (5.1) is appropriate for studying the bond sector of the debt market. For studying
the interest rate component of the debt market, Libor forward interest rates is
another collection of rates that is more suitable. The Libor case is nonlinear and
has stochastic drift and volatility that are very different from the bond case.

The bond forward interest rates will be denoted by f (¢, x) for the rest of the
book. In contrast, the Libor forward interest rates will be denoted by f (¢, x).
Only the bond forward interest rates are discussed in this chapter and hence, unless
necessary, they will be referred to only as forward interest rates. It should be noted
that the terms bond and Libor forward interest rates refer to models that have been
constructed to explain the market’s behavior. The empirical forward interest rates
are neither bond nor Libor forward interest rates, but, rather, are essentially the
same for both the bond and interest rate sectors of the debt markets. It will be clear
from the context what forward interest rates are being discussed.

The quantity A(z, x) is a (classical) stochastic field that delivers, for each future
time x, independent ‘shocks’to f (¢, x). Eq. (5.1) is very different from Eq. (4.38) of
the HIM model, since now both the stochastic noise term A(¢, x) and the forward
interest rates f(¢,x) are on par. In fact, Eq. (5.1) is a change of variables from
stochastic field A(z, x) to stochastic forward interest rates f(z,x). Both fields are
equally good for describing the interest rates, although, as one can imagine, the
choice of which one to use depends on the financial instrument one is studying.

In quantum finance, all financial instruments, such as interest rate options and
other derivatives, are defined by averaging the stochastic forward interest rates
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over all possible values; the averaging over the stochastic field is mathematically
identical to the averaging in Euclidean quantum field theory.

The random evolution of the instantaneous forward interest rates implies that
f(t,x) is an independent random variable for each x and each t. Or equivalently,
f(t,x), for each x and t, is an independent integration variable. As discussed in
Appendix A.7, the generic quantity describing such a system is a quantum field
[95]. The forward interest rate is mathematically equivalent to a two-dimensional
quantum field. In quantum finance, the techniques of quantum field theory are
employed for modeling interest rates.

The theory of quantum fields [95] is a vast and complex subject that is at the
leading edge of theoretical physics. Quantum field theory has been developed pre-
cisely to study problems involving infinitely many degrees of freedom and so one
is naturally led to its techniques in the study of the interest yield curve.

For notational simplicity, both ¢ and x are taken to be continuous. In Chapter 16,
the lattice theory of the forward interest rates is defined by discretizing both # and
x so that they take integer values in a finite set.

5.3 Forward interest rates: Lagrangian and action

The market price of an interest rate instrument, denoted by F[.A], is equal to its
expectation value E[F[.A]] — obtained by performing an average over the two-
dimensional quantum (random) field A(z, x). Similar to the case of white noise —
given in Egs. (A.38), (A.39), and (A.40) —to evaluate E[ F[.A]] one has the generic
Feynman path integral given by

E[F[Al] = %/DA FIA]SM 7 = /DAeS[A] (5.3)

where [D.A stands for integrating over all possible values of A(z, x) — weighted
by the probability measure ¢3/Z. S is the ‘action’ for the quantum field A(z, x),
and Z is the ‘partition function’; see Appendix A.7. One can equivalently do all
the calculations directly using the forward interest rates since Eq. (5.1) defines,
as follows, a change of variables from A(¢, x) to f (¢, x) with a constant Jacobian

Alt,x) = 07, x)/0t — att, x) = /D.A = constant fo

o(t,x)

= E[FIAI] = E[F[f]] = % f Df FIf1e8V); z = [ Dfe’s]
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To choose an action S[f] for f(t,x), the domain over which 7, x take values
needs to be specified. For the sake of concreteness, consider the forward interest
rates starting from initial calendar time 7; to a future calendar time 7'y. Forward
interest rates f (¢, x) only exist for the future, which yields x > ¢. The quantum
field f (¢, x) is defined on the domain in the shape of a trapezoid 7 that is bounded
by parallel lines x = ¢ and x = Trg + ¢ in the maturity direction, and by the
lines t = T; and t = T in the time direction, as shown in Figure 5.1(a). Every
point inside the domain 7 represents an independent integration variable f(z, x),
and shows the enormous increase over the HIM random variable R(¢) given in
Figure A.1.

For a financial instrument that matures at some future time 7'y, its behavior at
earlier time 7; < T is determined by the action

Ty t+TFrR
S[f] = f di / dxLLf] (5.4)
T; t

= f LIf] (5.5)
T

where L(t, x) is the Lagrangian density for the forward interest rates.
What should terms should £(¢, x) contain? What should be the form of L£(z, x)?
The HIM model shows that the forward interest rates have a drift velocity (¢, x)
and volatility o (¢, x); hence, these have to appear directly in the Lagrangian. To
be well defined, the Lagrangian needs a kinetic term — denoted by Lyinetic — that is
necessary to have forward interest rates’ time evolution similar to a stock price.
The important insight of HIM [56] is that it is the combination [df (¢, x)/dt —
a(t,x)]/o(t,x) of the forward interest rates that occurs in finance. The dynamics

Ti T, +TFR Tf +TFH X Tl /\/ X
(@) (b)

Figure 5.1 (a) Trapezoidal domain 7 of the forward interest rates. (b) The domain
of forward interest rates for the limit of Trpp — o0.
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of the forward interest rate, in particular its Lagrangian, are functions of the HIM
combination.

There needs to be a term in the Lagrangian that constrains the change of shape
of the forward interest rates in the future time direction x. Sharp changes in the
shape of the forward interest rates need to be attenuated because the interest yield
curve is not expected to change suddenly. The existence of a risk-neutral measure
requires that the forward interest rates’ Lagrangian contains only derivative terms
in future time x [12]. Such systems have been studied in [81] and are said to be
strings with finite rigidity.

The forward interest rates’ Lagrangian has a piece Lyigidgity that is of the form
(8%f/8xd1)?, with rigidity parameter y quantifying the strength of this term. One
has to further include yet another term in the Lagrangian, namely the stiffness term
Laiffess, Which has the form (33 f/ dx291)?; this term is needed for suppressing
fluctuations that cause discontinuities in the slope of a correlation of forward interest
rates [16].

Keeping in mind the considerations discussed above, the ‘stiff’ Lagrangian
density L[ f] for the bond forward rates is given by [12, 16]

E[f] = Ekinetic[f] + ﬁrigidity [f1+ ﬁstiffness[f] (5.6)
(M a1 [ o (M ag)
2 o(t,x) w? | ox o(t,x)

L[ (2 et
A4 | 9x2 o(t,x)

+

— 00 < f(t,x) < +00 (5.7)

The Lagrangian is quadratic in the forward interest rates and can be analytically
studied using Gaussian integrations.'

In summary, forward interest rates are modeled by a two-dimensional quantum
field, with a calendar and future time dependent drift velocity « (¢, x) and effec-
tive ‘mass’ o (¢, x); rigidity and stiffness parameters are p and A, respectively. For
pricing options, the drift term « (¢, x) is completely determined by the requirement
of obtaining a risk-neutral evolution of the forward interest rates. The quantities
o(t,x), u, and A are free parameters of the theory. Unlike the HIM model where

! The terms linear, Gaussian, and free quantum fields are used interchangeably. Nonlinear generalizations of the
Gaussian model with stochastic volatility that is a function of the forward interest rates are discussed in [12, 13];
the formulation can be further generalized to the case of linear forward rates with (nonlinear) stochastic volatility
being another independent quantum field.
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a functional form is usually assumed for the volatility function o (¢, x), in the quan-
tum finance approach the volatility function is determined from the market. In the
limit of © — 0, the HIM model is recovered (up to a rescaling), which corresponds
to an infinitely rigid interest yield curve.

A remarkable fact about Eq. (5.6) is that only the time derivative of the forward
interest rates, that is o f (¢, x)/0d¢, appears in the Lagrangian. It will be shown in
Chapter 15 that this translates into a Hamiltonian that has only kinetic terms and
no (potential) terms (that depend on f (¢, x)).

Since the field theory is defined on a finite domain 7, as shown in Figure 5.1(a),
the boundary conditions need to be specified on all the four boundaries of the finite
parallelogram 7 .

e Fixed (Dirichlet) initial and final conditions
The initial and final (Dirichlet) conditions in the time direction are given by

t=T : T, <x<T;+Trr : f(Ti,x) (5.8)
: specified initial forward rate curve
t=Tr : Ty <x<Ty+Trr : f(Tr,x) 5.9)

: specified final forward rate curve

e Free (Neumann) boundary conditions
To specify the boundary condition in the maturity direction, one needs to analyze the
action given in Eq. (5.4) and impose the condition that there are no surface terms in
the action. The absence of surface terms is a necessary condition for the existence of a
Hamiltonian. A straightforward analysis yields the following Neumann conditions

L — et )
Ti<t<Tf, a T =0 (510)
cx=torx =t+ TrpR (5.11)

The quantum field theory of the bond forward interest rates, for the finite domain
T, is defined by the Feynman path integral

Z:foeS[f] (5.12)

400
foE 1_[ f df(t,x) (5.13)

(tx)eT V=

eSl/1/7 is the probability for different field configurations to occur when the
functional integral over f (¢, x) is performed.
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The forward interest rates, starting from some initial calendar time ¢ = fg can,
in principle, be defined into the infinite future calendar time, that is to t = oo.
Since all options mature at some finite future calendar time, the limit of ¥ = oo will
not be necessary. On the other hand, the maximum future time ¢ + TFg is so far
in the future that the limit of Trg — o0 is taken for most calculations. Hence,
the domain 7 of the forward rates is extended, as shown in Figure 5.1(b), to a
semi-infinite parallelogram that is bounded by parallel lines = 7; and t = Ty and
by the straight line x = ¢ (since forward interest rates exist only for future time
X >1).

5.4 Velocity quantum field A(z, x)

The action S| f] expressed in terms of the forward interest rates, givenin Eq. (5.4) is
suitable for studying many properties of the debt market. In particular, in Chapter 15
the Hamiltonian of the interest rates is derived from S[ f]; in Chapter 16 the algo-
rithm for evaluating the coupon bond American option price is based on S[f]. It
is, however, simpler for many computational purposes to change variables from
quantum field f(z,x) to quantum field .A(z, x), which is the drift adjusted velocity
of the forward interest rates.
Recall from Eq. (5.1) that A(t, x) is related to f (¢, x) by the transformation’
df
E(t’x) =a(t,x) +o(t,x)A(, x)
The quantum field theory is defined by a functional integral over all configurations
of A(z, x) with the partition function given by

Z= / DAeSA (5.14)
The action, in terms of the A(z, x) field, is given by

S[A] :/ L[A] (5.15)
T

1 oo T ) 1 (0AD\ 1 (A
__E/to dl/t dx [A (l,x)—I—E(T) +)»_4(T)

The action S[A] given in Eq. (5.15) has no time derivative couplings. For each
instant ¢, the A(z, x) is equivalent to a quantum mechanical system. This fact has far-
reaching consequences. It is shown in Section 5.10 that absence of time derivatives

2 The Jacobian of the above transformation is a constant.
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leads to the Wilson expansion for A(z, x). This expansion is the mathematical basis
for a generalization of Ito calculus; in particular, the Wilson expansion yields a
differential derivation of the martingale condition in Section 5.12 as well as of
Libor’s drift in Section 6.7.
The field A(z,x), from Eq. (5.10), satisfies Neumann boundary conditions
given by
0A(t, x) 0A(t, x)

Th:r =0 T|x=t+TFR (5.16)
The quantum field variables at the boundary x = ¢ andx = 4 Trg, namely A(z,t)
and A(t,t + Trpr) take all possible values, and result in the Neumann boundary
conditions given above. In other words, the values of A(z, x) on the boundary of
T are integration variables [12].

On integrating the future time variable in the action S[A] by parts, the Neumann
boundary conditions ensure that there are no surface terms and yield

S[A]——l/A(t )(1—i8—2+i8—4>y4(t ) (5.17)
27 - w2 ox? A% oxt ,x ‘

A more general Gaussian Lagrangian, which will be useful in studying the empir-
ical behavior of interest rate instruments, is nonlocal in future time x and has the
form

L(A) = —%A(t,x)N_l(t,x,x/).A(t,x’) (5.18)

The HIM model, obtained in the limit of ¢, A — 0, leads to a drastic truncation
of the full quantum field theory. The HIM model considers only the fluctuations of
the average value of the quantum field A(z, x) and, in effect, ‘freezes-out’ all the
other fluctuations of A(z, x). It is shown in [12] that, in the limit of & — 0, the
HJM model emerges from the field theory model in the following manner

1 +Trr
=a(t,x) +o(t,x) x —f dx A(t, x)
Trgr J;

=oa(t,x) +o(t,x)R(t)

af
E(Z’x)|HJM

where R(t) = f;+TFR dx A(t,x)/Trg is white noise.

One can think of the field A(#g, x), at some instant f, as giving the position of a
‘string’ [85], as shown in Figure A.2. The action S[.A] given in Eq. (5.15) allows
all points x of the field A(g, x) to fluctuate independently and can be thought of
as a ‘string” with rigidity equal to 1/u2. In the ‘string’ language, the HIM model
of forward interest rates is a string with infinite rigidity.
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5.5 Generating functional for A(¢,x): propagator

The action for A(z, x), from Eq. (5.17) is given by

S[A] = —%/ A, x)D™ (x, x"; 1) A2, x) (5.19)
T

( 1 92 1 a*

_ ?@ + FW) D(x,x";t) =8(x — x’) + Neumann B.C. (5.20)

The complete content of a quantum field is contained in its generating functional

defined by
ZIhl=E [exp {/ dtf dxh(t,x)A(t,x)}]
o t

Functional differentiation of Z[A] by Ah(t, x), discussed in Section A.5, and setting
h(t,x) = 0 yields all the correlation functions of A(z, x).

Quantum field A has a quadratic Lagrangian, as given in Eq. (5.20). Hence,
the generating functional is evaluated exactly by Gaussian integration, reviewed in
Section A.3 and yields the following

ZIh] = ; / A STAIES dn [§F dzh@.2) AG2)

1 o0 o0
= exp <§/ dtf dxdx/h(t,z)D(x,x’;t)h(t,x/)) (5.21)
1o t

The propagator (connected quadratic correlator) of the A(¢, x) quantum field is
given by

E[A(t, AW, )] = % / DA A, ) A, 2)

82
= Z[h]
Sh(t,x)Sh(t’',x") h=0
=681t —t)D(x,x';t) (5.22)

The propagator §(t —")D(x, x’; t) is of central importance in the study of quantum
fields. In fact, for Gaussian quantum fields it can be shown that the propagator
encodes the full content of its quantum field theory [95].

Recall from Eq. (5.1) that A(z, x) is related to f (¢, x) by

df

E(z,x} = a(t,x) + o (t,x) A, x)
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Hence’®
af
E [E(Z’x)} = Ela(t,x)] = a(t, x)

E [E;—{(t,x)%(z/,x/)} — o (t,x)o (', XVE[A(t, ) AW x)]  (5.23)

=68t —t)o(t,x)D(x,x;t)o(t,x) (5.24)
showing that d f (¢, x) /9t has nontrivial correlations for future time x.

5.6 Future market time

The empirical analysis of forward interest rates leads to a further generalization of
the interest rates’ Lagrangian. Remaining future time 6 = x — ¢ is not what the
market traders and practitioners perceive; instead, a modified form of time, called z:
Juture market time, is what determines the price of debt instrument options.

The defining equation for future market time z(9) is given by

%—J;(I,f +0) =a(t,z(0) +o(t,z(0) A, z(0); 0 =x—1t

and which yields the following representation for zero coupon bonds

T—t
B(t,T):exp{—/ d@f(t,t-i—@)}
0

In Chapter 7 it is shown that market data imply a future time of the form z = 67,
where 7 is a dimensionless number with < 1. The constants i, A, which are more
natural for the z variable, are defined as follows

z=x—-0)"T=0"
Az =[z]"; uz = [iz]" : dimensionless

dimension of fi = dimension of A = 1/time

The stiff Lagrangian for the velocity field A(¢, x) is given by

1, 1 (3AGD\ | 1 (A2
E[A]——E {A (Z’ZH?(T) +F(a—2z) (5.25)

The action S[.A] of the Lagrangian, for Trg — oo yields the following
Ty o]
S[A] = / dt / dzL[A] (5.26)
; 0

3 Note the connected correlation of AB is given by E[AB]. = E[AB] — E[A]E[B].
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Suppose one were to write a Lagrangian in remaining future time x — ¢ such
that it produces the results of the Lagrangian with market time given in Eq. (5.26).
Such a Lagrangian would need to be nonlinear, having new terms in addition to
ones givenin Eq. (5.17). By introducing market time one is, in effect, describing the
forward interest rates with a nonlinear Lagrangian; all the nonlinearities are encoded
in market time, with the quantum field A(z, z) remaining Gaussian. Hence, the
Lagrangian given in Eq. (5.26) is pseudo-Gaussian, being nonlinear when expressed
in terms of the f-variable.

5.7 Stiff propagator

Consider the special case of the stiff Lagrangian with n = 1, that is z = x — ; the
case of n # 1 will be derived by a change of variables from the simpler case. The
propagator is given by*

1

G(x,x';t = <x x> 5.27
( ) |)\4 ()LZ/“)ZPZ P4| ( )
) 32
h =
where p- = 3 3

Define new variables

0. =0+0"; z2(0)=0";, 7 =z

0=x—1,0 =x"—t
A4 4
o =1+ 1—4(ﬁ>
2u? A

Eq. (5.27) yields [12]

4
G(04.0-) = (A—> [LD—(9+;9—) - LD+(9+;9—)} (5.28)
oy — - o_ oy
where
Dy (04:6-) = —Vgi [e7 Vo0 4 e VE=IOH] (5.29)

The stiff propagator for n # 1 is given by
D(z,7'51) = G(z(04);2(0-)); z(0x) = z(6) £ z(8) (5.30)

4 Henceforth T — oo.
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All the pricing formulas for interest rate options depend on the following:

« The volatility function o (¢, x)
 Parameters u, A, n in the Lagrangian and
« The initial term structure f (g, x)

For notational simplicity and unless it is necessary otherwise, only the case of
n = 1 will be considered; in other words, all integrations over z are replaced with
those over future time x. For n = 1 the dimension of the quantum field A(z, x)
is 1/time and volatility o (¢, x) of the forward interest rates also has dimension of
1/time.

In many cases, where an empirical analysis of an interest option is carried
out, the explicit value of the propagator D(z,z’;) is not used. Instead, only the
Gaussian property of the Lagrangian is used. In particular, the effective prop-
agator that describes the market behavior of interest rate options is given by
M(x,x";t) = o(t,x)D(x,x";t)o(t,x"). In the empirical studies of swaptions
carried out in Chapter 12, M (x, x’; 1) is evaluated directly from market data.

The expression for D(z,z’;t) given in Eq. (5.30) is discussed in Chapter 7 and
is shown to provide a very accurate description of the correlation of the forward
interest rates for both the Libor and Euribor forward interest rates. The stiff propa-
gator’s prediction on the correlation function of the changes in the forward interest
rates matches market data to an accuracy of over 99%.

5.8 Integral condition for interest rates’ martingale

The integral martingale condition for zero coupon bonds is given in Eq. (3.4) as
follows

B(to.T) = E[¢ o "% B(1,. T)] (5.31)

and has the following functional integral representation in quantum field theory
1 [
B(t.T) = - / Dfe o " B, 1)U (532)

A change of variables from f(z,x) to A(t, x) is given, from Eq. (5.1), by

/

t t
ft,x) = f(to,x)—i-/ dt/oz(t/,x)—i-/ dt'oc(t',x) A, x)
To

0]
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Figure 5.2 (a) Shaded trapezoidal domain 7 of the forward interest rates required
for money market numeraire martingale condition. (b) Shaded rectangular domain

R of the forward interest rates required for forward numeraire martingale
condition.

Egs. (5.1), (5.31), and (5.32) yield’

exp / alf,x) = 1 f D Ae~ JT 9 tAW) o SIAl (5.33)
T Z
1 e T
=exp5f dt/ dxdx'c(t,x)D(x,x';t, Trr)o (t,x") (5.34)
to t

where the last equation follows from the generating functional given in Eq. (5.21).
The trapezoidal domain 7, as shown in Figure 5.2(a), is the domain of the forward
interest rates required for carrying out the calculation.

Dropping the time integration in Eq. (5.34) yields

T 1 T
/ dxa(t,x) = 5/ dxdx'o(t,x)D(x,x';t, Trr)o (t,x") (5.35)
1

t
Differentiating the above expression with respect to 7 yields the drift velocity

a(t,x) =o(t,x) /x dx'D(x,x";t, Trr)o (t,x") (5.36)

The drift « (¢, x) obtained in Eq. (5.36) is for the money market numeraire. One
can, instead of the money market numeraire, choose the forward bond numeraire
given by the zero coupon bond B(t, t,); t.: fixed. For the forward bond numeraire,

° Integration over the trapezoidal domain 7 is defined by [ = f[i)* dt flT dx.
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the drift, given by a (¢, x), is fixed by the martingale condition similar to Eq. (3.8),
namely that

B D) _ p [BGD]
B(io, 1) Er [B(z*,;*)} = Ep[B(t, T)]

= B(to,T) = B(to, 1) EF[B(t+, T)]

A calculation similar, but simpler, to the one for obtaining the drift for the money
market numeraire gives the drift oz (¢, x). The domain required for the forward
numeraire calculation is given in Figure 5.2(b) and yields

X
ap(t,x) = a(t,x)/ dx'D(x,x';t, Trr)o (t,x) (5.37)
Iy

For most cases, the subscript F in the drift and expectation value will be omitted
as it will be clear from the context which numeraire is being used.
In summary, the martingale condition determines the drift « (¢, x) in the action

S[AL°

5.9 Pricing kernel and path integration

Consider a European option on the forward interest rates that matures at calendar
time #, and has a payoff function P[f (#,-)].” The price of the option at time 7,
using the forward numeraire, is given from Eq. (3.8), by the following

Clto, ts; f (10, )] = B(to, t+) f D K[ f (t0,); f (tsr )| PLS (14, )]

+00 400
[pr=T1 [ aren
x=t, v~

The pricing kernel K[ f (1o, -); f (#+, )], expressed as a Feynman path integral, pro-
vides an exemplar of the path integral as a computational tool. The pricing kernel
is the conditional probability of the occurrence of the initial forward interest rates
f (to, ), given the occurrence of the final values f (z, -). The path integral is a sum
over all possible configurations of the forward interest rates that start with f (zg, -)

© The result obtained here has been obtained using path integration. A Hamiltonian derivation is given of the drift
in Section 9.3.

7 The notation f (¢, -) means that the quantity in question depends on all the forward interest rates at time ¢, namely
on f(t,x); x € [t,t + TpR].
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and end at f(z,-). It is convenient to evaluate the path integral using the velocity
field A(z, x); from Eq. (5.1)

t

[ *
f(te,x) = f(to,x)—I-f dta(t,x)—i—f dto(t,x)A(t, x)

To To

In the equation above, all configurations of A(z, x) have the initial condition f (7, -)
built into the change of variables. The final condition has to be imposed on the path
integral, which is implemented by a Dirac-delta function.

Hence, the pricing kernel is given by

[
K[ f o, f (1, 9)] =%/DA I S[F(x)—f dta(t,x)A(t,x)] eStAl

1 <X <00 fo

[
Fx) = f(tesx) — f(t0,5) — / dia(t,x)

0}
1 [ o
S[A] = _5/ dzf dx A(t,x)D~ " (x,x"; A, x)
1o t

where the action is given in Eq. (5.19). The Dirac-delta function is represented as
follows

[] ¢ [F(x) - / ) dta(t,x)A(t,x)] = f Dk K O[F@=f dio0A€0]
1

0

-‘rOO o0
fDK:C ]_[ f dk(x); f dxzf
—00 Ty X

where C is a normalization constant.
The Gaussian path integral /DA can be performed exactly using the generating
functional given in Eq. (5.21) and yields

Iy <X <00

KL (0,95 £ 0] = DA~ M 0k)
= N exp {—%/ F(x)M_l(x,x/)F(x')}

L

M(x,x') = f dto (t,x)D(x,x";t)o (t,x) (5.38)
0]

The normalization constant " = N (¢, t,, o (¢, x), D) can be evaluated by a detailed

calculation; it can also be obtained by demanding that the pricing kernel obeys the

composition law for conditional probabilities [47].
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5.9.1 Infinitesimal limit

Consider an infinitesimal transition from time ¢ to time t, = t + €. This yields,
from Eq. Eq. (5.38)

M(x,x") — eo(t,x)D(x,x";t)o(t,x")

1
M_l 5 ! - D_l 5 /at
= (%) = eo(t,x) (x, x )a(t,x)

F(x)— Fc(x)= f(t+e€,x)— f(t,x) —eax(t,x)
K[f@, ) ft+e)]—

Nexp{—if Fe®) po1(, v E& } (5.39)

,x’ G(tax) G(tax/)

Consider the action for infinitesimal time; to simplify the notation, define the
following

0 , 1
SO L4 ey — £,0]
at €

1 1
Ac(t,x) = g[f(z +e,x) — f(t,x) —ea(t,x)] = gE(x)

From Eq. (5.19), the time integral in the action reduces to € and yields

Self1 =ef dxL[f(t,x); f(t +€,x)]
t

= —%f dxdx' Ac(t,x)D (x, x"s0) Ac (1, x)
!

1 o0 F, F.(x'
aTg— dxdx’—E(x) D (x,x") )
2¢ J; o(t,x) o(t,x")

(5.40)

On comparing Eq. (5.39) with Eq. (5.40), it is seen that the pricing kernel for € time
evolution is simply the action for infinitesimal time, namely that

KLf @) +e)] = Nexp{SeLf1]
=Nexp{e/ dxc[f(z,x);f(z+e,x)]} (5.41)
t

The pricing kernel will be given a Hamiltonian interpretation in Chapter 15. The
American option’s pricing will be seen, in Sections 16.2 and 16.5, to hinge on the
properties of the pricing kernel of the forward interest rates.

Eq. (5.41) has been derived in the context of Gaussian quantum fields for which
the path integral can be explicitly evaluated. However, Eq. (5.41) is of great gen-
erality and holds true for any action for which a Lagrangian exists; Eq. (5.41)
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states that the pricing kernel, or more technically, the conditional probability, for
infinitesimal time is, up to a normalization, given by the exponential of the action
for infinitesimal time. In physics, Eq. (5.41) is called the Dirac—-Feynman relation.

5.10 Wilson expansion of quantum field .A(z, x)

Modeling in finance widely uses the concept of stochastic differential equations
and of Ito calculus. The Wilson expansion of quantum fields is a very general
technique that allows one to isolate the singularities in the product of quantum fields
[93, 94]. In the context of mathematical finance, the Wilson expansion provides a
generalization of Ito calculus to the case where the stochastic phenomenonis driven
by the two-dimensional Gaussian quantum field A(z, x) [3].

The time derivative of various quantities like the underlying security S(¢) or
stochastic volatility are generically expressed as follows

ds
PO _ n(t) + o ()R(1)

dt
Ito’s stochastic calculus, for discrete time ¢t = ne, is a result of the following
identity [12]

1
E[RORM] =81 —1) = R*(t) = . + 0(1) (5.42)

The singular piece of R?(¢) is deterministic, namely equal to 1/e; all the random
terms that occur for R2(z) are finite as € — 0.

Interest rate models need to incorporate future time x and both the HIM [56]
and BGM-Jamshidian [32, 62] models are expressed as functions of white noise,
given by

af;tt’x) =a(t,x) +o(t,x)R(1) (5.43)
L @I _ o o)+ m)RG): T = tk (5.44)
Lty o " o |

Note that future time x has been introduced in the HIM and BGM models only in
the drift and volatility of the interest rates term structure, and the same single white
noise R(t) drives the entire forward interest rates’ curve.

The two-dimensional quantum field .A(¢, x) is an integration variable for each
t and each x. For Gaussian quantum fields such as A(z, x) that have a quadratic
action, one can give differential formulation of the theory of forward interest rates
similar to HIM and BGM. This is possible because the full content of a Gaussian
(free) quantum field, as discussed in Eq. (5.22), is encoded in its propagator.
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The quantum finance differential formulation of Libor and the bond forward
interest rates — generalizing the HIM and BGM-Jamshidian models — is given by
‘promoting’ white noise R () to a two-dimensional quantum field A(z, x) and yields
the following

8f§t’x) — a(t,x) + o (t,x) At x) (5.45)

f(t,X)=f(to,X)+f

Io

! !

dta(t,x) —l—/ dto (t,x) A, x)
fo

I 3Lt TY _ Tt

ey o GO /T dxy (t,x)AL (1, x)

k

E[A@{t, x)A{ ,x)] =680 —t)D(x,x";1)

Libor L(¢, T) and quantum field Ay (¢, x) are discussed in detail in Chapter 6. An
empirical analysis of Libor data, carried out in Chapter 7, shows that the quantum
field Ay (¢, x) driving Libor is also defined by a stiff Lagrangian, but with parameters
and volatilities that are different from A(z, x).

Similar to white noise, the correlation function E[A(¢, x).A(¢', x")] is infinite for
t = t’ (equal calendar time). The product of nonlinear (non-Gaussian) quantum
fields is the subject matter of what is called the short ‘distance’ Wilson expansion
[93]. The singular product of two Gaussian quantum fields is the simplest case of
the Wilson expansion. The singularity of the correlation function in the product of
the quantum field A(z, x), similar to Eq. (5.42), is expressed as follows

A, x)A(t,x') = éD(x,x’;t) +0() (5.46)

All the fluctuating components, which are contained in A(z, x).A(z, x"), are regular
and finite as € — 0. The correlation of A(z, x) is singular for t = ¢’ — very much
like the singularity of white noise R (z).

Since A(z, x) is an integration variable for each x and each 7, one may question
as to how one can assign it a deterministic numerical value as in Eq. (5.46)? What
Eq. (5.46) means is that in any correlation function, wherever a product of fields is
at the same time, namely A(z, x).A(¢, x"), then — to leading order in € — the product
can be replaced by the deterministic quantity D(x,x’;¢)/e. In terms of symbols,
Eq. (5.46) states the following

E[A(t, x)A(t2, x2) ... A(t, x,) A(t, xp1) ... Altn, xn)]
1
= ZE[A(h,xl)A(tz,xz) o At—1, X —1) D (X, Xpg15 1)
X A(ty42,Xp42) ... Alty, xn) ] + O(1)
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As discussed in Section 7.3, one can choose the normalization of o (¢, x) so that
D(x,x;t) = é and which yields from Eq. (5.46)

A(t,x) = Eiz +0(1) (5.47)

showing even more clearly the similarity of Eqgs. (5.42) and (5.47).
The HIM model is a special case of quantum finance, given by taking the limit

A(t,x) = R(1); D(x,x';t) = 1 (5.48)

= E[A(l, AW, x)] - E[RORD)] =8t —1')
Since Eqgs. (5.42) and (5.46) have a similar singularity structure, one expects
that there should be a natural generalization of Ito calculus for Gaussian quantum
fields. The singularity of the equal time quadratic product of the quantum field,

in particular, leads to a differential formulation of the martingale condition for
discounted zero coupon bonds and is discussed in Section 5.12.

5.11 Time evolution of a bond

To illustrate the content of the singularity in the equal time quadratic product of the

quantum field, namely A(z, x).A(z, x") given in Eq. (5.46), a concrete analysis is

carried out of the evolution of zero coupon bond — with and without discounting.
Consider a zero coupon bond. Eq. (5.2) yields the following

T T
B(t.,T) =exp{—/ dxf(t*,x)}; F(tg,t.,T) =exp{—/ dxf(to,x)}
Ty Ty

1 T 1y T
X exp{—f dt/ dxa(t, x) —f dtf dxa(t,x)A(t,x)} (5.49)
1o Ty to Ty

The domain of integration is a rectangle R, equal to [7g, #.] X [#4, T] and shown in
Figure 5.2(b).

To calculate the time evolution of the bond one needs to compute the time deriva-
tive of exp{— ft(t)* dt ft*T dxo (t,x)A(t, x)}; to do this computation one needs to take
account of the fact that the quadratic power of A(z, x) is singular. Consider®

1y T 1 T
exp{+/ dt/ dxa(t,x).A(t,x)} iexp{—/ dtf dxa(t,x)A(t,x)}
fo [ at* 0] [

1 T 14
= — [exp{ — e/ dxo (ty, x)A(ty, x) + ef dta(t,t*)A(t,t*)} — 1i|
Ty if

€ 0

8 Note, on the right-hand side of the equation, the positive sign of the second term in the exponent.
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Expanding the exponential to second order yields all the nontrivial terms, as
follows”

T 1
é [exp {—e/ dxo (te, x) A(ty, x) + ef dta(t,t*)A(t,t*)} — 1]
Ty 1

0

T t
= —/ dxa(l*,x)A(t*,x)—i—/ dto(t, 1) AL, 1)
ty 0]
2

T
+ % (f dxo(t*,x)A(t*,x)) + 0(e)
[

1.

T *
= —f dxa(t*,x)A(t*,x)+/ dto(t, 1) AL, 1)
t

1y
1 T T

+—f dxf dx' M(x,x";ty)
2 Ty Ty

since, from Eq. (5.46)

2

T T T
€ (f dxo*(t*,x).A(t*,x)> =/ dxf dx' M(x,x';t)
[ Iy [

M(x,x"5 1) = 0 (i, )0 (14, X )D(x, x'; 1)

Collecting all the results yields

I T
exp { —i—/ dtf dxa(t,x)A(t,x)}
to 1y

9 1 T
X — exp {—/ dtf dxo(t,x)A(t,x)}
Oty 0 '

Iy

T
= —/ dxa(l*,x)A(t*,x)—i—/ dto(t, 1) AL, 1)
1

0]
1 T T
—I——f dx/ dx' M(x,x";ty)
2 Iy Ty

The only term in the zero coupon bond that needs to be examined carefully is the
one involving A(z, x); the other terms all obey the usual rules of calculus. Hence,

° The second term in the exponential, namely ft;* dto (t,14).A(t, 1y), does not contribute to the singular piece;

when this term is squared the singular term coming from the quadratic product of .A(#,x) at equal time is
canceled by the vanishing integration measure.
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Since 8F(l0, l*y T)/al* = +f(t0’ l*)F(t()’ l*’ T)

Iy

T
= f(to, 1) —/ dxa(ty, x) +f dta(t,ty)
[ 1

0

1 9B, T)
B(t,,T) 9ty

T 1y
—f dxa(t*,x)A(t*,x)—i-f dio(t,1,)A(t, 1)
1

0]

1 T T
+—/ dxf dx' M(x,x; t,
2 | Ty

Using the no-arbitrage condition on (¢, x) givenin Eq. (5.36) and combining terms
using Eq. Eq. (5.2) yields the result

T
aB;t:,T) — [f(t*,t*) —/ dxa(t*,x)A(t*,x)] B(ty,T) (5.50)
* I3

Ny |:8B(t*,T)

Oty :| = f(ty,t,) B, T) #0

The zero coupon bond is not a martingale since it has nonzero expectation value
and hence does not satisfy Eq. (A.17).

5.12 Differential martingale condition for bonds

A fundamental theorem of finance states that for a derivative instrument to have
a price that does not allow for any arbitrage opportunities, the instrument must
have a martingale evolution. The martingale condition, in turn, uniquely fixes the
drift term « (¢, x). The drift term has been obtained in Eq. (5.36) using Gaussian
integration and is now re-derived using the differential formulation of the forward
interest rates given in Eq. (5.1). A derivation, similar to Section 5.11, involving the
€ approach is carried out to further illustrate and clarify the behavior of the quantum
field A(z, x).
The discounted zero coupon bond is given by

Ly
D(t,,T) = exp {—/ dtf(l,t)} B(t.,T)
Io

From Eq. (A.17), the differential formulation of the martingale condition requires
the following

E [M} =0 (5.51)
0ty
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It can be shown, similar to Eq. (5.49), that

D(t.,T) = B(ty, T)

1y T s T
X exp{—/ dt/ dxa(t,x) —/ dtf dxa(t,x)A(t,x)} (5.52)
Io t to t

The domain of integration of f(z, x) is over a trapezoid 7 shown in Figure 5.2(a).
In contrast, the domain of integration of f(¢,x) for the (nondiscounted) zero
coupon bond, as given in Eq. (5.49), was over a rectangular domain R shown
in Figure 5.2(b).

The rate of change of the discounted zero coupon bond is given by

1 9D, T) [D(ty +€,T) — D(14,T)]
D(t,,T) 9ty D(t,T)

1 T T
== [exp {—ef dxoa(ty, x) — e/ dxa(t*,x)A(t*,x)} — 1]
Ty Ty

T T ¢ T
= —f dxa(t,x) — / dxo (ty, x)A(ty, x) + > (/ dxa(t*,x)A(t*,x)>
Ty |

I

1
€

2

and hence
1 oD(t,., T) (5.53)
D(t.,T) 0t '

T T 1 (T
= —f dxa(ty, x) —f dxo (te, ) A(ty, x) + Ef dxdx M(x,x";t,)
1 1 1

The martingale condition given in Eq. (5.51) requires that the drift be zero and
hence, from E[A(t,x)] = 0, yields

T 1 T
0= f dxo(te,x) — Ef dxdx' M(x,x';t,)
Iy

Ly

= at,x) = /x dx' M(x,x";t) = o(t,x) fx dx'Dx,x" ;o (t,x")  (5.54)
1 t

This is the result obtained earlier, in Section 5.8, using Gaussian path integration.
Hence, from Eqs. (5.53) and (5.54)

WD) 2 o[- [ ) )

oty a1, )

T
= — [/ dxo(t*,x)A(t*,x)i| D(,,T) (5.55)
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The evolution of the discounted zero coupon bond satisfies the martingale condition
given in Eq. (5.51).

Due to the simple dependence on t, of 7, the domain of integration of f(z,x)
for D(t,, T) as shown in Figure 5.2(a), one can derive the martingale condition for
the drift a (¢, x) by directly differentiating on t,; more precisely

1y T 1y T
exp{+/ dt/ dxa(t,x).A(t,x)} iexp{—/ dtf dxa(t,x)A(t,x)}
1% ¢ 0ty 1 '

T 1 (T T
= —f dxo (te, x)A(ty, x) + Ef dxf dx' M(x,x"; )
Iy [ [

Directly differentiating the discounted bond given in Eq. (5.52) yields

1 3D, T) /T
=— | dxa(t,,
D@ T) o1, . xor(ty, %)

T 1 7 T
—/ dxo (ty, x) A(ty, x) + 5/ dx/ dx' M(x,x";t,)
[ 1y [

Requiring that the drift be zero in the equation above for D(t, T) yields the value
for (¢, x) given in Eq. (5.54) and one recovers Eq. (5.55).

The differential derivation of the martingale condition for zero coupon bonds
given in Eq. (5.54) is an example of the generalization of Ito calculus for the case
of the quantum field A(z, x).

5.13 HJM limit of forward interest rates

All the formulas for coupon and zero coupon bond options and derivatives have
expressions in quantum finance that are similar to the HIM model — when the instru-
ments are expressed in terms of the underlying forward interest rates f(¢,x). The
difference emerges when one computes any expectation value — due to the dissim-
ilarity between the two-dimensional quantum field .A(z, x) and white noise R(z).

The crucial difference is that, unlike the case in quantum finance, the forwards
interest rates in the HIM model are exactly correlated (in the future time direction).
To see this note'”

df(t,x) df (', x) ;o
E H o7 —oz(t,x)} {—8t’ —o(t',x )H ‘HJM

=681t —1tho(t,x)o(t',x)

10 The result is not changed for the N-factor model, in which case the right-hand side is given by
S(t—1) Y 0i(t,x)o; (1, x').
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In other words, the quantum finance model reduces to the HIM model for the
following limits

= M(x,x";1) . =o(x — t)D(x,x/;t)‘HJMa(x’ —t)=0cx —to(x' —1)

The HIM limit can be taken of all the formulas derived in quantum finance by the
following prescription

A(t*,x)‘ — R()

HIM

D(x,x/;t)‘ — 1
HIM

Hence, in the HIM model, the time evolution of the zero coupon bonds, from
Eq. (5.50), is given by
B (1, T) r
|, = | = RO [ dxo@.n) |BG.T) (556
* Iy

HIM

and, from Eq. (5.55), the time evolution of the discounted bond is given by

0D(t,T) ‘
0ty HIM

T
= — [R(t)/ dXO(t*,X)} D(ty,T)
i
The HIM martingale condition, from Eq. (5.54), is similarly given by
X
apim(t,x) = o(t,x) f dx'o (t,x")
t

5.14 Summary

The quantum field theory of forward interest rates offers a different perspective
on the debt markets as well as providing a variety of analytical and computational
tools. It will be seen in later chapters that interest rate options are modeled by
nonlinear terms in the action S[.4] that can be incorporated into the framework of
quantum field theory in a fairly straightforward manner.

The quantum finance formulation of the bond forward interest rates is based on
the concept of the Lagrangian, action, and path integrals. The instantaneous forward
interest rates f(f,x) are modeled as a two-dimensional quantum field defined on
a trapezoidal domain given by x > r. A velocity field A(¢, x) was introduced that
is also a two-dimensional quantum field and is the generalization of the concept of
white noise. A stiff Gaussian Lagrangian was written for determining the dynamics
of f(¢,x). Introducing the concept of market time leads to a pseudo-Gaussian stiff
Lagrangian and will be seen to accurately describe the empirical behavior of f(z, x).
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The path integral formulation of f (¢, x) is a powerful tool for many computa-
tions; to illustrate this, the martingale condition for zero coupon bonds as well as
the pricing kernel for f (¢, x) were derived using a path integral derivation. For an
infinitesimal time interval, the pricing kernel was shown to have a direct connec-
tion with the infinitesimal action. The path integral and Lagrangian framework are
useful for studying path independent coupon bond European options as well as path
dependent coupon bond options such as the Asian and American options.

The ‘short distance’ Wilson expansion was defined for A(z, x); the equal time
singularity in the correlation function of A(z, x), provided a generalization of Ito
calculus for the quantum field A(z, x). The Wilson expansion was used for calcu-
lating the evolution of zero coupon bonds and for deriving the drift of the forward
interest rates using the martingale condition.

The quantum formulation encodes the imperfect correlation of the bond forward
interest rates in an efficient and transparent manner. As will be demonstrated in the
chapters that follow, numerous calculations for a variety of derivative instruments
can be efficiently carried out using the quantum finance formulation of the bond
forward interest rates.



6
Libor Market Model of interest rates

Libor L(¢, T) is one of the primary interest rate instruments in the capital markets,
the other being Euribor. The term Libor will be used generically for all interest rates
on fixed deposits. The Libor Market Model (LMM) is defined in the framework of
quantum finance and leads to a key generalization: the Libors, for different future
times, are imperfectly correlated. A major difference between a forward interest
rates’ model and the LMM lies in the fact that the LMM is calibrated directly from
the observed market values for L (¢, T'). The short distance Wilson expansion of the
Gaussian quantum field .A(z, x) driving the Libors yields a derivation of the Libor
drift term that incorporates imperfect correlations of the different Libors [3]. The
logarithm of Libor ¢ (¢, x) is defined and leads to a quantum field theory of Libor.
The Lagrangian and Feynman path integral are obtained for the log Libor quantum
field ¢ (¢, x).

6.1 Introduction

Interest rates can be modeled using either the zero coupon bonds B(¢,T) or the
simple interest Libor L(z, 7). Both these approaches are, in principle, equiva-
lent but are quite different from an empirical, computational, and analytical point
of view.

One can take the view that there exists a single set of underlying forward interest
rates f (¢, x) that can be used for modeling both L (¢, T') and B(t, T'). The HIM [56]
approach, in fact, takes this view and the HIM’s quantum finance generalization
goes a long way in accurately modeling interest rate instruments [ 12]. However, the
HJM model and its quantum finance generalization have one serious shortcoming.
From Eq. (2.10), forward interest rates are strictly positive, that is f(z,x) > 0.
The positivity of f (¢, x) is intuitively obvious — and is also required by absence of
arbitrage. In contrast, both the HIM model and its quantum finance generalization,
given in Eqs. (4.38) and (5.1) respectively, allow f (¢, x) to be negative with a finite
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probability — which implies, from Egs. (2.15) and (2.16), that the simple interest
rate L(¢; 71, T7) has a finite probability of being negative.

Giving up f(¢,x) > 0 does not pose a very serious problem for the bond sector
since B(t, T') is strictly positive even for those configurations for which f(z,x) < 0.
However, for the interest rates sector of the debt market, a model that allows Libor to
be negative can yield results that allow for arbitrage — and hence are not permissible
as a consistent model for interest rate instruments. One needs to go beyond Gaussian
modeling of f (¢, x) and instead develop a model based directly on Libor L(¢, 7},).

The Libor Market Model (LMM) approach was pioneered by Bruce—Gatarek—
Musiela (BGM) [32] and Jamshidian [62], with many of its subsequent develop-
ments discussed by Rebonata [83, 84]. The LMM aims at modeling interest rates
in terms of debt instruments that are directly traded in the financial markets. In par-
ticular, forward interest rates are not directly traded, but, instead, what are traded
are (a) Libor and Euribor for fixed time cash deposits and (b) zero coupon bonds
B(t, T) as well as coupon bonds. LMM takes the traded values of Libor L(¢, T') to
be the main ingredient in modeling interest rates — instead of deriving Libor from an
underlying Libor forward interest rates’ model. In the LMM, all Libors are strictly
positive: L(t, T) > 0. Zero coupon bonds and the Libor forward interest rates are
derived from Libor. Strictly positive Libor has the added advantage that all zero
coupon bonds, and hence coupon bonds as well, are all strictly positive.

One of the biggest achievements of the LMM is a derivation of Black’s formula
for pricing interest rate caplets from an arbitrage free model — something that many
experts thought was not possible. Various extensions of the LMM have been made:
Anderson and Andresean [1] and Joshi and Rebonata [66] incorporate stochastic
volatility into the LMM, whereas Henry-Labordere [58] combines LMM with the
SABR model [54]. The calibration and applications of the BGM-Jamshidian model
have been extensively studied [33, 83].

In the BGM—Jamshidian approach, similar to the HIM modeling of the forward
interest rates, all Libors for different future times are exactly correlated. In contrast,
in the quantum finance formulation, Libors are driven not by white noise, but rather,
by the two-dimensional stochastic field Ay (¢, x). Libor velocity quantum field
Ap(t,x) has the same stiff Lagrangian L[.4;] as the bond velocity quantum
field A(z, x) given in Eq. (5.25), except that the parameters ., Az, and vy have
different empirical values. As was the case for the bond forward interest rates
in Chapter 5, the value of all Libor instruments are given by averaging Ay (¢, x)
over all its possible values. Hence, Ay (¢, x) is mathematically equivalent to a
two-dimensional quantum field.

The quantum finance generalization of the LMM contains crucial correla-
tion terms reflecting the imperfect correlation of the different Libors and avoids
systematic errors that arise from the assumption of perfectly correlated Libors.
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The key link in deriving the quantum finance version of the LMM, and, in par-
ticular, of the Libor drift, is the singular property of the bilinear product of the
Gaussian quantum field A (¢, x). The equal time Wilson expansion of the bilinear
product of the quantum field A7 (7, x), as discussed in Section 5.10, provides a
generalization of Ito calculus.

The LMM is driven by f1(¢,x), the Libor forward interest rates, which are
distinct from both the empirical forward interest rates and the bond forward interest
rates. It will be shown that f; (¢, x) has a nonlinear evolution equation with both, its
drift and volatility being stochastic. Libor forward interest rates are strictly positive
and nonsingular, being finite for all calendar and future time. It is more efficient
for describing Libor instruments to do a nonlinear change of independent variables
from f7(¢,x) to L(t,T,) and then to log Libor ¢ (z, x).

Itis shown that, when the limit of perfectly correlated Libor is taken, the quantum
finance LMM reduces to the BGM-Jamshidian model, which, in turn, yields — in
the limit of zero Libor tenor (¢ — 0) — the HIM model for the bond forward interest
rates.

6.2 Libor and zero coupon bonds

Libor zero coupon bonds By (¢,T), derived from the Libor ZCYC are given in
Eq. (2.27). In terms of Libor forward interest rates fr (¢, x)

T
Br(t,T) =exp {—/ dfo(t,x)} (6.1)
t

Libor zero coupon bonds By (¢, T') are not actual instruments traded in the market
but rather a way of encoding the Libor ZCYC. As discussed in Section 2.13, the
price of a traded zero coupon Treasury Bond B(¢, T') is not equal to a Libor bond
By (t,T) due to TED among other reasons, but these differences will be ignored.
The subscript on By (¢, T')) will be dropped henceforth.

Libor forward interest rates, from Eqs. (2.20) and (2.21), are given by

1 Tn+L
L(t, T, = 7 [exp {fT dfo(t,x)} — 1} (6.2)
_ B(t.T,) — B(t, T, 11) 63)
B eB(t, Tyt1) ‘

The Libor rates are related to the zero coupon bonds by Eq. (6.3), namely that

BT +0) = _B&TD 6.4)
’ 1+£¢L(t,T) ’
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Calendar time

TO' . . . .

=Tkl o o o o e e .

To Tn Thi

Tk Tg woeeee T, T,41 Futuretime

Figure 6.1 (a)Libor future and calendar time lattice 7,, = T+ £n; the tenor (Libor
time lattice spacing) is given by £ = 90 days. (b) Libor future time lattice.

Eq. (6.4) provides a recursion equation that allows one to express B(¢, T') solely
in terms of L(¢, T). Note that Libors are only defined for the discrete future time
given by Libor future time T = T, = nf, n =0,%+1,42,...,£o0. Calendar time
as well as the future Libor time lattice is shown in Figure 6.1(a) and the Libor future
time lattice is shown in Figure 6.1(b).

Hence, from Eq. (6.4)

B(t, Ty)

k
B(t, T = ——— = B(t, T _
(t, Tis1) T ( O)E)IHLM

where L(t,T,) = L,(t)

Bonds B(t, Tp) that have time ¢ not at a Libor time £k cannot be expressed solely
in terms of Libor rates. Zero coupon bonds that are issued at Libor time, say 7y, and
mature at another Libor time Ty 1, since B(Ty, Tp) = 1, can be expressed entirely
in terms of Libor as follows

1

B(Ty, Tiy1) = l_[ 1+ ¢L(Ty, Tp,) -

n=0 n

1

1+ £L,(Toy) ©5)

k k
=0

6.2.1 Forward bond price and Libor

Let present time be #p = 7T_. Suppose a zero coupon bond B(7p, 7;, +£) is going to
be issued at some future time 7y > T_;, with expiry at time 7}, 4+ ¢; the zero coupon
bond and its forward price are defined for Libor time and shown in Figure 6.2.
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Figure 6.2 The zero coupon bond B(Tp, T,+1) is issued at Tp and expires at
T, + ¢. Its forward Libor bond price F(ty, To, T,,+1) is given at (present) Libor
time to = T_¢.

From Eqgs. (2.14) and (6.5), the forward bond price is given by

B(t, Ty 41)
B(to, To)

_ 1—[ 1 ﬁ I
AL T+ L. T Al T L. )

n

F(10,To, T +¢) =

= l_[ ' (6.6)
LT+ eL(0, T

6.3 Libor Market Model and quantum finance

The Libor Market Model is defined in the framework of quantum finance. The
differential formulation of Libor is similar to the modeling of the bond forward
interest rates; the Libor Market Model is defined using the time evolution of the
Libor rates L(z, T).

Recall that the quantum finance model of the bond forward interest rates f (¢, x)
given in Eq. (5.1) — and its HIM limit — have a major unavoidable side effect:
there is a finite probability that f (¢, x) can take negative values. Since, empirical
forward interest rates can never be negative, the Libor Market Model takes the view
that for the debt market one should replace the bond forward interest rates f (¢, x)
by strictly positive Libor forward interest rates f7 (¢, x). These rates are used for
modeling all interest rate instruments and, in particular, yield all L(z, T') as always
being positive.
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In the Libor Market Model, market interest rates L (7, T;,) and coupon and zero
coupon bonds B(Ty) and B(T,,, Ty) — given at Libor times 7, Ty — are expressed
solely in terms of Libor L(7py, T,), as in Eq. (6.5), without any direct reference to
the underlying Libor forward interest rates f7 (¢, x). Moreover, positive Libor rates
automatically yield coupon and zero coupon bonds that are strictly positive, as seen
in Eq. (6.5).

Modeling in finance widely uses the concept of stochastic differential equations;
the time derivative of various quantities like the underlying security S(¢) is, for
example, expressed as follows

1 dS@)
S(t) dt
E[R1)]=0; E[RORIN]I =81 —1)

=a(t) +o@)R(1)

where R(¢) is Gaussian white noise, a(t) is the drift, and o (¢) is the volatility.
The HIM and BGM-Jamshidian models of interest rates’ models are both
expressed as functions of white noise, given by

af;tl,x) =a(t,x) +o(t,x)R() : HIM model (6.7)

1 0Li(2)
Li(t) ot

=& () + vk (t)R(t) : BGM-Jamshidian model (6.8)

where the volatility functions o (¢, x), yx(¢) are deterministic. The drift « (¢, x) is
deterministic in the HIM model, whereas i (¢) is stochastic and depends on Libors
L () for the BGM-Jamshidian model.

Future time x and 7} have been introduced in both the HIM and BGM-
Jamshidian models only in the drift and volatility of the interest rates’ term structure.
A single white noise R(z) drives the entire forward interest rates’ curve and
leads, as follows, to the following perfectly correlated rates in both the HIM and
BGM-Jamshidian models

£ [af(t,x)/at —a(t,x)df (', x")/or" —a(t',x')

o(t,x) o(t',x")

}:8@—/)

. L (1)L (1) /0t — &i(t) L (1)L (1) /31 — G (1)
Vi (1) yir (1)

:| =81t —1) (6.9

Note that the right-hand sides of the above equations are independent of x, x" and
Ty, Ty respectively, showing perfect correlation in future time.
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The quantum finance formulation of Libor forward interest rates f; (¢, x) — with
drift (¢, x) and volatility v(¢, x) thatdepend on f7 (¢, x) —is given by the following

9 fL(t,x)
ot

fo(t,x) = fr(to, x) +f

0]

=, x)+ v, x)AL(t, x) (6.10)
t t
dru(t, x) +f drv(t,x)Ap(t, x) (6.11)
Io
It will turn out that volatility v(¢, x) o [1 — exp{—£ fL(¢,x)}]. From Eq. (5.25)
R 1 (04N> 1 (ALY
HAd =3 {ALW) ta (F52) + i (=5)

z=(x—1"
The correlation function and covariance, similar to Eq. (5.22), are given by

E[AL(t, x) AL, x")] = 8(t — )Dr(x,x51)
My(x,x";t) = v(t,x)Dp(x,x";)v(t, x) (6.12)

As expected, the Libor forward interest rates are imperfectly correlated

g [2/L.0)/00 — pt,x) afr(,x")/ot" — (', x")
v(t, x) v(t',x)
: imperfectly correlated

i| =8t —t)Dr(x,x";1)

6.4 Libor Martingale: forward bond numeraire

A wide class of numeraires can be used to render all traded assets into martingales.
The combination L(¢, T,,) B(t, T,,+1), from Eq. (6.3), is equivalent to a portfolio of
zero coupon bonds and hence is a traded asset. By a suitable choice of the drift,
all traded assets L(t, T,)B(¢, T,+1) — discounted by the numeraire — can be made
into martingales. Choose the zero coupon bond B(¢, T741) as the forward bond
numeraire. The instruments A}, (¢)

X, (1) =
® B, Ti11)

martingale (6.13)

are martingales for all values of n [53].
Note that, for n = I, the portfolio X;(t) = L;(¢t) = L(t,T7); hence the Libor
L(t, Ty) is a martingale for the forward bond numeraire given by zero coupon bond
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TO 7-n Tn+1

()

(ii)
Tl+1

Figure 6.3 Libor time lattice for the forward bond numeraire B(¢, T741) with (i)
Ti+1 < Ty and (i) Tr4q > Ty

B(t,Tr4+1). As shown in Figures 6.3 (i) and (ii), time 7, can be either less than,
equal to, or greater than 77;.
In terms of the Libor forward interest rates the martingale is

T, Ty
X, (1) = l [exp {—/ dfo(t,x)} — exp {—f 1dfo(t,x)}] (6.14)
14 Try T4

Differentiating portfolio A}, () using Eq. (6.10) and the rules derived in
Section 5.11 yields

X, (1
) (6.15)
ot
Tn 1 Tn TVI
[—/ dxpu(t,x) + —/ dxdx'My(x,x';t) —/ dxv(t,x)AL(t,x)]
Trs1 2 Tr41 Tr41
xe_ Tj;"ﬂdfo(t,x)
Tt 1 T Tt
+ [f dxpu(t,x) — 5[ dxdx'M,(x,x";t) —I—/ dxv(t,x)AL(t,x)]
Tr41 Trs1 Trs1
o~ I i

Note that in obtaining dX},(¢)/d¢, no condition has been placed on drift 1¢(¢, x) and
volatility v(#, x), which can be arbitrary nonlinear functions of f7 (¢, x).

The (discounted) bond portfolio &), is a martingale, as discussed in Eq. (A.17),
if and only if

E [M”(”} —0 6.16)
a1

The random terms in Eq. (6.15) are proportional to Ay (¢, x). Since E[Af(t,x)] =
0, the martingale condition given in Eq. (6.16) requires that the drift — namely,
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terms independent of A (¢, x)) — must be zero and yield

T 1 Ty
/ dxpup(t,x) = —/ dxdx'My(x,x';t)
T, 2 )T,

I+1 I+1

The martingale condition given above is satisfied by choosing the following
value for drift

wr(t,x) = fx dx'M,(x,x';t) (6.17)

Ty

The result is similar to an earlier result given in Eq. (5.37), except thatin Eq. (6.17)
the volatility v(z, x) is stochastic.

6.5 Time evolution of Libor

The main motivation for introducing the Libor Market Model is to have manifestly
positive interest rates and bonds. To ensure that the Libor rates L(t, T;) are always
positive, it is sufficient to show that they are the exponential of real variables. To
obtain positive Libor rates requires a nontrivial drift; a quantum finance derivation
of the drift term is given in this section and generalizes earlier results of the BGM—
Jamshidian approach.

The drift term, as given in Eq. (6.17), is expressed in terms of the Libor forward
interest rates volatility function v(z, x). The main theoretical objective of the Libor
Market Model is to completely remove v(z, x) from the Libor evolution equation.
In particular, to express the drift of the Libor rates in terms of deterministic Libor
volatility y (¢, x) (defined later in Eq. (6.21)).

From the definition of Libor given in Eq. (6.2), choosing & given in Eq. (6.10) to
be equal to the 17 given in Eq. (6.17), and using the Wilson expansion for Ay (¢, x)
yields

1 Tn+l
LG, T)_z[e { dfo(t,x)}—l}

AL T,) L[ [T 1 [T )
=3 dxuy(t,x) + dxMy(x,x";1)
T, n

Ta+1 Th+1
—1—[ dxv(t,x)AL(t,x):| exp {/ dfo(t,x)} (6.18)
T n
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The drift for 0 L(t, T,,)/dt, from Eq. (6.17), has the following simplification

Tht1 1 Ty
/ dxpuyp(t,x) + 5/ dxdx'M,(x,x';t)

n

Tn+1 T, X Tn+l X
= / dx |:f dx’ —I—f dx’:| My(x,x";1) +/ dxf dx'M,(x,x';t)
Tn T[+1 TVI n n

T, Th+1 Tht1 Tht1
=/ dxf dx’Mv(x,x’;t)+f dxf dx'M,(x,x";1)
T1+1 n n n

Tht1 Tht1
= / dxf dx'My(x,x';1) (6.19)
T[ n

+1

and yields, from Egs. (6.2), (6.18), and (6.19), the following

L, T, Th+1 Th+1
oL@, Tn) = [/ dx/ dx'M,(x,x';1)
ot T "

141
[14+£€L(t,T,)]

Tht1
+/ dxv(t,x).AL(t,x)] B E— (6.20)

Note that, as expected, for n = [ the drift is zero, making X7(t) = L(z,7T7) a
martingale. Libor drift ¢ (z, T;,) and volatility y (¢, x) are defined as follows

1 oL(t,T,)
L(t,T,) ot

Tn+
=¢(t,Ty) + / 1 dxy(t,x)AL(t, x) (6.21)

Volatility y (¢, x) is a deterministic function — independent of L(¢,T},). The drift
¢(t,T,) is determined by the martingale condition and, in particular, is a nonlinear
function of L(z, T;,). Volatility y (¢, x) and drift ¢ (¢, T,,) are discussed, respectively,
in Sections 6.6 and 6.7.

6.6 Volatility y (t,x) for positive Libor

A key assumption of the Libor Market Model is that the Libor volatility function
y (t,x) is a deterministic function that is independent of the Libor. Market data for
Libors or for interest rates’ caplets can be used for determining the empirical value
of y(t,x) [83].

As it stands, Eq. (6.20) for dL(t, T,)/0t does not imply that the Libor interest
rates L(z,T,) are strictly positive. Libors are strictly positive only if Eq. (6.21)
holds; namely, if there exists a Libor volatility function y (¢, x) such that, from
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Egs. (6.20) and (6.21)

Th+1 Tt
“HIQM Vot ALLx) = LT | day ()ALt x)
T T,

(6.22)

Tht1 eL(t,T,) Tht1
dxv(t, )AL (t,x) = ——— " dxy (t,x)AL(t, 6.23
= . xv(t, x) AL, x) T+ ety ), xy(t,x)AL(t,x) (6.23)

= v(t,x) eLa. 1 (t,x); x € [Ty, Tps1] (6.24)
X)) = ——————— X))y X nsdn .
1+ (LT, +1

In the Libor Market Model , v (¢, x) yields a model of the Libor forward interest
rates with stochastic volatility. Eq. (6.23) can be viewed as fixing the volatility
function v(t, x) of the forward interest rates f7 (¢, x) so as to ensure that all Libors
are strictly positive.

To have a better understanding of v(¢, x) consider the limit of £ — 0, which
yields fzi”“ dxfr(t,x) =~ £ fr(t,x). From Egs. (6.2) and (6.24)

v(t,x) ~ [1 — e 1091, x)

The following are the two limiting cases

Ly (t,x) fr(t,x);  Lfp(t,x) << 1
v(t,x) = (6.25)

y(t,x); Lfp(t,x) >>1

For small values of f7 (¢, x), the volatility v(¢, x) is proportional to f7 (¢, x). It
is known [88] that Libor forward interest rates f7 (¢, x) with volatility v(f,x) =~
fL(t,x) are unstable and diverge after a finite time. However, in the Libor Mar-
ket Model, when the Libor forward rates become large, that is £ f7 (f,x) >> 1,
the volatility v (¢, x) becomes deterministic and equal to y (¢, x). It is shown in
Section 6.11 that Libor forward interest rates f7 (¢,x) are never divergent and
Libor dynamics yields finite f7 (¢, x) for all future calendar time.

6.7 Forward bond numeraire: Libor drift ¢ (¢, T,,)

Libor drift ¢(z, T,,) is chosen so that all discounted instruments x,(¢) are martin-
gales. The main challenge of the Libor Market Model is to express Libor drift
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¢(t, T,) solely in terms of Libor volatility function y (¢, x). The Libor drift term
¢(t, Ty) is defined, from Eq. (6.20), as follows

14+ ¢L,T, Tht1 Tht1
w/ de dx'My(x,x"st) = L(t, T,)¢ (¢, T,)

T4
1 +¢L,T, Tht1 Tht1
¢, T,) = B+, n dxv(t,x) dx'Dp (x,x";t)v(t,x")
CL(t,Ty,) Trt T,

(6.26)

The Libor forward interest rates’ volatility function v(z, x) needs to be expressed
in terms of the Libor volatility function y (¢, x). To do so, a recursion equation is
obtained from Eq. (6.23) in the following manner. Multiply both sides of Eq. (6.23)
by Ay (t,x")v(t,x") and use Eq. (5.46) to obtain

1
Ap(t, x)AL(t,x') = EDL (x,x"5t)

This removes the quantum field from Eq. (6.23) and, by equating the 1/¢ term from
both sides of the resulting equation, one obtains

Tht1
/ dxv(t,x)Dr(x,x";)v(t, x")

LL(t,Tp,) Tnv1

= dxy (t,x)Dr(x,x";t)v(t, x’ 6.27
T+ ety ), xy(t,x)Dp(x,x";t)v(t,x") (6.27)

Since the dynamics of L(z, T,) is being analyzed, integrate variable x’ from 7}, to
T, +1 and obtain

Tht1 Tht1
/ dx/ dx'v(t,x)Dr(x,x";)v(t, x")

LL(t,T,) Tht1

=1 77 dxv(t, t, 6.28
ety xv(t, x)w,(t, x) (6.28)

where w, (¢, x) is defined by
Tht1
wn(t,x) = / dx'"Dp(x,x";0)y (t,x") (6.29)
T
Hence, from Eqs. (6.28) and (6.26)

Tn-H
¢, T,) = f dxv(t, x)wy(t, x) (6.30)
T

I+1
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The drift obtained in Eq. (6.30) still depends on the volatility function v(z, x).
To express this integral solely in terms of the volatility function y (¢, x) one has to

carry out a calculation similar to the one used in obtaining Eq. (6.30).

Multiplying both sides of Eq. (6.23), this time by Ay (¢,x")y (¢,x’) and using

Eq. (5.46)
/ 1 /
Ap(t, x)Ap(t,x") = ;DL(X’X 31)

yields the following

Tht1
f dxv(t,x)Dp(x,x";0)y (1, x")

CL(t, Ty) Tnt1

— =) dxy (t,x)Dp(x,x"; )y (t,x’
T+ eLt. Ty Jr, xy(t,x)Dr(x, x50y (t,x7)

Integrating x’ from 7, to Tj,4 yields

/Tn+1 d (t ) (t ) . EL(I, Tn) Tn+1 d d /M ( /'t) (6 31)
n xv(t,x)w,(t,x) = TR AY xdx'M, (x,x"; .
where
My, (x,x";1) = y(t,x)Dp (x, x"s )y (t,x) (6.32)
Since
Tht1
/ dxv(t, x)wy,(t,x)
t
Tn T+t
2/ dxv(t,x)a)n(t,x)+/ dxv(t,x)wy(t,x) (6.33)
t Ty
Egs. (6.31) and (6.33) yield the recursion equation
Tn-H
f dxv(t,x)w,(t,x)
t
T CL(,T,) [T
:/t dxv(t,x)wn(t,x)+1+£L—(t,nTn) . dxy(t,x)w,(t,x)
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Figure 6.4 Libor propagator Ay, (f) = [ T dx fT”“ dx'M, (x,x';t) = fn:"“

dx f Tni dx'y(t,x)Dr(x,x';t)y (t,x") that yields nontrivial and imperfect corre-
lation between the different Libors.

For simplicity, lettime t = Tp; recursing the above equation yields, using Eq. (6.29),
the following

n

Thit CL(t, Ty) Tn+1

dxv(t,x t,x) = dxy(t,x t,x

/TO (t,x)wn (1,%) §1+2L<rm . y (t, X)wn (1, %)
n

B L1, Ty)
B 2:: 1+ 2L, Ty) Ao (1) ©.34)

where, as shown in Figure 6.4, the Libor propagator is given by

Tm+l
Apn (1) E/ dxy(t,x)wy,(t,x)

Tm+1 Tn+1
= f dxf dx'y (t,x)Dr(x,x"; )y (t,x") (6.35)

n

Tm+1 Tn+1 , ,
=f dxf dx'M,(x,x ;1)
m

n

There are three cases for 7},, as shown in Figure 6.3, namely T,, = 177, T,, > 17,
and 7,, < T;.
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Case (i) 7,, = T;. From Eq. (6.30)
¢, Tr) =0

Case (ii) 7,, > T;. Eq. (6.34) yields the following

Tn+
¢(t,Ty) =f 1cixv(t,X)cun(t,X)
T

I+1

Thit Tr41
=f dxv(t,x)a)n(t,x)—/ dxv(t,x)w,(t,x)
T

0 To

n

LL(t, Ty)
> —HELU’"T )Amn(n
m=I+1 >

Case (iii) 7,, < T;. One has, from Eq. (6.30), the following

Tht1 Tr+1
¢(t, Ty) =/ dxv(t, x)wy(t,x) = —f dxv(t, x)wy(t, x)
Tr+1 Tht1
Tr+1 Tht1
= — [/ dxv(t,x)w,(t,x) — / dxv(t,x)wn(t,x)]
To To
I
CL(t, Ty)
== Y T A n(®)
1+ £¢L(t,T,)
m=n-+1

Collecting the results from above yields [53, 55]

CL(t, T,
er;z=1+l 1+eg(I,Tr)n)Amn(t) T, > T
¢, T,) = 0 T, =Ty (6.36)
- Zyln:n_H %Amn(n T, <T;

Recall from Eq. (6.35), the Libor correlator A, (¢) is given by

Tn+1 Tht1
Apn (1) = / de dx"y (t,x)Dp(x,x";0)y (t,x")

n

In summary, the forward bond numeraire B(¢, T7) fixes the drift £ (¢, T;,) of the
Libor L(¢,T,) for all n. The drift ¢ (¢, T,,) is nonlinear of the Libors and nonlocal,
depending on all the Libors from Libor time 77 to 7.
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6.8 Libor dynamics and correlations

As stated in Eq. (6.21), Libor dynamics are given by

1 oL, Ty)
L@ T, ot

Tn+
=¢(t,Ty) + / 1 dxy(t,x)AL(t, x) (6.37)

In particular, since ¢ (¢, T7) = 0, Libor L(¢, T7) has a martingale evolution given by

T,
L 11) _ L(z,T,)/ " dry ()AL ) (6.38)
at T

The results obtained express the time evolution of Libor completely in terms of
volatility y (¢, x), which is a function that is empirically determined in Chapter 7
and given in Figure 7.7. Libor drift ¢ (¢, T},) is fixed by Eq. (6.36) and is a nonlinear
and nonlocal function of all Libors. An expansion of the drift term ¢ (¢, 7,,) about
its leading value is generated in Section 8.3.

In the Libor evolution equations given in Eq. (6.37), all references to the volatility
function v(¢, x) of the Libor forward interest rates f7 (¢, x) have been removed —
as indeed was the whole purpose of the derivations of the previous section — with
the drift being completely expressed in terms of Libor L(¢,T,) and its volatility
y(t,x).

Eq. (6.37) needs to be integrated to confirm that Libor dynamics yield positive
valued Libors. Let Ty > g be two points on the Libor time lattice. From Eqgs. (5.46)
and (6.37), the differential of log Libor are given by

OlnLt,T,) .. 1
— = hrr%)—[ln L(t+¢,T,) —InL(t,T,)] (6.39)
e—0 €

1 LG, T, e[ 1 AL, T,

2| L4, T,) ot

2
T La. Ty ot 2 } + 0

N dlnL(,Ty,)

T,
Py =, Ty, +/ ! dxy(t,x)Ar(t,x) — %A,m(t) (6.40)

Tu

Integrating the above equation over time yields

L(To.T,) = Litg, Ty)eP 0T —bai ) dt [1*! dvy 0.0 4100

= L(ty, T,,)eP 0 To T+ Wa (6.41)
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To

T
ﬁ(to,To,Tn)=f drg (1, Tp); Q,%:/ Othnn(t) (6.42)

Ty To

1 To Tht1
W, = _Eq’% +f dzf dxy (t,x)AL(t,x) (6.43)
i) n

Libor dynamics lead to positive Libor, as given in Eq. (6.41); Libor is proportional
to the exponential of real quantities, namely a real drift ¢ (¢, 7;,) — q,% /2 and a real
valued (Gaussian) quantum field Ay (z, x).

The action for Ay, from Eq. (5.17) is given by

To 00
S[AL] = —%/ dtf dxdx’AL(t,x)Dzl(x,x’;t)AL(t,x) (6.44)
o t

The explicit expression for the propagator Dy (x, x'; 1) is given in Eq. (5.20). The
partition function is given by

2= [ e

The generating functional given in Eq. (5.21) yields'

1
Fe = L [ Daere

Cepl otz (Car [ avaem exin) = 1
— p 2qn t xXax y(xax 5 ) -
0 n

E[(e" — )" — )] = %/DAL(eW’" — (" — 1)eStAL]

— eAmn _ 1
Ty Tht1 Tn+1 To
Anm Ef dtf dx/ dx'M, (x,x';1) =/ dt Ay, (1)
0] n m o

Figure 6.5 graphically represents the Libor correlator A,,,.
Two results from above that will be useful in Chapter 8 are

E[e" —1]1=0 (6.45)
E["m — 1)(e" — D]~ App + O(A2) (6.46)

. . . . . -1,
! Field theorists will recognize that ¢"V# is the normal ordered product : exp({ ftgo dt /T:H dxy(t,x)Ap(t,x)}:.
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Calendar time

P D P —>
0

,\’ N N / Future time
tO +
fy To T Ty T Tiy

Figure 6.5 Libor correlator A;; = IOTO dt fTTM dx fTCHI dx'M, (x,x';t) for the
Libor European swaption.

6.9 Logarithmic Libor rates ¢ (¢, x)

Since y (¢, x), the volatility of L(¢, T,,), is deterministic it is convenient to change
variables from f7 (z,x) to L(t,T,). Eq. (6.41) shows that Libor L(t, 7,) is a posi-
tive random variable. A change of variables to logarithmic coordinates shows the
structure of the Libor Market Model more clearly. Let ¢ (¢, x) be a two-dimensional
quantum field; similar to the definition of forward interest rates from zero coupon
bonds given in Eq. (2.12), define a change of variables by

T;1+l
CL(t,T,) = exp { / dx¢(t,x)} = M) (6.47)

Tu

From its definition, ¢ (¢, x) has dimensions of 1/time and can be thought of as the
effective logarithmic Libor interest rates.

Consider, at some time ¢, a contract for a deposit to be made from 7y to 7»; the
principal plus simple interest earned is given, at time 75, by 14+ (7> —Tp) L (¢, To, 1>).
This amount must be equal to that earned by first depositing the principal at time Ty
and then rolling over, at Tp + £ = T7, the deposit and interest earned and collecting
the principal and interest at time 75 = 771 + ¢; see Figure 6.6, which is the inverse
of Figure 2.1. For there to be no-arbitrage opportunities the two procedures must
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A

Ty T; T, Time

Figure 6.6 Simple interest earned over Libor time interval 7j to 7>. Simple interest
earned over the two sub-intervals Ty to 77 and from 77 to 7> must be equal to the
interest earned from 7j to 75.

be equal, namely”
1+ (Th —To)L(t,To, T2) = [1 + €Lz, To)I[1 + £L(2, T1)]
= (Ih — To)L(t, Ty, Tr) = e+ (1) + eP0® + eP1®

T
where PO+ — 1y dX0EN _pr o Tyir 6 T (6.48)

Similarly, the integral of ¢ (¢, x) over many Libor future time intervals yields the
following

T+t m
exp { / dx¢<t,x)} = [Trere.m)
Tn i=n

exp{ fTTn"”% dx¢(t,x)}, similar to Eq. (6.48), is related to the future Libor rate
L, T,, Tyt1).

The 90-day benchmark Libor forward interest rates f7(¢,x) are related to
logarithmic Libor by Eq. (2.20)

Tn+
exp {/ 1dfo(t,x)} =14LL(t,T,)

T+t Tn+t
= eXp{/ dfo(t,x)} =1 +exp{/ dx¢(t,x)} (6.49)

n

The definition of ¢ (¢, x) depends on the tenor, and for the benchmark case is taken
to be £ = 90-days (three months). For Libor, the tenor is always finite, being a
minimum of overnight (24 hours). The logarithm Libor ¢ (¢, x) is well defined for

2 Recall, from Eq. (2.19), that L(t,T) = L(t, T, T + €).
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Figure 6.7 The dependence of f7,(¢,x) on ¢ (¢, x) and visa versa.

any nonzero tenor £. For the limit of the zero tenor, let £ = ¢ — 0; from the
defining Eq. (6.49), it follows that, since f7 (¢, x) is always finite

1+efr(t,x) =24 €p(t,x)

1
= ¢(t,x) = E[fL(f,x) — 1] - —o0

In other words, the zero tenor limit is singular for ¢ (¢, x); however, for finite tenor
£ #£ 0, the field ¢ (¢, x) is always well defined,

Since the interest derivative market is based on the three-month Libor, let £ =
1/4 year; one can approximately evaluate the integral and obtain the following

exp{lfr(t,x)} ~ 1 +exp{lp(t,x)} (6.50)

Eq. (6.50) is plotted in Figure 6.7. For f1(t,x) << In(2)/¢ ~ 400%l/year,
the value of ¢ (t,x) >~ —oo; only when both the rates f (¢,x) and ¢(¢,x) are
large are they approximately equal. Hence, there is no domain where both the
quantum fields f7 (¢, x) and ¢ (¢, x) take small values and, consequently, there is no
consistent scheme for simultaneously defining a perturbation expansion, in powers
of ¢(¢,x) and fr (¢, x), for both the quantum fields. In summary, one can define a
perturbation expansion for either f7 (¢, x) or for ¢ (¢, x), but not simultaneously for
both the fields.

Furthermore, as can be seen from Figure 6.7, for Eq. (6.50) to have real values
for both f7(z,x) and ¢ (¢, x), the following is required

0< frLt,x) <+4o00; —o0<¢(t,x) <400
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The dynamics of Libor L(z,T,) are specified in Eq. (6.37) and yield, from
Eq. (6.40), the following defining equation for ¢ (¢, x)

o [Tn+ dln(¢L(t,T,
gl dxp(r.x) = n(¢L(t,Ty))
at T, at

Tht1 1
=, T,) +f dxy(t,x)AL(t,x) — EA"" (6.51)

The drift ¢ (¢, T,,) for forward bond numeraire B(¢, Ty1) is given by Eqs. (6.35)
and (6.36). Integrating Eq. (6.51) from calendar Libor time # to Tp yields

Th+1 Ty
/ dx¢ (Ty, x) 2/ dxe (19, x) +/

To

To
dt |:§(t, T,)

T,

Tn+1 1
+/ dxy(t,x)Ar(t,x) — EAM] (6.52)

Exponentiating Eq. (6.52) yields, as expected, Eq. (6.41).
Dropping the f;;”“ dx integration from both sides of Eq. (6.51) yields the
following time evolution for logarithmic Libor

(1, 1
d);z 2 - —5An(t.X) + pu(t.X) 4y (1 X) AL X) (6.53)
Tht1
Tsx < s A = [ e 659
Tn

The function p,,(z, x) is defined as follows

Th+1
(1L Ty) = f dxon(t,x) 6.55)

Hence, from Egs. (6.36) and (6.55)

bm (1)
Yol Togpma Am(t,x)  n> 1
o, x) =14 0 n=1 (6.56)
1 dm (1)
=2 m=ntl ml\m(l,x) n<lI
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Hn(x)

Tn 7-n+1 X

Figure 6.8 The characteristic function H, (x) for the Libor interval [T}, T+1].

To write Eq. (6.53) in a more compact form, define the characteristic function
H, (x) for the Libor time interval [7},, T,,11] given by

I T, <x <Tin
H,(x) = (6.57)
0 x &[Ty, Ty41]

and is shown in Figure 6.8. The characteristic function has the following important
properties
o0
[ =Y Hy(0) fu(0); f(x) = fu(x) for Ty < x < Ty

n=0

Tn+1
/ dxH,,(x) = £5,,—»

From Eqgs. (6.53) and (6.57)

8¢gt’x) = —%A(t,x) + p(t,x) + y(t,x) AL, x) (6.58)

At x) =) Hy(O) A (1,25 p(t,x) = ) Hy(¥)palt,X)  (6.59)

n=0 n=0

It is convenient to separate out a ‘kinetic’ drift —%A(z, x) that does not depend on
the Libors, with the remaining drift p (¢, x) being a nonlinear and nonlocal function
of the Libors.
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6.10 Lagrangian and path integral for ¢(z, x)

Logarithmic Libor rates ¢(t,x) are the natural variables for expressing the
Lagrangian for the Libor dynamics. A remarkable result is that the ¢ (¢, x) variables
are ‘flat’ integration variables for the path integral in spite of having a nonlinear
relation to Libor L(¢, T,,). The Lagrangian itself is a highly nonlinear and nonlocal
function of the ¢ (¢, x) variables.

The Lagrangian and action for the Gaussian quantum field A4y (¢, x) are given
from Eqs. (5.25) and (5.15) by the following

1
LIAL] = —EAL(t,x)DZI(t,x,x’).AL(t,x/)

S[AL] =/ LIAL]
T

with the semi-infinite trapezoidal domain 7 given in Figure 5.1. The partition
function, from Eq. (5.14), is given by

2= [ DAt

Eq. (6.58) encodes a change of variables relating two quantum fields ¢ (¢, x) and
Ap(t,x) and is given by

ALt x) = a‘/)(t’xl/gtg pit.x) (6.60)

Ia(l’-x) = _%A(Z’x) +10(t’-x)

The Lagrangian and action for logarithmic Libor quantum field ¢(¢,x) are
given by

_ 1o x)/ot = p(t,x) ] 4 [0t x") /0t — p(t,x")

Hlo1= 2[ Y (1) ]DL (1 )[ y (1) }

S[p] = f Oodt / - dxdx'L[$] (6.61)
1o t

The Neumann boundary conditions Ay (¢, x) given in Eq. (5.16) yield the fol-
lowing boundary conditions on ¢ (¢, x)

=0 (6.62)

xX=t

) [a¢(t,x)/at — ﬁ(t,x)i|
ax y (1, x)
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It is shown in Section 6.14 that the Jacobian of the transformation given in
Eq. (6.60) is a constant, independent of ¢ (¢, x); note that the Jacobian is a constant
in spite of the fact that the transformation in Eq. (6.60) is nonlinear due to the
nonlinearity of Libor drift p(z, x). A constant Jacobian leads to ¢ (¢, x) being flat
variables, with no measure term in the path integral. Flat variables have a well-
defined leading order Gaussian path integral that generates a Feynman perturbation
expansion for all financial instruments, thus greatly simplifying all calculations that
are based on ¢ (¢, x).

In summary, up to an irrelevant constant, the log Libor path integral measure is
given by

o0 00 400
fDAL :/D¢ = ]_[]_[f dé(t, x)
t=ty x=t ¥ ~ X

The partition function for ¢ is given by

z:fD¢>eS[¢] =/DALeS[AL]

The expectation value of a financial instrument O is given by

E[O] = % f DAL O[AL1eSAL] = % / D¢pO[¢)e5?] (6.63)

6.10.1 Path integral for Libor martingale

Consider the special case of the portfolio from Eq. (6.13), of the martingale instru-
ment X7 (t) = L(¢, Ty). The integral formulation of the martingale condition for
the forward bond numeraire, from Section 5.8, is given by

L(to, T1) = E[L(To, TD)1; To > to
The path integral for the right-hand side, from Eq. (6.63), is given by the expectation
value of a financial instrument O = L(Ty, T}); hence

ELL(Ty, T)] = % / DeSOL(Ty. T)) 6.64)

For Libor L(¢, Ty), the drift is zero, that is ¢ (¢, 77) = 0; hence, from Eq. (6.52)

Ty

InlL(Ty, Ty) = f dx¢ (T, x)
T

Try Ty Trs1 1
_ f dxp (10, x) + f dr{ / dxy(r,x>AL<z,x>——Au(r>}
Ty 1o T 2

1
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Changing path integration variables from ¢(f,x) to Ap(¢,x) and using the
generating functional given in Eq. (5.21) and Eq. (6.45) yields

To

1 Tr41 _1
E[CL(To. T)] = (L{10.T1); f DAgele MU Ay EDALEO IO S

= {L(t,Tr) : martingale

6.11 Libor forward interest rates f7 (¢, x)

The dynamics of the log Libor given in Eq. (6.58) also defines the dynamics of the
Libor forward interest rates quantum field f7 (¢, x). Differentiating Eq. (6.49) and
substituting Eq. (6.58) yields the following

(6.65)

/T”“d 0 fL(t,x) e /T”“d d¢(1,x)
X = X
. ot 1+g¢n(f) , ot

e(bn(t) Tn+1 1
= TIoh® /;,, dx [—EA(t,x) + p(t,x) + y(t,x)AL(t,x)] (6.66)

From Eqgs. (6.10) and (6.66)

dfr(t,x

LD )+ (0 AL )
Tht1 e‘bn(t) Tht1 1

f}l dX/,L(t,X) = m\/;” dx [—EA(I,X) +,0(Z,X)i| (667)
Tn+1 €¢"(I) Tn-H

/ll dXU(I,X) = m ﬁn ]/(Z,X) (668)

The result for v(z, x) has been obtained earlier in Eq. (6.24); the value of i is a new
result. Writing the drift and volatility in terms of f7 (¢, x) yields, from Eqs. (6.49)
and (6.59), the following

Tn+1 e¢n(t) —f (t)
Ju(t) = /T dxfr(t,x); T o0 = l—e (6.69)
1
w(t,x) = u(t,x) [_EA(”) + p(t,x)] (6.70)

v(t,x) = u(t,x)y(,x)

where u(t,x) = Z H,(x)[1 — e /1] 6.71)
n=0
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The drift w (¢, x) and volatility v(z, x) are both functions of only exp{— f,,(¢)},
which, in turn, is the forward price of a zero coupon bond.

6.11.1 Nonsingular Libor forward interest rates

The underlying Libor forward interest rates driving all the Libors, from Eq. (6.10),
are given by the following

9 fL(t,x)

= w(t,x) +v(t, x)AL(t, x)

The theory is nonlinear due to the dependence of the volatility v(z,x) and drift
w(t, x) on the underlying Libor forward interest rates f7 (¢, x). A drift that renders
Libor to be a martingale apparently implies that the underlying Libor forward
interest rates are singular [88]. This aspect of the Libor forward interest rates is
analyzed.

An approximation of Eq. (6.71) that is adequate for the analysis of this section is

v(t,x) = [1 = e 0y 2, x)
The following are the two limiting cases

Ly (t,x) fr(t,x); Lfr(t,x) <<1
v(t,x) = (6.72)

y(t, x); Cfr(t,x) >> 1

Forv(t,x) = £ fr(¢t,x)y(t,x) ~ 0, ignoring the integration that does not qualita-
tively change the results, from Eq. (6.17), the drift is

u(t,x) ~v(t,x) /x dx'Dp(x,x";H)v(t,x") + 0()
Ty

~ [LfL(t,x)y 0] + O(0) (6.73)
The limiting cases for (¢, x), from Egs. (6.70) and (6.73), are the following®

w(t, x)

[£fL(t, %)y (t, x)]* + O(0); L@, x) <<1
~ (6.74)
po = —% [ A My (e, x's ) + [ do My (e, x50 f(nx) >> 1

I+1

3 Note that, for £ — 0, one has the limit ¢ Z;;:1+1 — (T, — Ty): constant.
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VO pommmmmmmos

t—0 ts t 1/¢ fi
(a) (b)
Figure 6.9 (a) The value of fr(¢,x) is finite for all #. The singularity at #; is

spurious, since, at time #; — £ when £ f7 (¢, x) ~ 1, nonlinear effects take over. (b)
The behavior of volatility v(z, x) and drift u(z, x) as a function of f7 (¢, x).

In the limit € f7 (¢,x) >> 1, from Eq. (6.72), volatility v(¢,x) — y(t,x); the
results obtained in Eqs. (6.74) and (6.72) for this limit are consistent with the earlier
result given in Eq. (6.17). The two results agree only in the limit of £ — 0; for the
case when £ f7 (¢, x)y (t, x) is independent of ¢, the extra term fT:”“ M, (x,x';1)/2
in Eq. (6.74) is of O (¢) and goes to zero.

For small values of £ f(t,x), u(t,x) =~ (Ly(t,x)fr(t,x))* follows from
Eq. (6.74). The stochastic term can be ignored as these do not qualitatively change
the impact of the quadratic term on the evolution of f; (¢,x). The simplified
dynamics for the Libor forward interest rates, from Eq. (6.10), are the following*

afr(t,
% ~ Ezyszz(t,x) + random terms
0,
= fr(t,x) =Ly ACED + random terms (6.75)

1 —tly fr.(0,x)

= fr(t,x) infinite for t;, = fr0,x) >0

1
Ly f(0,x)°
From Eq. (6.75), all the Libor forward interest rates become infinite as t — f;, =
1/[€y fL(0,x)] > 0, as shown by the dotted curve in Figure 6.9(a). If fi(¢,x),
in fact, becomes singular, then, on including the stochastic term, the singularity is
even more severe with the Libor forward interest rates becoming singular almost
instantaneously [88].

4 The dependence of y and j on ¢, x is, henceforth, ignored since it simplifies the calculation and does not change
the main conclusions.
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However, the result that the forward interest rates become singular is not correct;
when £ f7.(t,x) ~ 1, the approximation leading to Eq. (6.75) is no longer valid.
From Eq. (6.75), the solution breaks down for 77 given by

1 f1(0,x)
t,x) ~—=1V¢
S = = T o)
Srp=t— <1 (6.76)

Instead, as follows from Eqs. (6.74) and (6.72), for £ f7 (t,x) ~ 1 the volatility and
drift both become deterministic, leading to a finite evolution of f7 (¢, x). Ignoring
the stochastic term yields

fr(t,x) ~ fr0,x)e"; 1 >ty

The different domains for f7 (¢, x) are shown in Figure 6.9(a); f7 (¢, x) grows slowly
for t > t, since the coefficient g ~ y2 << 1.

Recall that the drift u (¢, x) and volatility v(z,x) are both functions of only
exp{—fu(®)} =~ exp{—LfL(¢t,T,)}. As fr(t,x) grows large, both wu(z,x) and
v(t,x) rapidly become deterministic and independent of f7(¢,x), as shown in
Figure 6.9(b). This in turn means that f7 (¢, x) can be described by a linear Gaussian
quantum field as discussed in Chapter 5. Gaussian fields have configurations where
f1(t,x) takes small values and can, hence, revert to the regime for its nonlinear
evolution. In this manner, the Libor forward interest rates are driven by the exact
evolution equation between the nonlinear and linear domains.

6.12 Summary

Quantum finance provides a natural and mathematically tractable formulation of
the Libor Market Model. Gaussian white noise R(z), in effect, is ‘promoted’ by
quantum finance to a quantum field Ay (7, x): the evolution equation of Libor is
driven by A (¢, x).

In an economy where Libor rates are perfectly correlated across different maturi-
ties, a single volatility function is sufficient. However, the Libor term structure that
is imperfectly correlated introduces many new features. One way of accounting
for imperfect correlations is to extract Libor volatility from many caplets and then
aggregate them — leading to a proliferation of parameters. In the quantum finance
approach, due to the specific properties of Gaussian quantum fields, the entire Libor
volatility function can be taken directly from the market and thus incorporates many
key features of the market in a parameter-free manner.

The Gaussian quantum field Ay (¢, x) has a quadratic action and hence one can
obtain a differential formulation of the Libor Market Model. The singular quadratic
product. Ay (¢, x) has a ‘short distance” Wilson expansion that generalizes the results
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of Ito calculus and yields a derivation of Libor drift. It is seen that the underlying
Libor forward interest rates f7, (¢, x) of the Libor Market Model are nonlinear and
nonsingular.

The Libor forward interest rates f7 (t,x) are related to logarithmic Libor by
Eq. (6.49)

Ta+L T,+¢
exp {/ dfo(t,x)} =1-+exp {/ dx¢(t,x)} (6.77)

n

The transformation, in Eq. (6.49), from ¢ (¢, x) to f7 (¢, x) is nonlinear and nonlo-
cal and is well defined only for strictly positive fr (¢, x), thatis for f7 (t,x) > 0.In
particular, this means that f7 (¢, x) cannot be a Gaussian quantum field. The linear
approximation developed in Chapter 5 treats f (¢, x) as a Gaussian quantum field
and needs to be carefully examined to ascertain whether it can be applied to the
interest rates (Libor and Euribor) market. Nonlinear models for f (¢, x), in general,
are fairly intractable [12, 13].

Note the transformation given in Eq. (6.77) is completely general and only
requires that f7(z,x) > 0; for example, one can take fr(¢,x) ~ eX (%) where
x (t,x) is any real quantum field and this yields strictly positive Libors. The Libor
Market Model makes a very specific choice for f7(¢,x), namely one for which
the log Libor quantum field ¢ (¢, x) has deterministic volatility given y (¢, x). This
choice for f (¢, x) leads to the field ¢ (¢, x) being a ‘flat’ quantum field that takes
values on the entire real line. The leading order effects of ¢ (¢, x) are described by
a Gaussian quantum field; the nonlinear terms are all contained in the drift and can
be treated perturbatively using Feynman diagrams.

Bond forward interest rates modeled, in Chapter 5, f(¢, x) as a Gaussian quantum
field lead to strictly positive (zero) coupon bonds but negative Libors. In contrast,
log Libor variables ¢ (, x), yield strictly positive coupon bonds and strictly positive
Libors. A nonlinear quantum field theory for flat quantum field ¢ (¢, x) is the most
appropriate formalism for analyzing coupon bond and Libor instruments.

The study of interest rates shows that the complexity and nonlinearity of the
interest rates partly stems from Eq. (6.77): Libor can be described by ¢ (¢, x) vari-
ables that are nonlinear, whereas the bond sector can be consistently described by
bond forward interest rates f (¢, x) that are Gaussian. Hybrid instruments combine
coupon bonds with Libor [79]. A consistent model of both ¢ (¢, x) and f (¢, x), which
are ingredients for hybrid instruments, necessarily requires that either f(t,x) or
¢ (t,x) be modeled as a nonlinear two-dimensional quantum field — thus greatly
increasing the difficulty of the analysis.
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6.13 Appendix: Limits of the Libor Market Model

The following three different limits of the Libor Market Model evolution equations
are taken:

« The limit of zero tenor, namely £ — 0
« The BGM-Jamshidian limit
« The HIM limit

6.13.1 Tenor £ — 0
Consider the limit of the tenor £ — 0. Letx = T),, x’ = T),,, and x,x’ > T;. From

Eq. (6.24), v(t,x) >~ £ fr(t,x)y (¢, x); hence, from Eq. (6.70)

X € [Tn, Tuw1l; L(t,Ty) ~ fr(t,x) + O); e®D ~ ef(t,x)
1—e 0 ~ 01 (t,x); Ay =M, (x,x;1) = Ly (t,x)Dp(x, x;0)p (1, X)

w(t,x) = Z H;(x)[1 — e /1] [—%Aj(z,x) + ,Oj(t,x)i|

J=0

14
~fL@ ]| — EJ/(I,X)DL()C,X;Z)J/(Z,X)

L ef(t T |
! 21:+11+5J‘L(t Ly (¢, )DL (x, T3 1)y (&, Tn)

The term ), H,,(x) collapses to one term since x € [T}, Tj,+1). The limit £ — 0
is taken holding v(z,x) = £ f1 (¢, x)y (¢, x) fixed; hence, in this limit

6,0 = LfL 00 Y [ f Ty (0D T DY (1T |

m=I+1

- g[ffL(z,x)ya,x)]DL(x,x;z)y(t,x)
~v(t,x) Tx dx'Dyr (x,x";t)v(t,x") + O€) (6.78)
Hence, from Eq. (6.10)
afLa(tt %) e, x) Tj dx'Dy, (x,x"s )v(t, x') + v(t,x) Ay (1, )

The limit of tenor £ — 0 yields an evolution equation for the Libor forward
interest rates fr(¢,x) that looks similar to the quantum HJM model, except
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v(t,x) = £ fr(t,x)y(t,x) is stochastic. Recall the drift results from requiring a
martingale evolution of the Libor forward interest rates f7 (¢, x) with the forward
bond numeraire being the zero coupon bond B(¢, T7), with 77 fixed.

6.13.2 BGM-Jamshidian limit

The BGM-Jamshidian limit of the quantum finance results for the Libor Market
Model can be obtained using the following prescription

DL(X’X/;t)|BGM -1
AL(t,x)‘BGM — R(t); E[RORI)H] =681 —1) (6.79)

where, recall, R(¢) is Gaussian white noise.
The Libor evolution for 7; < T, given in Eq. (6.21), yields the BGM-
Jamshidian limit. From Eq. (6.35)

Tht1

Tm+l
Amn (1) = / dxy(t,x) dx'Dp(x,x";0)y (t,x") = yu(t)yn(t)
m TVI

Tht1
where y,,(t)zf dxy(t,x)
Ty

Hence, the BGM—Jamshidian limit of the Libor Market Model evolution equation,
from Eqgs. (6.21), (6.56), and (6.79), is given by

1 aL(t,Ty,) =5,(1) + Yo () R(®); 1 (6.80)
LaTy o oWtr C ‘
" CL(t, T,,)
Cn () = yu(2) Z —————Vm()
o T L@ Tn)

6.13.3 HJM limit

The HIM limit requires the following three conditions.

e The zero tenor limit £ — 0 is taken.

o It assumed that v(¢,x) = £ f1(t,x)y (¢, x) is a deterministic function equal to the HIM
volatility function; that is v(t,x) — o(t,x): the HIM bond forward interest rates’
volatility that is independent of f7 (¢, x).

e Dr(x,x';1) — 1.
HIM
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With these assumptions Eqs. (6.79) and (6.80) yield

alet,x) =o(t,x) ' dx'o(t,x") +o(t,x)R(®)

0 T
which is the expected HIM equation; the drift is fixed by the forward bond numeraire
B(t,Ty).
6.14 Appendix: Jacobian of Ay (¢,x) — ¢(t,x)

The change of variables from quantum field Ay (¢, x) to ¢ (¢, x) is, from Eq. (6.58),
given by

ap(t, x)
ot

=p(t,x) + vy, x)AL(E,x); t € [fo, 1] (6.81)

Eq. (6.81) is a nonlinear change of variables since drift p(¢,x) depends on
¢ (t,x); the transformation can, in principle, have a nontrivial Jacobian. Taking
the differential of Eq. (6.81) yields

& , o Sp(t',x) o ,
fm dt [3@ — Z)E — 360.x) } do(t,x) =y, x)dAr (", x) (6.82)

= det[J]D¢ = const x DA} (6.83)
The change of variables factorizes for the x variable; hence, for notational simplic-

ity, the x coordinate is suppressed and only the time variable ¢ is displayed. The
Jacobian is equal to det[J ], where the matrix of transformation 7 is given by

, N R R NN B
J@, ) =68 l‘)—at 56 .) = 6(t t)_az J(@',1)
0y ;o Sp(t', x)
= J = U—atu ; J(, ) = —5(/)(1‘,)6) (6.84)

In Eq. (6.84) matrix multiplication is an integration over ¢ given by ft:)* dt. Time is
discretizedt — t, =t'+ (n — 1)e, n =1,2,3,... ,M = (t — ') /€ to explicitly
write out the matrix elements of ¢/ as follows

M—1 .. M—1
Ui, n = ]_[f dty | [ expled (ntar)}; 1 =100 =1
n=1 710 n=0

From Eq. (6.84) the Jacobian is given by

ad

det[ 7] = det [Uat

0
Z/{_li| = det [8(/ - t)§i| = constant
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The Jacobian of the transformation in going from Ay (f,x) — ¢(t,x) is a
constant; all constants involved in going from Ay (t,x) — ¢(¢,x) cancel due
to division by the partition function Z. Henceforth, the path integration measure
will taken to be invariant, namely

/D(Z):/DAL

The Jacobian being a constant will be essential in deriving the Libor Hamiltonian
in Section 15.7.
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Empirical analysis of forward interest rates

Empirical forward interest rates drive the debt markets. The quantum finance bond
and Libor forward interest rates’ models of the empirical rates are analyzed using
market data [6]. In particular, the models are calibrated to the market and empirically
tested, with all the model parameters, including interest rate volatilities, being
obtained from market data.’

The bond forward interest rates, from Eq. (5.1), are given by

af(t,x)
ot
E[A(t,x)] =0; E[A(t,x)A{ ,x)] =68 —t)D(x,x';t)

=a(t,x) +o(t,x)A@{,x)

In studying bonds, the volatility o (¢, x) is taken to be deterministic, with drift « (¢, x)
being fixed by a martingale condition. The Libor Market Model of the Libor forward
interest rates fz (¢, x) and log Libor ¢ (¢, x) are given by Eqs. (6.66) and (6.67) as
follows

% = u(t,x)+ v, x)AL(t, x)
a 5
d’;’t D o) + 7 (1) AL (1, %)

E[AL(t,x)] =0; E[AL(t, x) AL, x")] =8 —t")Dp(x,x";1)

Libor volatility y (¢, x) is deterministic, whereas v (¢, x) is stochastic. Libor drifts
u(t,x) and p(z, x) are both stochastic.

Empirical forward interest rates can be taken from either the bond market, as
realized in the bond ZCYC (zero coupon yield curve), or from the Libor and Euribor

! The term ‘Libor’ is generic and stands for Libor and Euribor.

150
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market. The forward interest rates f (¢, x) are assumed to be approximately equal
to Libor; that is”

L@, T)= f@&,T)+ O¥)

In analyzing the Libor and Euribor data for determining the parameters of the
Libor Market Model, it will be assumed that the Libor interest rates f7 (¢, x) are
related to Libor by Eq. (6.2)

T+C
1+ 4L, T) =exp {/ dfo(t,x)}
T

Empirical Libor data are used for analyzing both the bond forward interest rates
and the Libor Market Model. The empirical study will fix the parameters of both
A(t, x) that drives f (¢, x) and Ay (¢, x) that drives ¢ (7, x).

7.1 Introduction

Libor futures data from 17 April 2002 to 29 April 2003, consisting of 261 trading
days, are used for the empirical analysis. The Treasury Bond market is empirically
studied using ZCYC data for 523 trading days, from 29 January 2003 to 28 January
2005. The Libor ZCYC is empirically studied using 261 days of data from 10
October 2007 to 8 August 2008.

Both bond and Libor forward interest rates are empirically studied using various
approximation schemes. The bond forward interest rates are taken to be equal to
empirical Libor and the volatility o (¢, x) and correlation of changes in the forward
interest rates are evaluated. The stiff Lagrangians for A(z, x) and Af (¢, x) are seen
to provide an excellent fit to the market data. The Libor forward interest rates
fL(t, x) are empirically studied in the framework of the Libor Market Model and,
in particular, the relation between deterministic volatility y (¢, x) and stochastic
v(t, x) is analyzed.

The market data for the ZCYC are analyzed for both the zero coupon bonds
and Libor markets. It is seen that empirical ZCYC for both markets could not be
satisfactorily explained by the bond and Libor forward interest rates.

2 Market prices of zero coupon bonds yield empirical values for the bond forward interest rates since, from

Eq. (2.12), B(t,T) = exp{— ftT dxf(t,x)}. The forward interest yield curves defined by the bond and Libor
ZCYC differ by the TED (Treasury Eurodollar) spread. The difference will be ignored; errors that are much larger
than those due to TED are introduced by the spline and other fits — required for fitting the various parameters of
the models to discrete market Libor and bond data.
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7.2 Interest rate correlation functions

The market provides data on interest rates as a time series, given at discrete
moments. Hence one needs to discretize both calendar and future time to empiri-
cally study interest rate models. For notational convenience, let f (¢, x) denote both
the bond forward interest rates as well as the log Libor interest rates ¢ (¢, x). The
volatility of f(¢,x) and ¢ (¢, x) is given by o (¢, x) and y (¢, x), respectively; both
the volatilities are deterministic and the basis of many of the results of this section.
A more specific analysis for Libor forward interest rates f7 (¢, x), having stochastic
volatility v(t, x), is carried out in Section 7.8.

In principle, the drift terms (¢, x), p(¢,x) can depend on the forward interest
rates, as is the case for the Libor Market Model, and are taken to be completely
general.’

Discretize time into a lattice of points t = ne, with spacing € = 1 day. Hence

Sf(t,x) =ea(t,x) +eo(t,x)A(t, x) (7.1)
where § f(t,x) = f(t +€,x) — f(t,x)

Recall from Eq. (5.22) that

E[A(t,x)]=0 (7.2)
E[A(t, x)A{ ,x)] =80 —t)D(x,x";t) (7.3)

Henceforth, all correlation functions will be expressed as functions of only remain-
ing future time, namely & = x — 1,0’ = x’ — 1, as these are the coordinates
appropriate for the empirical study. Define f(¢,x) = f(¢,t + 6) as shown in
Figure 2.2(a); the notation f(¢,0) is sometimes used for f(¢,t + 0) since it simply
re-labels what one means by 6.

On discretizing time, the equal time expectation value of the fields at two future
times is singular. From Eq. (A.10), §(0) = 1/¢; hence, from Eq. (5.22)

E[A(t,0)A(t,0)] =< A(t,0)A(t,0)) >= éD(G,G/) (7.4)
From Eq. (5.23)

<38f(t,0)>=€ <ad) > (7.5)

3 The drift term is fixed using the martingale condition. For the bond forward interest rates, drift is deterministic;
for the Libor Market Model, the drift depends on log Libor ¢ (¢, x).
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The drift velocity is fixed by the martingale condition and the drift in the market is
not the one given by the martingale measure; hence martingale drift «(¢, x) cannot
be determined from the forward interest rates’ market data.

7.2.1 Forward interest rates’ covariance

Central to the empirical analysis is the following covariance

<SF,0)8f(1,0) >e=<8f(1,0)8f(1,0) > — <8f(1,0) ><5f(1,0") >
= e20(0)o @) < At,0)A1,0) >
=< 8f(t,0)8f(1,0) > =€ (0)a(0)D(®H,0") (7.6)

The model’s volatility o (¢, x) = o (#) is given in terms of empirical volatility o g (6)
as follows

020) = < [8f(t,0)] >. =ea?(0)D(H,0)

o) = —2EO 1.7)
€D(0,0)
Hence, from Egs. (7.6) and (7.7)
/ D(6,0") ,
<48f(t,0)5f(,0)>c=0p0) (Ch) (7.8)

J/D@.0)vD@.0) -

Eq. (7.8) shows that the covariance is uniquely fixed by the empirical volatility
or(6) and the model’s normalized propagator.

7.3 Interest rate volatility

For many calculations, it is convenient to have an explicit expression for the volatil-
ity o(t,x) that appears in the definition of the model. However, o (¢, x) is not
uniquely specified in the model; one can rescale o (,x) — 6 (t,x) = k(0)o (¢, x)
and rescale A(t,x) — fl(l,x) = A(t,x)/k(0), leaving the defining equation
Eq. (5.1) unchanged. The scaling factor is chosen to make o (¢, x) equal to the
empirical volatility og (¢, x) and yields, from Eq. (7.7)

k(@) =+/€D(#,0) (7.9)

o(0) =«k(0)o(t,x) =o0p(0)
The model’s volatility, from Eq. (7.7), is hence given by

52(0) = 0} (0) =< [8f(1,0)]* >, (7.10)
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Figure 7.1 Empirically determined volatility functiono (9) = / < § f 2(1,0) >
and kurtosis « (t,0) =< [§ f(t,0)]* > /o*(t,0) — 3 for Libor forward interest
rates. The functions are given for four distinct time periods showing a significant
change in their values.

The empirical volatility and kurtosis for four different periods is shown in

Figure 7.1.
The rescaled field A(z,0) = A(t,0)/k (0) has propagator given from Eq. (7.4)

E[A(t,0)A(t,0))]

225(9,0’) = E[A(1,0)A(1,6"] =

k(@)K (0')
= D66 1 D(6,0)
= D6.9) = k(@)k(©) €. JD@,0) /D@, 0) .11
D,0) = é (7.12)

The rescaling is consistent; in particular, note from Egs. (7.6), (7.9), and (7.12)

< 8f(1,0)8f(1,0") >.= € (0)o(0)D(0,0") = €5 ()5 (8')D(H,0’)

02O on oy DO

=0 = - o = OE — OE

The result agrees with Eq. (7.8), as indeed it must, for consistency. The nor-
malization chosen in Eq. (7.9) will be used from now on and the tildes on
6 and D are henceforth dropped. Note the value of the covariance given by
< 8f(t,0)8f(t,0") >, is independent of the choice of the scaling factor. Choos-
ing a form for « () fixes a particular frame; the specific choice was made so that
volatility o (¢, x), which appears in the model, is equal to the empirical volatility

og(t,x).

©")
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All prices of traded instruments are independent of the scaling factor « (6) and
depend only on the covariance < 8 f(¢,0)8 f (t,0") > .

7.4 Empirical normalized propagators

The connected correlation function < 8 f(z,0)8 f (t,0”) > is independent of drift

velocity @ (0). In quantum finance models, deterministic volatility, as expressed in

Egs. (7.6) and (7.7), can be completely factorized out of the correlation functions.

The empirical volatility, as in Eq. (7.10), determines the value of o (6) and reflects

information encoded in the interest rates. Determining volatility o (9) from the mar-

ket greatly improves the applicability and accuracy of the quantum finance model.
The normalized propagator is given by

D(6,6")

€669 = JD(0.0)D@,0)

(7.13)

The normalized propagator, for 6 # 6’, is used for testing quantum finance
models by comparing the models’ predictions with the observed market behavior
of the forward interest rates.

The observed market values of the forward interest rates are assumed to be the
possible outcomes (sample values) of the random values of f(¢,x) = f(¢,t +
0); 6 = x — t. A fundamental assumption in the empirical analysis is to treat
expectation values of the various financial instruments as being equal to the time
average value of these instruments, taken over the time series of the forward interest
rates. This assumption is called the ergodic hypothesis in statistical physics.

The expectation value determining the correlation functions are obtained by sum-
ming over historical data of the forward interest rates. Suppose historical data are
given for L days denoted by ¢;; the stochastic averages for all financial instru-
ments are taken to be equal to its average over historical data. Since the correlation
functions are assumed to depend only on remaining future time § = x — ¢, one
holds 6 fixed and sums over the L historical values of f(¢;,; +6) for calendar time
t; = ie;hence, inall empirical analysis x = t+6, the new set of coordinate variables
are (t,0).

From Egs. (7.6) and (7.10), the empirical values of the correlation function are
determined as follows

L
2 _ 2 _ l .1 2
o’O) = <[f (1 + O >c =+ i;[af(z,,tl S0V I CAT)

2

L L
E%Z[af(z,-,zi +0)* - [%Z(Sf(ti,ti +9)} (7.15)
i=1 i=l1
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From Eq. (7.6)

L
e€o(0)o(0)D(O,0") = % Z(Sf(ti,ti +0)sf(t,t; + 0")
i=1 ¢

As shown in Figure 2.4(a), as time ¢ runs over historical data for f(¢;,t; + 6), one
moves along the line & = constant, at a slope of 45° in the x¢—plane.

The covariance and normalized correlation between &8 f(¢,0) and 8 f(z,0),
required for evaluating the volatility and propagator of the interest rates, are
given by

(8f(t,0)8f(t,0")). : covariance

(0f(,0)8f(1,0")c

C@,0") = : normalized covariance (7.16)

VABF (@, 0012/ (I8 (1,0)12).
Comparing the above result with Eq. (7.13) yields

(8f(t,0)8f(1,0)). _ D(6,0")
VIR f (.02, ~DO,.0)DE.0)

Defining the normalized propagator to be equal to the normalized covariance makes
it independent of o (0). No assumption needs to be made regarding the form of the
volatility. This is the reason for using the normalized propagator, rather than the
covariance itself, for modeling forward interest rates. In particular, parameters such
as 7, i, A, and so on, which need calibration in quantum finance models, are fitted
from market data independent of the value of o (9).

Eq. (7.17) provides the link between market correlations and the predictions
made by the model. The calibration of the model’s parameters are based on this
equation.

The empirical value of the correlation functions for the bond forward interest
rates f(z,x) are estimated from the market Libor and Euribor futures’ data for
L(t, T) using the approximation

(7.17)

L, T)~ f@,T)

The result of the empirical evaluation of the covariance and normalized covari-
ance for Libor is shown in Figures 7.2(a) and 7.2(b) respectively; the empirical
Euribor normalized covariance is given in Figure 7.3.

The normalized covariance, for all values of its arguments, is always greater than
about 0.55, showing that all the forward interest rates are highly correlated. Any
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Figure 7.2 Libor data from 17 April 2002 to 29 April 2003, consisting of 261
trading days, are used for evaluating all the correlation functions. It is assumed
that L(t,T) ~ f(z,T). (a) Covariance of < §L(0)8L(#") >. (b) The normalized
covariance is equal to < SL(0)SL(0") > /o (0)o (0').

two forward rates are strongly correlated — no matter how large is their separation

in maturity time.

7.5 Empirical stiff propagator
Figures 7.2(a) and 7.3 clearly show that both the Libor and Euribor normalized
coviariance have extremely smooth surfaces with no discontinuities or ‘kinks’ along
the diagonal that appears in all models without the stiffness term in the Lagrangian
[12]. Itis to explain the highly correlated behavior of the forward interest rates that
the stiff Lagrangian, given in Eq. (5.6), has been introduced in [16]. The normalized

propagator is given by

G(9,0) (7.18)
JVG(@,0)G(O,6") ’

C®,6" =

The stiff propagator has three branches and the real branch, which is relevant to the
empirical analyis is given, from the results of Section 5.7, as follows [12]

A
GO :0.)=——[2:(0 _(6_ 7.1
(0+;60-) 2sinh(2b)[g+( 1)+ g-(0-)] (7.19)
where
g4+ (04) = e M+c0h®) ginh (b + 26, sinh(b)} (7.20)
g_(0_) = e H0-1c0sh®) inh{p + 1|0_| sinh(b)} (7.21)
(7.22)

Or =60+6
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Correlation

Figure 7.3 Ttisassumedthat L(¢,T) >~ f (¢, T).Covarianceis givenby C(9,0’) =

(6f(,0)5f(t, 0’))6/\/([8f(t, 9)]2)6\/([8]”(1‘, 0")1?)¢; the correlation for Euribor
forward interest rates is based on daily data from 26 May 1999 to 17 May 2004.

In this representation

g+(04) +8-(60-) (7.23)

Cly;0-) =
" I8+ +0-) + g (0)I[g+ Br — ) + g_(0)]

The diagonal axis is a line of maxima for the normalized propagator since

36(9%9—)‘ _ 0C(04:0) _0 (7.24)
06_ '

(0_=0)  96_

The propagator G (64+;6_) has a finite curvature perpendicular to the diagonal
and hence one can compare it with the curvature of C(6,6’) given by the market
data. The curvature orthogonal to the diagonal axis is defined as follows

_9%C(04:6-) _3%Cp(64:0)
BT R i 7
It can be shown that [12]
R(©,) = 1g”(0)] 18508+ (0) + 8- (O] + [¢/ (6:)]1
T g (00 +8-(0) [g+(04) + g (0)]?
(7.26)

Eq. (7.26) shows that R(0.), as 6 increases — which in effect means that one is
moving on the diagonal axis away from the origin (having 64 = 0) — the curvature
(slowly) increases. The denominator of the first term decreases while at the same
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Figure 7.4 Empirical values of C(6;; 6—) are shown by empty circles and squares,
whereas the model’s values with market time z = 6" are shown by unbroken lines.
C(64;6-) is empirically determined for Libor forward interest rates (from 1990
to 1996). (a) The inset shows a plot of with log (6;) as the horizontal axis. The
curvature log(R(6+)), shown as the dashed line, has an (incorrect) upwards slope.
Market time z = 0" has curvature log[z’ (9+)]2R (2z(6+/2)) — shown by an unbro-
ken line — which correctly slopes downwards. (b) Figure shows the propagator
fitted with market time. The inset shows curvature [z’ (64)]>R(2z(04/2)) versus
0+ as the horizontal axis.

time the second (negative) term becomes smaller; this behavior of the curvature,
shown by the dotted line in the inset of Figure 7.4(a), is seen to slope upwards.

The curvature calculation predicts that the model’s normalized propagator should
fall off more rapidly as one moves on the diagonal away from the origin. If one
looks carefully at Figures 7.2(a) and 7.3, one can see that the empirical normalized
propagator shows the opposite behavior. As one moves away from the origin on
the diagonal axis the curve flattens out, showing that the curvature is decreasing as
04+ increases. Hence, as it stands, the stiff Lagrangian cannot explain the empirical
behavior of the forward interest rates.

7.6 Empirical stiff propagator: future market time

The curvature for the normalized stiff propagator increases very slowly. One could
try and rectify the problem by multiplying the propagator with a pre-factor that
cancels the gradual rise in curvature and, instead, makes it fall off with a power
law. Future market time variable z(6) plays precisely this role.

The defining equation for market time z(6), from Eq. (5.25), is given by

E;—J;(I,t +0) =a(t,z(0)) +o(t,z2(0)A(t,z(0)); 0 =x—1
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that yields for the normalized propagator

/ G(z(0),2(0")
C.(0,0") = 7.27
@0 VG (2(0),20))G(z(0),2(8") 727

7.6.1 Volatility for market time

From the definition of the stiff forward interest rates given in Eq. (5.25), the empir-
ical covariance of the forward interest rates is equal to the model covariance with
remaining future time 6 replaced by z(9). Hence, from Eq. (7.8)

D(z(0),2(6")
VD(z(0),2(0))v/D(z(0"),2(0")

<8f(t,0)5f(t,0") >c=0(2(0)) o (z(6)

Hence, for§ = 6’

<[8f(t,)] >c=0p(0) = 0(z(9))
= 0 (2(0)) = o£(6)

In other words, no separate calculation is required for o (z(0)), but, rather, volatility
for market time is simply a re-labeling of the empirical volatility o g (9).

7.6.2 Stiff propagator for market time

The empirical value of the normalized propagator of the forward interest rates
C,(0,0") does not change when going to market future time. Instead, the description
of this normalized propagator by the quantum finance model changes, and, conse-
quently, the left-hand side of the above equation depends only on the remaining
future time variables 6, 6’, whereas the right-hand side depends only on the mar-
ket time variables z(0), z(#’). Writing the normalized propagator more explicitly,
similar to Eq. (7.23), yields

C.(0+:0.) = g+(z4) +g-(z-) (7.28)

VIg+(zy +2-) + 8- (O]lg+(z+ —z-) + g—(0)]
2+ (04360-) = z(0) £ z(0") (7.29)

The curvature in the nonlinear variable z(6) is [12]

3%C.(0430)

S = F 0P RQ2(0:/2) (7.30)
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On empirically studying the curvature, one finds a power law fall-off for the
curvature that is given by Cp(04) =~ 1/07{'3. The ansatz z(#) = 6" is used for
fitting the data. Using the fact that Rp(2z(64/2)) varies very slowly as a function
of 64, one can make the following approximation

! 2 1
[z (04)]7 o 07{—3
2n—2

1
= 6 a@:n:oss (7.31)

The best fit for Libor yields n = 0.34 showing that the market time variable
almost completely dominates the curvature of the normalized propagator.

The units for A and p are fixed so that Az and pz are dimensionless; since z = 67,
define Az = [)19]'7 so that new constant A always has dimensions of (time)~'. n is
a scaling exponent and is always dimensionless. In a unit where 6 is measured in
years, the result of the empirical study is summarized below. The parameter b is
defined by

A B A
= =S i=—
K= reosnd) M7 (2cosh(h))037m

The stiff propagator with nonlinear maturity time z(6) has an almost perfect
match with Libor data, with a root mean square error of only 0.4%. Figure 7.4
shows a plot of the model’s propagator on the diagonal line that is orthogonal to the
6_ = 0 diagonal — since this is the longest stretch for the normalized propagator;
the agreement with data is almost exact. What is noteworthy is that, even though
the nonlinear maturity variable z(6) was introduced to address the behavior of the
propagator in the neighborhood of the diagonal axis, it continues to give the correct
behavior for the propagator even far from the diagonal region.

The market Euribor normalized covariance, given in Figure 7.3, can also be fitted
with the stiff propagator. Figure 7.5(a) shows the fit for Euribor along the diagonal
orthogonal to & = 6’ axis. The fit is almost perfect. Varying n as well as all the
other parameters yields the best fit, given in Table 7.2; the effect of market time is
shown in Figure 7.5(b). The fit, of the model, for Euribor is even better than for
Libor, with both fits having an overall accuracy of over 99.6%.

The parametric fit for volatility o (¢, x) given in Table 7.4 in Section 7.8.1, where
o (0) = v(0), leads to an error of 5.04% for covariance o (¢, x)D(x,x";)o (t,x'),
where D(x, x'; ) is the value of the stiff propagator; the error is almost entirely due
to the errors in the fit for o (¢, x).



162 Empirical analysis of forward interest rates

Table 7.1 The parameters for the stiff Lagrangian derived from Libor and Euribor
data; the best fit was obtained by varying n.

A i b n rms error for the entire fit

Libor 1.79/year  0.40/year 0.85 0.34 0.40%
Euribor ~ 4.48/year  0.06/year 0.99  0.13 0.37%

1.05 -
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Figure 7.5 (a) Figure showing the fitted propagator for Euribor data from 26 May
1999 to 17 May 2004. (b) Figure shows Libor market time [A(x — #)]"7 compared
with future time A(x — ¢).

Correlation

Market time
N
=
1
o
w
s

7.6.3 Euribor and Libor propagators: market and model

For many interest rate options — such as a swap for which the floating interest rates
are paid in US Dollars and the fixed interest rates are paid in Euros — one has to
simultaneously model both the Libor and Euribor forward interest rates. For an
instrument that combines the US Dollars and Euros all market participants should
have the same subjective view of what constitutes future time.

The n parameter quantifying market future time should be equal for such common
instruments and, in general, for the Libor and Euribor markets. The reason for
choosing 7 to be the same is mathematical as well as empirical; for a Lagrangian
to exist on the same domain of future time the variable z = 6”7 has to be common
to both the forward interest rates.

The best fit was made based on both Libor and Euribor having the same n = 0.19.
Data from the period from 26 May 1999 to 17 May 2004 yield the parameters given
in Table 7.2 that fit data to better than 99% accuracy. If one takes n = 0.34 from the
Libor market to be the common market time exponent, then the best fit, obtained
for both the Libor and Euribor data, yields the following: A = 3.15; b = 0.57 with
root mean square error = 1.78%.
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Table 7.2 The parameters for the stiff Lagrangian. Best fit for Libor and Euribor
with common n= 0.19.

A i b n rms error for the entire fit
Libor 2.273/year 0.07/year 1.245 0.19 0.82%
Euribor  2.831/year 0.21/year 0.816 0.19 0.69%

Market future time for Libor and Euro is given by (x — )*!°. Forx — 1 = 2
years the dimensionless Libor market time is [):(x — 1)]7 = 1.33, in contrast to
4.54 for n = 1, as shown in Figure 7.5(b).

Market future time z(6) = 0" is aresult of far-reaching significance. It shows that
future time in the financial markets, as proposed in [23], is significantly different
(slower) than calendar time, and influences all financial instruments. Market future
time index n may vary over time, similar to volatility, in that it slowly changes over
a long period of calendar time as well as being affected by market sentiment.

The parameters of the stiff Lagrangian, in particular the volatility o (¢, x) and
w, A, and n, depend on the market and the interest rate instrument one is fitting.
Libor and Euribor give quite distinct values for the parameters; interest caplets yield
parameters different than those obtained from the Libor data or from swaption data.
For hybrid instruments that straddle many instruments and markets, one needs to
further develop the models considered so far.

7.7 Empirical analysis of the Libor Market Model

The LMM (Libor Market Model) is studied empirically for calibrating the model
as well as for comparing the behavior of Libor forward interest rates f7 (¢, x) with
the log Libor field ¢ (¢, x) [6]. A stiff propagator, with not necessarily the same
parameters as the bond forward interest rates, is assumed to drive both the Libor
forward interest rates fr (¢, x) and log Libor field ¢ (z, x).

The defining equations of the Libor Market Model are Eqgs. (6.10), (6.47), and
(6.58) and yield the following

afLa(# = pu(t,x) +v(t, x)AL(t, x)
Tn+1

LL(t,T,) = exp {f dX¢(t,x)} = P
T,

99 (1, x)

= p(t,x) + y(t,x)AL(t,x)
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The correlations of d¢ (7, x)/0t, for = x —t and 8’ = x’ — 1, are the following

E [a"’;’t’”} = Elp(t,)]
E [ad’ff,’x) 3¢§,:x )} =8(t — 1)y (t.x)y (t,x)Dp(t;x,x))

=8t — 1)y @)y ©)DL®.0)

Eq. (6.51) relates the changes in ¢ (¢, x) to Libor

dIn(LL(t,T,)) /Tn+l AP (1, x) 99 (t, Ty)
_— = d_x ~ g
ot ot ot

n

Discretize time t — t; = i€ with € = 1 day; define

Lt +6,Tn)]

SIn(CL(t;, Ty)) =In(LL(t; +€,T,)) —In((L(t;,T,)) =1n [ LG T)

Including the effects of market time, Eqs. (7.8) and (7.10) yield

E[s 1n(eL(zi,0))81n(£L(zi,9))]§ = [Ly z(O)]*

, o Py EO)DL0),2(0)y (2(8)
E[PIneL. 098 IneL .6 = VDLE®).20) VDL @), 2(0)

Libor forward interest rates f7 (¢, x) have stochastic volatility and are defined by
Egs. (6.21), (6.66), (6.67), and (6.47)

Tht1
/ dx fr(t,x) = n[1 4+ £L(1, T,)]

Sfr(t,x) =eu(t,x) +ev(t,x)AL(t, x)

e CL(t,Ty)

1x) = ————y(t,x) = ————"2
V) = 1 m Y = e

vy, x); Ty <x <Thy1  (7.32)
Note that in the Libor Market Model, the same Gaussian quantum field Ay (¢, x)
drives both log Libor ¢ (z, x) and Libor forward interest rate f7 (¢, x).

Assume for now that v(z, x) is deterministic; this assumption, in effect, makes
v(t, x) identical to the volatility o (¢, x) of the bond forward interest rates defined
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Figure 7.6 (a) Covariance of < §In(¢L)(0)8In(¢L)(0") >.. (b) The normalized
propagator < 8 In(£L)(0)8In(LL)(0') >. /v (©0)y (&).

in Eq. (5.1). The same Libor data are used for analyzing both volatilities.* The
covariance of 6 L yields the following

, a1 v@O)Dr(z®),z(0))vz(H)
E[SLG:.0)0L(1.6], = VDL (©),20)/DL (20, 2(0))

The best fit for the parameters of the stiff propagator is obtained from the empir-
ical propagator Dy (z(0), z(0")) for < SLSL >, and < §In(£L)§ In(£L) >, with
nz having values 0.058 and 0.074 for the two cases, respectively. However, it is
intuitively more appropriate to fix the future market time index n, to be equal for
both cases, since both normalized propagators result from the same market and the
same instrument. The best fit for market time common to Libor and Euribor yields
nr = 0.07 with 99% accuracy.

The same data set is used for evaluating < §In(¢£L)5 In(¢L) >, the covari-
ance of log Libor, as was used in Section 7.4 for evaluating the Libor covariance
< SLSL >..

The empirical covariance and normalized covariance for < § L6 L >, are shown
in Figures 7.2(a) and 7.2(b) and those for < §In({L)éIn(¢L) >, are shown in
Figures 7.6(a) and 7.6(b). The result is fairly robust and convergence is stable.

The parameters obtained by fitting the stiff propagators to the two covariances
are given in Table 7.3. The covariance of the instantaneous change in Libor §L
as well as the instantaneous change in logarithm of Libor 6 In(£L), in the Libor
Market Model, are both driven by the same quantum field Ay (z,x). Table 7.3
shows that, to within the rms error of 1%, both the covariances yield almost the

4 Note that, in the context of the Libor Market Model, in Section 7.8 v(t, x) will be analyzed for its stochastic
behavior.
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Table 7.3 The parameters for the Lagrangian of Ar(t,x) for a common 1. The
normalized propagator from < 8 f1.8 f >.=< SLSL >, /v(0)v(0") and from the
log Libor case (> < 8¢p8¢ >.=< & In (LL)S In (LL) >. /y(0)y(0') are both
fitted for the parameters of the stiff propagator. The rms (root mean square) error
is for the entire fit. Parameters for both fits are equal to within the 1% rms error.

Covariance AL wr br, nr rms error
<S8 fLofL > 9.95 4.95 1.33 0.07 1.07%
< 8¢S >, 10.33 5.02 1.38 0.07 1.21%
10_ 016'
9 1 0.141
—~ 87 0.121
s —
g 7 ‘.“_’ 0.101
< (9]
o 61 2> 0.081
A >
> 57 0.06
41 0.04
s e
0 1 2 3 4 5 6 7 8 0o 1 2 3 4 5 6 7 8
Time to maturity (year) Time to maturity (year)

(a) (b)

Figure 7.7 (a) Volatility v(0) driving Libor forward interest rates fr (¢,x). (b)
Volatility y (0) driving log Libor interest rates ¢ (, x).

same parameters for Ay (¢, x). This result is consistent with the quantum finance
Libor Market Model.

7.8 Stochastic volatility v(z, x)

The empirical volatilities v(6) and y (0) are plotted in Figures 7.7(a) and 7.7(b)
respectively. Note that v(0) is about two orders of magnitude smaller than y (6).
The reason is because the daily changes in Libor § L and log Libor § L /L differ by
10~2; more precisely

SL
L~0.01; 8L ~10"* - = 0.01

E[SLSL]~ 108~ = v~107*
[8L SL
E -

= ~ 1074 ~ y? ~ 1072
LL] Y=y
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Figure 7.8 (a) The expectation value x(0) = E[¢L(0)/(1 + £L(0))]. (b) The
volatility of £L(0)/(1 + £L(0)) shows a peak around 1.5 years for the remaining
future time.

Although, in Section 7.7, volatility v(f) was assumed to be deterministic,
Eq. (7.32) shows that it is, in fact, a derived stochastic quantity given by

Gn (1)
e LL(t, Ty)
1, X)) = ———y,x) = ———y({, 7.33
V() = T () = T Y ) (733)
A measure of the error in replacing stochastic volatility v (¢, x) by a deterministic
function is given by the variance of ¢L(6)/(1 + ¢L(0)), which is the stochastic
quantity that makes v(z, x) stochastic. More precisely

M ~FE [M] + volatility = x(6) = volatility
14+ ¢L(t,T,) 1+4€L(t,Ty)
x (0) is plotted in Figure 7.8(a).

Figure 7.8(b) plots the volatility of £L(0) /(1 +£L(0)), which shows an expected
peak around 1.25 years for remaining future time: the most volatile period for Libor.
From Figure 7.8 the empirical values yield the following

(L, T,
x©) =E _LET) F -2 g3
1+¢L(t1,Ty)
(L@, T, _
volatility of EECG VR PUST
1+ ¢L(1,T;)

Hence, ¢L(0)/(1 4+ £L(0)) has volatility comparable to x (6) and replacing it by
x (0) will lead to substantial errors.
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Figure 7.9 (a) The upper line is the effective volatility v(9) and the lower line is

x (6)y (0); the fluctuations of stochastic v(€) about the value of x (9) are indicated
by error bars. (b) The graph shows the empirical value of AD(9,6").

The empirical volatilities y (¢) and v(0) can be taken to be approximately related
by the following

v(t,x) = v(0) >~ x(©@)y(©O)

v(0) and x(0)y (0) are plotted in Figure 7.9(a). The total error in the fit of v(6)
with x (0)y (0) is about 2.1% of the value of v(6), with the error close to 4.5% near
the remaining future time around 1.5 years.

The difference in the normalized propagators of L and In(¢L) is a measure of the
error (for different maturities) made by the approximation v(6) >~ x(6)y (0); the
difference should be zero if the approximation has no error. Define the difference
of the normalized propagators by

AD®.0') = < 3In(LL(6))SIn(LL(B)) >, < SL(O)SL(O") >
ey @)y @) x @)y ©)x(©)y©)

The empirical value of AD(0,0’) is shown in Figure 7.9(b). The errors are
substantial due to the volatility of ¢L(0)/(1 + £L(0)); in particular, there is an
error of almost 10% for the region near remaining future time of about 1.5 years,
for which the volatility is maximum.

In conclusion, stochastic volatility v(z,x) of the Libor forward interest rates
fr(t,x) cannot be treated as a deterministic function. Errors of about 10% are the
result of the volatility of Libor. A more productive approach seems to be to focus
on the log Libor quantum field ¢ (¢, x) and develop efficient numerical algorithms
based on the deterministic volatility y (¢, x).
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Table 7.4 The parametric fit of interest rates volatility. Note the coefficient c3
determines the exponential fall off of the volatility. The rms (root mean square)
error is for the entire fit.

Volatility c1 I} 3 c4 rms error
y(0) 0.051 0.038 1.360 0.279 7.73%
v(6) 0.001 0.000 1.047 0.001 4.70%

7.8.1 Interest rate volatility in the Libor Market Model

The empirical volatility function v(6) for Libor forward interest rates f7 (¢, x) and
volatility y () of log Libor ¢ (¢, x) are fitted with analytic expressions. The best fit
parameters are given in Table 7.4, based on the formula below

ci+crexp{ —c3(0 —0.25)} + c4(6 — 0.25) exp { — c3(0 — 0.25)}

The linearly increasing term — given by coefficient ¢4 — results from the mar-
ket’s projection of the anticipated trends of the spot rate [27]. The relative error is
computed by

1 N ¥y (theory) — v, (market) 2
rms error = | — Z
N ¥, (market)

n=1
where the sum is taken over all the data points. Figure 7.10 shows that, as expected,
volatility ¥ (8) is much higher, by two orders of magnitude, than volatility v(6).

The empirical values of v(6) and y (0), together with the best fits, are plotted in
Figures 7.10(a) and ??.

For volatility y (¢, x), the covariance y (t,x)Dy (x,x’; 1)y (t,x") has an error of
11.28%. The errors are largely due to the errors in fitting the volatilities. If one
uses the empirical value for the volatility and the stiff propagator, the error in the
covariance is about 1%.

7.9 Zero coupon yield curve and covariance

All the discussion so far has concentrated on Libor and Euribor futures data. It was
assumed that both the bond and Libor forward interest rates can be calibrated using
Libor data. The results obtained so far are consistent with the quantum finance
models for bond forward interest rates and with the Libor Market Model’s quantum
finance generalization.

Treasury Bond and Libor ZCYC data have been discussed in Sections 2.13 and
2.11. One can evaluate correlation functions by averaging over historical ZCYC
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Figure 7.10 The empirical volatility of v(9) and y () are taken to be equal to the
average over 260 days of historical data. The unbroken line is market volatility
and the dashed line is the best fit. (a) The best fit for v(0), with relative rms error
of 4.70%. (b) The best fit for y (@), with relative rms error of 7.73%.
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market data. The correlation functions can be written directly in terms of the ZCYC
and it is seen below that the ZCYC provides an estimate of the integrated covariance
of the underlying forward interest rates driving the ZCYC.

From Eq. (2.28), the ZCYC, which is compounded ¢ times a year, has the
following relation with zero coupon bonds and forward interest rates

1 T
Bt = (1+ L1z, T))dr-1 - {_/z dxf(t’x)}

T
= / dxf(t,x) =c[T —t]In (1 + %Z(z,T))

Consider the ZCYC for the forward interest rates integrated over a fixed interval
[#«, T]; this yields the following integrated covariance of the forward interest rates

T af 9 T
/l* dxg(t,x) = E/t* dxf(t,x) (7.34)

T T’
é/‘ dx/ dx' < S8f(t,x)8f(t,x") >
| Ty

T T
o[ [ awren)s[ [ aerens))

The effects of the spot rate () = f(¢,¢) (boundary term) can be studied by
letting the lower limit be equal to time ¢. This yields the following integrated
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forward interest rates
9 T T af
5/; dxf(t,x)——f(t,t)-i-/t dxg(t,x)
T T
f dx[§f(t,x)] =ef(t,t)—|—8f dxf(t,x)
t 1

T T
= / dxf dx' <8§f(t,x)sf(t,x") > (7.35)
t t

T T
=<[ef(t,t)+5/ dxf(t,x):| [ef(l,t) +8/ dx/f(t,x')]>
t t

All terms on the right-hand side can be evaluated using the ZCYC.

7.9.1 Empirical US Treasury Bond ZCYC covariance

The bond market is studied to ascertain whether it can be explained by the stiff prop-
agator. The empirical result for the Treasury Bond market is shown in Figure 7.11(a)
for Eq. (7.34). The result for Eq. (7.35) is shown in Figure 7.11(b) and looks very
similar to the earlier result given in Figure 7.11(a), showing that including the
boundary term due to the spot rate r(¢) = f(,t) in the covariance does not make
much of a difference.
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Figure 7.11 (a) [, dx j,*T' dx' < 8 f(t,x)8f(t,x") >: Treasury Bond ZCYC inte-
grated covariance from fixed 7, = 0.25 years and T and T’ range from 0.5 years
t0 7.25 years. (b) [ dx [T dx' < 8f(t,x)8 f(t,x") >: Treasury Bond ZCYC
integrated covariance; contains boundary terms f(z,7). Note t = 0 and T and T’
range from 0.25 years to 7.25 years.
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Figure 7.12 (a) ft*T dx ft*T/ dx" < 8f(t,x)8f(t,x") >: Libor ZCYC integrated
covariance from fixed ¢, = 0.25 years and for maturity time 7 and 7’ range from
0.5to 7.5 years. (b) ftT dx ft*T/ dx' < §f(t,x)8 f(t,x") >: Libor ZCYC integrated
covariance from fixed ¢+ = 0; maturity time 7 and 7’ range from 0.25 to 30 years.

7.9.2 Empirical Libor ZCYC covariance

The Libor ZCYC is used to evaluate the integrated covariance. The data are taken
from calendar dates 10 August 2007 to 8 August 2008, totaling 261 trading days;
the average is taken over 260 trading days. Figure 7.12(a) shows the integrated
covariance out to 7.5 years and Figure 7.12(b) shows it out to 30 years.

7.9.3 Integrated covariance

The Treasury Bond integrated covariance given in Figure 7.11 is quite distinct from
the one obtained from the Libor ZCYC given in Figure 7.12. The stiff propagator
could not be fitted to either of the integrated covariances since no numerically
accurate way was found to factor out the volatility o (¢, x) from the integrated
covariance.

An indirect comparison of the ZCYC integrated covariance is made with Libor
data in the following manner. Based on the earlier analysis in Sections 7.5 and 7.6,
where the volatility and stiff propagator were empirically determined, the covari-
ance is constructed and integrated; the result is shown in Figure 7.13(a) for the
case of parameters found from the covariance of §L and in Figure 7.13(b) from
the covariance of § In(£L). The result shown in Figure 7.13(a) has a surface quite
different from the one generated by the Treasury Bond ZCYC covariance given
in Figure 7.11(a); there is some similarity with the surface generated by the Libor
ZCYC covariance given in Figure 7.12(a), with an error of about 21.4%.
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Integrated covariance
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Figure 7.13 (a) [, dx ft*T' dx' < SL(t,x)8L(t,x') >.: integration of Libor

covariance. (b) [ dx jtf’ dx’ < 8(In L(t,x))8(In L(t, x')) >: integration of log
Libor covariance.

One does not expect the covariance of log Libor to reproduce the ZCYC
covariance but the covariance of Libor should — since empirical Libor L(z, x) is
approximately equal to the forward interest rates f (¢, x). However, the surfaces
in Figures 7.11(a) and 7.13 are significantly different, leading to the conclusion
that forward interest rates from Libor are not the same as the forward interest rates
obtained from the Treasury Bond ZCYC.

A possible explanation for the difference in the behavior of Libor and ZCYC is
the TED (Treasury Eurodollar) spread. The zero coupon Treasury Bond ZCYC is
constructed from a risk-free instrument. Libor, on the other hand, carries an element
of risk and the spread of TED is taken as an indicator of credit risk, reflecting the
default possibility of corporate borrowers. As the spread increases, so does the
risk. Another possible reason for the discrepancy of the two ZCYCs is that Libor
contains a fundamental scale, namely the nonzero tenor for simple interest rate
period £, whereas there is no such scale in the zero coupon bond market since there
is almost instantaneous discounting.

Hence, one may conclude that the difference between Libor and bond forward
interest rates reflects the two major components of the debt market, namely the
(Libor) interest rates and bond markets.

7.10 Summary

Quantum finance models of the forward interest rates were empirically analyzed.
The models were simple to calibrate and made many empirically testable predic-
tions. On the balance of the results, the quantum finance model for both the bond
and Libor markets give excellent results.



174 Empirical analysis of forward interest rates

Quantum finance provides a framework in which the volatility of the forward
interest rates, unlike the HIM and BGM-Jamshidian models, is taken directly from
the market with no need for any parametric fit. Once volatility is fixed, the empirical
(normalized) propagator can be evaluated to calibrate and test the various quantum
finance models.

The stiff propagator of quantum finance is seen to provide an excellent fit for the
empirical propagator, to an accuracy of better than 99%. The index for market time
n shows a large variation from n = 0.34 for the bond forward interest rates to a
fairly small value of n; = 0.07 for the Libor forward interest rates. The ZCYC for
both Treasury Bonds and Libor are, presumably, also driven by a stiff propagator
and the parameters appropriate for them need to be studied.

The quantum finance generalization of white noise R(?) to a two-dimensional
quasi-Gaussian quantum field .A(z, x) was empirically studied. The results of the
empirical study point to a very general and fundamental role of the stiff Lagrangian
in describing the random processes that drive the debt markets. The stiff Lagrangian
is a pseudo-Gaussian (free) quantum field and one may wonder why it can so accu-
rately describe forward interest rates that one expects to be nontrivial and nonlinear.
A possible answer lies in the concept of market future time and, in particular, the
index n. To generate market future time from a Lagrangian — instead of directly
putting it into the Lagrangian ‘by hand’ — would require nonlinear interactions.
Presumably, the index for future market time is like a critical exponent that appears
in phase transitions. 7 is the result of strongly correlated and, at present unknown,
nonlinear interactions of the underlying fundamental theory, which is defined for
future market time x — ¢ with no reference to 7.

The Libor Market Model shows that the volatility v(z, x) of the Libor forward
interest rates f7 (¢, x) is a stochastic quantity derived from deterministic volatility
y (t, x) of log Libor ¢ (¢, x). It remains an open question whether volatility y (¢, x),
which drives the bond forward interest rates f(z,x), is the fundamental interest
rate from which one can derive the volatility y (¢, x) of log Libor rates ¢ (¢, x).

The bonds’ and the interest rates’ markets are two sectors of the debt markets.
Both the bond and interest rates’ markets are driven by underlying interest rates and
their inter-relationship is an empirical question. The introduction of tenor £ into the
debt market creates a nonlinear relationship between zero coupon bonds and time
deposits. One of the main conclusions of the empirical study is that the models of
bond and Libor forward interest rates are distinct and different. The difference of
the two can be attributed to the TED spread and to the minimum tenor £ = 90 days
for the three-month benchmark Libor.

Parameters u, A, and the market time index 1 need to be fixed from mar-
ket data. The velocity field A(z, x) that drives f(¢,x) and Ay (¢, x) that drives
¢ (¢, x) are determined by the same stiff action but their parameters are different.
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Furthermore, volatility o (¢, x) and y (¢, x) are different by two orders of magnitude;
both volatilities have a nontrivial structure and, in quantum finance, are determined
from market data.

The parameters, including volatility, required for specifying the behavior of the
debt market point to a major difference between the theories of physics and those of
finance. In physics, all physical constants, such as Planck’s constant, speed of light,
mass and charge of an electron, and so on, are determined by nature. In contrast,
in finance all parameters are the summation of political and economic activities. In
particular, the capital markets are the result of the motivation and psychology of the
market practitioners that reflect their social environment and cultural priorities. The
market index of time 7 is a case in point: it is the subjective view of the traders that
replaces, in the pricing of instruments, future time by market future time. n shows
that, unlike equations in the natural sciences that relate quantities which are entirely
independent of human subjectivity, the equations in finance seem to incorporate the
presence of human intervention and manipulation in the defining laws of finance.

It might be possible to change the parameters of finance through human inter-
vention, such as herd behavior in the market, or by government policies. The
explanation of the parameters determining the characteristics of the financial mar-
kets is thought to be found in mathematical behavioral finance [87, 77] and which
has been shown, in some cases, to lead to quantitative results [41]. A major chal-
lenge of theoretical finance is to obtain the market values of the various parameters
from underlying principles of finance.
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Libor Market Model of interest rate options

The prices of Libor options are obtained for the quantum finance Libor Market
Model [4]. The option prices show new features of the Libor Market Model aris-
ing from the fact that, in the quantum finance formulation, all the different Libor
payments are coupled and (imperfectly) correlated.

Black’s caplet formula for quantum finance is given an exact derivation. The
coupon and zero coupon bond options as well as the Libor European and Asian
swaptions are derived for the quantum finance Libor Market Model. The approx-
imate Libor option prices are derived using the volatility expansion developed in
Section 3.14.

The BGM-Jamshidian expression for the Libor interest rate caplet and swap-
tion prices is obtained as the limiting case when all the Libors are exactly
correlated.

8.1 Introduction

The Libor option prices are obtained from the Libor zero coupon bonds By (¢, T') —
obtained from the Libor ZCYC curve Z(¢,T) discussed in Section 7.9 — and
the benchmark three-month Libor L(t, T'). For notational convenience, Libor zero
coupon bonds By (¢, T') will be denoted by B(¢, T).

All the options are defined to mature at future calendar time 7, with present
time given by #9p = T_y; the notation of present being denoted by #( is used to
simplify the notation. It is natural for these options to choose B (¢, Tp) as the forward
bond numeraire. In other words, the forward bond numeraire is B(¢, T;41) with
I = —1 and Libor drift is calculated for this numeraire. Libor calendar and future
time are shown in Figure 6.1 and Libor times o = T—, Ty, and 7, are shown in
Figure 8.1.

The option price is governed by the defining equations of the LMM. From
Eqgs. (6.41), (6.42), and (6.43), Libor is given by the following

176
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e 6 6 o o6 o o o o o o
fo=T To Ty

Figure 8.1 The Libor lattice is defined by 7;, = £n; the payoftf is defined at Libor
time Tp. The option price is evaluated at present Libor calendar time 7o = 7.

L(To, Ty) = L(to, T)e" "0~ ~3aR L dt ) dry (0 AL ()

= L(1g, Tp,)ePrtWn 8.1)
where
Ty
Bn =f drg(t,T,); -1 =0 (8.2)
)

n

B EL(t, Ty) , z_fTO
ca,Tn)—mZ:O—l — EL(I’Tm)Amnu), “= ] dt A (1) (8.3)

1 Ty Tht1
2
Wom g+ [ [y n A
to n

Tt Tyt
App (1) = f de dx"y (t,x)Dp(x,x";0)y (t,x")

n

The two expectation values that are required for the option calculations, from
Egs. (6.45) and (6.46), are the following

E[e" —1]1=0 (8.4)
E[(e" = D" = D] = e — 12 Ay + 0(r%) (8.5)
To Ta+1 Tin+1
Apm = Apn(To) = f dtf dxf dX/My(X,X/J)
_ f di A (1) = O(?) (3.6)
o

Empirical values of A,,,(Tp) are given in Figure 8.2 for two well-separated time
intervals 7o — f9p = 1 month and 7o — #9 = 1 year; the correlator A,,,(7p) has a
‘hump’ for a short time due to the effects of volatility y (¢, x) that smooths out for
longer times.

Libor European and Asian swaption prices are evaluated to only O (y?) as this is
sufficient for demonstrating the main features of the calculations. The higher-order
terms rapidly proliferate but, nevertheless, can be computed in a straightforward
manner. The swaption price BGM-Jamshidian limit is taken to understand the new
features that arise due to imperfectly correlated Libors.
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Figure 8.2 Empirical value for Libor correlator A, (Tp) = fz? dt Ay (1) (a) for

Ty — to = 1 month and (b) for Ty — tp = 1 year. The graphs are constructed from
Libor ZCYC data for 261 days, from 10 October 2007 to 8 August 2008.

Libor options in the BGM-Jamshidian framework have been extensively
studied [61, 84]. A review of Libor derivative instruments, priced using the
BGM-Jamshidian model, is given in [33].

8.2 Quantum Libor Market Model: Black caplet

The Black caplet price is derived exactly for the quantum finance Libor Market
Model. The key simplification is that Libor L(¢, T7) is a martingale for numeraire
B(t, Tr41); hence the Libor drift ¢ (¢, T7) is zero and this reduces the dynamics of
L(¢t, Ty) to the Gaussian case.
Hence, from Eq. (6.38), L(t, T7) has a martingale evolution given by
AL, Ty) T

=L@, Tr) dxy(t,x)Ar(t,x)
ot T;

and from Eq. (6.40)

Trp

L(ty,Tr) = L(ty, T1) exp {—%q,z + f *dtf dxy(t,x)AL(t,x)} (8.7)
0]

T
The payoff for a midcurve caplet on Libor L(#,T;), maturing at time #, < 77,
from Eq. (4.10), is given by'

caplet(t.1,. Tr) = €VB(t,. Ty + O[L(t. T)) — K],

where the notional sum of the capletis V.

! A caplet that matures when Libor L (., Tj) becomes operational is obtained by setting ty = Tj.
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The capletis a traded instrument and follows a martingale evolution for numeraire
B(t, T1+1); hence, the price of the caplet at present time 7 is given by the martingale

condition

caplet(to, t, Tr) _

caplet (ty, ty, Tr)
=¢VE|L(t.,T;)— K
[ B(t, Tr41) (1. T = K],

B(to, Tr+1)
= caplei(ty, t«, Tr) = £V B(lo, T[.H)E[L(t*, T;) — KL_ (8.8)
The payoft can be re-expressed, from Eq. (A.7), as follows
00 dn it Tr41
(L, T — K], = f d Q& U di o dxy (10 AL +0)
—oo 2
(8.9)

x [L(to, Te 29172 — K],

To obtain the caplet price one evaluates Eq. (8.8); from Eq. (5.21)

T T
E[ei" o dr Ji dxy(z,x)AL(t,x)] _ 1 / DALeSei" wdi il dxy )AL
Z

1 2 b Tt / / /
= exp —517 dt dxdx'y(t,x)Dp(x,x";t)y(t,x")
) T,

1

I T4 Tr41
} where ¢7 =f dt/T dxfT dx'M, (x,x'";t) (8.10)
) 1

1 2.2
=ceXp {__‘1177
2 i

Hence, from Eqgs. (8.8), (8.9), and (8.10), the caplet price is given by

caplet(ty, t, Tt)
B(t07 T1+1)
+o00 d '
= ZV/ sz—n 6_%(112’72(3”7Q[L(t0, T])e_%q?_Q _ K]+
T

—00
too g _ 1 Q2
= ev/ ¢ . [Lito. THe 29172 — K], (8.11)

e
- ,/27151%
(8.12)

= LV[L(to, T)N(dy) — KN(d-)]
[L(lo, Tl)] L

1
di = —1In

q1
Eq. (8.12) is the well-known Black’s formula for a Libor caplet [34, 59]. The
additional information that the quantum LMM yields is that Black’s volatility oé

K 2
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Figure 8.3 Market implied Black volatility op for a caplet that matures on 12
December 2004 versus time #(, from 12 September 2003 to 7 May 2004.

is in fact equal to q%, which in turn is given by Libor volatility y (¢, x) and the
correlator Dy (x, x’; ). More precisely

5 q% 1 L Tr41 Tr41 , )
op = = f dt/ dxf dx'M,(x,x;t) (8.13)
e — 1o Ly — 10 Jy, Ty T

Figure 8.3 shows the implied Black’s volatility o p for the market price of a Libor
caplet.

One can either choose to calibrate the quantum LMM from caplet data and
ascertain y (¢, x) or else obtain y (¢, x) independently from the correlation of Libor
rates as shown in Figure 7.7(b). Knowing y (¢, x) and the Libor propagator allows
one to predict the value of the caplet [84].

The BGM-Jamshidian limit is obtained when all the Libors are exactly correlated,
namely that Dy (x,x’;¢) — 1, which yields M, (x,x";t) — y(¢t,x)y(t,x"); hence

) ) 1 I T4 2
op — 0p = f dt [/ dxy(x,t)i|
BGM  t, — 1o Jy 7

8.3 Volatility expansion for Libor drift

Libor drift, defined for Libor time 7;,, = Ty + £n, can be expressed completely in
terms of Libors with no reference to the Libor forward interest rates fr (¢, x).
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Due to the nontrivial Libor drift 8,, given in Eqs. (8.2) and (8.3), the expression
for Libor interest rates is a nonlinear, nonlocal, and fairly intractable function of
Ay (¢, x). Anatural expansion for Libor drift is a perturbation series in Libor volatil-
ity y (t,x). The empirical value of y, from Figure 7.10(b), is about 10~!/year; the
expansion parameter is the dimensionless quantity £y, which is about 10~>/year.
The volatility expansion, as a power series in y(¢,x), generates a convergent
expression for the drift and other quantities.

All future time is taken to be on the Libor time lattice given by Libor time
T, = In.

L(t,T,) = L(tg, T)eP™Wr: 1 > 19

t
,Bn =f dl/é‘(l/,Tn); 13—1 = O
fo

n

LL(t, Ty)
t,T,) = T — A (4
(T =Y iLa o A ®
m=0
where 8, = B,(¢t) and W,, = W, (¢).
To obtain the volatility expansion, the leading term in B, is isolated and a
recursion equation then generates the expansion. Eq. (8.1) yields

CL(t, Tn) EL(tg, Typ)ePrt W
1+ CL(t. Ty) 1+ LL(ty, Tyy)ePrntWn
LL(to, Tn) CL(to, T,) (ePmtWm — 1)
T U4 0LG0 Ty) | (14 €L(t0, T)(1 + €L (t0, Ty )ePrt V)
=0(1) + 0(y)

Hence, from above and Eqs. (8.2) and (8.3) one obtains the following implicit
equation

CL(1, Tyy)
ﬁn—/ dr' ZAM )[1+2L(to,Tm)

N CL(ty, Tpy) (ePmtWm — 1)
(1 + €L (to, Trn))(1 + €L(to, Ty )ePmtWm)
=B + W, (B) (8.14)
where
R , CL(to, Tyy) (ePrt W — 1)
v, (B) = f dt %Amn(f ) |:(1 + €L (to, T,)))(1 + €L (1o, Tm)eﬂm-i-Wm)]

=07
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n

LL(19, Tin) L
O =" App——— = 0(y%) : det t 8.15
n 2:%) " Lo To) r") eterministic (8.15)

t
JAN :f dt/Amn(t/) = 0()/2)

To

In Eq. (8.14), the term B is O(y2) and W, () is O(y); hence, it provides the
following recursion equation for evaluating drift 8, as a power series in y

Bu = B + W, (B)
=89 4w, (89 + w(p))

=B+ 0, (B0 + W (80 +w(p))

Carrying out the above expansion to the first nontrivial order yields
Br) = wa(B”) = 0(y?)

LN A CL 0, Ty) P+ ) — 1)
= [ d’' ) Awn(®) T
0 (1+ €L Gt0, Ty)) (1 + ELtg, e +Wn(®))

The option price will be evaluated to only O(y?) and hence the drift will be
taken as follows

Bn=BY + O(y?) : deterministic (8.16)

8.4 Zero coupon bond option

The zero coupon Libor bond option price is derived based on the volatility expansion
and is analyzed to illustrate certain key features of the volatility expansion. The
results of this section provide the necessary ingredients for the more complex
derivation of the coupon bond option price in the Libor Market Model.

8.4.1 Zero coupon bond volatility expansion

Consider the Libor future time lattice of points given by 7,, = £n. The zero coupon
bond B(Ty, T;,) issued at Libor time Ty has a forward bond price F (g, 1o, T;;) at
earlier Libor time 79 = T_j. The three Libor times g = T_g, Ty, and T,, are shown
in Figure 8.1.
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The relatively simple formula relating the zero coupon bond to its forward price,
based on the instantaneous forward interest rates and given in Eq. (2.14), is re-
expressed in terms of Libors. A volatility expansion is also developed as this is
required for generating the approximate option price in the Libor Market Model.

Since ,B,(,O) W,(t) = O(y3), Libor has the following volatility expansion

)
L(t,T,) = L(t, Tn)eﬂn(l)-i-Wn(f) ~ L(t, Tn)eﬂ" (D+Wa ()
= L(t9, T;) + Lo, T,) (™" = 1) + Oy (8.17)
where Z(to, T,) = L(t, Tp) exp{,B,(lO)} . deterministic
The zero coupon bond, from Eq. (6.5) is given by

n—1

B(To, T) =[]

i=0

1
[1+ €L(To, T))]

and from Eq. (8.17) has the following volatility expansion

n—1
B(To. To) =[]
i=0
n—1
1

-1l

o [1+ €L(t0. T;) + £L (1. T} (™ — 1)]

1
[1+£L(To, T))]

]

n—1
= F(to, Ty, T,) exp {— Zln(l +a,'(eW" — 1))}

i=0
= F(to, To, T)[1 + Ax] + O(¥?) (8.18)

where

n—1

Flo.To. T) = [ |

1 - tL(0,T)
i—o L1+ €L, TH]

;4 = —————— 8.19
1+ £L(t0, T) ®19)

n—1
Ay = —1 4 exp {—Zln(l +a;(eVi — 1))}

i=0

n—1 1 n—1
=Y ai" -1+ 3 Y ate" -1y
i=0 i=0

1 n—1 ‘ '
"2 ,me;(em —DE" =1 +0xY
1,]=
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n—1
A2= 3" aaj" - D™ - D)+ 00 (8.20)
i.j=0

To leading order in y, the forward price of the zero coupon bond B(Ty, T;, + £)
is F(ty, Ty, T,,). Since to = T_g, Ty, and T, are all on the Libor time lattice, the
forward price of a zero coupon bond, from Eq. (6.6), is given by the following

n—1 1

F(t0,To, Ty) = ]1 TESTANR] (8.21)

Hence, if one replaces I:(to, T;) by L(ty, T;)in Eq. (8.19), then I:"(to, Tv, T,,) is equal
to F (19, To, Tn)'

8.4.2 Zero coupon bond option price

Consider a zero coupon bond, B(Typ, T,,), issued at Libor time 7 and maturing at
T,. A European call option, maturing at 7p, has a payoff given by

P = [B(To, T,) — KL (8.22)

Let the option price, at oy < Ty, be denoted by C(to, Ty, K). The three Libor times
to = T, Ty, and T, are shown in Figure 8.1. Forward bond numeraire B(t, Tp)
yields the following martingale

Clto, To, K) _ E[ P

T |=E[P
B (1o, To) B(To,To)] 7]

= Ci0.To. K) = B(to, ) E[ B(To. To) — K |
Zero coupon bond volatility expansion, given in Eq. (8.18), yields

C (0, To, K) = Bto, TO)E[F(zO, To. T (1 + Ay) — KL + 0%

= B(to, To) F (t0, To, T,) E[A, — K], + O(Y)
~ K

K=———-
F(IO’ TOa Tl’l)

All stochastic terms are contained in A,,.
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From Section 3.14, the call option’s volatility expansion requires the evaluation
of E[A,] and E[A,%]. From Eqgs. (8.4), (8.6), and (8.20)

n—1 n—1
E[A,] = %Za?Euewf - 17+ % > aiai B[ — 1" - 1)]
=0

i,j=0
1n—l 1 n—1
=5 Y aiAi + 5 Y aia;jn; (8.23)
i=0 i,j=0
n—1
E[A}]= ) aiajAj; (8.24)
i,j=0

Hence, from Eq. (3.69), since E[1] = 1, the zero coupon bond call option price is
given by

Clto. Tou T K) = —=B(t0, To) F(t0. To. T,)1(X) \JELAZ] — ELA,P + 0(%)
T

V2
_ K-—E[A] i K B
~ JEIAZI-E[A. Flo.To, Ty)

The Libor price for the zero coupon bond call option is approximate. In contrast,
in the quantum finance model for bond forward interest rates, the zero coupon bond
call option price is evaluated exactly in [12] and given in Eq. (11.49).

Whether the Libor or bond forward interest rate pricing formula is more accurate
is an empirical question and needs to be studied further.

8.5 Libor Market Model coupon bond option price

The payoff function P of a coupon bond European call option maturing at Libor
time Ty and with strike price K is given, from Eq. (4.20), by

N
P(Tp) = (Z c1B(To, Tr) — K)
+

I=1
= (B(To) - K),, (8.25)

The coupon bond option price at time f) = 7_g, for the forward bond numeraire,
is given by Eq. (4.22) as follows

C(t0, To, K) = B(to, To) E[P(T)]
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N
= B(10, T))E (Z 1 B(To, Ty) — iC)
+

I=1

Libor times tg = T—, T, and T,, are shown in Figure 8.1.

Similar to the case of the zero coupon bond option analyzed in Section 8.4, a
volatility expansion is developed for the coupon bond option price. One expands
the payoff about the forward bond prices as in Eq. (8.18); to do this, the payoff is
written by isolating the leading order effect in the following manner.

N
P(Ty) = (Z cr[B(To, T1) — F (10, To, T1)] 4 c1 F (10, To, T1) — K)
I=1 +

=(V+F-K),

N
F =Y "Jp; Ji=cFt,To, Tr)
I=1

All the random terms in the payoff are in the ‘potential’ term V given by

N
V= ZCI[B(T(), T7) — F(ty, To, T1)]
=1
N
— Z [ B(To, T1) 1} (8.26)
F(to, To, Ty)

The Libor expression of zero coupon bonds and its forward price, given in
Eqgs. (8.18) and (8.21), yields the following

-1

— l_[ [M] (8.27)
5 14+ £¢L(Ty, T;)

B(Ty, Tr)
F(to,To, Tr)

The stochastic Libors L(7y,7;) have a volatility expansion given by the
following. From Egs. (6.43), (8.15), and (8.17)

L(Ty, T,) = L(to, Ty) + L(to, T,)(BY + e — 1) + 0(y?)

1, Ty Tht1
Wn = —Eqn +/ dtf de(lax)AL(l’x)
) Ty

n

LL(ty, T,n)
) — E Ao P02
P o "+ LL(ty, T,,) ")
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Hence, from Eqgs. (8.27) and (8.26), the ‘potential’ term V given by
N [71—1
14+ £¢L(ty, T;
V= Z 7 l_[ (t0, T7) 1
— |y (L LL(To. T))

N -1
= Z Jr|—1+exp {— Zln(l +a; (B + " — 1))}:|

I=1 L i=0
N
= Z JiAg
=1
I1—-1
= A;=—1 +exp{—21n<1 +a; (B + Wi - 1))} (8.28)
i=0
LL (1o, T;)
R TN

The coefficient has a volatility expansion given by the following

-1 I-1
: 1 , 2
Ar==3 aiB” +e" =1+ 23 [aie — 1]
i=0 i=0
1 I1-1
+3 > aiaje™ - 1" - 1)+ 0
i,j=0
I-1J-1
AjA; = aiaje" — 1" = 1)+ 0@ (8.29)
i=0 j=0

From Eqgs. (8.4) and (8.6)

Ele" —1]1=0
E[" — 1) — )] = Apn + Oy

Ty Tot1 Tn1
A, = f dt f dx f dx' My (x,x'51) ~ O(y?)
fo n m

The option price is determined by E[V] and E [V2]; from the results obtained
above

N N
EIVI=) JE[Al=) JiB
I=1 =1
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I-1 I-1 I—1
1
Bi=-) lﬂl(0)+§Zai2A,,+ Z aia;A;j
i=0 = i,j=0
N N N N I—-1L—-1
E[VZ]ZZ JIJLE[AIAL]:ZZJIJLZZaiainj
I1=1L=1 I1=1L=1 i=0 j=0

Hence, from Eq. (3.69), the coupon bond option price is given by

C(ty, To, K) 1 2 3
- 1(X) JCr— C2 4+ O

BTy~ o Vit ot

K—F—cC

JC2— C}

Ci=E[V]; C,=E[V’];, X=

8.5.1 Libor swaption

The coupon bond option includes interest rate swaptions as a special case. Consider
all the zero coupon bonds as being constructed from the Libor forward interest rates
fr(t,x), as given in Eq. (6.1); hence

T
B(Ty, T;) — Br(Tp, T;) = exp {—f

Ty

dfo(t,x)} (8.30)

The Libor ZCYC data can be used for obtaining the Libor zero coupon bond as given
in Eq. (2.27). One can also construct the Libor zero coupon bond, from Eq. (6.5),
as follows

n—1
1
B (To, Ty) = l_[ [[1 + LL(Tp, Ti)]]

i=0

and the Eurodollar futures data can be used to find the market value of L(Tpy, T;).

The Libor ZCYC and Eurodollar futures should give the same value for the Libor
zero coupon bond By (Tp, T;); in practice, one of the two expressions for evaluating
B (Tp, T;) may be more useful, depending on the approximations that need to be
made for using market data.

From Eq. (4.32) the payoff for a swaption, in which the holder has the option
to enter a fixed rate Rg receiver’s swap and both floating and fixed payments are
made at the same Libor time, yields the following coupon bond coefficients

cp =L4Rs; n=1,2,...,(N —1); payment at time Ty + nt (8.31)
cy = 14+ £Rg; payment at time Ty + N/
K=1
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8.6 Libor Market Model European swaption price

Consider a Libor swaption maturing at time 7y, with swap payments being made
at times 7,, = Tp + €n; the first payment is made at time 7 and let final swap
payment be made at 7y = T. Consider the swaption price at earlier Libor time
to. The three Libor times g = T_g, To, and T}, are shown in Figure 8.1. For fixed
payments being made at rate Rg, the swaption price for paying fixed rate and
receiving floating payments at Libor, from Eq. (4.25), is given by the following
expectation value

N-1
C(10, To: Rs) =tV B(to. To) E |:Z B(To, Tn, + O)(L(To, Tp) — RS):| (8.32)
n=0 +
C(ty, To; R
B(to, To) +

where the numeraire (discounting) is given by the zero coupon bond B(z, Tp).
Figure 8.4 graphically represents the Libor swaption payoff function.

An approximate price for an interest rate swaption has been obtained in Eq. (8.31)
by expressing the zero coupon bond in terms of the underlying Libor forward interest
rates f7 (¢, x), as given in Eq. (8.30). In this section another expansion for swaption
price is generated by using Eq. (6.5), which expresses zero coupon bonds directly in
terms of Libors. The swaption price from both approaches should be equal, but the
approximate prices may have different realizations depending on the market data
being used. Consequently, the derivation of this section is of interest even though
Section 8.5 does indeed provide a perturbation expansion for the swaption price.

Calendar time
L(To, Tp)

B(To, Thi1)

TO — o . .

t JV
0 To T, T T, Future time

Figure 8.4 ¢V [ YN8 B(To, T41) (L(To, T,) — Rs)] .+ Libor European swaption
payoff.
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8.6.1 Interest rate swap’s volatility expansion
From Eq. (4.2), at time Ty, the price of the floating receiver swap is given by
N-1

swap, (To, Rs) = £V > B(To, T, + OIL(To, T,) — Rs] ~ (8.33)
n=0

Based on the volatility expansion of the Libor zero coupon bonds given in Eq. (8.18)
B(To, Ty + &) = Fio, To, Ty + O[1 + Au] + 0

the interest rate swap has the following volatility expansion

N-1
swapy, (To, Rs) ~ €V ) F(to. To, Ty + O 1 + A, ]
n=0

v {i(to, T,) + L(to. T,) (™" — 1) — RS}

N—1
— (v [Z F(t0, To, T + O[L (10, T,)) — Rs]1+V + O(y3):| (8.34)
n=0

where the ‘potential’ VV, which contains all the stochastic terms, is given by’

N—-1
V=3 Flio. To, Ty + O Llto, T ™ = 1) + Lito, To) An(e™ = 1)
n=0

+ L0, T) = RslAa | + 0 (8.35)

8.6.2 Libor swaption price

The swaption price depends on the zero coupon bonds, Libor, and the initial
Libors; both bonds and Libor depend on the underlying nonlinear drift B, (t).
A self-consistent expansion for the payoff can be derived to any order in O(y).
The volatility expansion is carried out to the lowest nontrivial order of O(y?) =
O(Anun), where V is given in Eq. (8.35). For most purposes, the lowest order term
contains the most significant contribution to the swaption price.

2 Potential V is not to confused with the principal of the swap given by £V.
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The swaption price is obtained as an expansion in powers of A = O(y?), which
entails computing E[V] and E [V?] to O(A). Recall from Egs. (8.4) and (8.6)

Ele" —1]1=0: E[" — (e — D]~ Apy + 0% (8.36)

Using the above formulae and from Eq. (8.35)

N—-1

EVI= Y F(to,To, T, + £)
n=0

x | Lo, T ELAn " = D]+ [L(t0, To) = RsIE[A,1} + O(r)

Egs. (8.20) and (8.36) yield the following

E[(e"" — DAyl == aiAmi + O(r?)
i=0

and hence, using the value of E[A,] given in Eq. (8.23), we have

N—-1 n
Ci=EV]= Y Flto.To.Ty +0){ —L(to.T,) Y aiApi
n=0 i=0

| n n
+ E[L(l(), T,) — Rs] X(;aiZAii + .Zoaiaj Ajj + O(y3) (8.37)
=l i,j=

In computing £ [V2], the term F (to, To, T, +€)i(t0, T,) A, (e — 1) contributes
only to O(AZ) since E[(e" — 1)(e" — 1)(eW — 1)] = O(AZ) and, hence, is
dropped. This yields

N—-1
EV = Y F(to.To. T + O F (10, To, T, + €)

m,n=0

x E[{L(t0, Ty (" = 1) + [Ltto, T) = Rs1An}
x Lo, )" = 1)+ [L(t0, To) = RsAn} | + 0 (838)

Note that

m n
E[A,A,] = ZZ“"“JAU +0@?)
i=0 j=0
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Hence the expectation value is given by the following

N—1
Cr=ENV* = )Y F(to,To, T+ OF (t0. To, T + 0)

m,n=0

n
x  L(to, Tn) L0, ) Ay — 2L (10, Ty)[L(t0, Ty) — Rs1 Y ai A
i=0

+I[L(to. Tn) — RsIL(to. Tw) — Rs1D > aiajAyj | + O(y?) (8.39)
i=0 j=0
For the Libor swaption, from (8.37) and (8.39)
Co=E[ll=1; Ci=EN] C=EN

Hence, from Eq. (3.69), the swaption price is given by

C(t, Ty, T,K) v 2
———————— = E[swap; (T, Rs)]+ = —=1(X) {/C2 — C]
T

B(to, To) V2
K, . Cl _ N—1 _ _
X=———; K=)_ F(to,To,Ty+0IRs — Lto, T)]
JC2—C? n=0

From Eq. (3.72), the Libor swaption for X = 0, yields the following approximate
price

1 1 -
C(to, To, K) ~ £V B(tg, To) [E,/cg ~-C? - (K = Cl)} + 0(X?)

8.7 Libor Asian swaption price

Consider an Asian swaption maturing at time 7p. The receiver floating swap holder
receives the time average, weighted by function p(¢), of the difference between
N floating payments at Libor and payments at fixed rate Rg. The Asian payoff
Junction, shown graphically in Figure 8.5, is given by generalizing Eq. (8.32) and
yields the following

Pasn = Casn(To, To; Rs)

1 T N—-1
=tV f dfp(t)ZF(I,To,Tn-i-ﬁ){L(t,Tn)—Rs}
To — 10 Jyy s N
n
1
F@t, Ty, T, +¢) = _— 8.40
(t.To, T, +©) E)[l—l—fL(t,Ti)] (8.40)
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Calendar time

to%
To Tn Thit T, Future time

Figure 8.5 Libor swaption payoff for Asian option.

A volatility expansion, similar to the case for the European swaption given in
Eqgs. (6.41), (6.42), and (6.43) Libor, yields the following for the Asian case’

L(t,Ty) = L(ty, T,) + L(t0, T,) (""" — 1) + 0(y?)

1 ) t Tht1
Wy (t) = —Eqn(t)+/ dff dxy(t,x)ArL(t,x)
Q) n

¢ Tht1 t
g (1) =f dt/ dxdx’My(x,x/;t):f dt Apn(T)
Io n 1

0

¢ Tm+1 Tn+1 t
Apn (1) =/ d‘(/ dx/ dx'M, (x,x";7) =/ dt Ay (T)
0] m Tl 1

n 0

Figure 8.6 provides a graphical representation of the Libor correlator A, ()
that appears in the Asian Libor swaption pricing. Figure 8.7 shows the empirical
values of A, (t) for two well-separated time periods, namely ¢ = 1 month and
t = 5 years. Similar to results shown in Figure 8.2, the correlator A,,,(¢) has a

‘hump’ for a short time due to the effects of volatility y (¢, x), which smooths out
for longer times.

3 The quantities defined earlier for the European swaption, in Eqs. (6.43) and (6.45), are special cases of the Asian
case and given by

Wi = Wn(To); Amn = Amn (Tp).
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Calendar time

TO """"

Titmfmmm - e mm - / __________ %
Future time
tO T
z‘0 7-0 7-m 7-m+1 7-n 7-n+1

Figure 8.6 Libor correlator A, () = fl; dt fTiTH dx fT:"“ dx'M, (x,x';t) for
the Libor Asian swaption.
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Figure 8.7 Empirical value for Libor correlator A, (¢) (a) for t = 1 month and
(b) for t = 5 years. The graphs are constructed from Libor ZCYC data for 261
days, from 10 October 2007 to 8 August 2008.

The forward price of the zero coupon bond, similar to Eq. (8.18), has the following
expansion

F(t,To, Ty + 0) = F(to, To, T, + O 1 + A, (1)]
where, similar to Eq. (8.19)

i=0

n n
_ 1 |
Ay~ =3 @@ =1+ 23 TaF e — 1)
i=0
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1 n
+3 .Zoaiaj(ewf@ — (" —1)
1,]=

Similar to the European case given in Egs. (8.34) and (8.35), the Asian swap has
the following expansion

To N-—1
/ drp(t) E F(t,To, Ty + O{L(t, T,) — Rs}
To — 19 Jy

n=0
N—1 T
- ~ ~ . 1 0
=p Z F(to, To, Ty + O)[L(t0, T;,)) — Rs] + Vasn; p = To — 1o f dtp(t)
n=0 1o
= VAsn =

To N-T )
f drp(t) Y Flto, To. T + O [ Lato. T ™ = 1)
To — 10 Jy, o

+ Lo, T A" = 1) + (Lo, T) = RslAn ()] (8.41)

To find the swaption price one needs to evaluate E[Vys,] and E [Vﬁ s )» for which
one needs to evaluate the following correlator

t 7
E[e"m®eWn)] = exp [/ dr/ dt's(r — ')
fo 0

Tm-H Tn-H
X / dx/ dx'M, (x,x";7)

n

t
= exp {/ dT@(f/ — T)Amn(f)}
0]

since
/

/ dt's(r =) =0(" — 1)
1

0

Note from above that E[e"n®eWn()] = exp{A,,,(¢)} and hence, similar to
Eq. (8.37), the Asian case is given by

N—-1 T n
1 _ 0 _
EWaonl = 7 3 FloTo T+ 0) [ dip@ | = Lito.T) Yot
n=0 fo

i=0

1 B n n
+51L(t0, T,) = Rs] Xga?A,-,-(r>+Zoaia,~A,~j(r> +0(A%)
1= 1,]=
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Similar to Eq. (8.38)

N-—1 T

1 ~ - 0
EVil = ———5 3 Flio.To. T + O Ft0. To. Ty + ) f dip(1)

(To —10)= “~—, 0

T
x f Odﬂp(mE[{i(zo, T) (" — 1) + [L(to, Tr) — Rs1Am(1)}
0]

x {L(to, )€™ ") = 1) + [L(t0, T,) = Rs1An(1)} | + 0(A%)
(8.42)

and yields, similar to Eq. (8.39)

N—1
EVig = Y F(to,To, T + O)F (19, To, T, + )

m,n=0

n
X i(th Tm)i(to, T) Ui — 2i(l‘0, Tm)(i*(IOa T,) — RS) Z a;imi
i=0

m n

+ (L(to, Tw) — Rs)(L(t0, Tw) — Rs) Y - Y aia;Tyj p + O(A?)
i=0 j=0

where
1 fTO To , ! ,
Con = ——= dt/ dtp(t)p(t)/ dt0(t" — 1) Apn(T)
(To — 19)? 1 10 1

For the special case of p(t) = 1 it can be shown that*

1

r,,=— ——
(T — 19)?

Tc
f )dt(t —10)(Ty — t) Ay (1) (8.43)
0]

1 % 1
— dtA\,,,(t) = =A
< 4/11) mn() 4 mn

Note that ', < Ay, due to the time average in the Asian payoff function that
‘irons’ out large fluctuations. This is the reason that the Asian option is always
cheaper than the European option.

4 Note one has the inequality
(t —19)(Tp — 1)

<
(To—10)>  ~

1
—; tg <t <Tp.
4 0=t=10
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The Asian swaption price is given, from Eq. (3.69), by

K s5n — Ci
Xpgn = ——=—=; E[ll=1; C;=EVaml; C»=ENA,]
JC2—C?
N—-1
Kasn=pY_ F(to,To. T, + O[Rs — L(to. T,))]
n=0

CAsn(tO’ 15, T,K) 2% 2 1A% ) 2
= I(X asn)y/Co — C7 & —=,/C2 — C7 + O(X3,)
B (o, To) N2 s 1 /27 1 Asn

8.8 BGM-Jamshidian swaption price

The BGM-Jamshidian swaption price is widely discussed in the finance litera-
ture and the usual derivation is obtained by using a ‘rolling” forward measure and
techniques of stochastic calculus [34]. An independent derivation of the swaption
price is given by performing a path integral over the Gaussian white noise that
drives the BGM—Jamshidian version of the Libor Market Model. The derivation
is based on two assumptions, namely that (a) the Libor drift is a constant and (b)
that the volatility functions are de-correlated. The result obtained illustrates the
differences between the quantum finance and BGM—Jamshidian formulations of
the Libor Market Model.

Consider the payoff function for the receiver floating swaption that matures at
time 7p and for which the swap holder receives N payments at Libor and pays at
fixed rate Rg. The payoff is given, from Eq. (4.25), by the following

N—1
P = C(Ty, To: Rs) = £V [Z B(To, Ty + O{L(10, Ty) — Rs}j|
n=0 +

The swaption price at earlier time #y is evaluated using the forward bond
numeraire B (¢, Tp). The martingale conditon yields

C(to, To; Rs) _ £ [C(To,To;Rs)] — £[P]
B (1o, To) B(To, To)

The BGM-Jamshidian limit of Dy (x,x’;¢) — 1, is given in Eq. (6.79), and yields
from Egs. (6.40) and (6.42) the following

Ty Tot1 To
/ dtf dxy(t,x)AL(t, x) —>/ dty,(t)R(t)
) Ty o

Tht1
() = / dxy (t,%)
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Hence the drift is given, by Eq. (8.15), as follows

o &\ Lt Ty)

To
& = /;0 dtggem(t, Ty) =fto dln%:1 mym(t)yn(t)

The first approximation, the first of two in the BGM-Jamshidian approach, is
the following
EL(Z‘, Tm) ~ EL(tO’ Tm)
[(1+ €L, Tw)]  [1+£L(10, Tn)]

(8.44)

The drift, in this approximation, depends only on the Libor L(fg, T},) at initial time
to, which is given by the market. In particular, the drift no longer depends on the
random values of Libor L(¢, T,,), with fg < t < Ty and the approximation linearizes
the expression for Libor given in Eq. (6.40). The BGM-Jamshidian approximation
given in Eq. (8.44) is, in fact, the leading term — as a function of y (¢, x) — of the
quantum finance approximation for Libor drift given in Eq. (8.16).
Hence, from Eq. (8.44)
i Lo, Ty) [0
[1 4+ £L(to, Ti)] Jy

n = dty, (1) ym (1)

m=1

Collecting the results yields Libor given by
1.2, rlo )
CL(, Ty) = EL(tg, Ty)e™ ™ 24 o 0RO (8.45)

where, in the BGM-Jamshidian limit, Eq. (6.35) yields

P L,
0]

The swaption price, in the BGM—Jamshidian approximate scheme, is given by

C(tO’TO;RS) . N-l B
VB To) E [; B(Ty, T, + O){L(Ty, T,) — RS}L - E[P]

N —1
P=|>_ B(To.Ty + OIL(Ty, T,) — Rs}j|
L n=0 +
V-] 12, To
= | D2 B0, Ty + ) Lto, et 24y dim RO _ Rs}j| (8.46)
+

| n=0
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. 1

with B(Ty, T, +¢) = 1_[ _
=0 [1 + €L (19, Ty)eb~ 247+ v OR®)]

(8.47)

Note the BGM-Jamshidian swaption price depends on white noise R(¢) only
through the combination flOTO dty,(t)R(t). The expectation value over white noise
R(t) is evaluated using a path integral.

Using the Dirac-delta function’s representation given in Eq. (A.7), consider the
following representation of unity

N-1 to0 T
=TT [ s e [amoro)
n=0"Y "> o

N=l - otoo +00 .
= l_[f dsnf %elnn(&l—ﬁg)dl}/n(l)R(Z‘))

n=0 Y~ —00 27

_ / of Zio G [ diyn R
.

Inserting the above resolution of unity into the path integral for the swaption price

yields

T;
E[P] = f DRPIR()]e™; Sy = —% f "R (1)
)

i SNV To
:/DRf el Zn:O r’"(sﬂ_fto dtyn(l)R(f))fP[R(t)]eso
&

= ’P(%—)el ZVIIV:_OI "”S”Z(n) (8.48)
]

where the payoff function is given by

N—1
PE) = [Z B(To, Ty, + O{L (19, Ty, )eb~39én _ RS}:|
n=0 +

1
with B(Ty, T, +¢€) =
,D) [1 + £ L(1o, Tl-)eé“i—%q?ﬁi]

The white noise path integral [ DR can be performed exactly, and yields the
following partition function

Z(n) = f DRe_i Zrll\/;()l Nn szTO df)/n(t)R(z)eSO
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1 N—1 To
=exXpy—5 > mnjf dtym () yn (1) (8.49)
fo

m,n=0

The BGM-Jamshidian derivation makes a second assumption, namely that the y,,s
are de-correlated, and yields the following

Ty
/ dtym @) yn(t) = Tiply (8.50)
0]
2 1 To 1 2
= g =__/ dty, () yn(t) ~ —=T2 (8.51)
2 Jy 2

Cn %Fndn; dOZO; dn = i

m=1

CL(to, Tyn)
[1+¢L(to, T,)] "

(8.52)

Numerical studies provide some evidence in support of the de-correlation given in
Eq. (8.50) [32]. Egs. (8.49) and (8.50) yield

2

1 N—-1
Z(n) =exp | —5 [Z nnrn}
n=0

+oo g Nl 1
= expl—iW Wy — =W? (8.53)
o P { z::; 7 2

Hence, from Egs. (8.48) and (8.53), the swaption price is given by

) B 400 N-1
Clio. To: Rs) _ f o D05 méip (e / W oexpl=iw 3 nuly — 2w
LV B(1, To) X —c0 27 = 2

TO AW _iye Nl
= 5, — WI,)P
f_oo = fsll (& YP(£)

too gw 1,2
= 2Wpwr 8.54

The assumption that the y,;s are de-correlated yields a major simplification, namely
that ftOTO dtR(t)y,(t) — WT,, where W is a N(0, 1) normal random variable;
in other words, the infinite collection of random variables R(¢) — one for each
t € [to, To] — is replaced by a single random variable W.
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Hence, from Eqs. (8.46) and (8.49), the BGM-Jamshidian swaption price is
given by

C(to, To; Rs) T AW _iye
_— = —e 2
LV B(ty, Tp) —0o 21

N—-1
x [Z B(To, T + O){L (19, T)e @2 =Wln _ RS}} (8.55)
+

n=0
- |
B(To. T, +0) = (8.56)
E) [1 + L (19, Ti)e(di—%l",-—W)r,-]
Let wg be defined by

N-1 1
Y B(To, T + O{ L1, Tp)e =270 — Rgy = 0 (8.57)
n=0

The BGM-Jamshidian swaption price is given by

aw
N2

% {L(t0, T,)e@=2T=W _ gy (8.58)

e W B(Ty, T, + €)

N=1 ug
Clto. ToiRs) = VBT 3 [
n=0 " ">

Due to the de-correlation of Libor volatility y (¢, x), the BGM—Jamshidian approx-
imation for the swaption price completely factorizes into an independent sum
over the individual payments. This factorization leads to systematic errors in the
BGM-Jamshidian swaption price since crucial correlations are being neglected.

A further simplification can be made by assuming that B(7y,7, + ¢) is
approximately equal to its forward price, namely

B(Ty, Ty + £) =~ F(ty, To, Ty + £) + O(y?)

This, in turn, allows the BGM-Jamshidian swaption price to be expressed in
terms of the normal cumulative distribution N (d). Eq. (8.57) yields the following
approximate equation for determining wo

N—1
S Flto, To. Ty + 0){Lto, Ty)e 351000 — Rgy = 0
n=0
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Hence, since B(tg, To) F (ty, To, T, + £) = B(ty, T,, + £), the BGM—-Jamshidian
swaption price is given by [34, 61]

N—-1
Cto, To; Rs) = £V Y Blto, Ty + £)
n=0

wo dw
X f e_%WZ{L(to, Tn)e(d"_%r”_w)r” — RS}
—00 WV 2

=

B0, Ty + O{ Ltto, T,)e™ ™ N (wo + ') = RsN (wo) |
0

3
Il

8.9 Summary

Imperfect and nontrivial correlations between the different Libors are parsimo-
niously captured in the Libor Market Model by the correlations of Ay (¢, x). All
Libor option payoffs are written in terms of Libor zero coupon bonds By (¢, T,,) and
Libor L(t, T,); no reference was made to the bond forward interest rates in defining
the Libor options.

Libor drift is a nonlinear function of Libor and a volatility expansion was devel-
oped that can be used to evaluate the drift to any degree of accuracy. A volatility
expansion was developed for the payoff of the zero coupon bond and swaption.
Libor options prices were analytically evaluated as a perturbation expansion in
powers of y (¢, x), the volatility of log Libor.

The caplet price was exactly evaluated and provides a quantum finance gener-
alization of Black’s formula. Determining the zero coupon bond option price in
the Libor Market Model is a nonlinear problem and could only be approximately
evaluated. In contrast, the zero coupon bond option price can be exactly evaluated
in the bond forward interest rates, as discussed in Section 11.6.

Swaption price is a nonlinear problem for the quantum finance Libor Market
Model as well as for bond forward interest rates, discussed in detail in Chap-
ter Chapter 11. The Libor European and Asian swaption prices were obtained as
a perturbation expansion in the log Libor volatility function y (¢, x) and which
demonstrates the crucial role of the Libor correlator in pricing these instruments.

Two different approximate Libor Market Model swaption prices, based on repre-
senting the swaption either in terms of the Libor forward interest rates f; (¢, x) orin
terms of Libors L(¢, T,,), have been obtained in Sections 8.5.1 and 8.6. In principle,
these two prices are equal but in practice this may not be the case, given the nature
of the available data and the calibration of the Libor Market Model. These two
prices need to be empirically studied to decide on which one is the best suited for
applications.



8.9 Summary 203

The well-known BGM-Jamshidian result was obtained by taking the limiting
case of perfectly correlated Libors. The path integral over the white noise driving
the Libors in the BGM-Jamshidian model was exactly evaluated, and the assump-
tion of the de-correlation of Libor volatility led to a complete factorization of the
swaption price.

The pricing of hybrid instruments that combine bond and Libor forward interest
rates has yet to be addressed. The quantum finance formalism needs to be extended
for analyzing these instruments.
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Numeraires for bond forward interest rates

Various numeraires are defined in the framework of the bond forward interest rates
f(t,x) discussed in Chapter 5. Egs. (5.1) and (2.20) yield the following
af

E(l,x) =a(t,x) +o(t,x)At,x); —oo =< f(t,x) <400

Tn"l‘z
1+£L(t,Tn)=exp{f dxf(t,x)}

where L(t, T,) is the three-month benchmark Libor with tenor denoted by £.

The main result of this chapter is that a numeraire, called the forward numeraire,
can be chosen for the bond forward interest rates, such that all forward bond prices
for future Libor time 7,, = Ty + ¢n with tenor £ have a martingale evolution. In
other words, the numeraire is chosen such that all Libor tenor forward bond prices
are martingales; hence

T+t
F, T, =exp {— / dxf(t,x)} : martingale for all n

As an academic exercise, Libor is expressed in terms of the bond forward interest
rates and a numeraire is chosen so that all the three-month tenor Libor interest rates
have a martingale evolution; that is, the numeraire makes all three-month tenor
Libor into martingales

L(t,T,) : martingale for all n

In quantum finance the interest rates, at each instant, are driven by infinitely
many independent random variables. This feature allows one to consistently vary
the choice numeraire so that all forward bond prices and three-month tenor Libor
are martingales. A common numeraire, with its concomitant drift, is seen to emerge
naturally.

204
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For comparison, the money market numeraire is also analyzed. The forward
numeraire is similar to the money market numeraire for which, from Eq. (3.4), all
zero coupon bonds are martingales; namely

B(t,T) = E[e” /""" B, 1))

The price of an interest rate caplet is computed as a test case for all three
numeraires and it is shown that the price is numeraire invariant. Put—call parity
is discussed in some detail and shown to emerge due to nontrivial properties of
the numeraires. Some properties of swaps, and their relation to caps and floors, are
briefly discussed. The focus of this chapter is on the choice of numeraire and is not
geared towards applications.

9.1 Introduction

The main focus of this chapter is on the properties of bond forward interest rates,
and in particular on finding a common numeraire (measure) that yields a martingale
evolution for all forward bonds. Two other numeraires for bond forward interest
rates are also considered, namely the money market numeraire and a common
numeraire for Libors.

All calculations are performed using the quantum field theory of bond forward
interest rates. It is shown that a numeraire can be chosen so that all the forward
bond prices simultaneously have a martingale evolution. One of the effects of
this numeraire is that all Libors, written in terms of the bond forward interest
rates, are martingales. This outcome is in contrast with the result obtained in
Section 6.4 for the Libor Market Model, where only a single three-month tenor
Libor, namely L(t, 77), was rendered into a martingale by the choice of the zero
coupon bond B(¢, T7+1) as the forward numeraire; all the other three-month tenor
Libors L(t, T,,) are not martingales, having a nonzero drift given by ¢(¢,7;) as in
Eq. (6.40).

The (future) payoff of a financial instrument has to be discounted by a numeraire
to obtain its current price. It has been shown by Geman et al. [45, 49] that any
positive valued security can be used for discounting the payoff function. In particu-
lar, one can use other zero coupon bonds with different maturities as a discounting
factor instead of using the money market numeraire. The forward numeraire is first
discussed; then the money market numeraire and lastly Libor market measure is
discussed. The main purpose is to elaborate different choices for the numeraire of
bond forward interest rates.

The martingale condition for different numeraires leads to a change in the drift
term for the bond forward interest rates «(¢, x) [49]. The freedom of choosing a
numeraire results from the fact that, for every numeraire, the corresponding drift
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makes the price of all traded instrument independent of the numeraire. Numeraire
invariance is an important tool in creating models for the pricing of financial
instruments [49, 50]. To concretely illustrate numeraire invariance, interest rate
caplet prices are evaluated for three different numeraires. It is verified that, as
expected, all three numeraires yield the same price: the price of the caplet is
numeraire invariant.

9.2 Money market numeraire

The money market defines martingale measure by a numeraire M (¢, t,) given by
M(t,t,) = eftt* r(’/)d’/; t: fixed

r(t) = f(t,t) is the spot interest rate. The quantity B(t,7)/M (t,t) is defined to
be a martingale

= Ey | ——=

= B(t,T) = Ey[e” /" "4 Bz, T)] 9.1)
where E . ..] denotes expectation values taken with respect to the money market

measure. The martingale condition can be solved for its corresponding drift velocity,
which is given by Eq. (5.36)

ay(t,x) =o(t,x) fx dx'D(x,x";t)o(t,x") (9.2)

9.3 Forward bond numeraire

Choose numeraire B(¢,T7), with T;: fixed. The martingale condition for zero
coupon bonds B(t, T) is the following

B4.T) _ [B(T,,T)i|
B(.T) [ B(T.T)
= B(t,T) = B(t,T)E;[B(T;,T)]

The drift is given by the well-known result that [12]

X
ar(t,x) =o(t,x) [ dx'Dx,x";t)o(t,x) (9.3)

17
where E[. . .] denotes taking the expectation value with respect to the forward risk-
neutral measure. In fact, the derivation in Section 6.4 shows that Eq. (9.3) for the
drift of the money market numeraire continues to hold even if o (¢, x) is stochastic.
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9.4 Change of numeraire

The effect of changing the numeraire is investigated in the framework of quantum
finance. In particular, it is shown that changing the numeraire changes the action
S that determines the probability distribution ¢’ /Z in the path integral.

The money market numeraire yields the following martingale condition

Tk
B(t0.T) = Ey [e‘ Jy "0t g, T)]

1 —
== / DA ¢ Jo TOU S, T) 9.4)

Similarly, the martingale condition for the forward numeraire is defined by

B(10,T) = B(to, T1) E;[B(T7,T)] 9.5)

= B(to,Tl)% / DA B(T;, T)eS (9.6)

where Ej[...] denotes taking the expectation value with respect to the risk-neutral
measure e5//Z.

The relation of the risk-neutral probability measures e3¥/Z and e5//Z can be
explicitly obtained for Gaussian forward interest rates.

From Egs. (5.1) and (5.25)

Sy = Slay] = _% : f(t,X;; (jcj;l(l,X)N_l(t,x’x,)f(l,xo)’(; zf;[(t,x)
_ __l f(l,X)—OtI(t,x) 1 , f(l,x/)—a[(l,x/)
S; = S[ay] = 2/7 pora N7t x,x) o)

where the drifts are given in Egs. (9.2) and (9.3).
It is shown in [12] that

‘T[
St — MESM 9.7)
B(1, Tr)
The factor exp { — ftoT’ r(t)d t} /B(ty, Tt), relating the two actions, is evaluated in
the finance literature using the Radon—-Nikodyn derivative [49, 45].
Eq. (9.7) is particularly useful in evaluating European options for zero
coupon bonds. From Eq. (3.8), for #yp < ¢, the call option price C(ty, 17, T, K)
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is given by

Clto, T1, T, K) = Eyle™ Vo 47O (B(T,,T) — K] (9.8)
= B(t, T1)E;[(B(T;, T) — K) ] (9.9)

where Eq. (9.7) has been used in obtaining Eq. (9.9) above.

To compute the call option using Eq. (9.9) is much simpler than doing the cal-
culation using Eq. (9.8) since the discounting term, after a change in numeraire, is
the deterministic function B(to, T7)."

9.5 Forward numeraire

Consider a numeraire that renders the futures price of zero coupon bonds, that
is F(t,T,,Ty+1), into a martingale. Zero coupon bonds are traded instruments;
hence, discounting it by the numeraire must yield an instrument that undergoes a
martingale evolution [49].

The forward numeraire is fixed by an (infinite) collection of zero coupon bonds
defined for Libor time in the following manner, namely

B(t,T0); B(t,Th),...; B(t, T); B(t,Th41); B(t,Thy2),...5 T =To+ n

Consider a zero coupon bond with maturity at Libor time, 7,11 namely B(¢, Tj,+1);
the numeraire is chosen to be B(¢, T;,). The forward value of the bond at time T, is
given by

_ (I B(to, Tys1)
F(t, Ty, T, = Jn dxflo0) _ 20 Tndl] 9.10
(10, Tn, Tyy1) =€ B(o.T,) (9.10)
The drift is fixed so that the forward bond price
Ft, Ty, T, = —————: martingal 9.11
(t, T, Try1) BT, | Mmaringale 9.11)

is a martingale. Namely, the expected value of the future price of the bond at time
T, is equal to its present value; hence

F(IO’ T, Tn—H) = EF[F(I*, 1, Tn—H)]

Th1 Th1
= e_an+ dxf(19.x) — EF[e_jT,,Jr dxf(t*,x)] (912)

As expressed in the equation above, the drift is chosen to make the forward bond
price a martingale.

! The zero coupon bond call option is computed in Section 11.13 using discounting by B(tg, Ty).
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Drift for forward numeraire
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Forward numeraire drift (1079)

Figure 9.1 (a) The domain of integration M for evaluating the drift of the three-
month tenor Libor market numeraire. (b) The drift velocity « (¢, x) for the forward
numeraire.

To determine the corresponding drift velocity af (¢, x), the right-hand side of
Eq. (9.12) is explicitly evaluated. Note from Eq. (5.2)

i

Er [e_ j£1+1 dxf(l*vx)] — e—fTTnl-H dx f(to.x)— [\ F(t.x) f DAe—fM a(l,x)A(t,x)eS[A]

where the integration domain M is given in Figure 9.1(a).
Hence, from Eqs. (5.21) and (9.12)

efM ap(tx) — / DAe™ jM o(t,x)A(t,x)eS[.A]

1 [ Tyt
= exp {E/ dtf dxdx'o(t,x)D(x,x'; t)a(t,x’)} (9.13)
Io n
Hence the drift velocity for the forward measure is given by
X
ap(t,x) =o(t,x) [ dx'Dx,x;t)ot,x"); T, <x <T,+¢ (9.14)
T,

The forward numeraire’s drift ap (¢, x) is plotted in Figure 9.1(b). The value of
o (t,x) is taken from the market [12, 27].
From its definition, the drift at Libor time 7}, is zero; namely,

ar(t,1,) =0 (9.15)

Eq. (9.15) shows that the forward numeraire has zero drift at Libor time 7,,. This
result has important consequences in the numerical evaluation of the American
coupon bond option discussed in Chapter 16.
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There is a discontinuity in the value of ap(¢,x) at forward time x = Ty;
approaching the value oy (¢, x) from x < T, the discontinuity is given by

Aap(t,x) = LEI%I_(XF(I,X)} —ap(t,Ty)

Tu
=o(t,x) dx'D(x,x";t)o (t,x) (9.16)
T,—1¢

As discussed in Section 7.3, the normalization of the volatility function can
always be chosen sothato (t, x)D(x, x;t)o (t,x) = o2(t, x). Since the time interval
for the three-month tenor £ = 90 days is quite small, one can approximate the drift
by the following

X
ap(t,x) =o(t,x) | dx'D(x,x";t)o(t,x")
Ty

~(x—T)o2(t,x); Ty<x<T,+¢ 9.17)

The value of discontinuity at x = T, in this approximation, is given by £o2(t, T},).

One can see from the graph that, in a given three-month interval, the drift velocity
is approximately linear in forward time and the maximum drift goes as £o%(t, x),
both of which are expected from Eq. (9.17).

9.6 Common Libor numeraire

For the purpose of modeling the Libor term structure, it is worth exploring if
one can choose a numeraire such that all the Libor rates have a martingale
evolution [63].

Consider a numeraire that is fixed by an (infinite) collection of zero coupon
bonds, namely

B(t’ TO)’B(ta Tl)a' .. aB(ta Tl’l)’ B(ta Tn+1)’ B(t5 Tn+2),' ..

Consider a portfolio, such as a coupon bond B(t, T') that matures at some time 7 .
The numeraire is chosen in the following manner

T, <T <T, —(t’ ) rtingal (9.18)
< Ths1s : martingale 9.
n = n 1 B(I,T) g



9.6 Common Libor numeraire 211

In terms of the Libor forward interest rate f (¢, x), from Eq. (2.20) the three-month
tenor Libor is given by

1 Tn+L
LT =5 (elm ™ dx/t0 _y) 9.19)
Re-write the Libor as follows

1 T+t
L, T, = Z(efT" dxf(tx) N

_ 1 [B(t,Tn) — B, T, +£):|

= (9.20)
£ B(t, T, +1¢)

L(t,T,)B(t, T,+¢)is atraded portfolio. For the Libor L(¢, T, ), choose numeraire
B(t, T,,+£). Note that the common Libor measure has been defined in such a manner
sothat L(¢, T,)B(¢t, T, + £), for each T,, is a martingale; that is, for t > fg

L(to, T,)B(to, T, + ) £ L(t,T,)B(t, T, +¢)
B(ty, T, + ¢) o B(t,T, + £)
= L(to,T,) = EL[L(t,T))] (9.21)

An equivalent way of thinking of Eq. (9.21) is to consider the coupon bond
portfolio By (¢, T,,+1) = [B(,T,) — B(t, T, + £)]/¢; from the definition of the
numeraire, as given in Eq. (9.18), the bond portfolio needs to be discounted by
B(t, T, + £); hence

BL(taTn+1) _ B(taTl’l> - B(thn +£)

L(t, T, = = : martingale
B(t, Ty+1) (B, T, +0)

The common Libor market numeraire makes every Libor L(¢, T;;) into a mar-
tingale. One can also interpret the Libor as being equal to the bond portfolio
(B(t, T,)— B, T, —I—Z))/l, with the discounting factor being equal to B(¢, T,, 4+ €).

9.6.1 Bond forward interest rates and Libor

A detailed discussion in Chapter 6 on the Libor forward interest rates f7, (¢, x) shows
that, in particular, both its drift and volatility are stochastic. Libor forward interest
rates are nonlinear and not amenable to analytical studies. For the purpose of under-
standing the implications of choosing a numeraire, a drastic simplification is made
by ignoring the nonlinearities of the Libor forward interest rates and equating it to
the bond forward interest rates. The results that are obtained are of only academic
interest since the market Libor is not described by such a simplified model.
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In terms of the bond forward interest rates, the Libors are given by the following

T+l T+l
fo= [ s fo= [ apen ©022)
= L(ty, Ty) = %(efo —1); Lt Ty) = %(ef* —1) (9.23)

and hence from Egs. (9.21) and (9.23) the martingale condition for Libor market
measure can be written as

el = E[e/] (9.24)

Denote the drift for the market measure by oy (¢, x), and let 7,, < x < T,, + ¢; the
evolution equation for the bond forward interest rates is given by Eq. (5.2), namely

t t
f(t,x) =f(t(),x)+/ dt’aL(t’,x)+f dt'c(t',x)A{',x)  (9.25)

0] 0]

Hence
Er[e’] = efrtlu aw’,x)% / DAe/M WAL SAL (g 6

where the integration domain M is given in Figure 9.1(a).
From Egs. (5.21), (9.24), and (9.26)

e Spman(x) _ / D.AefM G(t,x)A(t,x)eS[.A]

1 1y T,+¢
= exp {5/ dt/ dxdx’o*(t,x)D(x,x’;t)o*(t,x/)} (9.27)
To Tu
Hence the three-month tenor Libor drift velocity is given by
X
arp(t,x) = —a(t,x)/ dx'D(x,x";0)o(t,x"); T, <x <T,+¢€ (9.28)
Tu

The Libor drift velocity « (¢, x) is negative for a martingale evolution. The negative
drift is required for compensating the growing payments due to the compounding
of interest.

The Libor drift velocity ay (¢, x) is the negative of the drift for the forward
measure, that is

ar(t,x) = —ap(t,x)
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9.7 Linear pricing a mid-curve caplet

To check the consistency of the three numeraires, the price of a mid-curve caplet
is evaluated for the three cases. It was shown in Section 8.2 that the Libor Market
Model, which is defined by a nonlinear model of the Libor forward interest rates,
results in Black’s caplet formula. The caplet price can also be evaluated using the
bond forward interest rates model and is called the /inear caplet price to distinguish
it from Black’s formula. The linear caplet model is a Gaussian model for caplet
pricing. It is hence different from Black’s formula and is shown in Chapter 10 to
be empirically inaccurate as well.

In spite of its limitations, the linear caplet price is a suitable instrument for study-
ing the consistency of the three numeraires. Since the linear caplet price is based
on a Gaussian model, the computations for all three numeraires can be performed
exactly. The pricing formula for an interest rate caplet is derived for a general
volatility function o (¢, x) and propagator D(x, x'; ) of the bond forward interest
rates.

Interest rate caplets, floorlets, caps, and floors have been discussed in Section 4.3.
A mid-curve caplet can be exercised at any fixed time 7., that is before the time 7, at
which the caplet caps the interest rate. Recall from Section 4.3 that caplet (1, ts, T;,)
denotes the price — at time 79 — of an interest rate European option contract that
must be exercised at time ¢, > o for an interest rate caplet that puts an upper limit
on the interest from time 7, to 7;, + €. Let the principal amount be equal to £V,
and the caplet rate be K. The caplet is exercised at time #,, with the payment made
in arrears at time 7;, 4 £. Note that, although the payment is made at time 7,, + ¢,
the amount that will be paid is fixed by L(¢,, T,,) at time t,.

The payoff function of an interest rate caplet is the value of the caplet when it
matures at calendar ¢, and is given, from Eq. (4.10), by

caplet(ty, ts, Ty) = LV B(t, Ty + O[L(ts, T) — K] (9.29)
B(ty, Ty) — B(ty, Ty + €
ZW[ (ts, Ty) — B(ts, Ty + )—KB(t*,T,,—kE)}
¢ +
= VB(te, T, + ) (Xe™ = 1), (9.30)

The various time intervals that define the interest rate caplet are shown in Figure 4.7.
Recall from Eq. (9.22)

T+t ~
£ Ef dxf(te.x) and X = V=4V
T

1+ (K’

The payoff for an interest rate floorlet is similarly given by

floorlet(ty, 1, Ty) = LV B(ts, Ty + O)[K — L(1., T)]
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= VBt T, + 0)(1 — Xel*) (9.31)

As shown in Section 4.3, the price of the caplet automatically determines the price
of a floorlet due to put—call parity, and hence the price of the floorlet does not need
an independent derivation.

9.8 Forward numeraire and caplet price

The forward numeraire is given by the zero coupon bond B(¢, 7,,). Hence the caplet
is a martingale when discounted by B(¢, T;,); the price of the caplet at time 7y <
is, consequently, given by

caplet(io,ts, T) _ - [capleta*,r*,Tn)}
B(to, T,) B(ty, Ty)
=VEr(X —e /"),

The price of a caplet is given by

caplet(to, t,, Ty) = VB(to, T,) EF(X — e 7*) (9.32)

+
and yields the payoff function Eq. (9.30) for tp = .
The payoff function for the caplet given in Eq. (9.32) yields the following price
of the caplet [12, 65]
_ +o00
caplet (1o, ty, T,) = V B(to, T),) f dGUp(G)(X —e %), (9.33)
—0o0

with the pricing kernel ¥ (G) = Vr(G, to, t,, T,) given by

1 1 T,+¢ q2 2
Vr(G) = pE exp —qu (G — /; dxf(tg,x) — 7) (9.34)

q2 = qz(t07 t*7 Tn)

Iy Ta+4
= f dt/ dxdx'o(t,x)D(x,x";t)o(t,x") (9.35)
0] n

The price of the caplet is given by the following Black—Scholes type formula
caplet(tg, 14, Tp) = VB(tg, T) [XN(—d_) — FN(—d)] (9.36)
where N (d+) is the cumulative distribution for the normal random variable and

Ty-+t
F—=e Jn dxfx) _ —fo

R L@ 9.37
i—a[“(z) 7} 37



9.9 Common Libor measure and caplet price 215

9.9 Common Libor measure and caplet price

The Libor market measure has as its numeraire the zero coupon bond B (¢, T,, +£);
the caplet is a martingale when discounted by this numeraire, and hence the price
of the caplet at time 7y < t, is given by

caplet (1o, 1+, Ty) £ [caplet(t*,t*,m}
B(to, T, +¢) B(t, T, + €)
= VEL(Xef - 1),

= caplet(to, tx, Ty) = VB(to, Tp + O EL(Xe™ — 1), (9.38)

The price of the caplet is given by
B 400
caplet(ty, ts, T,) = V B(to, T, —i—f)/ dGW(G)(Xe® — 1)y (9.39)
—00

where Wy (G) = V1 (G, 1o, t«, T), the pricing kernel, is given by

1 1 T,+¢ q2 2
v (G) = qu exp —qu (G —/T dxf(tyg,x) + 7) (9.40)

Note W (G) differs from the pricing kernel W (G) given in Eq. (9.34) by the sign
of the ¢? in the exponent.

The price of the caplet obtained from the forward measure is equal to the one
obtained using the three-month tenor Libor market measure, since, from Eqs. (9.34)
and (9.40), one can prove the following remarkable result

B(t,T)Vr(G)(X —e %)y =B(t, T, + OV (G)(Xe® — 1) (9.41)

The identity above shows how the three factors required in the pricing of an interest
rate caplet, namely the numeraires, the pricing kernel, and the payoft functions, all
‘conspire’ to yield numeraire invariance for the price of the interest rate option.
The payoff function is correctly given by the price of the caplet, since in the limit
of tg — 1, Eq. (9.35) yields
Ty+¢

lim q2 = (ty — 1p) dxdx'o(t,x)D(x,x";t)o (t,x")
10— 1% T,

—cC (9.42)

where C is a constant, and € = ¢, — tp. Hence, from Egs. (9.39) and (9.40)

» +00
lim caplet(ty, ts, Ty) = V B(ts, T, +e)/ dGS8(G — f)(XeC — 1)y
to—1x — 00
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= VB(t, Ty + O)(Xel — 1)

verifying the payoff function is the one given in Eq. (9.30).

9.10 Money market numeraire and caplet price

The money market numeraire is given by the spot interest rate M(ty,t,) =
exp{ ft;* dtr(t)}. Expressed in terms of the money market numeraire, the price of
the caplet is given by

caplet (10,1, T,) E [Caplé’f(t*,t*,Tn)]
M (1, 1o) M (1o, 1)

£
= caplet(to, ty, Ty) = EM[e_I’O dlr(l)caplet(t*,t*, T,,)]

To simplify the calculation, consider the change of numeraire from M (fg,t.) =
exp { ft;* dt'r(t' )} to discounting by the zero coupon bond B (%, #); it then follows,
from Eq. (9.7), that

by
¢ g TS B(lo, 1) e
where the drift for the action S, is given by
X
ay(t,x) = a(t,x)/ dx'"D(x,x";t)o (t,x) (9.43)
1
In terms of the money market measure, the price of the caplet is given by

caplet(to, ts, Ty) = EM[e_ f’(;k dtr(t)caplet(t*,t*, T,,)] (9.44)
= B(t, 1) Ey[caplet (ts, s, T,) ]
= VB(to.t ) Eyy[B(te Tn + O(Xe!* — 1), ] (9.45)
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t

(a)

Figure 9.2 Domain of integration R for evaluating the price of a caplet using the
money market numeraire.

From the expression for the bond forward interest rates given in Eqs. (9.25) and
(9.45), the price of the caplet can be written out as follows

i 1
caplet(to, t., T,) = V B(to, T, —I—Z)e‘fR“*E / DAe™ IR oA (Xel — 1),
(9.46)

where the integration domain R is given in Figure 9.2.
The payoft can be re-expressed using the Dirac-delta function, givenin Eq. (A.7),
as follows

(Xel—1), = /dG(S(G — f(XeC —1),
- / e / 98 ieG—1 (xe0 _ 1) (9.47)
27 + '

From Eq. (9.22), and the domain of integration M given in Figure 9.1(a), one
obtains

Ty+L
fo= / dxf (b %)

Thtt
:f dxf(to,x)-i-/ 01*+f oA
n M M
T+

Hence, from Egs. (9.46) and (9.47) the price of the caplet, for fo = [;’
f(t,x), is given by

caplet(to, tx, Ty) = V B(ty, T, + £)e™ /R % (9.48)
x [ dG d—éeis(G_fO_fM %) (XeC —1) L DAe™ [RTA=E [p0ALSs
2w +z
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To perform the path integral note that

/;€0A+i$fMoA

[ T,+¢ Iy T,+¢
=/ dtf dxa(t,x)A(t,x)—i—iS/ dtf dxo(t,x)A(t, x)
to s 0] n

and the generating functional given in Eq. (5.21) yields
L / DAe~ IR TAE [, oA S, _
V4

where

1 1y T,+¢
= 5/ dt/ dxdx'c(t,x)D(x,x";t)o(t,x)
to 1x

&-2 1y Tn+L
— 7/ dtf dxdx'c(t,x)D(x,x";t)o(t,x)
To n

ty Tn+L Tn+L
+i$/ dtf dx/ dx'o(t,x)D(x,x";t)o(t,x)
I0) Ly T

The expression for I" above, using the definitions of qz, o, given in Egs. (9.35) and
(9.43) respectively, can be shown to yield the following

£ 5 . ( 1,
F:/a*——q +i& / oz*—i-—q) (9.49)
R 2 M 2

Simplifying Eq. (9.48) using Eq. (9.49) yields the price of the caplet as given by
B +00
caplet(ty, ty, T,,) = V B(to, Ty, +£)/ dGW(G)(XeC — 1), (9.50)
—00

Hence we see that the money market numeraire yields the same price for the caplet
as the one obtained for the Libor market measure, but with a different and longer
derivation.

9.11 Numeraire invariance: numerical example

To illustrate the differences in the choice of numeraire, a typical example is fully
worked out. Since the final expression for the Libor market and money market
numeraire are equal, only the Libor market measure and forward numeraire are
considered.
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Figure 9.3 The discounting zero coupon bonds B(¢,T,), B(t,T, + £) for the
common Libor and forward numeraires, for 7, = 2004.12.13 and ¢ € [2003.9.12—
2004.5.7].

The integrand required for evaluating the price of a caplet for the common Libor
and forward numeraire are given, from Eq. (9.41) by

Forward numeraire: B(t, T, )V (G)(X — e_G)+

Common Libor numeraire: B(¢, T, + €)W (G)(Xe% — 1)+
1
1 +{¢K

; £ = 3 months (9.51)

Consider a caplet that matures at a fixed date, say 7, = 2004.12.13 (13 December
2004), with strike price of K = 0.02% and let G = 0.01 in the above formulas.
The factors that go into the integrand are evaluated for a range of time interval
t € [2003.9.12-2004.5.7], and given in Figures 9.3 and 9.4. Data on US treasury
Bonds are taken from the market. The payoff functions (X —e~%),, (Xe® — 1),
differ only by a constant scale factor and hence are not plotted. The result for the
difference of the integrands — given in Figure 9.4(b) — verifies, within the errors of
the computation, the numeraire invariance of caplet pricing.

9.12 Put—call parity for numeraires

In this section a derivation is given for put—call parity for interest rate caps and
floors. Note the derivation for put—call parity for a caplet for the money market
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Figure 9.4 (a) The difference in pricing kernel for the forward and three-
month tenor Libor numeraires Wr(G) — Wz (G) with G = 0.01 and for ¢t €
[2003.9.12—2004.5.7]. (b) The difference of the integrands for the three-month
tenor Libor and forward numeraires B(¢, T,)Vr(G)(X — e_G)+ — B, T, + )
U (G)(XeC — )+ with 7, = 2004.12.13, G = 0.01 and for ¢t €
[2003.9.12-2004.5.7].

numeraire has been derived in Section 4.4 and given in Eq. (4.16). A derivation
is given for the forward and Libor market numeraires and illustrates how their
properties are essential for the price of the caplet and floorlet to satisfy put—call
parity.

The following simple identity, from Eq. (4.15)

(@a—b)y —(b—a)y =(@—-b)O(a—b)—(b—-a)O(b —a)
=a—>b

is required for deriving put—call parity.

9.12.1 Put—call parity for Libor tenor forward numeraire

The price of a caplet and floorlet at time #y is given by discounting the payoff
functions with the discounting factor of B(ty, 7,,). From Eq. (9.33)

caplet (ty, ts, Tn)]

B(t*aTn)
= VB, T)Er(X —e™/*)

caplet(to, tx, Ty) = B(to, T, EF [

and the floorlet is given by
floorlet(ty, 1., T,) = VB(to, Ty) Ep(e”* — X) , (9.52)
Consider the expression

caplet(ty, ty, T,,) — floorlet(ty, ty, T;;) (9.53)
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= VB0, T Er(X — ™), = Ep(e™ - X), ]
= VB0, T EF(X — ) (9.54)

where Eq. (4.15) has been used to obtain Eq. (9.54).
For the forward measure, from Eq. (9.12)

Eple ] =/ (9.55)

Hence, since for constant X we have Erp(X) = XEp(l) = X, from the
above equation and Eq. (9.54), the price of a caplet and floorlet obeys the
put—call relation

caplet(to, ty, T,)) — floorlet(ty,ts, Ty) = VB(to, T,,)EF<X — e_f*)

= VB(to, T,)(X — e~ /0)
=LV B(ty, T, + £)(L(ty, T,) — K) (9.56)

and yields Eq. (4.16) as expected.

9.12.2 Put—call for common Libor numeraire

The price of a caplet for the Libor market measure is given from Eq. (9.38) by
caplet(to, 1., T,) = VB(to, T, + ) EL(Xe* — 1) (9.57)
and the floorlet is given by
[floorlet(to, 1, T,) = VB(to, T, + £)EL (1 — Xe/*) (9.58)
Hence, similar to the derivation given in Eq. (9.54), we have
caplet(to, t, Ty) — floorlet(to, t, Ty) = VB(to, Ty + O)Er(Xel* — 1) (9.59)
For the three-month tenor Libor market measure, from Eq. (9.24)
EL[ef*] — /o

Hence the equation above, together with Eq. (9.59), yields the expected put—call
parity given in Eq. (4.16), namely that

caplet(ty, ty, Tp) — floorlet(ty, tx, Ty) = V B(to, T, + €)(Xeo — 1)
=tV B(to, T, + €)(L(t0, T;,) — K)
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9.13 Summary

A common numeraire was derived for the forward interest rates, and it was shown
that a numeraire — consisting of a collection of zero coupon bonds — renders all for-
ward zero coupon bonds F'(¢, T,,, T,,+1) into martingales. The drifts for the forward
numeraire and the Libor market measure are rather unusual, having discontinuities
at future Libor times. At exactly Libor time, the drift is zero; this fact has major
implications in the evaluation of the American coupon bond option in Chapter 16.
Two other numeraires were studied for the forward interest rates, each having
its own drift velocity. All the numeraires have their own specific advantages. It
was demonstrated by actual computation that all three yield the same price for an
interest rate caplet. They also satisfy put—call parity, as is necessary for the prices
of interest caps and floors to be free from arbitrage opportunities.
The interest rate caplet payoff function, from Eq. (4.10), is given by the following
caplet (ty, ts, Ty) = €V B(te, Ty + O[L(t:, T,) — K] .
To verify the consistency of the three numeraires, the price of the mid-curve
caplet was computed using the different numeraires. The caplet price was indeed
found to be numeraire invariant due to a remarkable combination of discounting
factor, payoff function, and pricing kernel. The caplet prices obey the expected
put—call parity, further confirming that the numeraires are consistent.
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Empirical analysis of interest rate caps

The industry standard for pricing an interest rate caplet is Black’s formula,
which was derived in Section 8.2 from the Libor Market Model. The underly-
ing Libor forward interest rates f7 (¢, x) are known to be nonlinear, as discussed in
Section 6.11.1. A different price of the caplet, namely the linear pricing formula,
was derived in Section 9.7 using the bond forward interest rates.

An empirical study is carried out of the linear caplet pricing formula [19, 40]. The
main purpose is to ascertain how important are the differences in the Libor Market
Model and bond forward interest rates — using the pricing of caps and caplets as
an example [71]. In particular, the linear caplet price is compared with the market
price of caps and caplets to obtain an estimate of the importance of the nonlinear
effects that are the hallmark of the Libor Market Model.

Historical volatility and correlation of forward interest rates are used for predict-
ing the linear caplet price; another approach is to predict the linear price from a
parametric formula of the effective volatility using market caplet prices. The study
shows that bond forward interest rates generate prices of a caplet and cap with fairly
large errors, greater than 17%.

10.1 Introduction

The price of a mid-curve caplet has been obtained in Eq. (9.36) based on the bond
forward interestrates’ model. The resultis called the linear caplet price to distinguish
it from Black’s caplet price, which is an exact result of the Libor Market Model. The
linear caplet price is given by the following Black—Scholes type formula. Re-writing
Eq. (9.36) for later analysis yields the following"?

! Note, one recovers the normal caplet by setting ty = Tj,.
2 All the zero coupon bond prices are fixed from the market and are the same for bond forward interest rates
f(t,x) or for Libor forward interest rates f7 (¢, x).

223
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caplet(to, ts, T,) = V B(to, Tp+1)
x [(1 + 0L (1o, T,))N(—d_) — (1 + EK)N(—d+)] (10.1)

where N (d+) is the cumulative distribution for the normal random variable with
the following definitions

1 1+ €L(to, T, 2
dy = L | (LRG0T | a” (10.2)
p 1+ (K 2
q2 == qz(t07 t*7 Tn)
1y Ty+L
=/ dtf dxdx'o(t,x)D(x,x";t)o (t,x) (10.3)
0] n

The domain of integration for evaluating ¢? is given in Figure 4.6. Note that g is
the effective volatility for the caplet linear pricing formula and that the propagator
for forward interest rates is required for pricing the caplet. The pricing formulas
for caplets and floorlets are fixed by the volatility function o (¢, x), the correlation
parameters [, A, n contained in the Lagrangian for the forward interest rates, as
well as the initial interest rates term structure.

The Libor Market Model is based on nonlinear Libor forward interest rates and
yields, as in Eq. (8.12), Black’s caplet formula given by [59, 61]

capletg(to, ty, Tp) = £V B(to, Ty+1)[L(to, T,)N(dy) — KN(d-)]  (10.4)

-1 L(to, T, 2
diz—z 1H<M)iq_7
q; K 2

Black’s volatility op, from Eq. (8.13), is given by

ts — 1o

n

5 q)% 1 I Tht1 Tht1 ) ) )
o = = f dt/ dxf dx'y(t,x)Dp(x,x";t)y(t,x")
Iy — 1o 1 n

The two caplet prices given in Eqgs. (10.1) and (10.4) are very different, reflecting
the differences in the bond and Libor forward interest rates. The predictions of the
linear only caplet price will be tested by comparing it with the market prices, leaving
a similar study of Black’s formula for the future.

Black’s formula, as it is currently used in the financial markets, has no predictive
power but instead is simply a convenient way of representing the price of a caplet.
The main utility of Black’s formula is that implied op is more stable than the price
itself and, similar to yield-to-maturity for coupon bonds, can be used for comparing
caplets with different maturities, payoffs, and principal amounts.
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The linear caplet price and Black’s caplet formula are studied empirically using
Libor market data. In particular, the effective volatility q determining the linear
caplet price is computed by a three-dimensional integration on the covariance of
the changes in the bond forward interest rates.

The following three different approaches are discussed for fixing the effective
volatility g for pricing caplets.

« The volatility function o and parameters of the bond propagator, , A, and 7, are all
fitted from historical Libor data.

« The market covariance is computed directly from Libor market data.

« A parametric formula for the effective volatility g, and consequently for the implied
volatility o for the linear caplet pricing model, is determined from historical caplet
prices.3 The value of oy is quite distinct from op since oy is a function of future time and
can be used for extrapolating the future. In contrast, op is a value that has to be computed
every day from caplet prices.

10.2 Linear and Black caplet prices

The pricing formula, at the money for a caplet maturing at #,, = T, is given by
14+4K =14+4£€L(1,T,); = K = L(ty, Tp)
The linear price of the caplet, at the money, is given by
caplet (19, Ty) = V1 + (L (1o, T:)1B(to, Ty )[N(dy) — N(d-)]
Note
q
d+ = :i:z (10.5)

This formula is compared with Black’s formula. From Eq. (10.4), Black’s caplet
formula — at the money — has K = L(ty, T,,) and yields the price

caplet g (10, tv, T,) = €V L(to, T,) B(to, T+ 1)[N(dy) — N(d-)]

~ OBA/Ix — 1
dy = qy — 4 BN/lx — 10
2 2
At the money, since the pre-factors of two pricing formulas are different, the
effective volatility ¢ in the linear pricing formula and op in Black’s formula are

not equal. Black’s formula is multiplied by (1 + £L(tg, T,))/¢L(ty, T,;) so that — at

3 Note, in contrast, oy is obtained from the historical Libor data.
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the money — the two pricing formulas are taken to be exactly equal and this allows
q to be equated to op+/tx — fp. Hence

LL (1o, T,
caplet g (ty, t«, Tp) = McapletL(to, te, Tp;)
At the money 1+ €L(ty, Tp,) At the money
= g = 0By — I

The linear caplet price is equal to Black’s formula multiplied by the factor
LL(ty, T;)/ (1 +£€L(ty, T,)). This is the same factor that relates the volatility v (¢, x)
of the Libor forward interest rates, which is taken to be a deterministic quantity in
the bond forward interest rates, to the deterministic log Libor volatility y (¢, x), as
in Eq. (7.33) and given below

LL(t, Ty)

——y(t,
Trena Ty Y

v(t,x) =

Replacing the stochastic quantity ¢L(ty, T;,) /(1 + £L(ty, T;,)) by the deterministic
factor ¢L(t,T,)/(1 + £L(t,T,)), as discussed in Eq. (7.32), results in errors of
about 10% for future time of around 1.5 years. Since this pre-factor is not the only
source of error in the linear caplet price, we expect errors larger than 10% in fitting
the linear price with the market price for caplets; this expectation is borne out by
the empirical analysis.

In Figure 10.1(a), the caplet rate K is varied to compare the normalized pricing
formula away from the money. The linear caplet price is shown more clearly in
Figure 10.1(b). It can be seen that it is only at the money — which for the example
is at cap rate K = 0.02 — that the two pricing formulas give the same result. The
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8 20000 | 3
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Figure 10.1 (a) Caplet price from normalized Black’s formula (dashed line) and
linear caplet formula (unbroken line) versus cap rate K. Libor is given at 0.02 and
the capletis at the money for K = 0.02. (b) Caplet price from linear formula versus
cap rate K. Libor is given at 0.02. The caplet is at the money when K = 0.02.
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caplet pricing for the two formulas in general is not equal and deviates quite rapidly,
specially when K is deep in the money.

Working with ¢ has many advantages over oz. Most importantly, the effective
volatility ¢ is obtained from the underlying bond forward interest rates, as computed
in Eq. (10.3), which are common to all caplets.

10.2.1 Numerical example of Black’s caplet price

Black’s formula for pricing a caplet is illustrated by working out an example.
Consider a contract that caps the interest rate at 2%, on a $1 million loan for three
months with Libor as the floating rate. The bond price B (ty, t.) is 0.984. The contract
is written on fo=13 September 2003 and matures on t, = 7,, = 12 December 2004,
with a cap rate K given by 2% per annum. The Libor L(#, ) at 13 September
2003 is given by 2.95% per annum for a £ = 90 days Eurodollar deposit — from
12 December 2004 to 12 December 2005. Hence

L(ty, T,,) = 0.0295

Black’s volatility op is given by 0.5168/, /year. Hence

5 1 [n 00295  0.5168” x 1.25
T 05168v/125 L 0.02 2
dB =d® —05168v1.25 = —0.0508

:| =0.527

Thus

caplet (to, T, 0.02) = €V B(to, Ty+1)[L(to, T,)N(d4) — KN(d-)]
1000000 x 0.25
~ 7140.25 x 0.0295
= $1587.655

x 0.984[0.0295N (0.527) — 0.02N (—0.0508)]

10.3 Linear caplet price: parameters

An empirical study of three different approaches for implementing the linear caplet
pricing is carried out and the results are discussed.

The pricing formula for the daily prices of the caplets requires the daily initial
interest rates term structure as input as well as the volatility function and parameters
W, A, and n for the propagator. Daily fit of the volatility function and propagator
parameters can be derived by a daily moving average Libor rate history. For the
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sake of simplicity, from [12, 28] the volatility function is taken to depend only on
remaining future time, namely

o(t,x) =0c(x —1)

Although this assumption cannot be indefinitely extended, it is valid for up to three
years [28], which is enough for the empirical study. Thus, the parametric fit is done
only once, and these parameters are used for the whole data set projected to 1.5
years in the future. It should be noted that one can always do the parametric fit more
frequently to get more accurate results.

Since the forward interest rates are defined on a domain x > ¢, the propagator
satisfies

D(x,x';t) =Dx —t,x' —1) (10.6)

A parametric curve is fitted for the effective volatility [27] using historical data
from the prices of Libor before 4 May 2003. More precisely, the forward interest
rates that are used for fixing the input volatility and propagator are the daily rates
for the Eurodollar futures from 4 May 1998 to 29 April 2003; the length of the data
set is 1256 trading days for daily prices of Libor seven years into the future. For
£ =90 days, the following approximation is made

ot T Fandx _

L(t,T) = ; (10.7)

~ f(t,T) (10.8)

Libor is treated as being approximately equal to the bond forward interest rates,
and a moving average over the last 63 days — from 29 January 2003 to 29 April
2003 — is taken for evaluating the statistical average. Note that averaging over 63
trading days carries the most relevant information.

The connected correlator, from Eq. (7.10), is given by

E[(5/(t,0))]. = EL(5£(t,6))°1 — E[8 £ (1,0)1E[8 f (¢,6)] = €0} (0)D(6,6)

with e = 1/260, since there are 260 trading days in one year. To be able to compare
the volatilities of different Gaussian models, the field A(z,0) is re-scaled, as in
Section 7.3, so that D(6,60) = 1/e. The re-scaled frame yields the usual definition
of volatility of the forward interest rates, given as follows

(5£1,0)))e = 02 (1,0) (10.9)

Note € has been canceled by the scale chosen for the correlator.



Table 10.1 The best fit for parameters X, i, b, and n of a Libor caplet obtained by
minimizing the overall root mean square of the fit.

10.3 Linear caplet price: parameters

Parameters from Libor caplet data

A n b n rms error

16.578657/year 8.0761/year 1.376644 0.044127 1.09%
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Figure 10.2 Note the historical market volatility’s graph on the left has a scale
two orders of magnitude smaller than the one for implied volatility on the right.
(a) Volatility of Libor forward rates o (year™!/?) versus remaining time to maturity,
both from data (unbroken line) and from formula with fitted parameters (dotted
line). The data are from 29 January 2003 to 29 April 2003. The normalized root
mean square error is 2.76%. (b) Historical volatility oy (year‘l/ 2) (dashed line)
and implied volatility o7 (year™!'/%) (unbroken line) fitted from caplet data, for

Time to maturity/year

(a)

229

Time to maturity/year

(b)

12 September 2003—4 February 2004, versus time to maturity.

Following Bouchaud and Matacz [27], a parametric formula for volatility is
assumed as follows®

oy (0) = 0.00055 — 0.00026 exp(—0.71826(0 — Oin))

=+ 0.0006(6 — Bmin) exp(—0.71826(0 — Omin))

(10.10)

where 6pnhin = 3 months. The market fit for the volatility of Libor, following the
analysis developed in Section 7.3, is given in Figure 10.2(a); The parameters are
fixed using the data set used for obtaining the parameters given in Table 10.1.
Historical and implied o; volatility are shown in Figure 10.2(b).

The empirical values of the three parameters w, A, n for the stiff Lagrangian are
obtained by fitting the propagator to the forward interest rates taken from Libor

4

oy denotes the volatility obtained from historical Libor rates.
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Table 10.2 The best fit for parameters A, |, and b of a Libor caplet obtained by
minimizing the overall root mean square of the fit. The value of n = 0.34 is fixed
from earlier data on the forward interest rates’ correlator.

Parameters for Libor caplet with fixed n = 0.34

A n b rms error for the entire fit

1.354/year 0.847/year 0.727 2.83%

Correlation

1] :
’ty (}/ear) 7.95

Figure 10.3 Correlation of Libor forward interest rates versus time to maturity,
with daily data selected from 29 January 2003 to 29 April 2003.

data, which run from 29 January 2003 to 29 April 2003. The results are given in
Table 10.1. The empirical correlation given in Figure 10.3 shows that the underlying
Libor interest rates are not perfectly correlated.

The parameters are given in Table 10.1 and are different from the earlier estimates
for Libor obtained in Section 7.6. This is because an earlier Libor data set for the
period 1990-1996 was used for estimating the parameters. Another fit can be done
for the stiff propagator in which the market time index 1 is taken to be equal to the
one obtained from the older data from the period 1990-1996, for which n = 0.34.
One then obtains the ‘best’ fit given in Table 10.2, but with larger errors than the fit
with n = 0.04.

Data for a relatively short time period of only three months, that is from 29
January 2003 to 29 April 2003, were used for finding the stiff parameters. This
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Figure 10.4 Caplet prices that mature at 12 December 2004 versus time #
(12 September 2003—7 May 2004): market (unbroken line) and model (dashed
line). (a) Prices computed using historical volatility and correlation; the normal-
ized root mean square error is 17.39%. (b) The effective volatility ¢ is computed
directly from Libor rates. The normalized root mean square error is 17.89%.

partly explains the significant changes in the parameters as one varies the market
time index n — as can be seen by comparing the results obtained in Tables 10.1
and 10.2.

When the covariance is used as an input in a calculation, such that the propagator
D(x,x';1) is normalized to unity, that is D(x,x;1) = D(x,x’;1) /e, the effective
volatility ¢ is then given by

612 - qz(l()’ l*’ Tn)

1 Iy T+t -
= —f dtf dxdx'og(t,x)D(x,x";t)om(t,x) (10.11)
€ fo n

Using the initial forward rates curve and volatility, as well as correlation as an
input and from the pricing formula, one obtains the empirical linear caplet price. It
can be seen from Figure 10.4(a) that the computed caplet price does not match the
market value very well, with the normalized root mean square error being 17.39%.

10.4 Linear caplet price: market correlator

Note the parametric fit for oy, as given in Eq. (10.10), and the propagator combine
to yield the covariance given by

Mx,x';t) =0, x)D(x,x";)o(t,x)

Although the parameters for the propagator D(x, x’;¢) provide insights on the
linear pricing model, one can also obtain M (¢, x,x’) directly from data without
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fitting any of the parameters and this in turn is sufficient to determine the effective
volatility g. From Eq. (7.6) one has

M(x,x'st) = é(Sf(t,x)Sf(t,x/))c =Mx —1t,x" —1) (10.12)

Libor data can be interpolated since they depend only on 6 = x —t. Furthermore,
caplets are instruments that have short duration, being based on the three-month
Libor. The formula for g2 can be re-expressed in the following manner

1y Tn+e—t
q° =f dt/ dodo’'M6,6") (10.13)
Io

n—t

The integration on time requires the future numerical values of M; since M is a
function of remaining future time 6 and 6’, the average block of M (0,6’) is shifted
back to its historical values. For calculating g2, one needs to do one integration
on ¢, which is reduced to a summation of the average value on different blocks
of historical Libor data; the difference among the parallelogram blocks is only a
horizontal shift and all of them end at time fy. A detailed discussion is given in
Section 12.7 on how to evaluate Eq. (10.13).

Libor data are expressed in Eq. (10.13) as an integral over 6 and 6’; two inte-
grations can be saved by directly using the Libor ZCYC without approximating
Libor by the forward interest rates as in Eq. (10.8). The caplet price can hence be
evaluated by directly obtaining ¢ from the ZCYC data; this is more efficient and
more accurate than first finding the forward interest rates. Market data yield g2 via
the following correlator

q2=/ dt(8Y (t, T,)8Y (1, Ty))e (10.14)

0

where the ZCYC data yield

Tn+L
Y(t,T,) = / dxf(t,x)
Ty

=In(1+¢L(t,T,)) (10.15)

The computed caplet prices are given in Figure 10.4(b). The linear caplet price
does not match the market price very well, with the normalized root mean square
error still being 17.89%, which is approximately as in the previous case given in
Figure 10.4(a).



10.5 Effective volatility: parametric fit 233

10.5 Effective volatility: parametric fit

Note that ¢ was computed by both fitting the parameters of the linear caplet pricing
model and by directly using the market correlator — both of which use historical
Libor data.

Another alternative is to directly fit ¢ from the market caplet prices, thus yielding
the implied volatility o;. Recall that, in contrast, oy is obtained by empirically
evaluating E[(8 f(¢,0))?]c.

The first approximate fit for the effective volatility, which is both accurate and
simple, is to fit ¢ as a linear function ¢ = b0 and implied volatility is then a square
root function of future time.’

The linear fit ¢ = b6, in remaining future time 6 = x — ¢, obviously cannot
explain the behavior of implied volatility since it diverges linearly as remaining
future time increases indefinitely. However, for the market price of a caplet over
only a short duration, the square root of volatility provides a very good fit.

For time far into the future, the implied volatility is directly fitted with an expo-
nential formula, as in Eq. (10.10). The fitting is for the first 100 days in the same
data set, from 12 September 2003 to 4 February 2004. The best fit for o; is given
in Figure 10.2, and is the following

o7(#) =0.00144 — 0.00122 exp(—0.71826(6 — Omin))
4 0.00014(0 — Opmin) exp(—0.71826(6 — bmin)) (10.16)

The effective volatility is fitted using the first 100 days to price the remaining 168
days caplet prices using the linear caplet pricing formula Eq. (10.1) Caplet prices,
both market and model, are shown in Figure 10.5(a), with their difference yielding
a normalized root mean square error of 6.67%; similarly floorlet prices are shown
in Figure 10.5(b), with a normalized root mean square error of 7.9%.

Given in Table 10.3 is the normalized root mean square error of the above three
approaches for fitting the linear caplet price. The best fit is given by implicit volatil-
ity o7(0), but the errors are still large, almost 7%. Figure 10.6(a) shows the linear
fit for the linear caplet pricing formula.

10.5.1 Parametric fit and Black’s formula

The price of a capletis equivalent to an effective value for Black’s implied volatility
op, and one obtains a daily implied volatility from the caplet price; o is shown in

3 Fitting effective volatility is much easier than fitting a correlator from caplet price data. Furthermore, the impact
of changing correlation is insignificant compared with changing effective volatility; the reason being that a
caplet only involves the correlation between two neighboring forward interest rates within the range of a single
caplet, and hence over a maximum future time difference of 90 days; to a good approximation, for x, x” differing
by ¢ = 90 days, D(x,x’) >~ 1.
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Figure 10.5 Both the market (unbroken line) and model (dashed line) are fitted
with implied volatility directly from first 100 days caplet prices. (a) Caplet prices
mature at 12 December 2004 versus time fy (12 September 2003—-7 May 2004).
The normalized root mean square error is 6.67%. (b) Floorlet prices mature at
12.12.2004 versus time #y (12 September 2003—7 May 2004). The normalized root
mean square error is 7.9%.
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Figure 10.6 (a) Effective volatility g for caplet which matures at 12 December
2004 versus time #y (12 September 2003—7 May 2004). (b) Domain for one-year
and two-year caps. For a one-year cap, three caplets are involved. Seven caplets
are required for a two-year cap.

Table 10.3 The normalized root mean square (rms) error is given by the rms error
divided by the price of the caplet.

oy from Libor Market correlator oy from caplet

Normalized rms 17.39% 17.89% 6.67%
error in caplet price




10.6 Pricing an interest rate cap 235

Table 10.4

Cap prices from implied volatility o7 and market correlator

cap(tp,2) from oy cap(tp,3) from oy cap(tp,3) from
market correlator

Normalized rms 6.7% 5.54% 5.59%
error in cap price

Figure 8.3. The shape of Black’s implied volatility is very irregular and cannot be
fitted well by any smooth formula. No prediction can be made for the future value
of Black’s volatility and hence one cannot make a prediction for the future price of
a caplet.

One can sacrifice expressing the caplet’s market price in terms of an implied o,
and instead do a best fit for o similar to the fit done to obtain an implicit volatility
of o;. The error for a parametric fit for o is about 6% and is comparable to the
error obtained for o;.

10.6 Pricing an interest rate cap

Caps and floors are important financial instruments for managing interest rate risk.
However, the multiple payoffs underlying these contracts complicate their pricing
as the Libor term structure dynamics are not perfectly correlated.

The linear caplet pricing formula is applied to the pricing of an interest rate cap
and, in particular, a cap with a fixed maturity is analyzed. The market price of a
cap for 494 trading days, which matures one, two, and three years in the future, is
compared to the linear cap price.

Fixed maturity interest rate cap is a sum of interest rate caplets and is given as
follows

N—1
cap(ty, Ty) = Z caplet(ty, T,) (10.17)

n=1

The caplet price is based on a three-month Libor, and the first caplet matures in
three months. A one-year cap can be expressed as a sum of three caplets, a two-year
cap is a sum of seven caplets. The domain of the forward interest rates required for
pricing a cap is given in Figure 10.6(b).

The linear caplet implied volatility oy is evaluated from the fixed maturity date
cap for the same period and is then used for pricing the two-year and three-year
caps. The computed and market prices are shown in Figure 10.7(a). Since there is
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Figure 10.7 Cap price that matures three years in the future versus time 7y
(12 September 2003—7 May 2004) with market cap prices (unbroken line) and
linear model prices (dashed line). (a) Diagram shows the cap price using effective
volatility computed directly from historical Libor rates. The normalized root mean
square error is 5.54%. (b) Diagram shows the cap price computed directly from
historical Libor rates. The normalized root mean square error is 5.59%.

a new instrument everyday, one can always improve accuracy by fitting a moving
effective volatility directly from the one-, two-, and three-year caps.®

The price of a three-year cap, from Eq. (10.14) and using historical Libor data,
is shown in Figure 10.7(b). The normalized root mean square error in cap price is
the value of the root mean square normalized by the price of the cap. The errors
for interest rate caps are smaller than those for caplets in Figures 10.4(a), 10.4(b),
and 10.5; this is due to the price of the cap being much larger than the caplet
price.

10.7 Summary

Interest rate caplets are one of the simplest interest rate options and provide a useful
theoretical ‘laboratory’ for studying the properties of interest rate options. The bond
forward interest rates have deterministic drift and volatility; for this reason, exact
calculations can be carried out for the linear price of many instruments, including
the caplet.

The effective volatility g for the linear caplet pricing formula can be derived from
the underlying historical Libor rate, and hence the linear caplet pricing formula
yields a prediction for the caplet price: given the input of Libor data, the linear

¢ ¢ needs to be fitted at Libor times only.



10.7 Summary 237

caplet model generates the daily caplet prices. The effective volatility g can also
be used to price other Libor-based options.

The current practice of the financial markets is that Black’s model fixes an implied
o p based on existing market caplet prices. Black’s formula, in effect, is a (nonlinear)
representation of the market price, with a one-to-one relation between market price
and implied Black volatility op.

Historical caplet prices served to obtain a best fit for the effective volatility ¢,
which was then used for predicting the linear caplet’s price — including the prices
of caplets in the distant future. The empirical study demonstrated that the accuracy
of the linear model for pricing interest rate caps is not very accurate, with errors
larger than 6%.

The empirical study of the linear caplet pricing formula used three alternative
approaches; for all of the three approaches, the empirical errors remain substan-
tial. The fit for ¢> was done only once and used for pricing the whole time
series. One can always do a daily moving fit for ¢g> to improve the accuracy
of the calculation, but this procedure is not expected to lead to any signifi-
cant improvement since the main reason for the inaccuracy of the predicted
prices is the linear caplet pricing formula, which neglects the problem’s inherent
nonlinearities.

The empirical studies of Libor in Eq. (7.32) showed that v(¢, x), the stochastic
volatility of Libor forward interest rates f7, (¢, x), has the largest fluctuations of about
1.5 years in remaining future time x — ¢. Predictions of linear caplet model prices
based on the bond forward interest rates yield caplet prices with errors larger than
17%. The large errors in caplet prices are most likely due to replacing stochastic
volatility v (¢, x) by the deterministic volatility o (¢, x) of bond forward interest
rates.

In the Libor Market Model, caplet prices are a function of the log Libor rate
¢ (¢, x)’s volatility function y (¢, x). The order of magnitude for implied volatility
o given in Figure 10.2(b) is about 0.02, which is the same as that of £y, as given
in Figure 7.7(b). This is an empirical indication that the caplet market prices are
better described by the quantum finance Black’s formula than by the linear caplet
price.

There should be a significant improvement in the accuracy of caplet prices based
on the dynamics of ¢ (¢, x) as these rates are a representation of the nonlinear Libor
forward interest rates f7 (¢, x) and, hence, are expected to describe Libor options
more accurately.

The main conclusion of the study of caplet prices is that the nonlinear effects of
the Libor forward interest rates are important for caplet pricing — with nonlinearities
accounting for at least 15% of the caplet’s price. The methods used for finding
effective g for the linear caplet pricing formula can also be applied to Black’s case.
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op can be determined from Eq. (8.13) as follows

) 1 [ Tyt Tht1 ,
op = f dt/ dxf dx'M,, (x,x';1)
t* - tO 0 n n

Once M, (x, x';1) is determined from historical Libor data, the quantum finance
generalization of Black’s formula can be used for predicting caplet prices and should
yield errors less than a few percent.
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Coupon bond European and Asian options

European options on coupon bonds are studied in the framework of bond forward
interest rates f(¢,x) studied in Chapter 5 as a linear (Gaussian) quantum field
[9, 40]." One of the advantages of the Gaussian formulation is that the coupon bond
option has a representation that is tractable and allows for various analytical approx-
imation schemes. More precisely, including the payoff function for the coupon
bond option into the path integral for the option price makes it nonlocal and
nonlinear. A perturbation expansion using Feynman diagrams gives a closed-
form approximation for the price of European and Asian coupon bond options.
The approximate bond option is studied for two limiting cases, namely (a) the
industry standard one-factor exponential volatility HIM formula and (b) the
BGM-Jamshidian model’s swaption price.

11.1 Introduction

Coupon bonds and interest rate swaps are the most important derivatives of the
debt markets and options on these instruments are widely traded. The pricing of
European options on coupon bonds is studied in some detail using the quantum
finance approach. The volatility of the forward interest rates is a small quantity,
of the order of 1072 /year, and hence provides a small parameter for obtaining a
volatility expansion for the option price. A perturbation expansion for the option
price is developed, using Feynman diagrams, in a power series to fourth power in
the forward interest rates’ volatility.

A perturbative study of the coupon bond option price has been discussed in
Section 8.5 for the Libor forward interest rates similar to the one that is the main
focus of this chapter. The objective of repeating the Libor calculation for the bond
forward interest rates is two fold.

! In this chapter, only the bond forward interest rates are discussed and the term ‘bond’ is used only if necessary
s0 as to avoid repetition.

239
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« The volatility expansion in Section 8.5 was carried out for the nonlinear Libor Market
Model to only second order in the volatility function y. One would like to develop the
volatility expansion to higher order so as to more clearly understand the nature of the
perturbation expansion. The bond forward interest rates are Gaussian and hence a high-
order calculation is far simpler than a similar high-order computation for the Libor Market
Model.

A comparison of the linear and nonlinear models of the forward interest rates, as encoded
in the bond and Libor forward interest rates is of intrinsic interest. In particular, one would
like to be able to have a better understanding of the role that nonlinearities play in interest
rate option pricing.

The approximate coupon bond price is verified to yield the correct limiting price
for the zero coupon bond. An approximate price for the Asian coupon bond option
is obtained in the same framework as the European option, and, as expected, yields
a price less than the European case. The HIM and BGM-Jamshidian limits are
taken of the approximate European coupon bond option price and it is seen that
there is a loss of crucial nontrivial correlations for these two limiting cases.

11.2 Payoff function’s volatility expansion

The coupon bond option payoff is a nonlinear function of the forward interest rates
and is fairly intractable. To leverage on the smallness of o (#, x), the coupon bond
option payoff is re-expressed in a manner that can generate a volatility expansion,
as in Section 3.14, for the coupon bond option prices.

The forward bond numeraire has been discussed in Section 9.3 and is the most
suitable for calculations in this chapter. Call and put options for the coupon bonds,
using the forward bond numeraire B(z, t,), are given by Eq. (3.8) as follows

C(to, t, K) = B(to, ) E[Ps]

N
P(io, tx, K) = B(io, 1) E (K - ciB(, T,~>>
i=1 +

i=1

N
Py = (ZciB(t*,Ti)—K> (11.1)
+

where E[...] refers to the expectation being evaluated using the forward bond
measure. The payoff function P, includes, as a special case, the swaption payoff
givenin Eq. (4.32), with the coefficients ¢, and strike price K taking specific values.
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t

0 to t1 Tl X

Figure 11.1 The shaded area is the domain of integration R;.

Recall from Eq. (5.2) that the bond forward interest rates can be written as

t t
f(t,x) = f(to,x)+/ dt/(x*(t/,x)+/ dt'c(t',x) A, x)

To To

The drift for the forward numeraire, from Eq. (9.3), is given by

X
ay(,x) =/ dx'M (x,x;t): forward drift (11.2)
1

*

and yields the following for the zero coupon bond”

T;
B(ty, T;) = exp {—f dxf(t*,x)} =e % (1.1, ;) (11.3)
Iy

where

T;
E = F(IO,I*, Tvl) = exp {_/ dxf(thx)} s o = f a*(t7x) (114)
R;

| i

tx T;
Q; :/ o(t,x)A(t, x) E/ dt/ dxo(t,x)A(t,x) (11.5)
R; 1o by

The domain of integration R; is given in Figure 11.1.
The coefficient ¢;, the integrated form of the forward measure drift, is

1 Iy T;
o; :f o (t,x) = —/ dtf dxdx'M(x,x';1) (11.6)
R; 2 fo I

2 Recall from Eq. (2.14) that F; = F (ty, ts, T;) is the forward price, at time f, of a zero coupon bond B(ty, T)
that is to be issued at time f, > fg in the future and matures at future calendar time 7;.
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The price of the coupon bond is re-written as

N N N
D Bt T) =Y c¢iFi+ ) cilB(t.T;) — Fi]

i=1 i=1 i=1
=F4+V (11.7)
The break-up of the coupon bond into F 4 V is based on the fact that all deviations
of the coupon bond from its forward price F are due to fluctuations in the forward
interest rates that are controlled by its volatility o (¢, x). In fact, V has an order of
magnitude equal to O (o), and hence an expansion in power of V would, in effect,

result in the volatility expansion that one is aiming for.
From Eq. (11.3), the following are a few definitions.

T;
Ji=cF;;, F =exp{—/ dxf(to,x)} (11.8)
Iy
N N
F=Y cF=YJ (11.9)
i=1 i=1

N N
V=Y clBt.T)— Fl=)_ Ji[e® % —1] (11.10)
i=1 i=1

The payoff function is given by

N N
|:Zc,~B(t*,Ti)—K:| = |:F+ZJ,-(6_“"_Q" — 1)—K:| (11.11)
i=1 + +

i=1

=[F+V-K],

and is re-written using Eq. (A.7) as follows®

N 1 +00 .

Y a1y~ K) =5 [ " domne"-O(r+ 0 k)
i=1 27 J—oo i
= +

The price of the call option, from Eq. (11.1), can be written as
1 +o00 )
C(to, ts, K) = B(to,t*)z—/ dQdn(F + Q — K)+e_”7QZ(n) (11.12)
g

—00

3 The integration variable Q should not be confused with Q;.
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with the partition function given by
1 .
Zm =~ / DAY 7 = / DAeS (11.13)

All the random terms are contained in Z (). A perturbation expansion is developed
that evaluates the partition function Z () as a series in the volatility function o (¢, x).

11.2.1 Put—call parity

To see how put—call parity is expressed in terms of the partition function Z(7), note
from Eqgs. (4.15), (11.1), and (11.12)

400
Clto e K) — Pl 1, K) = 22212 / d0dn(F + 0 — K)e="2Z ()
(11.14)

The integration over the variable Q in the equation above can be performed exactly
and, from Eq. (A.7), yields a Dirac-delta function and its derivative in the n variable;
hence, one obtains from Eq. (11.14) that

C(t()’t*’ K) - P(t(),l*y K)

400 9
=BGt [ dn[(F = K)o +i5-500 |2
—00 n
.0
= Blio, )| (F ~ K) Z00) = i Z (Dl (11.15)
Comparing Eqgs. (4.23) and (11.15) yields the following two conditions
0
Z0) =1, %Z(n)lnzo=0 (11.16)
= Z(m) =1+ 00r)

Any approximation scheme for evaluating the partition function Z(7) must
satisfy the put—call parity given above in Eq. (11.16).

11.3 Coupon bond option: Feynman expansion

In general, computing the coupon bond European option price is a nonlinear
problem that needs to be studied numerically or perturbatively. In this section,
an analytic expansion for the approximate price of the coupon bond option is
derived [9].
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From Figure 7.1 the volatility of the forward interest rates is a small quantity, of
the order of o (¢, x) ~ 1072 /year. The volatility expansion yields the price of the
coupon bond option as a power series in o (¢, x) and, in effect, provides a rapidly
convergent series for the partition function Z[n].

The partition function of the coupon bond option price can be written more
explicitly. Recall from Eq. (11.13)

1 .
Z(n) = 2/DAe’"VeS[A] (11.17)

The effective action for the pricing of the coupon bond option, from Eqs. (11.10)
and (11.17), is given by

Sktfective = S[A] +inV (11.18)

N
= S[Al+in )y Jile "% —1]

i=1

N "
= STAT+in Y Jife e I oA 1] (11.19)

i=1

Eq. (11.19) yields a highly nonlinear and nonlocal two-dimensional quantum
field theory, with the coupon bond option payoff function providing an effective
nonlocal exponential potential for the quantum field A(z, x).

Nonlinear quantum field theories are usually intractable, and the best that one
can do is to develop a consistent perturbation expansion for the partition function
Z(n).Feynman diagrams provide the standard technique in quantum field theory for
perturbatively studying nonlinear systems [95]. The quantum finance formulation
of the forward interest rates provides a Feynman perturbation expansion of the
partition function.

A cumulant expansion [95] of the partition function in a power series in 1 yields

Z(U) — eiﬂC[—%?]zCz—i%7]36’34—%7746‘44-... (1120)

The coefficients Cy, Co, C3, Cy4, . . . are evaluated using Feynman diagrams.

From the put—call parity constraint given in Eq. (11.16), the first condition
Z(0) = 1 is satisfied automatically, and the second condition implies that C; = 0.
Hence any approximate scheme for Z(n) that fulfills the put—call parity relation
must yield

Z(U) — e—%ﬂ2C2—i%7]3C3+%ﬂ4C4... (1121)
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Expanding the right-hand side of Eq. (11.17) in the power series to fourth order in
n yields

1 .
Z(n) = 7 f DAY SA
= /D.AeS[A] 1—|-177V+—(177)2V2
bV St 4 ] (11.22)
3! i '

Comparing Eqs. (11.20) and (11.22) yields, in the notation of Eq. (3.66) and to
fourth order in 7, the following

= E[V] (11.23)

= E[V?] - C} (11.24)
Cy=E[V3]-C} (11.25)
Cy= E[VY-3C3 - (11.26)

The coefficient C is exactly zero since the martingale condition for the forward
measure yields

N
=E[V]=) J[Ep(e*9%)-1]=0 (11.27)

Put—call parity is satisfied in the approximation scheme since C; = 0; one can see
that the martingale condition is essential in the realization of put—call parity.
Define the dimensionless forward bond price correlator by

Gij = Gij(to, 14, T;, Tj; 0)

| T; Tj

=f dt/ dxf dx'M(x,x";1) (11.28)
0] Iy Ix

= Gj; : real and symmetric

where M (x,x';t) = o(t,x)D(x,x";t)o (t,x"). The integration domain for G;; is
illustrated in Figure 11.2(a), and Figure 11.2(b) shows its dependence on 7; and T;.
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Figure 11.2 (a) The shaded domain of the forward interest rates contributes to
the correlator G = ft:)* dt ft*T’ dx ft*Tf dx'M (x,x';t). For a typical point ¢ in the
time integration the figure shows the correlation function M (x, x";#) connecting
two different values of the forward interest rates at future time x and x’. (b) The
forward bond price correlator G;; = G;j(fo, s, T;, T}), is plotted against 7; and
T; with t, — 19 = 2 years. M (x, x'; 1) is taken from swaption data.

Gi; is the forward bond propagator that expresses the correlation in the fluctuations
of the forward bond prices F; = F (o, 1, T;) and F; = F(to, 1., T;).

For any application of the coupon bond option price to the financial markets, one
has to take into account market future time defined by Eq. (5.25) and given by

af(t,t+0)

o’ a(t,z2(0)) + o (t,z(0))A(t, z2(0))

=x—1t, z=20"

The forward interest rates’ correlator has the property that, for a given period
of time, the market’s correlator depends only on remaining future time; that is,
M(x,x';t) = M(x — t,x" — t). The market correlator for the forward bond prices
is then given by

(to, te;05v)

L Ti—t Tj—t
:/ dt/ de/ do’'M(z(9),z(9"))
f te—t ty—t

Market _ ~Market
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11.4 Cumulant coefficients

A computation for the cumulant’s coefficients is carried out in Section 11.12 and
yields the following result

N
Cy=)_ JiJjleCi —1] (11.29)
ij=1
N
Cs= Y JidjJleCutCitOu — ¢Cii — eGik — ¢%hi 2] (11.30)
ijk=1
and
N
Cy = Z JiJijJlI:eG,'j+Gik+Gi1+ij+Gj1+Gk1
ijki=1

o eG,’j—Fij—FGk,' o eGij+Gjl+Gli . eGik+le+G1i . eij+le+Glj

o eGij+Gk1 . eij+Gil . 8Gik+Gﬂ
+2(eGii 4 ¢t 4 ¢Git 4 Gk 4 Gt 4 ¢ty — 6] (11.31)

The terms required to determine the coefficients rapidly proliferate.

As things stand, all coefficients C», C3, C4, ... seem to be of equal magnitude.
A consistent expansion is obtained if one assumes that o (¢, x) is small for all values
of its argument. For Libor, data indicate that o (¢, x) =~ 1072 /year; furthermore,
normalizing the propagator, as in Section 7.3, yields M (x, x;t) = a(t,x)2 and
D(x,x’;t) <1 forall x, x’.

G;; is dimensionless and is of order of magnitude of o2, which yields that
Gij ~ 10~*. Hence G; j can be taken to be a small expansion parameter, with all
the coefficients C, C3, Cy, . . . being expressed as power series in G;;. Expanding
the exponential functions in Eqs. (11.29), (11.30), and (11.31) yields the following
result

N
1
Cy = Z JiJj [Gij + EGlzji| + O(G?j) (11.32)
ij=1
N
C3=3 Z JiJj kGG ji + O(G?j)
ijk=1
N
Cys =16 Z JiJj 1 1Gi; G jk G + O(G?j) (11.33)

ijkl=1
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Denote the magnitude of the matrix elements G;; by G; using the fact that G >~ o2,

the partition function Z has an order of magnitude expansion given by
Z(n) = &= D a6
~ e T anlad-2
= et alo—aio’ . oy (11.34)

where all the coefficients a; >~ O(1).

The quadratic term in the exponential for Z(#) fixes the magnitude of the fluc-
tuations of the ¢ = on variable to be of O(1); hence, the remaining terms are of
order o, o2, and so on to higher and higher order. The perturbation expansion for
the partition function Z(n) is consistent, with the higher-order terms in n being
smaller than the lower-order ones. One can obtain any degree of accuracy in the
expansion parameter G, or equivalently in o, by going to high enough order and
self-consistently terminating the expansion at that order.

The perturbation expansion for the partition function Z(n) has an intuitive
representation using Feynman diagrams. The forward bond propagator G;; that

Fi Fi
I:i L] ] j ] L] ]
Propagator: 1 "Y / Fi Fo 2{3 . . ti -
Fr R F
C; F F;
2 e ; eedeeen (i) (i)
1
e o o y& e o o 2 e o o e o o
FiF, Fi FiFy F
C L]
3 L] L] L] .Fk L] L]
e (i)

(a) (b)

Figure 11.3 (a) Feynman diagrams for the partition function Z (). In the diagrams
the dots represent the forward bond prices F; and F; and the wavy lines are
their correlators G;;. Coefficient C; is evaluated by the sum of two diagrams;
coefficients C3 and Cy are each evaluated by a single diagram. (b) Disconnected
diagrams are ones in which some of the forward bond prices, indicated by the top
line, do not couple to the other forward bond prices. Figures (i), (ii), and (iii), are
second-, third-, and fourth-order disconnected diagrams that do not contribute to
In(Z(n)) and, hence, to any of the coefficients.
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represents the correlation between forward bond price F; and F); is indicated with
wavy lines in Figure 11.3; note that all the diagrams for C», C3, C4 that yield the
partition function Z(n) are connected, in that none of the forward bond prices
is decoupled from the forward bond propagator G;;. In contrast Figure 11.3(b)
has examples of disconnected Feynman diagrams; for example in Figure 11.3(b),
(1) none of the forward bond prices in the second line, denoted by F;, couples to the
propagator. It can be shown that, in general, only the connected diagrams contribute
to In(Z(n)) [95].

11.5 Coupon bond option: approximate price

From Eqgs. (11.12) and (11.25) expand the partition function up to the quartic terms
in 1, and then perform the Gaussian integrations over n [9]. This yields

C(tO, t*a K)

1 0 o _1 2C a1 3C 1 4C
= Blio. 1) 5~ dQdn(F + Q — K), e 1@ 27 C2miqm g Cat

—0o0

+00
- B(to,t*)—f dO(F + 0v/Cr — K)+ f(39)e 22" + 0(c*)  (11.35)

where, for dp = 9/9Q, one has the following

2
G \.3 Cs You L[ G5 6 4
do)=1—-— )83 + b+ - —) 95+ 0@
oo <6c;/2> o+ ()3 (am) oo

C; Cy
~ O(c? —~0 S~ 2y (11.36
@ 7 = 00X 7 =06@H 1139

Due to the properties of ® (x), the Heaviside theta function given in Eq. (A.3), the
second derivative of the payoff is equal to the Dirac-delta function, namely

05(F + 0y/Cy — K)y = /C28(0 — X) (11.37)
X = K-r. Dimensionless (11.38)
- .

Using the equation above and Eqs. (11.35) and (11.36) yields to O(c%), after an
integration by parts, the following

+00
Clion 1. K) = B(fo,t*)— f 40 | (F + 0yCr — K4
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2
C3 Csy » 1 G 4 12

++4/C28(0 — X) { — do + ad + ad e 2
6C§/2 24C§ 0 6C3/2 0

(11.39)

where, as in Eq. (3.70)
+00
I(X) = f d0(0 — X)4e 22 = 2% { V2rX[N(X) —1] (11.40)

Hence the price of the coupon bond is given by

Ct, ts, K) = B(to,l*),/—I(X) + 0(0") (11.41)

/ G Cy 1 C _ly2

The leading behavior of option price C (ty, ., K ) is graphed in Figure 11.4(a); the
surface is smooth because variables X and A are varied continuously.

For the coupon bond and swaption, at the money is given by F = K hence,
the option’s price close to at the money has X ~ 0 and to leading order, from
Eq. (3.72), yields the price to be

C(r,ts, K) = B(to,t*),/% — %B(to,t*)(l( —F)4+0(X% (11.42)

11.5.1 Put—call parity for approximate option price

The approximate price of the coupon bond call option in Eq. (11.41), expressed in
terms of the expansion coefficients, can be written symbolically as C(#y, tx, K) =
Clip.1.,k1(C2,C3,C4, X). The put option is given by an expression similar to
Eq. (11.35) for the call option, namely

P(t()’t*,K)
L —inQ 2Cy—i 4P C3+ 4t Cat
= B(to,l*)z_ de?’](K — F — Q) n e 27] 2— 3y77 3+ G4t
T —00

= Clip.1,,k1(C2, —C3,C4, —X)

For the put and call options’ approximate price, since X = (K — F')/+/C2, put—call
parity yields

C(t()at*a K) - P(tht*a K)
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Cltot.K)/Blig )

Figure 11.4 (a) The value of the swaption C (t, s, K)/B(ty, tx) = ~/C2 /27w 1(X)
+0(c?), plotted as a function of C; and X. (b) The price of a 1x3 swaption, which
has three years’ duration that matures one year in the future. The floating payments
are made at 90-day intervals and fixed payments are made at 180-day intervals.
The x-axis is the par value Rp and time is plotted along the y-axis.

= Clip,.k1(C2,C3,C4, X) — Cl11,.k1(C2, —C3, Cy4, — X)

= B(zo,t*),/zc—; X (—2\/§X> + 0(c™) = B(tp, t,)[F — K]

= B, T)) — K B(to, 1)

]

Hence, the volatility expansion in o yields an approximate price for the call and
put option that obeys put—call parity order by order.

11.5.2 Numerical price of swaptions

The swaption price is given by Eq. (11.41), with the factor of B(fy, t,) for the case
of coupon bonds replaced by V B(t, Ty). Putting ¢, to be equal to its values for the
swaption coefficients, as given in Eq. (4.32), and setting the strike price of K =1
in Eq. (11.41) yield the price of the swaption Cy (g, Tp, Rs) at time #g.

Figure 11.4(b) shows the time series for the price of a swaption on Libor with
values for the fixed interest rate being equal to the daily par value Rp given by
Eq. (4.36). The surface shown in Figure 11.4(b) is rough compared to the surface in
Figure 11.4(a) because the par interest rate R p in the market varies discontinuously,
leading to sharp changes in the price of the swaption.
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11.6 Zero coupon bond option price

An exact quantum finance result for the option price of a zero coupon bond is given
in [12]. For the approximate price of the coupon bond option to be consistent, it
has to reproduce the price of the zero coupon bond option as one of its limiting
cases. In this section the fourth-order result obtained for the price of a coupon bond
option is shown to correctly reproduce to order O(g*), the known exact result of
the zero coupon bond option.

The zero coupon bond is a special case of the coupon bond when only one of
the coefficient functions c¢; is nonzero. Let ¢; = 1 and 77 = T, with the rest of the
coupon payments being zero, thatis¢; =0, i = 2,3,..., N. From Eq. (11.1) the
payoff function, the forward price for the zero coupon bond, and the propagator are
as follows

Pt) = (B(t:, T) — K) .

T
F=cF =exp{—/ dxf(to,x)}
I

1y T T
G = q? =f dt/ dxf dx'M(x,x';1) (11.43)
0] [ [

The coefficients in the expansion for the price of the coupon bond option yield

1 1
Cy = F? [Gn + EG%I} = F? [q2 + §q4] +0(q% (11.44)
& 31[713(;%1 3. C4 16}714(;?1 2 4
cn A2 q+0(@q) 2 e q @)
X =" 0]
o F + O0(q)

Note that the expansion for coefficient C; has to be kept to O (g*); since the square
root of C, appears in the payoff function, the O(g*) term yields the next leading
order term for the payoff function, which is a term of O(g?).

The price of the coupon bond call option, from Eqs. (11.39) and (11.44), simplifies
in the case of the zero coupon option to

Cucp (10, 14, K) (11.45)

qF[l 2 2iy2 Ly 2 ]—lxz
= B(ty,ty) —|zgX + zq° (X" — 1 —g° (X" —6X 3 2
(o,*)mzq 347 )+ 347( +3)|e
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+ B(to, 1,) 40 F+qF(1+ 24 20 — K) e 22 4 0(g%

7wl

Consider the following Taylor’s expansion of the payoff function to O(g?)

{F+qF<1+ lq )Q K} ~ (1+iq2QaQ) (F+qFQ—K),
+

(11.46)

Inserting Eq. (11.46) into the last term in Eq. (11.45), doing an integration by
parts using Qe_Qz/2 = —aQe_Q2/2 and from Eq. (11.37)

B(ty, 1) —— dQe—%Q2 1+1q2Q8 (F+qFQ —K)

F 4t = +
_B(to,t*)J_/ F+qFQ—K)++iq3F8(Q—X)]e_%Q2
= B(to,t*)jTF_n[l(X) + %qze—%xz] (11.47)

I1(X) is given in Eq. (3.70). Hence from Eqs. (11.45) and (11.47), the price of the
zero coupon bond option, after some simplifications, is given by

;[;qX+ —PXE 1)+ q 2(x2 - 1) ]e—%xz
ﬂil(X) +0@gh (11.48)

CZCb(l09 l*v K) B(t09 l*)
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It is shown in Section 11.13 that the exact result for the zero coupon bond option
price, when expanded in a power series in g2, yields the same result as the one
obtained in Eq. (11.48).

11.6.1 Zero coupon bond option numerical estimate

The accuracy of the volatility expansion of the zero coupon bond option price is
studied by comparing the approximate expression for the call option price given
in Eq. (11.48) with the exact expression for the zero coupon bond option given in
Eq. (11.66). The zero coupon bond option has been derived in [12] based on the
bond forward interest rates and is given by

C(to, ts, T,K) = B(to, t,)[F (2o, 1, T)N(d4+) — KN (d-)] (11.49)

T 1 F q2
F = F(,t,.,T) =exp{—f dxf(to,x)}; dy = —|:ln—:|:—i|
, q K 2

The normalized difference of the exact and approximate option prices, namely
(CExact _ cAPProvy jcExact g plotted in Figure 11.5(a) for various values of X =
(K — F)/qF and for different values of ¢2; the result shows that the approximate
value of the option price has a negligible normalized error of about 107 for 0 < ¢>
< 0.01. The (normalized) root mean square is computed for the entire fit, and is
given in Figure 11.5(b); the normalized error is again about 10~ over the same
range of ¢2.

For the coupon bond with N-coupons, the effective expansion is approximately
Ng?; from the results of the zero coupon bond, one can estimate that as long as
Ng? < 0.01 the approximation has an accuracy of about 1073; for a typical value
of g> ~ 1073, one can conservatively conclude that, for the coupon bond option,
the perturbation expansion is valid for N =~ 100.

11.7 Coupon bond Asian option price

The path integral formulation of option pricing is ideally suited for studying the
Asian option since its payoff is a function of all the values (‘paths’) that the under-
lying security takes, from its initial to its final value. The coupon bond option is a
particularly complex instrument since the payoff is an exponential function of the
underlying forward interest rates.

Suppose a coupon bond is issued at time #,

N
B(t) =) ciB(t. T)

i=1
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Figure 11.5 (a) The normalized difference of the exact and approximate option
prices for the zero coupon bond, namely (C fjf” -C ZAC[;” s Yle ZEC)I‘)““ , for various

values of ¢ and strike price X = (K — F)/qF. (b) The normalized root mean

square error \/ var((CEpact — cArp "9%) JCExact) of the fit for the entire zero

zch zch zch
coupon bond option price, as a function of effective volatility ¢2.

with T; > t, for all i. The forward coupon bond price, at time ¢ < t,, is given by

N T;
F() = ZCiF(l’l*’Ti); F(t,1,,T;) = exp{—/ de(t,x)}; o <1t <t

i=1 B

The payoff of the Asian call option, issued at time 7y, maturing at 7, and with
strike price K, is given by

*

Iy
Pasn = [ / dip()F (1) — KL (11.50)
I

0
where p(?) is a weighting function, equal to 1 for the arithmetic average; if one
wants to place greater emphasis on the price of a coupon bond near the maturity of
the option one can take p(¢) = exp{—A(t —t,)}. The forward interest rates domain
of the Asian coupon bond option is shown in Figure 5.2(b).

The Asian option price, using the forward bond measure, is given by Eq. (3.8) as

C(IO, t*’ K) = B(IO, t*)E[PAWl]

1
E[Pasnl = E / DAeS[A]PAsn

The Asian coupon bond option is studied using the bond forward interest rates
defined by Eq. (5.1). A Feynman perturbation expansion for the Asian option price,
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similar to the European option case, is generated in powers of o2(t, x), the volatil-
ity of the forward interest rates. One expects that all fluctuations of the payoff
function from its initial value should be small, governed by the value of O'z(l‘, X);
hence, one re-writes the payoff function by subtracting its initial forward value.
Eq. (11.50) yields

L
sn = d —F,+F,—K
Pan =i | do0F O ~Fy 4 7y K]

* — 10

F, = F(ty) [ f*dtp(t):| (11.51)

t*_lo )

From Eq. (5.2)

! !
dt’a*(t’,x)+/ dt'oc(t',x) A, x)

0]

f(t,X)=f(to,X)+/

0]

and yields, as in Eqs. (11.4) and (11.5), the following forward prices of the zero
coupon bonds

T;
F(t,t.,T;) = exp {—f de(l,x)} — e_Qi(f)—,Bi(l)F(lo,l*’ 7))
[

t T; t T;
Qi(1) = / dt’ f dxo(t', x) A, x); Bi(t) = / dt’ f o (t', x)
1o Ty 1o Ty

Similar to the European case, the random term in the payoff function is V45, and
is re-written as follows

e
Vasn = f dip(t)F (1) — Fp
Iy — tO o

1 ("
=— f dt Y " Ji(O)[e” QOO 1) Ji(1) = cip(OF (to. 1. T)
x — L0 I0) i

One needs to evaluate, similar to Eq. (11.17), the following functional integral
1 .
ZAsn (77) - E / DAe”’VAsneS[.A]

To illustrate the new features of the Asian option vis-a-vis the European option it
is sufficient to carry out the calculation to only O(c?); a calculation to fourth or
higher order can be carried out, using the technology of Feynman diagrams, in a
manner very similar to the European case.



11.7 Coupon bond Asian option price 257

The martingale property, given in Eq. (11.6), namely that

1 [ T;
Bi(t) = —/ dt/ dxdx'M(x,x';t)
2 0] [
yields the following
Co=E[ll=1; Ci = E[Vasn]l =0
The nontrivial coefficient is given by
C2 = E[V},,]

1 3 -
T (e —10)? / drdi’y Ji(Wj<f/>E[[e‘Q"“)‘ﬂi(f>_1][e—Qj(z )—,Bj(t)_l]]

0 ij
1 b / / it
= mfto dtdt Z]i(t)Jj(t)[eH’J(”’) —1] (11.52)
L

The martingale property for B;(¢), given in Eq. (11.6), yields

T; T; t t
Hij(t,t") =/ dx/ dx/f dr/ dt'M(x,x";1)8(t — ')
Ly 1y fo 0]

t
=/ dtG;j(0)0(t" — 1) (11.53)
0]
T; T;
Gij(‘r)=f dxf dx'M(x,x";1) (11.54)
Iy Iy
Hence, to leading order in o2, one has
1 &
Cr, = —f drdt’y " Ji(0)J; (" YHii (t,1) + O(c>)
(te — 10)* Jy Xj: L
1 &

t
/ dtdt’ZJi(t)Jj(t/)/ dtG;j(0)0(’ — 1)
ij To

(1« — 10)% Jy

Iy t ¢
L 2f dt’f dZZJi(Z)Jj(l/)f drGi;(r)  (11.55)
(f* - IO) 10 to ij to

The p(¢) = 1 limit yields, similar to Eq. (8.43), the following

t
Io

1 *
Cr = m;wjf di(t = 10)(te — G (1); Ji = ¢; F (10,15, Ty)
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Once one has evaluated the coefficients Co, Cy, and C,, the price of the Asian
option can be obtained from Eq. (3.69).

The HIM limit for p(¢) = 1 is taken in Section 11.10 in order to gain some
insight into the approximate price of the Asian coupon bond option.

11.8 Coupon bond European option: HJM limit

In Section 4.11, the limiting cases for the quantum finance formulation of coupon
bonds and interest rates were discussed. The HIM and BGM—Jamshidian models
are special cases of forward interest rates being exactly correlated and correspond
to the propagator being a constant. The limit of D(x, x";z) — 1 for all x, x’ in turn
yields M (x,x";t) = o(x —)D(x,x";0)0(x’ —t) > o(x —t)o(x’ —1).

The limit of D(x, x";7) — 1 is studied in order to determine the importance of
having a nontrivial correlation for the forward interest rates.

Taking o (x — t) equal to the market volatility of the forward interest rates, the
percentage difference between the daily price of a 2 by 10 swaption at the money and
its HIM limit of D(x, x’;t) — 1 is plotted in Figure 11.6(a); the daily HIM option
price Cgyy is seen to be overpriced by 4-9% in comparison with the correlated
quantum finance option price Cgr. This result shows the important role of the
nontrivial correlations in pricing coupon bond options.
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Figure 11.6 (a) The percentage difference of a 2 by 10 swaption daily price, at the
money, for the quantum finance model’s price Cpr and of its HIM limit Cyyps. The
volatility function o (¢,x) is taken from the Libor market as are the daily forward
bond prices F;. Note the HIM model systematically overprices the swaption by
4-9%. (b) The difference of the swaption price, at the money, as a function of o¢, of
the one-factor HJM model and the quantum finance model with D(x, x’;1) — 1;
the volatility function is ope **~") with A = 0.1 /year.
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The quantum finance option price has been derived as a perturbation expansion
in the volatility. From Eq. (3.72), to leading order, the option price is given by

Cy, 1 s o

To lowest order, from Eqs. (11.8), (11.28), and (11.32)

N
Cr=) J;iJiGjj

ij=1
[ T; Tj
Gij :f dt/ dx/ dx'o(t,x)D(x,x";t)o (t,x)
) [ Ix

Taking the HIM limit of D(x, x";7) — 1 and for exponential volatility o (¢, x) =
0e 1 yields, from Eq. (4.43), the following

Gij — 0'0/ dt/ dxe 2~ t)/ dx'e™0'=0 = 02Y (1, T;)Y (4, T})

=0 = GEZJJ Y(t*,T)Y(t*,T)_GEZJY(t*,T)

ij=1 i=1

Hence, the HIM limit of the quantum finance option price is given by

T 1
C(to. 1. K) ~ B(to, 1,) [\/EGE DY T = S(K = F)}

i=1

+ 0K — F)%,09) (11.56)

From Eq. (4.48), to leading order in op, Eq. (11.56) is seen to be equal to
Crm (10, 14, K).

Figure 11.6(b) shows the result of a numerical evaluation of both the HIM and
the HIM limit of the quantum finance option price with K = F (at the money) —
with exponential volatility oge™**~) and for fixed forward bond prices F;; only
op is allowed to vary. Figure 11.6(b) shows that the HIM limit of the approximate
quantum coupon bond price starts to deviate from the HIM price for o9 > 0.1;
this is to be expected since the quantum finance approximation, in the first place,
is expected to hold for only small values of o*g ~ 1072

The result of Figure 11.6(b) does not mean that the HIM model price is as acc-
urate as the correlated quantum finance model for small o; rather the result shows
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that the HIM approximation of the quantum finance model agrees, for small oy,
with the result of the one factor HIM model. In fact, as shown in Figure 11.6(a),
the best version of the HIM model, which uses the market volatility and forward
interest rates that are taken to be exactly correlated, systematically overprices the
actual market price of the swaption, with the quantum finance approximation being
more accurate.

The HIM limit shows a number of special features of the HIM option price.

 The one-factor HIM coupon bond option price for exponential volatility is given by a
single sum, each term of which is similar to the zero coupon bond option price given
in Eq. (11.49); the single sum is due to the specific exponential form chosen for the
volatility.

 The quantum finance and one-factor HIM option prices are seen to be equal in the limit
of D(x,x’;1) — 1, at the money, and to lowest order in the exponential volatility.

- For a general volatility, which in particular is not an exponential, the limit of
D(x,x";t) — 1 does not remove the square root on Cs.

11.9 Coupon bond option: BGM-Jamshidian limit

The correlation of the Libor rates L,(t) in the BGM-Jamshidian model, as a
function of future time 7},, is given by Eq. (6.9) as

£ [dL(t,Tn) dL(t,Ty)

TR ] = vy DEROR()]
= Vu(Oyw ()81 — 1) (11.57)

As in the HIM case, in the BGM-Jamshidian formulation of the Libor Market
Model, changes in the Libor rates are exactly correlated; thatis, Dpgp (¢, T, T') = 1.
Future time runs over Libor time 7;,, = Ty +n¥; hence, the quantum finance formula
for the coupon bond option has the following BGM-Jamshidian limit

N N To T T
Z JiJiGij — Z JiJj/ dt/ dx/ dx"y (t,x)y (t,x"YDpom(t, x,x")
1o To To

ij=1 ij=1

N T i-1 j—1 N Ty i ]
=Y [Ca Y Y w0 =Y gy [ a3 A
ij=1 fo n=ng m=n ij=1 10 n=no m=no

where

Tht1 To
yalt) = fT dxy (1,%); / dtyn (O Ym(®) = Donn
n o
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The BGM-Jamshidian approximation, as given in Eq. (8.50), yields the following
Ay =TTy,

and this leads to the following factorization of G;; [34]

2

N N k-1
> JidiGij— [Z > Jirn}

ij=1 k=1 n=n

Collecting all the above results, one obtains that, for small volatility, the BGM—
Jamshidian model limit of the quantum finance pricing formula is given by

N k—1

B(to, To) B(to, To)

—_— JiJiG;i — i F (1o, To, Tx) [y (to, To, Ty)
YRS MR D>

>~ CBGM(lo; Ty, K)

The BGM—-Jamshidian approximation yields a factorization of +/C» quite distinct
from the factorization of the HIM model with exponential volatility.

11.9.1 BGM-Jamshidian approximation for exponential volatility
Similar to the HIM model, the BGM-Jamshidian approximation can be explicitly

evaluated for the case of exponential volatility.

0 _ _
y(1.x) = yoexpl—a(x — D} yu(r) = Vxe”’ O[] — M

The matrix A, factorizes exactly; for 7o = ng¢, one has

Amn = 1_‘n lﬁm

r, = yLe—(ﬂ—ﬂo)M[l _ e_M]; Vf 2)@ [1 —2?»(!()—7?))]

Hence, for exponential volatility the BGM—Jamshidian approximate price is

k—1
Ceam (10 To, K) =~ \/_—B(ZO’TO)ZCkF(ZO,TO,Tk) >or,
n=ng
N

- JVTLTTB("” To) ];CkF(ZOa To. T)[1 — exp{—(k — no)rL}]
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In summary:

» For the HIM and BGM-Jamshidian models, the bond forward interest rates and Libors,
in the future time direction, are exactly correlated and result in Dy (¢, x,x") = 1 =
Dpm(t, x,x"). The forward bond correlator G; j 1s, consequently, factorized, that is
G,' j — F,‘ r J*

« The factorization of G;; results in the following

N N
Z JiJiGij — Zrifi
i=1

ij=1

 Since J; = ¢; F(tg, To, T;), the factorization leads to a crucial loss of correlations between
the F;s, leading to systematic inaccuracies in option pricing.

11.10 Coupon bond Asian option: HJM limit

The coefficient C; yields the Asian coupon bond option price from Eq. (3.69) and
is given in full generality by Eq. (11.52) as follows

1 fe 2 ’
Cy = —2/ dz’/ dlz-]i(l)-]j(l/)/ dtGij(r)
(e — 10) Jyy 1 ij fo

T; T;
Gij(7) =f dxf dx'M(x,x";7); Ji(t) = ¢i F (10, 1, i) p (1)
| |

For definiteness, let p(¢) = 1. The HIM limit for the one-factor model, with
o(t,x) = opexp{—A(x — 1)}, yields

/ 1
M(x.2's1) = o3 e M0 Y (1, T = (1= e )
= Gij(v) = oge P TY (10, TY (14, T))
and hence

2
N
Cy =04, [ZJiY(r*,Ti)} » Ji = ciF(to, 1, T7)

i

=1
o2 Ly t t
= Ofg = e M f dr' f di f dre®”
(l* - t()) o o 0

602 2 2 1 22
[1 —2 {A (e — 10)> — Aty — 10) + E} e (r*—zm}

= 831, — 19)?
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2
(of
<o} of= ﬁu — exp{—A(ts — 10)}] (11.58)

Note oé is the corresponding volatility for the European option given in
Eq. (4.47)." The only difference between the HIM limit of the European and Asian
coupon bond options lies in the functions O'% and oé and, as expected, the
Asian option price has a volatility lower than the European case. In particular,
for the case of A = 0 it is the extra integrations used in defining the average of the
coupon bond that lowers the value of ag below aé.

The BGM-Jamshidian approximation of the coupon bond Asian option can be
taken in a straightforward manner and yields results that are similar to the HIM

case.

11.11 Summary

Coupon bond options and swaptions are amongst the most complex of financial
instruments, and the pricing and hedging of these is of great interest for the debt
market.

The quantum finance formalism of bond forward interest rates provides a scheme
for approximately evaluating the price of coupon bond options and swaptions. The
empirical value of the forward interest rates’ volatility is a small parameter and
was used for developing a power series expansion for the price of the coupon bond
options.

In the earlier second-order volatility expansion for the coupon bond option carried
out in Section 8.5 for the Libor Market Model, there were only a few terms in the
expansion and they did not need to be organized in any particular manner. One
of the main lessons of this chapter is that in a high-order perturbation expansion
the terms proliferate and need to be organized in a systematic manner. Feynman
diagrams provided a graphical representation of the increasingly complex terms
generated by higher and higher orders of the expansion.

The perturbation expansion using Feynman diagrams was realized by expanding
the nonlinear terms in the partition function and performing the path integral, order
by order, using Gaussian path integrations. The approximate coupon bond option
price shows that the nontrivial correlation between forward prices of the zero
coupon bonds of different maturities plays a crucial role in yielding an accurate
price for the swaptions. This result agrees with our intuition since it is the interaction
between the various forward bond prices that should determine the price of a coupon
bond option.

4 In the limit of A — 0, J}xm — ag(t* — 19)/6 and ‘7[25 — 0’02(1‘* —19)/2 > aim.
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The Feynman expansion was carried out to fourth order so as to demonstrate
a very general advantage of the quantum finance formulation: the price of many
debt instruments can be evaluated to a high order of accuracy by systematically
computing higher- and higher-order Feynman diagrams. The high-order coupon
bond option price computation is an exemplar for the nature of the expansion that
holds true for many of the instruments. In most cases, however, the second-order
result suffices, as the expansion parameter tends to be small.

There are other instruments, such as the coupon bond American and barrier
options, that do not lend themselves to a Feynman expansion. Numerical and
analytical techniques are discussed in later chapters for addressing these options.

The coupon bond option price obtained for the Libor Market Model in Section 8.5
is very different from the results obtained in this chapter using the bond forward
interest rates. Similar to the study of caplet pricing, an empirical study needs to be
carried out to compare the predictions of the two models of the forward interest
rates. In particular, the empirical study would be able to determine the domain of
applicability, if atall, of the two approaches to the modeling of forward interest rates.

The case of the one-factor HIM swaption price with exponential volatility was
seen to be a particular limit of the quantum finance formula. The HIM limit of an
exactly correlated bond forward interest rate was seen to be inaccurate, leading to
a systematic overpricing of the swaptions.

It is seen that the formalism of quantum finance can solve problems that other-
wise would be analytically intractable and only amenable to numerical analysis.
In particular, in the conventional formulation of finance, relying heavily as it does
on stochastic calculus, the techniques developed in quantum finance are far from
obvious. In conclusion, the formalism of quantum finance is a useful, flexible, and
transparent theoretical tool that yields accurate results for coupon bond options.

11.12 Appendix: Coupon bond option price

A detailed field theory derivation is given of the coefficients C,, C3, C4. Since
C1 =0, Eqgs. (11.24), (11.25), and (11.26) yield the following

C, = E[V?] (11.59)
C3 = E[V?] (11.60)
Cy = E[V* —3C3 (11.61)
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The computation for the coefficient C; is carried in complete detail. Writing out
the expression for C; yields

C = Z JiJj f e i Qi—wj=Q; _ ,~ei=0Qi _ ,~;j=0Qj 4 l]eS[A]/Z
i,j=1
Z JiJj f == Qi~=0; _ 1]Sl4l 7
i,j=1
since E[e™%~2] = 1 due to the martingale condition for the forward bond

measure.’ Note from the definition of Q; given in Eq. (11.5)
ty 00
Qi +0Q;= f oA+f oA = f dtf (hi + hj)(t,x)A(, x)
R; Rj o s

Ef (hi +hj)A (11.62)
R

ij

On performing the Gaussian integration over the quantum field A(¢, x) using
Eq. (5.21) one obtains, in abbreviated notation

_ i J Jj[e—a,-—aj+% fRij(h,-—i—hj)(t,x)D(x,x';t)(hi+hj)(t,x') 1
ij=1
N
=Y Jidle%i - 1] (11.63)
ij=1

= G,]—/ hi(t,x)D(x,x"; Dh; (t,x")

T;
f dt/ dxf dx'M(x,x';t) (11.64)

Note le, hi(t,x)D(x,x";t)h; (t,x") andej hj(t,x)D(x,x";1)h;(t,x") inEq. (11.63)
are the diagonal terms that cancel against the drift terms «;, o; terms respectively.
The cross term G;; = fRij hi(t,x)D(x,x";t)h(t,x) yields the final result for the
coefficient C5.

A similar calculation yields the coefficient C3 given in Eq. (11.25). To evaluate
coefficient C4 note, from Eq. (11.61) and writing out the coefficient C% using

> Field theorists will recognize that e~ Qi js equal to the normal ordered expression e Qi
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Eq. (11.59) in a symmetric form, one obtains
Cy= (VY —3C3

N
= < D gidjdeae im0 —1][e 7% — 1][em % — 1][em % — 1]>
ijkl=1
N
_ Z Jidj Ty [eGij+Gk1 + eGik+Gii 4 (GiktGji _ 3]
ijkl=1

Doing a calculation similar to the one carried out for the C, coefficient, and using
the martingale condition for the forward bond measure, yields

N
Cy = Z J; Jj i J) [eGij+Gik+Gil+ij+Gjl+le
ijki=1
o eG,’j—Fij—FGk,' o eGij+Gj/+Gli . eGik+le+G1i o eij+le+G1j

_ eGij+Gk1 _ eij+Gil _ eG”‘J’Gﬂ

4+ 2(€Gij + eGik + eGil + eij + eGﬂ + eGH) — 6] (1165)

To understand the significance of the various terms for coefficient C4 in
Eq. (11.65), consider the case of the forward bond propagator G;; being a small
parameter; an expansion of the coefficient C4 as a power series in G;; yields

N
Cs=16 Y JiJjJiJiGijG jxGu + O(G})
ijki=1

One sees that the terms in Eq. (11.65) combine to cancel terms that are of lower
order than the cubic term in the propagator, yielding the leading term to be of
O(G?j). Furthermore, all the disconnected Feynman diagrams, generically repre-
sented in Figure 11.3(b), are canceled out by the terms appearing after the leading
term. The final result is the leading-order quartic term that consists of only the
connected Feynman diagram given in Figure 11.3(a).

In general, for all quantum field theories, the partition function Z () is given by
the sum of all Feynman diagrams, both connected and disconnected, whereas the
log of the partition function In(Z(n)) is given by the sum of only the connected
Feynman diagrams [95]. For this reason, all the coefficients C;, C3, C4, . . . are given
by only the connected Feynman diagrams given in Figure 11.3(a).
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11.13 Appendix: Zero coupon bond option price

The exact zero coupon bond option price is given by [12]

2
Bto,tx) [T —5h(@+[] dxflox)+4)?

—anz dQe

CZCb(tO’t*a K) = (eQ — K)_|_

(11.66)

The explicit expression for C,.p (f9, 1, K) givenin Eq. (11.49) is obtained by doing
the integration over Q. Eq. (11.66) is a convenient form of the zero coupon bond
price for deriving the volatility expansion.

Making a change of variable yields

_l2 4
Coep(to, 1, K) = B(to, 1) —— dQe 29" (Fel%™T —K),

=N
(11.67)
where F' = exp(— ft*T dxf(ty,x)). A Taylor’s expansion in the Q-variable for the
payoff function to O(g*), for X = (K — F)/qF, yields
2
(Fe?9™% —K)| = (F+qFQ—K)y +qF [ {%(QZ —1)
q2 q2 2 202
+5(0 - 3Q)} 90(Q = X)4 + (07 = 105(0 - X)+] (11.68)

Using (Q% — De 22" = 92¢72" and (03 — 30)e 22" = —9}e™2C", doing
integrations by parts and usmg Eqgs. (11.68) and (11.37), yields

ZCb(t()a Ly, K)
B(t()at*) +OO

O[(F +qFQ—K)e T2

2 2
+qF8(Q - X) {—%aQe—W + L ope 0+ (0 - 1>2e—%92} +0(q"
F
- B(to,t*)jz_I(X) (11.69)
gF [l ) Lyn 0] 1y 4
+B<ro,z*)r[2qX+ P = D+ 2?0 = 2] 4 0(gh

where /(X) is given in Eq. (11.40). The result obtained above agrees with the zero
coupon bond limit of the coupon bond option price given in Eq. (11.48).
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Empirical analysis of interest rate swaptions

The pricing formulas for coupon bond options derived in Chapter 11 are employed
for an empirical study. This chapter studies the realization of swaptions as a special
case of coupon bond options. Similar to the analysis of interest rate caplets in
Chapter 10, by considering swaptions as a special case of coupon bonds, one in effect
is using bond forward interest rates to model the swaptions. An empirical study of
the swaption market is carried out in some detail and an efficient computational
procedure is developed for analyzing swaption data [18]. Empirical results of the
swaption price, swaption volatility, and swaption correlation are compared with the
predictions of the quantum finance model that generates, up to a scaling factor,
the market swaption prices to an accuracy of over 90% [19, 40].

12.1 Introduction

Interest rate swaptions have a deep and liquid market and arguably are today the
most liquid option on interest rates; one of their major components is the highly
liquid European swaptions. Swaption pricing is a nonlinear problem that has been
widely studied using numerical techniques [38, 42, 44, 51, 84].

The swaption market is studied within the quantum finance framework. The
theoretical price of a swaption can be modeled in terms of two distinct ways.

- In Section 4.9 the swaption price was shown to be equivalent to a specific case of a coupon
bond option. As discussed in Chapters 5 and 11, one can consistently model (zero) coupon
bonds using a Gaussian model of the bond forward interest rates, given in Eqs. (2.12) and
(5.1), as follows

T
B(t,T) =exp{—f dxf(t,x)}
1
af(t,x)
ot

=a(t,x) +o(t,x)A, x)

268
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In Section 8.6 the swaption price was derived entirely in terms of observed Libor rates
L(t, T,) that, from Eqs. (6.1) and (6.10), can be expressed as follows

T
B(t,T) =exp {—/ dfo(t,x)}
t

9 fL(t,x)

=)+ v(t, x)AL(t, x)

« Due to their complexity, the prices of Libor and coupon bond options can only be evaluated
perturbatively and one needs to decide on a consistent scheme for working out these
approximations. If one is evaluating coupon bond options, a consistent approximation is
to use the bond forward interest rates for f(z,x). For studying Libor options one needs
to study the nonlinear Libor forward interest rates given by f (¢, x).

In this chapter, swaption pricing is analyzed using its equivalence to a coupon bond
option. All prices are derived by considering f (¢, x) to be the bond forward interest rates
discussed in Chapter 5. The empirical techniques used for obtaining the swaption price
are also valid for coupon bond options.

Swaptions have been studied in Section 8.6 in the framework of the Libor Market Model.
Swaption pricing, based of the LMM representation of Libor, is quite distinct from pricing
obtained using the equivalence of a swaption to a coupon bond option. In this chapter,
the LMM swaption price is not empirically studied.

12.2 Swaption price

Recall from Section 4.2 that interest rate swaps are derivatives in which one party
pays the floating interest rate, determined by the prevailing three month Libor at the
time of the payment, with the other party paying at a pre-fixed interest rate Rg. The
swaps that are being considered have floating interest rate payments that are paid at
£ = 3-month intervals and fixed rate payments that are paid at intervals of 2¢ = 6
months. There are N floating rate payments, at times Ty + nf forn = 1,2,..., N,
made at three-monthly intervals. For six-monthly fixed rate payments there are only
N /2 payments of amount 2Rg, made at times 7o +2n¢ , n = 1,2,...,N/2.!

Recall from Section 4.9 that the payoff function for a fixed rate receiver
swaption — in which the holder of the option receives at the fixed rate and pays
at the floating rate — is given by

N/2
Cr(To: Rs) =V | B(Ty, Ty + N€) + 2¢Rg Z B(Ty, Ty + 2nt) — 1

n=1 +

! Suppose the swap has a duration such that N is even. Note N = 4 for a year-long swap.
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N/2
7 chB(To, To +2n6) — 1 (12.1)
n=1
+

where B(¢,T) is the price of a zero coupon bond at time ¢ that matures at time
T > t. The coefficients and strike price for a swaption are hence, from Eq. (4.35),
given by
cn =2¢0Rg; n=1,2,...,(N —2)/2; payment at time Ty + 2n¢
cny2 = 1+ 2¢Rg; payment at time Ty + N ¢
K =1 (12.2)

The fixed interest rate par value R p, at time g, is such that the interest rate swap
has zero value. From Eq. (4.37)

B(ty, To) — B(to, To + N¥)
SN2 Bt To + 2n¢)

n=1

2¢Rp(1y) = (12.3)

The price of a coupon bond option C (fg, ., Rs) at time fy < t,, using the money
market measure and discounting the value of the payoff function using the spot
interest rate () = f(t,t), is given from Eq. (12.1) by

. N/2
Clig,tes Rs) = VE | ¢ D0 "1 3" ¢, Bt +2n0) — 1 (12.4)

n=1 n

where V is the notional deposit on which the interest is calculated; the swaption
prices quoted by the market are for V = US$1 million.

The coupon bond European option price has been derived in Section 11.5. Since
o (t, x), the volatility of the forward interest rates f (¢, x) is 0(1072), only the lowest
order result in the perturbation expansion needs to be retained for the empirical
study; hence, from Eq. (11.41)

Cltoy s, Rs) = B(to,t*)\/%I(X) + 0@ (12.5)
K- F

NAS)
T
F; = Fi(ty, 1, T;) = exp {—/ dxf(lo,x)}
1

N
F = ZJ,-; J;
i=1

(X)) =e 2 £ V2rXN(X); X =

c; F; (12.6)
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F; are the forward bond prices; coefficients ¢; and strike price K are given in

Eq. (Eq. (12.2)) in terms of the fixed interest rate R. For a swaption initialized at

time #( to be at the money, the fixed interest rate R; is equal to the par value Rp (tp).
The coefficients in the option price are given in Eq. (11.32) as follows

N
1 2 3
Cy = 21 Jidj [Gij + EGU] + 0(G}))
ij=

The market correlator G;; of the forward bond prices is given in Eq. (11.28). G;;
for different quantities is defined over different domains of the forward interest rates
and this results in the integration of the forward interest rates’ correlation function
over different integration limits. The exact form of the various integrations will be
discussed later, together with the correlators that are required for the computation
of swaption volatility.

12.3 Swaption price ‘at the money’

Recall that for the par value Rp(fy) of the fixed interest payments, the value of the
swap at time ¢ is zero. From Eqs. (12.6) and (12.3), the fixed interest rate par value,
namely Rs = Rp, implies the following

NJ2
F=F(ty) =) ciFt,To. Ty +2il)
i=1
NJ2
= Y " 2URpF (1o, To, To + 2i€) + F (10, To, To + NO)
i=1
Hence, from Eq. (12.3)
NJ2
B(ty, To) — B (g, T NZ{
Fo (ON/OZ) (10, To + )ZF(IO,
Z 7 B(tg, Ty + 2nt) i1

n=1

To, To + 2i€) + F(tg, Ty, Tp + N )

= F = 1: at the money

In the coupon bond option pricing formula, X = (F — K)/+/C> and for swaptions,
K = 1. Hence when the fixed interest rate Rg for the swaption is at the money
F = 1and thisleads to X = (F — K)/+/C, = 0. To leading order, from Eq. (3.72),
the swaption price close to ‘at the money’, is given by

1
Cltoy tn, Rp) = B<zo,r*>,/% + 3Bl t)(F — K)+0X)  (127)
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12.4 Volatility and correlation of swaptions

The volatility and correlation of swaption prices are important quantities since they
are indicators of the market’s direction and provide insights into portfolio behavior.

Consider the volatility and correlation of the change of swaption price for
infinitesimal time steps. Let C; = C(#,t, R1) and C;; = C(ty, 12, R2) denote
two swaptions. Introduce the notation

T
V2 C(to, 11, Ry) >~ B(to, 11)y/Cay + \/;B(to,tl)(Fl — K +0(X3) (12.8)

and a similar expression for Cyj.
Denote the time derivative by an upper dot; for infinitesimal time step €

.. 1
(CiCrp)e = 6—2((C1(to +¢€) — Cr(t0)(Cyy(to +€) — Crr(t0)))c

= ELZ((SCI(IO)SCU(IO))C (12.9)
where recall that the connected correlator is defined by (AB). = (AB) — (A)(B).”
The swaption prices Cy,Cy; depend on the forward bond prices F;, which
take random values every day. Random changes in the price of the forward bond
prices lead to random changes in the price of a swaption. The correlation func-
tion (6Cy(#9)6Cry(tg)). can be evaluated by a historical average over the daily
swaption prices, considered as the random outcomes of the swaption price. Hence,
a historical average of the correlator of changes in the swaption price, taken over
the random fluctuations of the forward bond prices, can be equated to the ensemble
average of the correlators.
Egs. (5.1) and (5.22) yield the following bond forward interest rate covariance

(ft.x)f(t,xN))e = éM(x,x/;t) (12.10)

From the pricing formula given in Eq. (12.8), the swaption’s rate of change at
the money — namely for X; = 0 —is given by the following

dC(to.t;, R;)  dB(to,17) B(to,t7) dCo g T dFy
V2 = C - - i \/jB to,t;) —
T a VTS ey an TV,

1 ) B(to, t NI T; )
= D1 = Ry [ dxfon - 2L S 56y [
Io

veur o g

2 To simpify the notation, in the chapter this notation for expectation value, namely E[A] will be denoted by (A).
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fB(to,tl)ZJf dx f (1o, x) (12.11)

where #; denotes #; and NI denotes N1. D; contains all the deterministic (non-
stochastic) factors that are subtracted out in forming the connected correlation
functions. One can obtain the expression for the other swaption by replacing / by
I11;1t;; denotes t, and N1 denotes N2.

To determine C I, as in the equation above, one needs f (t9, x), namely the evo-
lution equation of the quantum field f(z, x) glven in Eq. (5.1); hence, together with
Eqgs. (12.10) and (12.11), the correlator (CIC”) is given by

5] 15 ,
27 (5C1(10)5C11 ())e = C1Ciy f dx f dx M1, %, x')

B 10, 1 f Tj
Blo.n) e, Z /JjJJf dxf dx'M (19, x, x')
\/Cz o Ty n

B(to,t B .

n (7o I)C” Z Gii/JiJi// dxf dx"M(ty, x, x")
VCor o fo g

N1 N2

B(to, 11) B(to, 1) Ti U )
+ CiCyy G+ JiJ:G .. J; J | dx dx"M(ty, x,x")
VC2.1Co g il,Z_:l jjz_:l R t

T N2 I3 T;
+\/;B(to,t2)C1 ZJJ-/ dxf dx'M (19, x, x')
j=1 fo [§)

T;
\/>B(l‘o,l‘1)C]]ZJ f dx/ dx’ M(l‘o,x x)

7 B(ty, t1)B(to, 1) fT’ ij , /
+ ./ = G, Jidy Jj dx dx"M((ty, x, x")
Ve Z Z )

i’=1J=1
N2
7 B(to, 1) B(to, 12) /T’ /
+\/> JiG . /JJ dx dx'M((ty, x,x")
2 VCaorr ;}.Z::I 7
T N1 N2 T T;
+EB(to,tl)B(to,tz)ZZJiij dxf dx'M (19, x, x") (12.12)
151 15)

i=1 j=1
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Table 12.1 The various domains of integration for evaluating the integral T =

f;}"l dt fmdé dx fmd§ dx'M (x,x';t) that are required for computing the coefficients

in the swaption price and correlators.

T ml m2 m3 dl d2
G,‘j 14 Ty 14 T; Tj
Gii | f | T; Ty
Gjj ) n ) T Ty

where C» ; and Cy ;7 denote the coefficient C, for the two swaptions C; and Cyy
respectively.

In Eq. (12.12) the indices i, i’ refer to C; and j, j' refer to Cy;. For the swaption
correlation, options mature at two different times #, > 71, and hence two indices i, j
have therangei = 1,2,...,Nland j = a,a+1,..., N2 where the last payments
are made at Txy| and Ty; respectively. In the next section, data is examined in detail
in order to compute the swaption price.

12.4.1 Market correlator

The forward bond price correlator G;;, the swaption correlator, and volatility are

all computed, with various integration limits, from a set of three-dimensional inte-

grations on M (x, x’;t). For a single swaption, the swaption maturity is at 7, and

the two indices i and j run from 1 to N, with the last payment being made at Ty .
A general form of all the integration is given as follows

ml dl d2
sz dtf dx/ dx'M(x,x';t) (12.13)
to m2 m3

and the limits of integration are listed in Table 12.1.

12.5 Data from swaption market

The input data that are required for computing the swaption price consist of the
underlying empirical forward interest rates, the coupon bond price, the forward
bond price, and the fixed rate par value Rp. The swaption market provides daily
data for X by Y swaptions. These swaptions mature X years from today, with the
underlying swap starting at time X and the last payment being paid X + Y years in
the future. The domain for the swaption instrument is given in the time and future
time x — ¢plane in Figure 12.1(a).

All the prices are presented with interest rates in basis points (100 basis points =
1% annual interest rate) and have to be multiplied by the notional value of one
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t
. f(t,0)

L Ty Xx=t+6p x=1+0 x=1t+0py X

(a) (b)

Figure 12.1 (a) The shaded area is the domain of the forward interest rates for
evaluating the price of a swaption. For 2by10 swaption 7, = fo + 2 years and
Tn = t. + 10 years. (b) Zero coupon yield curve data on lines of constant 6; the
6 interval is three months with 6 = 30 years.

million Dollars. The swaption analysis uses Bloomberg data for the ZCYC, deno-
ted by Z(tp, T), from 29 January 2003 to 28 January 2005, and yields, in total,
523 daily ZCYC data. Daily swaption prices are quoted only for ‘at the money’. In
order to get accurate results, actual days in the 12 calendar months are divided by
360, since the convention for total number of days in a calendar year is 360.

12.6 Zero coupon yield curve

In order to generate swaption prices and swaption correlation from the model, both
the historical and current forward interest rates are required. The value of the coupon
bonds and forward bond prices as well as the par fixed rate Rp are computed from
the current forward interest rates, as encoded in the ZCYC. The integrand of the
forward bond correlator G;;, namely M (x, x'; 1), is derived from historical forward
interest rates’ data.

The ZCYC is necessary for evaluating long duration swaptions since ZCYC data
with maturity of up to 30 years is available. The ZCYCis giveninthe 0 = x — ¢t =
constant direction, as shown in Figure 12.1(b), with the interval of 6 between two
data points not being a constant. Cubic spline is used for interpolating the data to
a three-month interval.

From the discussion in Section 2.11, the zero coupon bond is given by’

1

B(ty,T) = 12.14
0D = 120, Ty (1219

3 The number of years in the time interval T — ¢ is given by integer [T — t] = (T —t)/1 year.
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where ¢ represents how many times the bond is compounded per year. For the
ZCYC, c is given as half yearly, and hence ¢ = 2/year.
The definition of the zero coupon bond yields, from Eq. (2.28), the following

T
/ f(to,x)dx = [T —t]In (1 + %Z(to, T))
0]

Note the important fact that the bond market directly provides the ZCYC, which
is the integral of the forward interest rates over future time x. One can numerically
differentiate the ZCYC to extract f(¢,x); this procedure does indeed yield an
estimate of f (¢, x), but with such large systematic errors that it makes the estimate
quite useless for empirically analyzing swaption pricing. Hence all the numerical
procedures are directly based on the ZCYC [18].

All the data required for calculating a swaption’s price can be obtained directly
from the ZCYC data. The interpolation of ZCYC data and the convention used
by Bloomberg have been empirically tested by comparing the computed value of
Rp, using Eq. (12.3), with the value given by the market; the result confirms the
correctness of the computation.

12.7 Evaluating Z: the forward bond correlator

The market value of the forward bond price correlator Z, given in Eq. (12.10), can
be derived from ZCYC data. From Eq. (12.10) and for discrete time f =~ § f /€ the
correlation for changes in the forward interest rates is given by [12]

M(x,x';t) = é((ﬁf(t,x)(Sf(t,x’))c 3 0f(t,x) = f(t+e,x)— f(t,x) (12.15)

Thus, the forward bond correlator is given by the following

1 ml dl d2
7= —/ dt/ dx/ dx" (8 f(t,x)8 f(t,x"))e¢ (12.16)
€ Jn m2 m3

From Table 12.1, it can be seen that none of the limits on the integrations over x, x’
depends on the time variable ¢; hence, the calendar time finite difference operator
8 can be moved out of the x, x” integrations and yields

1 ml dl d2
7= —/ dt<|:8f dxf(t,x)i| |:8/ dx'f(t,x/):|> (12.17)
€ Jn m?2 m3 c

The x and x’ integration variables are directly used instead of changing them
to 6 and 6’ since, as discussed earlier, ZCYC data directly yield the integrals of
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forward interest rates over future time x. The numerical values of f rﬁ dxf(t,x)

and fn‘g dx’ f(t,x") are obtained from the market values of the ZCYC.

To evaluate the market correlator 7 one needs to know the value of the correlator
M (x, x'; t) for future calendar time; the reason being that the time integration 7 in
7 runs from present calendar time 7 to future calendar time m1 > ty. The problem
of obtaining the future values of M (x,x’;¢) can be solved by assuming that the
correlation function, for changes in the forward interest rates, is invariant under
time translations; that is

M, x';t) =M((x —a,x' —a;t —a) (12.18)

The assumption of time translation invariance of the forward rates correlation
function has been empirically tested in [28]; although this assumption cannot be
indefinitely extended, a two-year shift is considered to be reasonable [28].

12.7.1 Shifting integration over calendar time

The integration on the 7 axis can be converted into a summation by discretizing
time into a lattice with spacing €’; Eq. (12.17) yields

t=ty+te; t = ke

ml—to g1 d2
=7T=¢ Z / dxf dx'M(ty + tr, x, x) (12.19)
17=0 m2 m3

Consider the following change of variables for Eq. (12.19)
x=y+t ; X' =y +1

Hence, from Eq. (12.19)

) dl—t d2—ty , ,
I=eZ dy dy M(to + tr, y + tk, y' + k)

I m2—ty m3—ty
dl—t d2—ty

=€) / dy / dy' M.y, ") (12.20)
m2—ty m3—ty,

173

where the condition given in Eq. (12.18) has been used to obtain Eq. (12.20). The
shift of the future time integration to the present and the domain used for doing the
averages for the correlator are illustrated in Figure 12.2.

The integration on future calendar time has been replaced by a summation on
the current value of M (1, x, x"), with x, x’ taking values on various intervals. The
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Figure 12.2 The expectation value ((SY(to + tr, te, T)SY (to + 1y, ts, T)> for future
calendar time is shifted back to #y using the invariance under time translations
and yields an equivalent expression that is evaluated at present calendar time t,
namely <8Y(to, ty —tp, T —13)8Y (to, tx — t3, T — tk)>. A historical average is done
over the rectangular area B, which is in the past calendar time of ty; the optimum
days for evaluating the historical averages is 4 = 180 days.

current value of M (1, x, x") in turn is evaluated by taking averages of the correlator
over its past values.
From above and Eqs. (12.16), (12.17), and (12.20) one has

¢ dl—t; d2—ty,
T = - Z / 8 f (19, y)dy f 8 f (10, y")dy'
Ik

m2—t m3—ty c

€ dl—tiy d2—1
== Z<[5/ f(to,y)dy} [8/ f(to,y’)dy/j|>
€ tx m2—ty m3—ty B

As discussed earlier, in order to directly use the ZCYC data the finite time difference
operator § is taken outside the future time integrations. Note €’ is the time integration
interval and is equal to €; for the time summation with daily intervals € = €’ =
1/260 (since 260 is the actual number of trading days in one year).

Re-expressing 7 in terms of the ZCYC data yields

7= 387 (t0.m2 — t.d1 — 1)8Y (10, m3 — 1, d2 — 1),
€

173

where, from Eq. (2.28)

T T s
Y (t0, £, T) = f Flto,x)dx = / F o, x)dx — / Fto,x)dx
Iy 0] 0]

= log[(1 + Z(10. T)/¢) "] — log[(1 + Z(t9, 1) /&) ]
(12.21)
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The forward bond price correlator’s present value (at time #y) is obtained by
averaging the correlator ((SY(to, m2 —ty,d1l — t;)8Y (tg,m3 — t,,d2 — tk)) over the
last #p — ¢4 days with 4 = 180 days. The program was run by adding 30 days to
the time averaging for evaluating the expectation values of the correlators; the best
fit is given when the averaging is done over the past 180 days; see Section 12.8.
Since the computation requires the value of §Y for different future time intervals
x,x’, one has to use cubic splines to interpolate ZCYC for obtaining daily values
of the ZCYC.

12.8 Empirical results

The 2by10 and 5by 10 swaptions are priced for time series 6 April 2004-28 January
2005 using the pricing formula from Section 12.3. When computing the forward
interest rates’ correlator M (x, x’; t) the daily swaption prices are stable when more
than 270 days of historical data for ZCYC were used; but a 270-day average does
not give the best fit of the predictions of model swaption price with the swaption’s
market value. This may be due to too much old information creating large errors
in the predictions for the present-day swaption prices. However, averaging on less
historical data causes the swaption price curve to fluctuate strongly since it is likely
that new information dominates swaption pricing and makes the price too sensitive
to small changes.

The empirical study showed that a moving averaging of 180 days of historical
data gives the best result for this period. One can most likely improve the accuracy
by higher frequency sampling of 180 days of historical data.

The results obtained from the quantum finance model are compared with daily
market data and are shown in Figures 12.3(a) and 12.3??; the normalized root mean
square of errors are 3.31% and 6.31% respectively. The perturbative model result
given in Eq. (12.5) had to be rescaled by an overall factor of 1/,/7 to match it with
the market swaption values [18]; the explanation of this single overall factor needs
further analysis.

The results for the swaption volatility and correlation discussed in Section 12.4
are derived for the change on the same instruments. From Eq. (12.9)

3C; =Cy(to+¢€) —Cy(to) = Cr(to + €, Ry) — Cy(to, Ry)  (12.22)

where C;(fo+¢€) and C;(#p) are the same contract being traded on successive days.
Par fixed interest rate Rp is determined when the contract is initiated at time ),
and the swaption Cj(fp) is at the money. However, in general, Cy(fy + €) is away
from the money; the reason being that the swaption depends on the forward bond
prices F;, and these change every day and hence there is a daily change in the par
fixed rate Rp.
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Figure 12.3 (a) 2by10 swaption price versus time fy (6 April 2004-28 January
2005), for both market (unbroken line) and the quantum finance model (dashed
line). Normalized root mean square error = 3.31%. (b) 5by10 swaption price
versus time 7o (6 April 2004-28 January 2005), both market (unbroken line) and
model (dashed line). The normalized root mean square error = 6.31%.
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Figure 12.4 (a) Swaption variance (C%)C, (C%)C and covariance (C1C2). versus
time 7o (15 June 2004-27 January 2005) computed from the quantum finance
model, with the value of the forward bond prices taken from market data. The
unbroken line is the variance of a 2by10 swaption, the dashed line is the variance
of a 5by10 swaption, and the dotted line is the covariance of the two swaptions.
(b) 2by10 swaption price, at the money, from the market (unbroken line), from the
quantum finance model (large dashes), and from the HIM model (dotted line). Time
to is in the interval (6 April 2004—28 January 2005). The normalized root mean
square error for HIM = 18.87% compared with the far more accurate quantum
finance swaption formula with error = 3.31%.

Bloomberg provides historical daily data only for the prices of the swaptions at
the money; swaption prices ‘in the money’ and ‘out of the money’ are not quoted.
Hence, only the swaption volatility and correlation computed from the model are

shown in Figure 12.4(a), without any comparison made with the market value for
these quantities.
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12.9 Swaption pricing and HJM model

In order to see how the quantum finance model compares with the industry standard
one-factor HIM model, the HIM model swaption price was empirically studied. By
considering the volatility function to have the special form of o (¢, x) = gge ™ **~1,
the one-factor HIM model yields the following explicit expression, given in
Eq. (4.47), for the coupon bond option

N
Crm(to, 1, K) = Y ¢ B(to, TN (di) — K B(to, t:)N (d)
i=1
/ /

-
+ W, T;)og; d = —
OR OR

1 of
Wt T) = 5 [1 _ e—x(n—r*)] D o2 = ﬁ[l )
As shown in Section 11.8, to leading order in op the HIM limit of the quantum
finance pricing formula with exponential volatility yields the HIM pricing formula.

The HIM swaption price is evaluated for exponential volatility o (¢,x) = oy
exp{—A(x — t)} and using the daily forward bond prices obtained from ZCYC; o
and A are estimated from historical ZCYC data. The HIM pricing formula for the
swaption price is shown in Figure 12.4(b) together with the market price and the
quantum finance swaption price.

The results show that the HIM model is inadequate for pricing swaptions since
it systematically over prices the swaption by a large amount. The highly jagged
(nondifferentiable) shape of the one-factor HIM swaption price will give incorrect
results if one tries to take derivatives that are required for hedging the swaption.

Instead of using the HIM formula for pricing the coupon bond options, practi-
tioners may consider representing the price of the swaption by an implied volatility
using the HIM pricing formula. However, unlike the case for the price of caplets
where this procedure is possible, the entire swaption curve cannot be fitted by adjust-
ing only one quantity og. Furthermore, the implied volatility o (¢, x) in the first place
may not be able to fit the price of all swaptions, and, secondly, it will depend on
time; it is quite impractical to numerically evaluate daily implied volatility from
daily swaption prices.

12.10 Summary

The quantum finance swaption pricing formula was empirically tested by comparing
its predictions with the market values. There is over 90% agreement of the theoret-
ical predictions for the swaption’s price with its market value, with errors around
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6% for most swaptions and with an accuracy of about 3% for the shorter maturity
swaptions. The quantum finance formulation directly uses the market correlator
M (x,x";t) and all the market information is fully accounted for in the swaption
price.

If one needs to price swaptions that are far in the future, such as a 2by 10 swaption,
one cannot evaluate M (x, x’; t) from the market because data on swaption historical
prices are not available over a sufficiently long time period. For such long-dated
swaptions, the only way to price them is to first obtain the best fit for volatility
o (t, x) from market data and then use the quantum finance model for the propagator
D(t, x,x") to construct the correlator M (x,x";t) = o (¢t,x)D(t,x,x)o (t,x").

The necessity of using an overall scale factor equal to 1/4/7 to match the theoret-
ical swaption price with that of the market remains inexplicable. Further analysis is
required to fully understand the coupon bond option approach to swaption pricing.

The HIM model is not suited for pricing swaptions because the volatility para-
meter that goes into the pricing formula cannot be extracted from the swaption
data. A comparison of quantum finance and the HIM model for the swaption price
shows that the quantum finance model gives a more accurate and stable result than
the HIM model.

The quantum finance swaption pricing formula provides an approximate ana-
lytical result that can in turn be used to analytically compute the correlation and
volatility of swaptions; based on these analytical results one can construct and
hedge interest rate portfolios.

The swaption price derived, in Section 8.6, from the Libor Market Model, is
not considered. Further empirical studies need to be carried out to decide whether,
within the framework of quantum finance, the coupon bond option approach or the
Libor Market Model approach is more accurate for pricing swaptions.



13

Correlation of coupon bond options

The correlation of two different coupon bond options is studied in the framework
of bond forward interest rates discussed in Chapter 5. Coupon bond options are
discounted using the money market numeraire. The correlation is studied for illus-
trating the mathematics required for pricing more complex instruments, including
a more general version of the volatility expansion. The correlation of coupon bonds
can lead to the definition of new derivative instruments. This chapter is based on
the results of [21].

13.1 Introduction

Exotic equity options often combine a basket of equities that are correlated; the price
of the options reflect the effects of equity correlations, which are also required for
hedging a portfolio of equities.

The correlation of coupon bond options has many new features not present in the
pricing of a single coupon bond option. The calculation for the coupon bond option
correlation generalizes the pricing formula obtained for the coupon bond option.
The correlation results extend in a straightforward manner to the correlation of
swaptions.

A major new feature of the coupon bond option correlation is that — not being
traded in the financial markets — it does not have a martingale evolution; in parti-
cular, the drift is not fixed by the martingale condition. Instead, the drift for the
individual coupon bond option has to be evaluated from market data.

The forward bond numeraire can no longer be used to simplify the option price
calculations since the two coupon bond options, in principle, have different matu-
rities. It turns out that the most efficient approach for evaluating the correlation
function is to use the money market numeraire for discounting the value of the
individual coupon bond options.

283
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13.2 Correlation function of coupon bond options

The volatility expansion developed in Section 3.14 is used for calculating the corre-
lation of two different coupon bond options. The coupon bond options are correlated
since they are driven by the same underlying bond forward interest rates. Let the
options expire attimes f, > f1, respectively; in a notation that generalizes the payoff
function given in Eq. (4.20) let the payoff functions for the coupon bond options
be given as below

N1
P = (ZCiB(tlaTi) - Kl)
i=1 +

N2
Pr=|D ciBt.T) - K, (13.1)

j=a +

where T; = Tp + i/ are the fixed times for the coupon payments.

The first payoff function P; matures at time 77, with the zero coupon bond
maturing earliest at time 77 > fo and the last zero coupon bond maturing at time
Tn1. Similarly, the second payoff function P, matures at time #,, with the earliest
zero coupon bond maturing at 7, > #, and the last zero coupon bond maturing at
time 7Tn7. The domain of each of the two payoff functions is similar to the domain
for a single coupon bond option given in Figure 4.10(a); their joint domain is given
in Figure 13.1.

Tnvi Tk The X

Figure 13.1 Therectangulardomains Ry and R, for the bond forward interest rates
that determine M: the correlation function of two coupon bond options. Domains
R1 and R; overlap, and the dashed line at time 7 indicates that both the options
have bonds maturing at 7; and out to ;.
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The connected correlation function of the discounted coupon bond options is
given by

ot 19
M = Mo, 11,12, K1, K2) = ¢~ o 47O Py~ g 47O py) (13.2)
(e Jit a0 p o= Ji2 dtr(z)P2> e Jid dtr(z)P1> (e 2 drr(r)p2>
= Mp — MM, (13.3)

The correlator of two swaptions is not a traded financial instrument and hence
one does not expect its numerical value to be the price of a financial instrument. The
expectation value of the correlator consequently need not be evaluated using the
martingale measure, and could equally consistently be evaluated using the market
evolution of the underlying forward interest rates with the market drift of the forward
interest rates not being equal to the martingale drift. The precise probability measure
used for performing the averaging (. . .) need not, for now, be completely specified.

The quantities M, M, are similar to the price of a coupon bond option, except
that, unlike the coupon bond option, they need to be evaluated using the market
drift. The new piece for the connected correlator is given by M 3; to evaluate it, a
natural generalization of the notation of Eq. (11.12) yields

I
Mz = B, 12) B(to, 1) (E) f dWidmdWadn (Fi + Wi — K1),

—0o0

X (Fo 4 Wy — Ka) e MWW 7y ) (13.4)

The correlator partition function for the two bond options, namely Z (11, 2), is
given by the appropriate generalization of Eq. (11.13), as follows

Z(n1,m) = (MM Mpe™V2) (13.5)

The terms F1, Fp, My, My, Vi, V, are defined in Section 13.4.

13.3 Perturbation expansion for correlator

To leading order, the perturbation expansion for the partition function, from
Eq. (13.5), yields

; : 152 A
Z(ni.m) = (M My) e 1mHiam=3 Xinidini 4 om3 pd)  (13.6)

The explicit expressions for the coefficients ay, ay, and matrix A;; are given in
Eqgs. (13.17)—(13.20). The coefficients are evaluated for both the martingale and
the market drift.
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From Eqgs. (13.4), (13.5), and (13.6), the correlation function, after performing
the n1, n integrations and some simplifications, is given by

+00
Mir = My / dWldWQ(Wl—X1)+(W2—X2)+
—00

1
V1= p?

ﬁ (WE+w3—2pW1 W)

X e 20-p (13.7)
where
1
My = 2—B(l0,l1)B(lo,l2)A
i
A = (MiM3)\/A11A2
b= A
VA11A2»
Ki—Fi -
x, = K 1 611,
VA1
Ky —Fr—ar
X, =222 @ (13.8)
A2

The correlator M has two possible expansions, namely the case where:

* X1, X, are small and p is arbitrary
» pissmall and X, X are arbitrary

13.3.1 Expansionin X;, X,
Expanding the payoff function about X =~ 0 yields

2
(W —=X)p =~ (W —X)0(W) + %S(W) + 0(X?)

Hence, performing the integrations in Eq. (13.7) using the properties of the error
function yields

Miz = Mo[mo +mi(X1 + X2) + ma X1 X2 + m3 (X7 + X%)]
+ 0(X3,X3)
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Figure 13.2 Graph of mg, with p plotted along the x-axis and value of m( along
the y-axis.

with the coefficients being given by

p[n—i—,/l_fz—tan_l( 1_52>]; p =0
mo = R \V_¢
Pl —an (V)]s e =0

T
mi =\/;(1 + )

n—tan_l(dl;—f); p=>0

tan_l( 1;—52); p <0

mp =

1 —p?

1
my = —
379

Note that M, is a continuous function of p, with the graph of mq given in
Figure 13.2.

13.3.2 Expansionin p

To O(p?), the Wy, W5 integrations in Eq. (13.7) completely factorize. Expanding
M5 in a power series in p yields

—+00
Mix=Mo [ dwidwilt + pwiwa + 0(p?)]
-0

X (W1 — X1)+(W2 — X2)+e_%(WI2+W22)
= Mo[I(XD)I(X2) + pJ (XD I (X2)] + 0(p?) (13.9)
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where /(X) is given in Eq. (3.70) and

+o00 iy

J(X)z/ AW (W — X), We™2

—00
2

— VIAN(X) — 2Xe % (13.10)

13.4 Coefficients for martingale drift

The explicit expressions for the coefficients aj, a, and matrix A;; required for
obtaining M, are computed.

For the purpose of illustrating the computation required, the calculation for the
correlated coupon bond option is analytically carried out using the money market
numeraire [11] given by exp( ft; dt'r (")), which yields a martingale measure for
all zero coupon bonds. All expectation values in this section are defined using the
money market numeraire, and the martingale condition states, from Eq. (3.4), that

(el OB 1)) = Ele” " B4, TY = B, ) (13.11)

The money market numeraire drift velocity, as derived in Section 9.2, is given by
X
alt,x) = / dx'M(x,x";t) (13.12)
t

The money market numeraire is the most suitable numeraire for finding the
correlation function as it treats both the payoff functions on an equal basis.
The correlator partition function from Eq. (13.5) is given by

Zm1, ) = (MY Myel™V2) (13.13)

with the following definitions'

‘tl t2
My =e Sy MOy, 11); My = e~ i OB (10, 12)

N1 N2
Fi=) cFi Fa=) cFu Ji=ciiFy Ji=cuiby
i=1 j=a

N1 N2
V) = Z Jli[e—am—Qn _ 1]; Vy = Z sz [e—Ole_QZj _ 1]
i=1 j=a

! Generalizing the notation of Eq. (11.3), namely that

T;
B(tx. T;) = exp i—/ dxf(r*,x>’ =e %% F(ty.1,..T}) (13.14)

x
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The two payoff functions are shown in Figure 13.3.
Using the money market drift velocity given in Eq. (13.12) yields

1 T; 1 T; X
ol z/ dt/ dxa(t,x) :f dtf dx/ dx'M(x,x";1)
) | fo 4l t

r T;
0O1i :/ o(t,x)A(t, x) :/ dtf dxo(t,x)A(t, x)
Ri fo n

t T; X
aj :/ dt/ dx/ dx'M(x,x';t)
o 15 t

I Tj
0> =f o(t,x)A(t, x) =/2dt/ dxo(t,x)A(t, x) (13.15)
Rj 1o %)

and the discount factors yield, from Eq. (5.1) and for i = 1,2, the following

Ml — e_fAi a_fAl' oA

t; ti
/ o =/ dt/ dxa(t,x)
A; 1o t
t; t
/ aAz/ dt/ dxo(t,x)A(t, x)
A; 1o t

Domains R;, R;, Ay, Aj are given in Figure 13.3.
The partition function for the correlation function of two swaptions, from
Eq. (13.5), is given by

- ; Ly2 oA
Z(n1.m2) = (MiMy) &M HOmT 3 Riim A 0 (3, p3) (13.16)
t t
b
t t, A
A R; R

f f
° (tos| fo) 0 (o, o)
0 f 4 Ti X 0 f b Tj X

(a) (b)

Figure 13.3 (a) Payoff P; matures at time #;, with a typical bond maturing at time
T;. (b) Payoff P, matures at time #,, with a typical bond maturing at time 7.



290 Correlation of coupon bond options

Using the fact that for the money market numeraire (M) = (M3) = 1 the coef-
ficients up to terms of O(n%, ng) are given, from Eqgs. (13.5) and (13.16), by the
following

1
ay = — (MM, V) (13.17)
(M1 M>)
1
ay = ——— (M M>rV3) (13.18)
(M1 M>)
A= ;(MlMZViZ) —a?; i=1,2 (13.19)
(M1 M>)
1
Ap = ——(M MV Va) —ajax = Ay (13.20)
(M1 M>)

All the calculations for the coefficients of 1y, 7, are given by Gaussian path
integrations, as was the case for evaluating the price of the coupon bond option.
The path integrals for evaluating the coefficients ay, a, and A;; are carried out on
the various sub-domains of R, Ry shown in Figure 13.1.

The definition of M; and M, yields the following

(M1 My) = 412 (13.21)

51 1 15
Q= M(x,x";t) 5/ dtf dx/ dx'M(x,x';t)
T2 1 t t

The domain 77, is given in Figure 13.4(a). Furthermore, Gaussian integrations yield

N1
(M My V1) = e %2 (M My V) = Z]i(eri —1)
i=1

1
(M1 M3)

a) =

where

151 %) T;
[y; :/ M:/ dt/ dx/ dx'M(x,x';1)
ArR; 1o t n

Similarly, since (M»V>) = 0, the coefficient a; is given by

N2
ay=Y_Ji(e" - 1) (13.22)
j=a

5] 1 Tj
where I'y; =f sz dt/ dxf dx'M(x,x';t)
AIR; to t t
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Figure 13.4 (a) Domain 7}, for evaluating Q1 = an M(x,x";t). (b) Yij =
le-R M= f;l dt ftlT’ dx fzsz dx'M (x,x’;1) is evaluated on domains R; and R;.

The coefficients A;; are now evaluated in a manner similar to the derivation of
Eqgs. (11.24) and (11.29). Since Eq. (13.12) yields (M{V;) = 0, one obtains the
following

(M V}) Z Ji Jir (€% — 1) (13.23)
ii'=1

(MaV3) = Z Jjdj(eCii —1) (13.24)
Jji'=a

1 T; T,
with G/ =/ M=f dt/ dx/ dx'M(x,x";t)
iR 1o I3 I3
t T; Tj/
ij/=f M=/ dt/ dxf dx'M(x,x";t)
R; ! to t t

The indices i, i’ refer to payoff P; and indices j, j’ refer to P;.
Consider the expectation values

N1
(M1M2V12> — o2 Z J; Ji/(eF2i+F2i/+Gii/ B BT Y 1)
ii'=1
N2
<M1M2V22> = e Z J; Jj/(erlj+rlj/+ij/ —el el 4 1)
Jji'=a
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N1 N2
(MM VI Vo) = %2 Y "N " ;g (eFitTitri — oo — el 4 1)

i=1 j=a

5] T; Tj
with y;; =f M=f dtf dxf dx'M(x,x';t)
iRj fo 1 ]

The domain R; R for evaluating the coefficient y;; is shown in Figure 13.4(b).
From the equations above and from Eqs. (13.21)—(13.24) the coefficients A;; are
explicitly given by

N1
Ay = Z Ji Jir(eCir — 1)

ii'=1

N2
Ap =Y J;Jp(e% 1)
Jji'=a
N1 N2
Ap=An=) Y JiJje" —1)
i=1 j=a

where

Ji = Jie'iy i =1,2,...,N1
Jj = Jjerzf; j=a,a+1,...,N2

To compute M = M, — M M,, one needs to determine M and M. For
the martingale measure, M| and M are simply the coupon bond option prices,
and hence

My = Ci(to, 115 K1)
My = Ca(to, 123 K2)

The result obtained for the correlator of two coupon bond options M in Eq. (13.2)
contains the special case of the variance of the swaptions. For tj = £, K| =
Ky,N = N1 = N2,and a = 1, one has P; = P,. The auto-correlation of P is
given by

~ ~ ~ N2
o?(P1) = (PF) — ((P1))
= M(to, 11,11, K1, K1)
- t
with P, = e~ o 4rOp, (13.25)
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ol

5 — fZdirt) 5 I . 2P
Note, P, = e 70 P, yields a similar expression for o (P,).
The variance of the coupon bond option prices is derived in Section 13.8 and
provides a check for the correlation function M.

13.5 Coefficients for market drift

Recall, as discussed earlier, the explicit expressions for the coefficients a1, a;, and
matrix A;; required for obtaining M, can also be evaluated from the market
evolution, in particular using the market drift, of the underlying empirical forward
interest rates.

The drift terms need to be redefined in order to account for the market drift

1 T;
o =/ dtf dxa(t,x)
1o 51

t T;
o =f dt/ dxa(t,x) (13.26)
1o [5)

where « (¢, x) is the market drift which has to be computed from the empirical
forward interest rates.
The coefficients in Eq. (13.16) are now given by the following

a; = <M1M2>C[(M1M2V1) — (M V1) (M>)] (13.27)

a) = <M11M2>C[(M1M2V2) — (M Vo) (M))] (13.28)

Aji = <M11M2>C[(M1M2Vl-2) — (M VA M) —a?; j#i (13.29)

Ap = <M12M2>C[(M1M2V1 Vo) — (M Vi) (M2 Va) ] — 2a1a2  (13.30)
= Ay

The definition of M; for nonmartingale drift yields the following

gl ',
(M) = e Jai @2 o My o (13.31)
(M M) = PRIE IV aty [, MOx+5 [y, M) (13.32)

(MiM3)c = (M M3) — (M1){M2) (13.33)

I 1
/ o =/ dt/ dxa(t,x)
A; 1o t

where
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1 1 1
f M(x,x";1t) =f dtf dx/ dx'M(x,x';1)
A 1 t t

51 1 1%
Qo = M(x,x";t) E/ dtf dx/ dx'M(x,x';t)
Tz ) t t

Gaussian path integrations yield

N1
(M My Vi) = (M{M3) Y Ji(e” i+3 G+ _ 1) (13.34)

5] 15 T;
where TI'y; =f M=f dt/ dx/ dx'M(x,x";t)
A R; 1o t n
5] %) T;
Iy, :f M:/ dt/ dx/ dx'M(x,x";t)
A2 R; o t n
1 T; T
G :f sz dtf dx/ dx'M(x,x';1)
RiR;/ 1o 1 n

Similarly

(MM V) = (M M>) ZJ a21+2 G+l 1) (13.35)

where I'y; _f M = / dt/ dxf dx'M(x,x";t)
AIR;

J
Iy, :f M:/ dt/ dxf dx"M(x,x';1)

Asz 1o t %)

H T; Tj’

Gij :f M=/ dt/ dxf dx'M(x,x'";1)

Rj ! ) 1) 5]

and

(M V1) = (M) Z-Ii “ontz Gt _ ) (13.36)

(MaVs) = (M) ZJ —a2j+5G ;42 —1) (13.37)

Coefficients a; and a; can now be evaluated by Eqs. (13.27) and (13.28), given
the above explicit expressions. The coefficients A;; are now evaluated in a similar
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manner.

N1
1 1
(M, V12> = (M) Z _]l.Jl.,(e_ali_ali/+§Gii+§Gi’i/+Gii’+F1i+Fli’
1

ii'=

1 1
_ ity Giit i _ —a 3G+l + 1) (13.38)
N2 1 1
(MyV5) = (My) Z Tidjr (e =02y T2 0ty Gyt ha ity
J.j'=a
alg.. . _ 1
. g_a21+2GU+F2/ —e Olzj/-l-sz/j/-l-sz/ + 1) (1339)
and
N1 1 1
(MiMaVE) = (M1 M) Z JiJ,'/(8_““_“1i/+9+§G”’+§Gi’i’+Gii’+rli+rlf’+F2i+F2f/
ii'=1
. e—a1i+Q+%Gii+Fli+F2i . e—“u""Q"‘%Gi’i""rli""FZi’ + 1) (13.40)
N2 1 1
(M M2 V) = (M1 M) Z T ji (e 2oy HF g Gty GGyt 4Ty 4oy
J.j'=a
1 1
— e Gttty eyt Gy Tty ) (13.41)
N1 N2 1 1
(MiMaViVo) = (M Mp) Y Jid (e i o2t Gt g Giit Gt Tt Ty it )
i=1 j=a
oA Gt ATy Q4 3G AT AT 1) (13.42)

Furthermore, M; and M5, are not the coupon bond option prices if one
consistently uses the market drift. Different from the one derived in [9], one has

1
D; = ——(M;V; 1343
<Mi>< ) ( :
A= v D i=1.2 (13.44)
(M;) ' l

13.6 Empirical study

The correlation and auto-correlation of coupon bond options have been evaluated
for both martingale and nonmartingale evolution of the bond forward interest rates
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Table 13.1 Evaluating T = ft:)"l dt fn‘le dx fn‘g dx'M(t,x,x") for different limits
of integration. When an entry has the value of t, it means it is not a fixed value and
depends on the t integration.

1z i Gij Iy I Iy Iy Gijr Gjjr Vij
ml Iy Iy 1 1 1 1 1 15 1
m?2 t 1y t t t t 1 t H
m3 Iy Iy 1 1 15 15 1 15 15
dl 1y T; f 5] f 1) T; T; T;
d2 T; T; T; T; T; T; Ty T T;

by using analytical techniques; these results are now studied empirically. The struc-
ture of the ZCYC data and computational procedures discussed in Chapter 12 carry
over to the empirical study of this section.

The analytical results show that all the computations finally boil down to a set
of three-dimensional integrations on M (x, x’; 1)

Mx,x';t) =0, x)D(x,x";t)o(t,x)

with various integration limits. A general form for all the integrations, similar to
Eq. (12.13), is given by

ml dl d2
sz dtf dx/ dx'M(x,x';t) (13.45)
I

0 m2 m3

with the limits of integrations being listed in the Table 13.1.

The evaluation Z, given in Eq. (13.45), is similar to the computation carried out
in Section 12.7, except now, as can be seen from Table 13.1, the limits on Z are
more complicated.

A set of two-dimensional integrations on « (¢, x) is required for evaluating market
drift and which has the general form

ml dl
D=/ dt/ dxo(t,x) (13.46)
1 m?2

with the limits of integration being listed in Table 13.2.

As discussed in Section 4.9 swaptions are equivalent to a special class of coupon
bond options. Swaption data will be used to empirically study the formulae obtained
for the correlation of coupon bond options. A swaption’s price is equivalent to a
coupon bond option, which will be taken to mature at z,; the indices i and j run from
1 to N, with the last payment being made at 7y . For the correlation, swaptions will
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Table 13.2 Limits of integration for evaluating D = ft(y)”l dt frﬁ dxoa(t,x). When
m?2 hasthe value of t, it means it is not a fixed value and depends on the t integration.

D ana, an, 3T o
ml t t fn t
m2 t t 1 i)
dl t %) T; T;

mature at two different times #, > #; and the two indices i and j have the following
rages:i = 1,2,...,Nland j = a,a + 1,..., N2; the last payments are made at
Tn1 and Ty respectively.

Since

M(x,x';t) = E(Sf(t,x)éf(t,x/))c (13.47)

one has, similar to Eq. (12.16), the following

1 ml dl a2
=g / a f dx / dx'(8f (t.x)8.f (1. x))c (13.48)
0] m2 m3

A shift on integration domain, as discussed in Section 12.7, converts integration

on future data into a summation on current and past data as follows (r = fg + #;
ty = ke')

’ dl—t; d2—ty,
z=—Zf dyf dy'M(y + ti, ¥ + tii 1o + 1)

I m2—ty, m3—ty,

€ dl—t d2—ty
=— Zf dyf dy'M(y,y'; t0)

€ I m2—ty, m3—ty,

/ d1—1 d2—1
= E;Z< f 8 f (o, y)dy f Sf (to,y’>dy’> (13.49)
173

m2—t m3—ty

The shift in the integration over future calendar time is shown in Figure 12.2.

In order to use the ZCYC data directly, the operator §;, needs to be taken outside
the integration. As can be seen from the list of integration limits given in Table 13.1,
one of the lower limits of integration can be the integration variable ¢; hence, unlike

the case analyzed in Section 12.7, two different results are possible and are shown
below.
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« When both the lower limit of y and y’ are fixed

/
7=% > (Y (t0.m2 — 1. d 1 — 1)8Y (to.m3 — . d2 — 1))
€

73

2
where~

T T I
Y(tg, ., T) = / ft,x)dx = / f(to, x)dx — / f(to, x)dx
1y to 0]

1 c|T—t] 1 clty—to]
= log ((1+—Z(t, T)) ) — log (<1~|——Z(to,t*)) )
c c

« When one of the lower limits is not fixed, say m2 =t

€ dl=t d2—1,
== Z(/ 5f(fo,y)dyf 8f(to,y’)dy’> (13.50)
€ 179 ] m3—ty
since
T T
/ 8 [ (2, x)dx = (Stof f(to,x) + € f(to, to) (13.51)
fo to
this yields

6/

I=— > ({8Y (10, t0,d1 — tx) + € f (10, 10) }8Y (t0,m3 — 1, d2 — 1)

73

Similarly, the market drift can be derived from ZCYC data as
1
a(t,x) = —(8f(1,x)) (13.52)
€

From Eq. (13.46), by using the technique of shifting the calendar time integration,
integrating over future calendar time is converted to an integration on current and
past data and yields

dl—ty

p-SY|f

t m2—ty

8 (t0.y)dy) (13.53)

2 Recall from Eq. (2.28), the future integral of the forward interest rates is given in terms of the ZCYC as follows

1 ro
e R

T
= f dxf(t,x) = c[T —f]ln [1 + lza, T)]
t C

where integers [T —t] = (T —t)/1 year and [ty — 1] = (tx — 1)/ year.



Again, there are two different results as shown below:
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« When the lower limit of y is fixed

/

299

T— % > (8 (t0.m2 — . d1 — 1))

Tk

 The lower limit is not fixed, say m2 = ¢

7€ Z(fd“k 51 (1o, y)dy> (13.54)
e = \Jy

and this yields

/

T= % 3 (87 (to. t0.d1 — 1) + € f (10, 10))

73

The average (. ..) for the case of variable 7y is done by a moving average over
the last 180 historical days with fixed future time value x. Cubic spline is used for
interpolating ZCYC to a daily interval. The whole shift process is illustrated as

Figure 12.2.

The auto-correlation was first evaluated, which is a special case of the coupon
bond option correlation for t; = 1,; the numerical results verified that the correlation
reduces to the auto-correlation. The results for correlation and auto-correlation
of coupon bond options are plotted in Figure 13.5(a) for martingale drift and in
Figure 13.5(b) for market drift.
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Figure 13.5 The curve on top is the auto-correlation of the Sby 10 swaption and the
lower curve that of the 2by10 swaption. The curve in the middle is the covariance
of the two swaptions. (a) Correlated coupon bond options with martingale drift,
computed from the model, plotted versus time fy (15 June 2004-27 January 2005).
(b) Correlated coupon bond options with market drift, computed from the model,

plotted versus time ¢y (15 June 2004—27 January 2005).
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13.7 Summary

The quantum finance formulation of bond forward interest rates provides a scheme
for approximately evaluating the correlation of coupon bond options and swap-
tions. The empirical value of the bond forward interest rates’ volatility is a small
parameter and was used for developing a volatility expansion for the correlation.
The perturbation expansion was realized by expanding the nonlinear terms in the
partition function, and performing the path integral using Gaussian integrations.

The forward bond measure is an efficient measure for pricing options, whereas the
money market numeraire is the appropriate measure for evaluating the correlation
of two coupon bond options. The nonmartingale market drift was studied to examine
how an instrument with market drift can be analyzed in the framework of quantum
finance.

13.8 Appendix: Bond option auto-correlation

The auto-correlation of a coupon bond option is the limit of taking the two coupon
bonds in the correlated case to be identical, that for P; = P> = P. Since the
computation of auto-correlation is a bit simpler than the case for the correlator,
the computation is carried out for its own interest and for providing a check on the
correlated case.

With the notation of the correlation function of two coupon bond options (swap-
tions) in mind, let the option P; mature at time #;. The option’s volatility is defined
using the martingale measure; unlike the computation for the price of a coupon
bond option in Chapter 11, where the forward measure was used, the money market
numeraire is used as it yields a more symmetric drift.

The volatility of the swaption price Py, not to be confused with the volatility of
the forward rates o (¢, x), is given by

o2(Pr) = ([e™ 0 TOPR) — (e~ o wOPy) P (13.55)
= ([e~ o OP ) = (19, 113 K) (13.56)

~ _rh
P =e ffo dtr(t),Pl

since, from Eq. (12.4), the price of the option is given by C(#,t;; K) =
I
<e—f,01 dir()p
From Eq. (A.3) the ® function has the property that ®(x) = ©(x) and this
leads to a major simplification for the computation of o2(P)); the payoff function,
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given in Eq. (13.1), yields the following

N1
P1=<ZC,’B(Z1,TZ-)—K1> =(F+V-KOWF+V-K)
i=0 +

=Pl =(F+V-K?OF+V-K)
where, recall from Eq. (11.10), that V = ZZNZI Ji(e=%=Qi —1).
Since there is only one ® function in the expectation value needed to evaluate

the coupon bond option’s volatility, it can be evaluated in a manner similar to the
price of the option. Similar to Eqs. (11.12) and (11.13), one has

o 1 +00
(le™Jo 4rOp ) = —/ dWdn(F + W — K)?
21 J_no
X O(F + W — K)e "™ Zyo () (13.57)
where the volatility partition function, from Eq. (5.3), is given by

Zyor(7) = (e~ 2o 4 ginV (13.58)

Similar to Eq. (11.20), performing the average over the forward interest rates, and
factoring out a pre-factor, yields to second order

gl . 1.2
Zvol () = <e—2f,0 dtr(t)> ngV_En Ay+.. (13.59)
where

1
(e_zj’O d"(l)) = B*(1p,11)e"; Q= f M

Ay
Similar to Eq. (11.20) the coefficients are given by
1 —2 [V arr(r)
Dy = —5—— 0 Vv 13.60
VB me® (e ) ( )
1 t
v (¢ 2y A2y _ p2 (13.61)

= B2t 11)e®

The coefficient Dy is consequently given by

N

1 2 [V arr(t), —ai—Q;

Dy=————=)Y Jile "o (e~ 1))
Bz(lo,ll)BQ; l
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al 2 M
=Y gt M (13.62)
i=1

since
'
(e_Zf"’l W) = B2 (19, 1)e

The domain of integration A and R; are shown in Figure 13.3(a). Note A|R; =
A1 UR;.
Similarly, the coefficient Ay, from Eqs. (13.61) and (13.62), is given by
1

N

—thldtr(l) —ai—0; —ai—0Q; 2

Ay = ——— 5" JiJi(e 2o 40 (pmai=0i _1y(e=%i=0i _ 1)y — p
B2(tg, 1)e* UZZI Y

N
= 3 Jde% -1y Ty = g P (13.63)
ij=1
Collecting the results from Eqs. (13.57) and (13.58) yields the following result

for the second moment of the coupon bond option price

B2(ty, 11)e% Ay

V2

+o00 5 _lye2
X/ dWW — Xy)*O(W — Xy)e 2

—0o0

([e_ffz)l dtr(t)P1]2> _

B2(tg, 11)e* A
— %H(Xv) (13.64)

where

H(Xy) =~2(1 + X3)N(Xy) —\/nge‘%’(6 (13.65)

_K-F-Dy

Xy = N7 (13.66)

13.8.1 Monte Carlo simulation

Options can be evaluated numerically. Consider a coupon bond option maturing at
t, with payoff function, given from Eq. (13.1) as follows

N1
P = (Zc,-Bu*, T) - K1>
+

i=0
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The price of the option is given by the expectation value of the discounted payoff

C(to, tx; K) = E[P]
B e—ftg* dir (o).,

One can generate N random configurations AP (1, x) of the quantum field A(z, x)
with probability distribution given by e5/Z, where S is the stiff action given in
Eq. (5.25) [2]. The price of the option is then given by

N
1 ~
Clto, ts; K) =+ > PLAP)] & Statistical error
p=1
o(P)

Statistical error = ——

JN

where o (P) is the auto-correlation of the discounted payoff function given in
Eq. (13.55).

For Monte Carlo simulations of the option price, the auto-correlation o (P) pro-
vides an estimate of the statistical error. Having an analytical expression for it, as
in Eq. (13.55), provides further checks on the accuracy of the simulation.
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Hedging interest rate options

Hedging is one of the chief tools for managing risk and is a driving force for the
invention and development of financial derivatives. Interest rate instruments are
much more complicated to hedge compared to equity since there are virtually an
unlimited number of interest rates that need to be hedged against.

Hedging Libor derivatives is discussed in the framework of quantum finance
[20, 24, 40]. To exemplify the subtleties in hedging interest rate instruments, one
of the simplest interest rate options, namely an interest rate caplet is analyzed in
some detail. A portfolio is studied in which the fluctuations of a caplet’s price are
canceled by the negatively correlated movement of Libor futures contract(s).

Interest rates and Libor are modeled by bond forward interest rates f (¢, x) that
are described by a Gaussian quantum field, as discussed in Chapter 5. Eq. (5.1)
yields the following dynamics for f(z, x)'

8]:()—2’)6) =a(t,x) +o(t,x)Al,x); —oo =< f(t,x) < 400

T+t
1+£L(I,T,,)=exp{/ dxf(t,x)}
T,
The forward numeraire B(¢, t,.) yields a drift «(¢, x), given by Eq. (9.3) as follows

a(t,x) =o(t,x) fx dx'"D(x,x";t)o (t,x))
1

! In the Libor Market Model, Libor is represented by the Libor forward interest rates f (t,x)

Tp+t
1+£L(t,Tn)=eXpi/ dfo(t,X)}; fot.x)=0
Th

Since f7 (¢, x) is nonlinear, exact analytical results for it are hard to obtain; hence, the analysis in this chapter
is based on the bond forward interest rates.

304
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Gaussian bond forward interest rates are employed for this chapter due to their
mathematical tractability. As was the case in the analysis of the caplet’s linear pricing
formula in Chapter 10 and coupon bond option in Chapter 11, many analytical
calculations are possible for the Gaussian model that illustrate important and general
features of financial instruments.

New and novel features of hedging interest rate derivatives are obtained in this
chapter using Gaussian bond forward interest rates. In particular, delta and gamma
hedge parameters are derived for hedging the linear caplet formula, discussed in
Chapter 10, against fluctuations in underlying forward interest rates. The results
are empirically analyzed to gauge the influence of interest rate correlations in the
hedging of caplets.

14.1 Introduction

Quantum finance models provide flexible computational schemes for hedging inter-
est rate instruments. Current research in hedging interest rates instruments are
mostly focused on the applications of the HIM and BGM-Jamshidian models
[32, 56, 62], for which forward interest rates are exactly correlated. Quantum
finance provides a parsimonious alternative to the existing theories of interest
rates.

The following two methods are studied for hedging interest rate instruments.

« Stochastic hedging. Interest rate instruments are written, conditioned on the occurrence
of a particular value for pre-specified forward interest rates. The interest rate caplet is
delta and gamma hedged against the movement of pre-specified forward interest rates.

 Residual variance. The portfolio’s residual variance is minimized against all fluctuations
of the forward interest rates. Minimizing residual variance suppresses al/l changes in the
value of a portfolio.

The impact of correlation on a portfolio of interest rate instruments is examined;
the delta hedge parameters for a portfolio as well as its residual variance are derived.
This chapter extends the concept of stochastic delta hedging developed in [12] to
the case of hedging Libor derivatives.

It is shown that the results obtained can be empirically implemented in a straight-
forward manner; the implications of correlation on the hedge parameters are
analyzed. The data used for the empirical study consist of daily closing prices
for quarterly Eurodollar futures contracts as described in [27, 29].
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14.2 Portfolio for hedging a caplet

Consider a portfolio IT1(¢) composed of a midcurve caplet(t,t,, T), discussed in
Section 4.3 and N Libor futures contracts, which are chosen to ensure fluctuations
in the value of the portfolio are minimized. The Libor futures are given by

Fr,T) = V[1 —€L(1,T})]

The price of a caplet, from Eq. (4.11), is given by
"
caplet(t, 1., T) = tVE[e %0 "B, T+ O[L@. T - K], | (4.

where V is the principal, B(#., T + €) is a zero coupon bond, K is the interest rate
cap, and £ = three months.

The bond forward interest rates f'(¢, x) yield the linear price of the caplet given,
from Eq. (9.33), as follows

+o00
caplet(t,t,,T) = f dGW(G,T,T +0)(X —e %), (14.2)
—00

where

VB(t,1,)

V27 q*(T —t)

-1 G T—i—zd t qz(T—t) 2
co s (0 [ derten - TR

(G, T, T+¢) =

(14.3)
~ 1y T+¢
V=V(1+IK); ¢*= / dtf dxdx'c (t,x)D(x,x";t)o (1, x")
t T
(14.4)
The portfolio to be hedged is equal to
N
(1) = caplet(t, t,, T) = Y _ni(NFL(t, Ti) (14.5)

i=1

where 7; (t) represents the hedge parameter for the ith futures contract included in
the portfolio. The parameters n; () are chosen so as to ensure that movements in the
caplet and futures contracts ‘offset’ one another so as to minimize the fluctuations
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in T1(¢). Re-writing the portfolio yields’

N
TI(t) = caplet(t, t,, T) + £V Y _n;i()L(t,T;) (14.6)

i=1

14.3 Delta-hedging interest rate caplet

Stochastic hedging of interest rate derivatives has been introduced in [ 12], where the
specific case of hedging zero coupon bonds was considered in detail. This technique
is applied to the hedging of a Libor caplet against fluctuations in the bond forward
interest rates f (¢, x).

Consider a portfolio I[1(¢) composed of a caplet(t, ., T) and one Libor futures
contract. Setting N = 1 in Eq. (14.6) yields®

[1(t) = caplet(t,t,., T) + LV (t)L(t, T1) (14.7)

The instantaneous change in the value of this portfolio, at instant time, ¢ is given
by a functional Taylor’s expansion. Let Ar = € = 1/360 year and A f(t,x) =
f(t +€,x) — f(t,x); this yields*

Az, f(,0)] =1[r + €, f(t,x) + Af(t,x)] — [z, f(z,x)]

—a—HAt+/d M Afax)
= ot YT

1 8211
= | dxdx’' Aft,)Af(t,x") + OG> 14.8
43 [y e S A FG0AT )+ OGS (148)
Only the lowest order term in € is retained for the purpose of hedging, with higher
orders of € being negligible. Taking the limitof € — 0 yields the following portfolio
dynamics; AT1/At — dI1/dtand A f(t,x)/At — 90 f(t,x)/dt = f(¢,x); hence,
the generalization of Eq. (3.15) yields

dMilr, f(,0] o1 ST
di = ot +/dx8f(t,x)f(t’x)

(14.9)

€ | dxax' 811 (6, x) f(t,x")+ O
+§/ xXax (Sf(t,X)(Sf(l,X/)f(,x)f(,X)+ (E)

2 A constant term equal to V Z,N: 1 Mi (1) has been dropped in Eq. (14.6) since it is irrelevant to the hedging
analysis.

3 Recall from Eq. (10.7) that €L (1, T;) = exp {fTT e f(z,x)} —1
13

4 Functional differentiation with respect to the function f (¢, x), ¢t = constant, denoted by 8/8 f (¢, x) is discussed
in Appendix A.S5.
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Similar to the simpler case discussed in Eq. (3.15), the instantaneous changes
in forward interest rates given by f(t,x) are singular for equal time; this is due
to the Gaussian quantum field .A(z, x) having a singular quadratic product given
in Eq. (5.46), which yields f(t, x)f(t, x") ~ 1/¢; hence the second-order term in
dTl1/dt is as important as the first-order term.’

Consider delta hedging. The portfolio is required to be invariant to small changes
in the forward interest rates that take place due to small changes in time. Thus, from
Eq. (14.9), delta hedging the portfolio is given by the following generalization of
Eq. (3.27)

oI1(z)
Sf(t,x)

Delta hedging involves a first-order approximation to the change in a portfolio’s
value as a result of forward interest rates’ fluctuations. If the delta hedge parameter
has a large variation in time, one needs to gamma hedge the portfolio. In quantum
finance, from Eq. (14.9) and similar to the case of equity given in Eq. (3.22), gamma
hedging is given by the following

Delta hedging: =0 for each x; r: fixed (14.10)

. §2I1(1) /
Gamma hedging: 5 ) f () = 0 for each x,x"; ¢ : fixed (14.11)
X X

14.4 Stochastic hedging

In quantum finance, for each time ¢, there are infinitely many random variables
driving the forward interest rates, indexed by x. Therefore, a portfolio with a finite N
number of instruments can never be perfectly delta hedged since to fulfill Eq. (14.10)
one needs infinitely many instruments. The best alternative is to delta hedge on the
average, and this scheme is referred to as stochastic delta hedging [12].

To implement stochastic delta hedging, one considers the conditional expectation
value of the portfolio I1(#), namely, conditioned on the occurrence of some specific
value of a forward interest rate f, = f(t4,Xx;), where t, is the maturity time for
the caplet. The price of a midcurve caplet, given that the value of f (¢, xj) is
pre-specified, is given by generalizing Eq. (9.32), as follows

caplet(t,t,, T; fr) = B(t,t.) Elcaplet(ty, ty, T)| fn] (14.12)
T+¢
= VB(t,t,)EF [(X —exp{—f dxf(z*,x)}> |f(t*,xh)i|
T +

5 Normal (nonstochastic) calculus retains only the first-order term since the second-order derivative term is
nonsingular and vanishes as € — 0.
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From [12], the conditional probability of a caplet is given by®
- o0
caplet(t,ty, T fr) = VB(t,T)f dG(X — e 9 W (G| fn) (14.13)
—00

S DFS( [ T dxf(tex) = G)8(f (e xn) — f)eS

V(G|fn) = (14.14)
[ DFS(f(tesxn) — fu)e’
A conditional Libor futures is defined by
L@, T1s fi) = EIL(tx, T fu] (14.15)
with the conditional probability being given by
- o0
L(t,T1;fh)=/ dGeC® (G| fy:1, Tr) (14.16)
—00
Ti+¢ S
DfS(G — [7'7 f(te, x)dx)8( f (ts, xp) — f)e
oGl fisr, 1y = LNO I S0 iy

I DfS(f (tsrx) — fi)eS

Generalizing the portfolio given in Eq. (14.7), conditioned on the occurrence of
fn, yields

I(t; fi) = caplet(t, t,, T fu) +m L, Ths fr) (14.18)

Stochastic delta hedging entails that the hedged portfolio be independent of changes
in all the forward interest rates. Approximate Eq. (14.10) by the following equation

ad
@H(I,fh) =0 (14.19)

The hedged portfolio is independent of the small changes of only one forward
interest rate fj,. From Eqgs. (14.9) and (14.19), stochastic delta hedging yields

(14.20)

d caplet(t,t., T; fr) [OL(t,T1; fn)
r]l(t) = - 8f/’l

d fn

Thus, changes in the delta hedged portfolio I1(¢, xj,) are, on average and to lowest
order, insensitive to fluctuations in one forward interest rate, namely f (¢, xj).

 The denominator in Eq. (14.14) is the required normalization for the constrained expectation value in the
numerator to be a conditional probability [12].
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The conditional probabilities given in Eqgs. (14.13) and (14.16), along with
the hedge parameter 711, are evaluated explicitly in Section 14.11. Nontrivial
correlations appear in all the terms. The final result, from Eq. (14.39), is’

C n
m=——7— caplet(t, ts, T fn) — ol
eG1t7 By
2
| xN'@ : TN
r]/:—BXV %+€_GO+%N(CZ—)_6 Q ( )

The HIM limit of the hedging results is analyzed Section 14.13.

Furthermore, one can gamma hedge the same forward interest rate. The second-
order gamma hedge recognizes that large movements in the forward interest rates
may cause the first-order delta approximation to be inaccurate. In particular, if hedg-
ing is not performed frequently, the delta hedge parameter can become outdated.
Gamma evaluates changes in the delta hedge parameter as the forward rate term
structure evolves over time.

To gamma hedge against the 92T1(z)/d fh2 fluctuations, one needs to form a
portfolio with two Libor futures contracts that minimize the change in the value of
E[I1(¢)| fn] by both delta and gamma hedging. Suppose a caplet needs to be hedged
against the fluctuations of two forward interest rates, namely fj for & = 1,2. The
conditional probabilities for the caplet and Libor futures, with two forward rates
fixed at fj, are

Caplet(t’ t*’ Ta fla f2) = B(t’ t*)E[CGPZEt(I*, t*a T)|f1a f2]
L(t,Tv; f1, f2) = E[L(t:, T f1, f2]

A portfolio of two Libor futures contracts with different maturities 7; # 7 and
conditioned on two forward interest rates f1, f> is defined as follows

2
I1(z; f1. f2) = capler(t, 1., T f1, f2) + Z ni (L, Ti; f1, f2)  (14.21)

i=1
The hedging of this portfolio, at time ¢, is given by

2 2 2
all aIl 1 -1l
ATI(, f1, o) = ——Ar+ Za—fAﬁ +3 25 A
i=1 7! i=1 fi
3211

2
+ 8f18f2Af1Afz+ 0(e?) (14.22)

7 The notation is defined in Section 14.11.
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The stochastic delta and gamma hedging conditions are given by the following
five constraint equations.

1 Two conditions for stochastic delta hedging

0
—TII(t; f1, o) =0 for h=1,2
o 1, f.

2 Stochastic gamma hedging requires two conditions

82
— 0 fi, o) =0 forh=1.2
a1

3 Cross gamma hedging is given by the single condition

82
——1@ f1, /) =0
apof I
Intuitively, one expects that the portfolio that is hedged most effectively should include
cross gamma hedging.

Cross gamma hedging makes sense only in the framework of quantum finance,
since movements in any number of specific forward interest rates, in particular
against f1, f», can be hedged. In contrast, cross gamma hedging in the one-factor
HJM model is not possible — one needs at least a two-factor HIM model.

For the portfolio being considered, it can be analytically shown that delta hedge
parameters for the two forward rates differ only by a pre-factor Ay /A1, that is

0 Ay 0
afll'l(l,fl,fz)— A afzn(l,fl,fz) (14.23)
where A; and A1, are defined in Section 14.12. Therefore, delta hedging against
two forward interest rates only determines the portfolio’s hedge parameters for one
Libor future. Gamma hedging two forward rates are also equal except for a pre-
factor A/A1;. Hence, for hedging against two forward interest rates, we are left
with only three independent constraints from the above five constraints.
In order to study the effect of each set of constraints separately, a portfolio is
formed that includes two Libor futures, and the following hedging strategies are
adopted that involve only two constraint equations.

« The first strategy implements one delta and one gamma hedge against a single forward
rate. Namely

2

0 0
a—fll'l(t,fl,fz) =0= WHO’ J1. 12)
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« The second strategy fixes the two hedge parameters by one delta hedge and an additional
cross gamma hedge. Namely

9 9?
o (t; f1. f2) =0 3075 (3 f1, 2)
The parameters for each choice of the Libor futures and forward interest rates
being hedged are chosen to minimize, by varying the maturity of the Libor futures,
the following

2
> Inil (14.24)
i=1

This choice of n;s defines the optimal portfolio. The additional constraint given
by Eq. (14.24) finds the most effective futures contracts measured by requiring the
smallest number of contracts and hence minimum transaction costs.

In summary, the optimal portfolio is found by first fixing the two hedge parameters
and then minimizing Ziz:l 7.

14.5 Residual variance

Hedging a caplet using Libor futures contracts can also be accomplished by mini-
mizing the residual variance of the hedged portfolio [12, 20, 24]. The instantaneous
change in the portfolio value is stochastic; the volatility of this change is computed
to ascertain the efficacy of the hedging strategy.

To simplify the notation, consider a caplet that matures when it becomes opera-
tional; that is, t, = T'; denote the price of the caplet by caplet(t, T'); let the portfolio
given in Eq. (14.6) be denoted by

N
T(t) = caplet(t, T) + > AiL(t,Ty)

i=1

The variance of the portfolio fluctuations Var[dT1(t)/dt] is given by®

N
Var |:dl'[(t):| = Var [—d capler(t, T)] + Var |:Z A; Le. Tl)j|
i=1

dt dt dt

8 Note the variance of Z,N=1 ciX;, where X; are random variables, is given by Var[vazlciX,-] =
YL VarlXil+ X0 cicj EIXi X jle.
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N
d caplet(t,T) L(t,T;)
AE 1425
2 [ e L. } (14.25)

A detailed calculation for determining the hedge parameters and portfolio vari-
ance is carried out in Section 14.10. The following notation is introduced for
simplicity

R T+4¢ T;+t
Ki = x L. T)) f dx f dx'o (t,x)o (1,x')D(x,x'; 1) (14.26)
T T;
. . T;+t T+
M;; = L(t,Ti)L(t,Tj)f dxf dx'o(t,x)o(t,xYD(x,x';t)
T; T;

Equation (14.26) allows the residual variance given in Eq. (14.25) to be succinctly
expressed as follows

T+ T+¢
Var |:dl'[(t)i| / dx/ dx'c(t,x)o(t,x")YD(x,x';t)

di
+ZZAK+ZZAAM,] (14.27)

i=1 j=1

The value of x, derived in Eq. (14.33), is given below and is useful for the
empirical analysis of residual variance.

U i (F> L —ap
=VB(t,T)| ——e 4"+ [ — N(d ) — ——

where d+ = (In % £ ¢?/2) /q and F = exp{— fTJrZ dxf(t,x)}.
The value of x for at-the-money options has X = F, d+ = £¢/2 and yields

x(, T)lat—the—money =VB(t,T)N(-)

The residual variance depends on the correlations between forward interest rates
that are described by the propagator. Ultimately, the effectiveness of the hedge port-
folio is an empirical question since perfect hedging is not possible. This empirical
question is addressed in Section 14.6, with the propagator being calibrated from
market data.

The hedge parameters A; that minimize the portfolio’s residual variance, as in
Eq. (14.27), are given by

N
— Z Kle.;l (14.28)
j=1
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Eq. (14.28) is derived by differentiating Eq. (14.27) with respect to A; and setting
the result to zero. The A; parameters represent the optimal amounts of the futures
contracts that need to be included in the hedged portfolio.

The variance of the hedged portfolio is obtained by substituting parameters given
in Eq. (14.28) into Eq. (14.27) and yields

T+ T+¢
Vg = Xf dx/ dx'o(t,x)o (t,x)D(x,x'; t)—ZKM K; (14.29)
ij=1

As expected, portfolio variance Vg declines monotonically as N increases.

The residual variance in Eq. (14.29) enables the effectiveness of the hedging
strategy to be evaluated and is the basis for studying the impact of including different
Libor futures contracts in the hedged portfolio. For N = 1, there is only a single
Libor maturing at 77; the residual variance in Eq. (14.29) simplifies

T+¢ T+¢
/ dxf dx'o(t,x)o(t,x")D(x,x';t)
T T

(fTM dx fT‘Jre dx'o(t,x)o(t,x)D(x,x; t))2

(14.30)
TIM dx leM dx'o(t,x)o(t,x)D(x,x';t)

The second term in Eq. (14.30) represents the reduction in variance attributable
to the hedging strategy. To obtain the HIM limit, the propagator is constrained to
equal one, namely D(x,x’;t) — 1; as shown below, the residual variance Vg in
Eq. (14.30) reduces to zero as follows

) (/T+€d ( ))2 ( TTM dx T‘M dx’cr(t,x)(f(t,x’))2 0
X xo(t,x) | — =
T T”Le dx fT”% dx'c(t,x)o (t,x")

(14.31)

The HIM limit is consistent with our intuition that the residual variance should be
identically zero for any Libor maturity since all forward interest rates are perfectly
correlated. This result is also shown empirically in Section 14.8. Results from
hedging with two Libor futures contracts in the HIM model are not presented since
aone-factor model cannot be hedged with two instruments. Indeed, M Uis sin gular
for the one-factor HIM model.
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Figure 14.1 Hedge parameter n; for stochastic hedging of caplet(t, 1,4) for port-
folio I1(z; fr) = caplet(t,1,4) + n1(¢t)F (¢, T1). (a) n1 as a function of time to
maturity xj, of forward interestrate f (¢, x;,) with fixed Libor futures contract matu-
rity 77; dashed line is for 77 = 3 months and unbroken line is for 77 = 4 years.
(b) Hedge parameter 1 as a function of time to maturity of Libor future 77, with
fixed f(¢,t + &), where § = 3 months.

14.6 Empirical analysis of stochastic hedging

This section illustrates the implementation of stochastic hedging strategies and
provides preliminary results on the impact of correlation on the hedge parameters.
The term structure of the volatility, o (6) as well as the parameters , A, and u for
the stiff propagator are evaluated using Libor and caplet data [27, 29].

Stochastic hedging mitigates the risk of fluctuations in the pre-specified forward
interest rates. The focus of this section is on the stochastic hedge parameters ;.
The optimum portfolio is chosen so that the sum of the hedging parameters, namely
ZlNzl [ni|, is minimized. The best hedging strategy entails finding the optimal
portfolio for which the portfolio has the smallest possible long and short positions
on Libor futures.

14.6.1 Hedging caplet with futures for interest rate

Consider a portfolio with one Libor future and one caplet that is to be hedged against
a single forward interest rate f (¢, x;). The portfolio is given by

[1(t) = caplet(t,t,,T) + ni(t)F(t, T1) (14.32)

The hedging strategy is to stochastic delta hedge the portfolio against forward
interest rate f, = f(¢,xp) using oI1(¢; f5,)/0 fn = 0.

The n; hedge parameter’s dependence on x; and 77 is shown in Figure 14.1 for
caplet(t,1,4); present time is ¢ (which is set equal to zero), midcurve caplet option
maturity time is #, = 1 year, and caplet operational time is 77 = 4 years. The
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Figure 14.2 Hedge parameter n; for stochastic delta hedging of caplet(t, 1,4)
using Libor futures with maturity 77 and against fluctuations of the forward interest
rate f(t,xp). The portfolio is I1(t) = caplet(t,1,4) + n1(t)F(t, T1). (a) Quan-
tum finance model (b) The HIM limit of D(x, x’;t) = 1; as expected, the hedge
parameter 71 is constant for all x;, since all forward interest rates are perfectly
correlated.

dependence of the hedge parameter 1 on xj, and 77 is plotted in Figure 14.1(a) and
on Libor maturity time 77 is plotted in Figure 14.1(b). Figure 14.1(a) shows how
the hedge parameter 11 depends on xj, for two specific values of Libor maturity
time, namely 77 = § = }1 year (three months) and 77 = 16 x § = 4 years are
chosen. It is found that x;, = § is always the most important forward interest rate
to hedge against.

Figure 14.1(b) shows the dependence of the hedge parameter 11 on different
values of 71, with a fixed value of x;, = §. The maximun of the hedge parameter
np is at 71 >~ 1.5 years and reflects the maximum of o (¢, x) around the same future
time. Figure 14.2(a) plots the hedge parameter 1 against the Libor futures maturity
T and the forward interest rate maturity x;, that is being hedged. This figure can
be used to select the Libor futures for the optimum portfolio that requires the least
number of long and short positions.

The midcurve caplet(t,t., T) can be hedged, in general, for different 7, and
T values; it is found that, although the value of the parameter changes slightly,
the shape of the parametric surfaces are almost identical to the results shown in
Figures 14.1 and 14.2(a).

14.6.2 Hedging in quantum finance models compared to HJM

The comparison is carried out for the portfolio given in Eq. (14.32), where one
forward interest rate f (¢, x;) is hedged by one Libor future.
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To illustrate the contrast between the quantum finance and the single-factor HIM
model, the same hedging parameter is plotted in the D(x,x’;7) — 1 HIM limit.
From Figure 14.2(b), the HIM hedge parameter 7, is independent of the forward
interest rate maturity x;, which is expected since in the HIM model all forward
rates f (¢, xj) are perfectly correlated. Therefore, it makes no difference which of
the forward interest rates is being hedged against.

14.7 Hedging caplet with two futures for interest rate
The portfolio with two Libor futures is given by

2

[1(t) = caplet(t,t,,T) + Z ni®)F @, T;)
i=1

Figure 14.3(a) plots the sum Zizzl |n; | for hedging the portfolio against one forward
interest rate by employing both delta and gamma hedging.
Stochastic delta and gamma hedging are given by

2

0 0
It f1) = 0 = —TI(s;
T (t; f1)=0 8f12 @ f1)

A hedge against f(¢,8) can be constructed such that one obtains an optimal
portfolio involving the least amount of short and long positions. The diagonal axis

Jayeweled abpay Jo wns 'sqy
Jereweled abpay jo wns ‘sqy

Figure 14.3 Summation of absolute hedge parameters |n;| + |n2| for two Libor
futures, 77 and T3. The portfolio is I1(¢) = caplet(t, 1,4) + 21‘2:1 ni(OF(,T;).
(a) Stochastic hedge against one forward interest rate with delta and gamma hedg-
ing. (b) Stochastic hedging against two forward interest rates, with delta and cross
gamma hedging.
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Table 14.1 Parameters for hedging one forward rate with two Libor futures.

T Ip) Xn1 N1 p)

1.5 year 0.25 year 0.25 year —38 71

Table 14.2 Parameters for hedging two forward rates with two Libor futures and
forming an optimum portfolio.

T Ip) Xn1 Xn2 N1 2

3.75 year 0.75 year 0.25 year 0.5 year 45 —25

in Figure 14.3(a) has the two Libor futures with the same maturity and hence reduces
to delta hedging with one Libor future. The data from which Figure 14.3(a) is plotted
have an optimal portfolio in which one sells 38 contracts of L(¢,t 4+ 6§) and buys
71 contracts of L(¢,t + &). The variables in the optimal portfolio are summarized
in Table 14.1.

If one chooses the hedged portfolio by minimizing 212: 1 mi (note no absolute
values on the 1;s), then the portfolio requires 1500 contracts (long the short maturity
and short their long maturity counterparts).

14.7.1 Hedging caplet against two forward interest rates
with two Libor futures

Consider hedging the fluctuations in two forward interest rates. Specifically, con-
sider a portfolio given by two Libor futures and one caplet, namely I1(z) =
caplet(t,t,,T) + Ziz:l n; (t)F(t, T;) where the parameters 7; are fixed by delta
hedging and cross gamma hedging; this yields

2

0
T (5 f1, f2) 3075

I f1, f2)

The result is displayed in Figure 14.3(b) where the portfolio is hedged against
two short maturity forward interest rates, namely f(¢,8) and f(¢,25). The data
from which Figure 14.3(b) is plotted have an optimal portfolio formed by buying
45 contracts of L(¢,t + 158) and selling 25 contracts of L(¢,t 4+ 3§). The hedging
parameters for the optimal portfolio are given in Table 14.2.

Figure 14.3 results from minimizing the sum of the absolute values of the hedge
parameters, as in Eq. (14.24), which depend on the maturities of the Libor futures
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T;. The corresponding empirical results are consistent with the earlier discussion
on the importance of forward interest rates in the near future.

14.8 Empirical results on residual variance

The reduction in a portfolio’s variance by hedging a caplet with Libor futures is
studied empirically for the following portfolio

N
TI(t) = caplet(t, T) + Y Aj(t)F (. T})
i=1

A hedging strategy to minimize the variance Var [dI1(¢)/dt] of changes in a port-
folio’s value is considered. The residual variance for hedging a one- and four-year
caplet with a Libor future is shown in Figure 14.4(a), along with its HIM coun-
terpart. Observe that the residual variance drops to exactly zero when the same
maturity Libor future is used to hedge the caplet. The HIM residual variance is
always zero due to the exact correlation of all forward interest rates.

The residual variance for hedging a four-year caplet with two Libor futures is
plotted in Figure 14.4(b). It is interesting to note that hedging with two instruments,
even with similar maturities, entails a significant decrease in residual variance
compared to hedging with one future contract. This is illustrated in Figure 14.4(b),
where 6 = 6’ represents hedging with one Libor future. The residual variance

3000
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Time to maturity/years
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Figure 14.4 (a) Residual variance Var[dI1(t)/dt] for T1(¢t) = caplet(t,T) +
A1(¢)F(t,T1). A one- and four-year caplet is hedged using a Libor future with
maturity 77. The dotted line is the residual variance for a caplet that matures in
four years time and the dashed line for a one-year caplet. The unbroken horizontal
line is the residual variance in the HIM limit for both caplets. (b) Residual variance
for portfolio I1(7) = caplet(t,4)+ Z?:l A (t)F(¢t, T;) in which a four-year caplet
is hedged using two Libor futures with maturities 7;.
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in this situation is higher than nearby points, and increases in a discontinuous
manner.

One can vary the parameters A and p of the stiff propagator D(x,x’;¢) and
examine the changes of residual variance. It is found that the neighboring points in
parameter space have almost the same residual variance and one cannot tell which
parameter offers the better hedge. An explanation of this effect is that forward
interest rates with similar maturities are strongly correlated. The HIM residual
variance for hedging a one-year and a four-year caplet are both identical to zero
and this is consistent with the analytical result obtained in Eq. (14.31).

14.9 Summary

Libor-based interest rate caplets and floorlets are important financial instruments.
The quantum finance model implies that all markets are incomplete since exactly
hedging interest rate instruments is not possible. An infinite number of forward
interest rates need to be hedged that, in principle, need infinitely many securities.
A partial solution is to approximately hedge interest rate instruments. The cor-
relation structure between the forward interest rates was exploited to define an
approximate form of hedging, namely stochastic hedging.

Interest rate instruments are hedged against the movement of a particular forward
interest rate; such hedging is useful in practice and is an important part of managing
interest rate risk. In the path integral formulation of the forward interest rates, the
expectation value of an instrument — conditioned on the value of a particular forward
interest rate — was obtained by introducing an appropriately normalized Dirac-delta
function constraint in the integrand of the functional integral. The quantum finance
formulation, hence, provides a transparent definition of conditional expectation
values of the instruments and yields the results needed for delta and gamma hedging.

An analytical and empirical analysis of hedging against two pre-specified forward
interest rates was carried out to demonstrate the utility and flexibility of the quantum
finance formulation. One can proceed further and hedge a portfolio against N for-
ward interest rates, which leads to a system of N simultaneous equations that
determine the N hedge parameters. In general, stochastic delta and gamma hedging
for increasing N rapidly becomes more and more complicated and closed-form
solutions are difficult to obtain.

The residual variance of a portfolio was studied in order to obtain a hedging
strategy that minimizes the portfolio’s fluctuations. The volatility of the hedged
portfolio can be reduced to any degree of accuracy by increasing the number of
forward interest rates being hedged against. The empirical study showed that a port-
folio of a caplet hedged with only a few Libor futures is enough to yield a residual
variance with a very small value. One of the main limitations of reducing residual
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variance is that this procedure ends up suppressing all interest rate fluctuations,
including the ‘good’ fluctuations that increase the portfolio’s value. Instead, the
ideal strategy would consist of hedging against only a subset of forward interest
rate movements that decreases the value of a portfolio.

14.10 Appendix: Residual variance

Consider the variance of a caplet. The delta parameter for the caplet, given in
Eq. (14.3), s defined by forward bond price F' = exp{— fTH dxf(t,x)}asfollows

0 caplet(t T)

+0o0 dG 1 T+ q2
=—VB(@,T) — (G- dxf(t,x) — —
/ 21 q? q* ( /T 2)

X

T+¢
e—i(G fr T dxfax) -5

— VB, T) ! e—di/2+<f) N(d_)—Le—f’?/2 (14.33)
2mq? X 2mq?

where dy = (In(X/F) & ¢*/2) /q. Eq. (14.33) yields the following

2
> (X —e 9y

1 d caplet(t,T) _ 1 0 caplet(t,T)0F

xF dt - xF oF ot
T+L 9 f(t
_ / fa.x
T ot
T+L T+L
= —/ dxa(t,x) —/ dxo(t,x)A(t, x)
T T
E[A(t,x)] = 0 yields that E[d caplet(t,T)/dt] = —xF fTM dxa(t,x).
Therefore

d caplet(t,T) E d caplet(t,T)
dt dt

T+¢
] = —XF/ dxo(t,x)A(t, x)
T

The variance is given by squaring this expression and taking its expectation value.
From Eq. (5.22) E[A(t,x)A(t,x")] = §(0)D(x,x';1) = %D(x, x’;t)” results in the

9 On discretizing time # = ne, one has that dt = € and §(0) = 1/dt = 1/e¢. The quantity € signifies a small step
forward in time.
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instantaneous caplet price variance being given by

d l Wt, T 1 T+¢ T+t
ar[L()} = —X2F2/ dx/ dx'o(t,x)D(x,x";t)o(t,x)
dt € T T

Consider the following Libor portfolio fI(t) =LV ZlN: 1 AiL(¢t, T;); its instant-
aneous variance is

) Tt
dii@) |:dl'l(t)} ZA i T>f dxo(t.)A(Ly)  (14.34)

dt

where L(1,T;) = ¢V exp{fTii+E f(t,x)dx} and

Var[dn(r)j| 1ZZA AGL(t, T)L(t, T))

i=1 j=1
T,+Z Tj+t
/ f dxo(t,x)D(x,x";t)o(t,x") (14.35)

The (residual) variance of the hedged portfolio

N
T(t) = caplet(t, T) + > A F(t.T))
i=1

can be computed in a straightforward manner. Equation (14.35) implies the hedged
portfolio’s variance equals

T+¢ T+¢
x2 f dx f dx'o(t,x)o (t,xYD(x,x";1) (14.36)
T T

N R T+ T;+¢
+2x ZAiL(t,]})f dxf dx'o(t,x)o(t,x")YD(x,x';t)
= T :

Ti4¢ Tj+¢
+ZZA A L(t T)L(t T)/ dxf dx'o(t,x)o(t,x"D(x,x';t)

i=1 j=1

14.11 Appendix: Conditional probability for interest rate

Using the results of the bond forward interest rates given in Chapter 5, after a
straightforward but tedious calculation, Eqs. (14.14) and (14.17) yield the following
results
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T+
JDFS(fy T dxf (1 x) = GIS(f (tesxh) — fu)e®

V(G =
e foS(f(l‘*,xh) — fu)e’s
— X €X [_L(G -G )2:|
T Vo L 20 0
o(Glfn Ty < L218C = I S G DdDS o) = Pt
nat,11) =
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I —L(G—G )?

V27 02

The parameters for W (G| fj,) are given below.

1 -
X = . V=0+¢K)V
1+ ¢K (I +£K)
T, 1
In(x) = —/ de(to,x)—/ a(t,x) +zE
th M 2

C Ih C
+ 1 (f(to,xh) +f dro(t,xp) — fi — E)

0]
di =(InX +Go)/Q;  d_=(nX+Go— 0%/0
Ta+L B th q2
Gy = /T dxf(ty,x) — F — " (f(to,xh) —C — fa +/ dta(t,Xh)) T

0]

2_ 2 =
0" =q 1

The parameters for ® (G| fy; ¢, T1) are given below.

T+ B i
G, =fT dxf(to,x)+/ a(t,x) - —= (f(to,xh)—f df“(”xh)_fh)
1

M3 0

nl
2
0=p- -1
! A

h
A:/ dto (t,x,)> D(t, xp, xp; TFR)

Io

B=/ o(t,xp)D(t,xp,x;Trr)o(t,X)
M

B :/~ o(t,xpn)D(t,xp,x;Tpr)o (1, x)
M,
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C=/ o(t,xp)D(t,xp,x; TFr)o (1, x)
M,
D =/~ o(t,x)D(t,x,x"; Tpg)o (t,x)
Q4
Caplet volatility is given by
q° =/ o(t,x)D(t,x,x"; Trg)o(1,x")
Q+9Q4

and

E =f o(t,x)D(t,x,x"; Trr)o (t,x)
Qi
th Ty T,+¢
=/ dtf dx/ dx'o(t,x)D(t,x,x'; Trr)o (t,x) .
0] n

The domains of integration are given in Figure 14.5. It can be seen that the uncon-
ditional probability distribution for the caplet and Libor futures yield volatilities
g? and D respectively. Hence the conditional expectation reduces the volatility of
the caplet by B%/A, and by BIZ/A for the Libor futures. This result is expected since
the constraint imposed by the requirement of a conditional probability reduces the
allowed fluctuations of the instruments.

It could be the case that there is a special maturity time xj, which causes the
largest reduction in conditional variance. The answer is found by minimizing the

t4 t A
1f
t. y h
A _
th i,
M, M, fo
fo
0 5 6 & T T+l x 0 to t, Ty T+l X

(a) (b)

Figure 14.5 (a) Domains of integration M1, M, and for the integration cube 9y,
Q», Q4 where the x’ axis has the same limit as its correspondlng x axis. (b) Domain
of integration M and 1ntegrat10n cube Q; ; where the x” axis has the same limit as
its correspondmg X axis.



14.12 Appendix: Conditional probability — two interest rates 325

conditional variance

~ 2
caplet(ty, to, Ty: fi) = XV{XN(d+) - e_G°+%N(d_)} (14.37)

2

~ (o]
L(tp, Ty1s fn) = 1T (14.38)

Recall the hedging parameter 11 (¢) is given by Eq. (14.20). Using Eq. (14.38) and
setting to = t, 1, = t €, yields an (instantaneous) stochastic delta hedge parameter
n(¢) given by

/

C
m = ———— | caplet(t,1..T: fy) — = (14.39)
G Ql C
e 1+TB1

0>
e—Go+—2—N (d_)

5| XN @D |Gy _

2
0 =—ByV SN -

14.12 Appendix: Conditional probability — two interest rates

When hedging against two forward interest rates, Eqs. (14.13) and (14.16) require
the conditional probability of a caplet given by

I DFs(F T dxf (e x) — G [Ty 8Cf (o xi) — fi)eS
[ DF T2, 8Cf (tno xi) — fi)eS

The conditional probability of Libor, for j = 1,2, is given by

V(GIf1, f2) =

Tnj+£

IDFS(G = [ f n, x)dx) [T, 8(f (tnoxi) — fi)eS
I DTz 8(f thoxi) — fi)eS

A long and tedious calculation yields

D(G| f1, f2, Tnj) =

X
21 Q

V(G| f1, f2) =

exp [—L«; — Go>2]
202

(3]

1 1 -
(G| f1, fr. Tnj) = — exp ——~<G—G~>2}
NETE [ 207

.

The distributions for W (G| f1, f2) and ® (G| f1, f2, T;;) are given by the following
expressions

1 -
X=— V=4V
T+ ek (I + £
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Tn 1 C C
X:exp{—/ dxf(to,x)—/ a(t,x)+—E+~—12(R12—£)}
" M 2 A 2

di =(nx +Go)/Q;  d_=(Inx+Go— 0%/Q

Tutt Bio q*
Gozf dxf(to,x) — F — =—(R;p — C12) + —
W A 2

BZ

e

Aqp

B Tnj+¢ Bl2j .
Gj:/ de(to,x)—i—/ioz(t,x)—A—Rlz Jj=12

T, M; 12
B2 .

~ 12 .

Q;=D;— 14_12 J=12

h
Ri = f(to,x,-)—i-/ dta(t,x;) — fi i=12

To

h
A; =f dto (t,x)*D(t,x;,x;; Tpg) i =1,2
fo

Bij = f o(t,xp))D(t,x;,x;Trr)o(t,x) i=12; j=12
M;

~ ~ A .
B12j=B1j_A_2B2j J=1,2,...,5

C =f o(t,x))D(t,x;,x;Trr)o(t,x) i=1,2
M,
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Furthermore

D; =f~ o(t,x)D(t,x,x ; Trg)o(t,x) j=1,2

J

q° =f o (t,x)D(t,x,x ; TrR)o (£, x)
r+Q4

E=f o (t,x)D(t,x,x ; TrR)o (£, x)
(o]}

th Ty T,+¢ , , ,
F =/ dtf dx/ dxo(t,x)D(t,x,x ;Trr)o(t,x) (14.40)
) I n

The domains of integration are given in Figure 14.5.
The conditional expectation of a caplet and Libor are given by

~ 2
caplet(ty, . Ty fi. f2) = xV(XN(@y) = e ST N@)) - (1441)

L(ty, Tyjs f1, fr) = %it2 (14.42)

14.13 Appendix: HJM limit of hedging functions
The HIM limit of the hedging functions, defined by taking the limit of the propagator
D(t,x,x") — 1 is analyzed for the specific exponential function considered by
Jarrow and Turnbull [65]
orym(t,x) = ogef " (14.43)

It can be shown that

02
A = Qo= 2Bxn (2Bt _ ;2P0

28
2
B = 20 p—Bun(o=BTy _ g BTty (261 _ 2610y
262
2
By = 20 o=Bri(o=BTu _ ,~BTuity (280 _ G210
262
2

C = 20 =B (g=bin _ o=BTuy (2Pt _ (20
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2
D = 20 (=BTt _ =BTuy2( 280 _ 2By

= 5
2
E = 20 (o=BTw _ g=Biny2(,261 _ 2610y
283
2
F= ;_};)3(6—/%% BTy (e=PTu — o=Biny (2Bt _ 2P0

The exponential volatility function given in Eq. (14.43) has the remarkable property,
similar to the case found for the hedging of zero coupon bonds in [12], that

B2
QY HIM) = Dyyy — —HIM — g (14.44)
AHIM
Hence, the conditional probability for the Libor futures given in Section 4.11 is
deterministic. Indeed, once the forward rate fj, is fixed, the following identity is
valid

Lyjm(tn, Tnas fn) = Ly, Tyn)

In other words, for the volatility function in Eq. (14.43), the Libor futures for the
HJM model are exactly determined by only one of the forward interest rates.

However, in general the conditional probability for the caplet is not deterministic
since the volatility from #, to ., before the caplet’s expiration, is not compensated
for by fixing one forward interest rate.
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Interest rate Hamiltonian and option theory

The Hamiltonian is a differential operator that acts on an underlying state space
[70]." A Hamiltonian formulation of option theory is discussed and shown to be
equivalent to the Black—Scholes approach. In particular, it is shown that the Black—
Scholes equation is mathematically identical to the (imaginary time) Schrodinger
equation of quantum mechanics [70].

The Hamiltonian formulation of quantum field theory is equivalent to, and inde-
pendent of, the framework based on the Feynman path integral and the Lagrangian
discussed in Chapter 5. A Hamiltonian formulation of interest rates provides another
perspective on option theory and interest rates. There are many advantages of having
multiple formulations, since for some problems calculations based on the Hamil-
tonian are more transparent and tractable than using the Lagrangian approach. In
particular, the Hamiltonian formulation is useful for exactly solving nonlinear mar-
tingale conditions as well as for studying a specific class of debt instruments options,
which includes American and barrier options.

15.1 Introduction

The Hamiltonian is introduced by considering option theory for a single equity.
Option theory is shown to have a Hamiltonian formulation in which the option
price is a function of the matrix elements of the exponential of the Hamiltonian.
The Black—Scholes option price is given a Hamiltonian derivation starting from
first principles that are reasonable and intuitive.

The interest rate state space and Hamiltonian are derived from the forward inter-
est rates Lagrangian and are a natural generalization of a similar Black—Scholes
analysis for equities. However, unlike the case for equity, the interest rate state
space and Hamiltonian are time dependent and the Hamiltonian is a differential
operator in infinitely many variables.

! The concepts of state space and operators are briefly reviewed in Appendix A.6.

329
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The martingale condition for interest rates is given a Hamiltonian formulation
and the drift is derived for the various choices of numeraires. In the Libor Market
Model, the drift is a nonlinear function of the Libors. In the path integral for-
mulation, a nonlinear drift leads to a nonlinear path integral — which, in general,
cannot be exactly evaluated due to its computational intractability. In contrast, using
the Hamiltonian approach, nonlinear Libor drift is computed exactly — from first
principles and in a parsimonious manner.

The Hamiltonians of the coupon bond and Libor are derived from the interest
rate and bond Hamiltonians. The price of the coupon bond and Libor European and
barrier options are computed from the Hamiltonian.

15.2 Hamiltonian and equity option pricing

The central problem in option pricing is the following: given the payoff function P
of some security S at future time 7', what is the price of the option at an earlier time
t < T, namely C(z,S(t))? The standard approach for addressing option pricing
in mathematical finance is based on stochastic calculus [65] and was expressed
in the formalism of quantum mechanics in [12]. A derivation of option pricing,
in the framework of quantum mechanics from first principles, is given in [7] and
summarized in this section.

A stock S of a company is never negative; the owner of a stock has none of the
company’s liabilities but a right to dividends and pro rata ownership of a company’s
assets. Hence S = ¢* > 0; — 0o < x < +o00. The stock price, at each instant,
is considered to have a random value, making it mathematically identical to a
quantum particle that at each instant has a random position (when it is not being
observed). The real variable x, similar to a quantum system, can consequently be
considered to be a degree of freedom describing the behavior of the stock price.
The completeness equation for a degree of freedom is discussed in Appendix A.6
and, from Eq. (A.47), is given by

o0
/ dx|x)(x| =Z: completeness equation (15.1)

—00

|x) is a coordinate basis for the state space, denoted by V), which is an infinite-
dimensional linear vector space. (x| is the basis of the dual state space, denoted by
Vp. 7 is the identity operator on the tensor product state space V ® Vp.

Option pricing in the framework of quantum mechanics is based on the following
assumptions.
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« All financial instruments, including the price of the option, are elements of a state space
V discussed in Appendix A.6. The stock price |.S) has the following representation

1S) = /Oo dxe’|x) (x|

—00

S = (x|S) = "

« The final value of an option, at future time 7, is given by a payoff function |P) that is
an element of the state space V. The option price |C,t) and the payoff function have a
coordinate representation

P) =f°° dxPO) (el 1C.1) =f°° dxC(t,0)lx) (x|

—0o0 —00

C(t,x) = (x|C,1); P(x) = (x|P)

Unlike quantum mechanics, the state space V is larger than a normalizable Hilbert space
since fundamental financial instruments such as the stock price S are not normalizable.
« The option price is evolved by a Hamiltonian H, which is a linear operator acting on the
state space ). Due to the necessity of fulfilling put—call parity, H evolves all options on
an equity, including both the call and put options.
« The price of the option satisfies the (imaginary time) Schrodinger equation

d
HI|C,t) = —|C,1) (15.2)
ot
with the final value fixed by the payoff function as follows
IC.T)=1P); T >1 (15.3)

It should be emphasized that option pricing is a classical stochastic problem.
Unlike the wave function of quantum mechanics, the option price C(t, x) is directly
observable; furthermore, there is no concept of a quantum measurement in option
theory. The similarity of option pricing with quantum mechanics, at this stage, is
purely mathematical: both can be described by an infinite-dimensional linear vector
space V and linear operators like H acting on this vector space.

Integrating Eq. (15.2) yields the following

C.1) =¢"|C.0)
The final value condition given in Eq. (15.3) yields

IC,T) =e™|C,0) = |P) = |C,0) = e T |P)
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Hence
C.1) = =TTV P)
or, more explicitly, for remaining time 7 =7 — ¢
C(t,x) = (x|C.,1) = (x|]e " |P) (15.4)

The expression given in Eq. (15.4) shows that the option price is the matrix element
of the operator e ~* 7, taken between the payoff |P) and the current price of the stock,
namely (x|.”

The option price was obtained earlier in Eq. (3.7) as the expectation value of the
payoff function P, discounted by the money market numeraire, and given by

C(t,x) = E[e”""P]

The expectation value in the equation given above is conditioned on the stock price
having the value of § = e* at earlier calendar time ¢. The conditional expectation
value, in the mathematics of quantum mechanics, is represented by the matrix
element of the evolution operator e ~*%; hence

C(t,x) = E[e”""P] = (x|e *H|P) (15.5)

The Hamiltonian includes the term e ~"7 that arises due to the choice of the money
market numeraire.

15.3 Equity Hamiltonian and martingale condition

The fundamental theorem of finance states that for option price to be free from
arbitrage opportunities, the Hamiltonian A must yield a martingale evolution [59].
The martingale condition is the mathematical expression, in probability theory, of
a fair game in which, on the average, a gambler leaves the casino with the money
with which she or he enters.

Mathematically, a martingale — discussed in Appendix A.2 — states the following.
A (random) stochastic process is a martingale if the expectation value of its future
value is equal to its present value. For the money market numeraire, the discounted
stock price, namely, S(z)/e’" is a martingale for the risk-free evolution required
for pricing options. From Egs. (3.3) and (15.5), the martingale condition for the
discounted stock price S(¢)/e" is given by

S = E[e”"S] = (x|e"TH]|S) (15.6)

2 Unlike quantum mechanics, where only the absolute value of the matrix elements are physically observable, for

the option price the matrix elements of ¢ =7 are directly observable, being the price of options.
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Eq. (15.6) can be re-written in state space notation and yields [12]

(x]8) = (xle™™1S); = e7T|S) =1$)
= H|S) =0 : martingale condition (15.7)

The requirement of martingale evolution places a condition on the Hamiltonian
that it must annihilate the security S. This condition has far-reaching consequences
in finance since it holds for more complicated systems such as the forward interest
rates.

15.4 Pricing kernel and Hamiltonian

The pricing kernel determines the option price for all European options and clearly
displays the central role of the Hamiltonian in the theory of option pricing. The
pricing kernel is more complicated for interest rates compared to the case for equity
and has been discussed in Section 5.9. It will be seen, in chapter 16, that the pricing
kernel for infinitesimal time is required for evaluating the price of all path dependent
options, including the case for equity and interest rates.

Using the completeness equation given in Eq. (15.1) yields

C(t,x) = foo dx'(x|e " TH X"y (x"P)

— f dx'p(x,x";T)P(x") (15.8)

where the pricing kernel is given by
px,x's7) = (xle”H|x) (15.9)

The pricing kernel p(x, x; 7) is the conditional probability, that, given the value e
at future time T = ¢ + 7, the stock at time 7 will have the value e*. Eq. (15.9) shows
that the pricing kernel is the matrix element of the differential operator exp{—t H }.

The pricing kernel has been discussed in detail in [12, 15]. The path integral
representation for the option price has been discussed in Section 3.11. For action
Sps and Lagrangian Lpg, the pricing kernel has the following realization

T
px,x';1T) = f DXeS8S; Spg = f dtLps (15.10)
0
Boundary conditions: x(0) = x’; x(t) = x

For an infinitesimal time step €, Sps >~ € Lps; the path integral collapses — resulting
in no integrations — and yields, for normalization V, the following Dirac-Feynman
relation [12]
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plx,x’s€) = Ne“8s = (xle < |x') (15.11)

The action and Lagrangian depend on the system being studied, and, for example,
Eq. (3.36) is appropriate for N-correlated equities.

The pricing kernel yields the price of the call and put European options which,
for strike price K, are given below

o0
Call(t,x):/ dx'(x|le"™|x') (" — K)4
—00
o0 ’
Put(t,x):/ dx'(x|e ™ x") (K — ")y (15.12)
—00

15.4.1 Martingale and put—call parity

Using the completeness equation given in Eq. (15.1) one can re-write the martingale
condition Eq. (15.7). From Eq. (15.9), the pricing kernel p(x,x’; 7) = (x]|e " |x/)
and e* = (x|S) yields

o0

(x|le”"H[S) = (x|S) = (x|e”H / dx'|x")(x'|S)

—00
o0
=" = / dx'p(x,x";t)e” : martingale condition (15.13)
—00
Put—call parity is the result of very general properties that all option Hamiltonians

must satisfy. From Eq. (15.5), if the payoff is a constant equal to say K, then it
factorizes out of the expectation value and yields

e "TK = E[e”"TK] = (x|e""H|K) (15.14)
From Eq. (4.15)
[e" = K]y —[K —e']L =¢" =K

Hence, from Eqgs. (15.12), (15.13), and (15.14)

o0
Call(t,x) — Put(t,x) = / dx'(xle " xy (e — K)

—0Q0
=" — (x|le " H|K)

=S—e 'K

which is the result given in Eq. (3.1).
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15.5 Hamiltonian for Black—Scholes equation

What should be the form of the Hamiltonian driving the option price of an equity
S = ¢*? Assume that H has the following fairly general form

2(x) 92 9
? (x)—+b—+a (15.15)

H=-2T%Y
2 9x? 9x

where o2(x) is an arbitrary function of x. The parameter o2(x) is the volatility of
the stock price, and indicates the degree to which the evolution of the stock price
is random.

Consider for starters the price of a put option. Suppose the strike price K — 4-00;
then the payoff function has the following limit £(S) = (K — S)4+ — K: constant.
Hence, from Eqs. (15.4) and (15.15)

Put(t,x) = (xle "H|h) = (x|le TH|K) = 7K

For K — 400, the put option is certain to be exercised since the holder of the put
option, in exchange for the stock, is certain to be paid an amount K at future time
T . The present-day value of the put option, from the principle of no-arbitrage, must
be the value of K discounted to the present by the risk-free spot interest rate. Hence

Put(t,x) > e K =a=r
The martingale condition given in Eq. (15.7) yields

o’(x)

|S) = >

Collecting the results yields the famous Black—Scholes Hamiltonian [7, 12]

Hps = —

o2(x) 8? o2 (x) 3 +
— —r)— H 15.16
2 0x? ( 2 r) dx o Hps ( )

The Black—Scholes Hamiltonian Hpg is not Hermitian; this is a general feature of
all Hamiltonians in finance, the root cause for which arises from the requirement
of satisfying the martingale condition.

Note that the Black—Scholes Hamiltonian makes no reference to the market
value of the drift of the stock price, which is determined by its rate of return. The
reason being the price of the option can only reflect the risk-free rate of return
given by r, since otherwise it would be open to arbitrage opportunities [59, 65].
The martingale condition allows the volatility o> to be an arbitrary function of the
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stock price S = e*, a fact that can be derived by a more standard analysis based on
stochastic calculus.

The evolution for the option price, in terms of remaining time t = 7T — 1, is
given, from Eq. (15.2), by the Black—Scholes—Schrodinger equation®

aC(t,x)
oy = —(x|H|C)

T

o2(x) 92C(1,x) o2(x) aC(t,x)
— —-r —rC(t,x)
2 dx2 2 0x
In terms of the variable S = ¢* and calendar time ¢, the Black—Scholes—
Schrodinger equation for option pricing is given by
8C(t,x) 1 52 28 C(t,x) dC(t,x)
_— S)S — S— C(t,
o1 T

This is the famous Black—Scholes equation derived earlier in Eq. (3.24); it appears
in this form since S is taken to be the variable of choice in most of the literature in
finance.

The Hamiltonian for N degrees of freedom can be obtained from the Black—
Scholes equation for N equities given in Eq. (3.29); in terms of logarithmic degrees
of freedom z; defined by S; = €%, i =1,2,...,N

9C _ Hye
or N
Z +i ! Al (5.47)
= —— — —+r .
l] ] 9] ]pl]a 82 o 2 lpzl 9z;

Each equity S; is a martingale for Hy since

HySp = __Zalajpl] i— 18] I+Z( o; Pu— )(Si—l +r|Sr=0
ij=1

= HyS; = 0: for each / (15.18)

The equity Hamiltonian Hy is non-Hermitian due to the necessity of having a
martingale time evolution for the underlying security S;. Hy acts on the space of

3 In physics, there is an additional factor of i in the Schrodinger equation that can be removed by analytically
continuing time to a negative imaginary variable. This analytical continuation is well known in physics and is
a precursor for numerically studying the path integral.
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functions of zy, 22, ..., 2y, which forms an N-dimensional state (function) space
that is time independent — unlike the case for interest rates discussed in Section 15.6
below.

15.6 Interest rate state space V;

The Hamiltonian and the state space of a system are two independent properties of
a quantum theory; the Lagrangian is a result of these two ingredients. The essential
features of the interest rates” Hamiltonian and state space are reviewed; a detailed
discussion is given in [12].

The state space of a quantum field theory, similar to all quantum systems, is a
linear vector space — denoted by V; — that consists of all functionals of the field
configurations at some fixed time . The dual space of V; — denoted by V; pyal —
consists of all linear mappings from V; to the complex numbers, and is also a linear
vector space. The Hamiltonian H; is an operator — the quantum analog of energy —
that is an element of the tensor product space V; ® V; pua and maps the state space
to itself, that is H; : V; — V.

The Hamiltonians for log Libor ¢ (¢, x) and bond forward interest rates f (¢, x)
are far more complicated than the case for equity, discussed in Section 15.5; since
x € [t,t + Trg] the quantum fields ¢ (¢, x) and f (¢, x) exists only for future time,
that is for x > r. In particular, the interest rates’ quantum field has a distinct state
space V, for every instant ¢. For brevity of notation let f (¢, x) denote both log Libor
¢ (t,x) as well as bond forward interest rates f (¢, x). In all the derivations of this
chapter it is assumed that —oo < f(t,x), ¢(t,x) < 4+00.*

For each time slice, the state space is defined for interest rates with x > ¢,
as shown in Figure 15.1(a). The state space has a nontrivial structure due to the
underlying trapezoidal domain 7 of the x space. On composing the state space for
each time slice, the trapezoidal structure for finite time, as shown in Figure 15.1(b),
is seen to emerge from the state space defined for each time slice.

The state space at time ¢ is labeled by V;, and the state vectors in V; are denoted
by | f; >. For fixed time ¢, the state space V; consists of all possible functions of the
interest rates, with future time x € [t,t + Trr]. The elements of the state space of
the forward interest rates V; includes all possible debt instruments that are traded
in the market at time 7. In continuum notation, the basis states of V; are tensor
products over the future time x and satisfy the following completeness equation

4 As discussed in Section 6.9, Libor forward interest rates fL(t,x) > 0 are nonlinear and positive and will not be
discussed in this chapter.
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t t

t2 t2 + TFR

t1 + TFR

1
’ o+ Trn X Ti +Trr Tr+Ter X

(a) (b)

Figure 15.1 The domain of the state space of the interest rates. (a) In the figure
the state space V; is indicated for two distinct calendar times #; and t. (b) The
trapezoidal domain 7 of the forward interest rates required for computing the

transition amplitude < finitial| 7 i exp — fT? CH() dt} | ffinal >-

== ] Ife.xn>

t=<x=t+TFp

+o00
1; I1 /_ df(t,X)Ifz)(frlE/szlfz)(frl (15.19)

t<x<t+Trr

Figure 15.1 shows the domain of the state space as a function of time ¢.

The time-dependent interest rate Hamiltonian H(¢) is the backward Fokker—
Planck Hamiltonian and propagates the interest rates backwards in time, taking the
final state | ffna > given at future calendar time 7y backwards to an initial state
< finitia1| at the earlier time 7;.

The transition amplitude Z for a time interval [7;, Tr] can be constructed from
the Hamiltonian and state space by applying the time slicing method. Since the state
space and Hamiltonian are both time-dependent one has to use the time-ordering
operator 7 to keep track of the time dependence: H(¢) for earlier time 7 is placed
to the left of H (¢) that refers to later time. The transition amplitude between a final
(coordinate basis) state | fina > at time 7'y to an arbitrary initial (coordinate basis)
state < finitia1| at time 7; is given by the following [12]

Tf
zZ= (finitia1|7{ exp — /T H() dt}|fﬁnal> (15.20)

Due to the time dependence of the state spaces V;, the forward interest rates that
determine Z form a trapezoidal domain shown in Figure 15.1.
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The transition from equity Hamiltonian to interest rates is equivalent to the tran-
sition from quantum mechanics to quantum field theorys; this is briefly discussed in
Appendix A.7.

15.6.1 Coupon and zero coupon bond state vector

The coupon and zero coupon bond are important state vectors in the theory of
forward interest rates. Consider a risk-free zero coupon bond that matures at time
T with a payoff of $1. Recall from Eq. (2.12) that the price of a zero coupon bond
attime r < T is given by

B(t,T)=¢" IT f@xdx

The ket state vector |B(¢,T) > is an element of the state space V;. The zero
coupon bond state vector is written as follows

-T
B(t,T)= < f,|B4,T) >= ¢~ Jr J(0)dx (15.21)

The coupon bond |B > is a state vector, with fixed coupons of amount ¢; paid at
times 7;, and with a final payoff of L at time 7. In the state space language, the
coupon bond is the following linear superposition of the zero coupon bonds

B(4t) >=) Bt T;) > +LIBG.T) >
i
15.7 Interest rate Hamiltonian

Consider the Lagrangian density L4 (¢, x) for the log Libor field ¢ (¢, x) given by
Eq. (6.61)

Lot x) = 1 [8¢(t,x)/8t — ﬁ(t,x)i| D xx') [8¢(t,x /0t — p(t, x )]

2 y(t,x) y(t,x')

1
p= —EA(t,x) +p(t,x); —o00 < @(t,x) < 400

The volatility y (¢, x) is deterministic and p is a stochastic and nonlinear drift term
defined in Eq. (6.59). Similarly, a general Lagrangian density for the bond forward
interest rates, from Eqs. (5.25) and (5.1), is given by

1 [af(t,x)/at —oz(t,x)i| Dt x. ) |:8f(t,x’)/at —oe(t,x/)]

Lrtx) = 2 o(t,x) o(t,x')

—00 < f(t,x) < 400
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Neumann boundary conditions, given in Eqgs. (5.10) and (6.62), have been incor-
porated into the expression for (both) the Lagrangians. The derivation for the
Hamiltonian is done for an arbitrary propagator D~!(z, x, x’), although for most
applications a specific choice, such as the stiff propagator, is made.

Discretizing time into a lattice of spacing € yields t — t, = ne. The Lagrangian
L(t,) is given by

tn+TFR 1
L(1,) zf dxL(ty,x) = —ﬁfA(tn,x)D_l(t,x,x/)A(tn,x) (15.22)
th X

(fpre — f1, — €01,)(X) or (D1, 4¢ — P, — €01,)(X)
G(ln"x) y(l}'h-x)

th+TFR
/Ef dx (15.24)
X In

where f(t,.x) = f;, (x); ¢(tn,x) = ¢, (x) has been written to emphasize that
time #, is a parameter for the interest rate Hamiltonian.

The Dirac-Feynman formula relates the Lagrangian £(,) to the Hamiltonian
operator by a generalization of Eq. (15.11) and yields

A(ty, x) = (15.23)

< fule | fo pe > = NeE) (15.25)

where V is a normalization. From the discussion on the pricing kernel in Section 5.9
and, in particular, from Eq. (5.41) a Hamiltonian representation of the interest rates’
pricing kernel is provided by Eq. (15.25).

Eq. (15.22) is re-written using Gaussian integration and (ignoring henceforth
irrelevant constants), using notation

+00
1_[/; dp(x) = /Dp

yields

<L) f Dpe ™% fux POPEXIPEIH [ A (15.26)

The propagator D(z, x, x’) is the inverse of D~ (¢, x, x').

Consider for concreteness the derivation of the Hamiltonian for log Libor
¢ (t,x). Re-scaling the variable p(x) — y(¢,x)p(x), Eqgs. (15.22) and (15.23)
yield (up to an irrelevant constant)’

HELO) _ / Dpe' e PO Grre—di—eo))=3 [ v 1) p@DEX DY ()P (15 07y

3 Since only two time slices are henceforth considered, the subscript n on #, is dropped as it is unnecessary.
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Hence, the Dirac-Feynman formula given in Eq. (15.25) yields the Hamiltonian
as follows

NeCW = < ¢ le™ Mo |y > (15.28)

— o~ €M1 (8/5¢1) / Dpei L P(Di—drve) (15.29)

The Hamiltonian is written in terms of functional derivatives in the coordinates of
the dual state space variables ¢,. For each instant of time, there are infinitely many
independent interest rates (degrees of freedom) represented by the collection of
variables ¢;(x),x € [t,t + Trr]. Hence, one needs to use functional derivatives,
discussed in Appendix A.5, to represent the Hamiltonian as a differential operator.

The degrees of freedom ¢, (x) refer to time ¢ only through the domain on which
the Hamiltonian is defined. Unlike the action S[ f] that spans all instants of time
from the initial to the final time, the Hamiltonian is an infinitesimal generator in
time, and refers to only the instant of time at which it acts on the state space. This is
the reason that in the Hamiltonian the time index ¢ can be dropped for the variables
¢:(x) and replaced by ¢ (x) witht < x <t + Tfg.

The Hamiltonian for log Libor interest rates, from Eqs. (15.27), (15.28), and
(15.29), is given by

t+TrR 52
He(t) = —E/I dxdx’My(x,x/;t)W
t+Trg ~ 5y
— ft dxp(t,x)8¢(x) (15.30)
My, (x,x";1) = y(t,x)Dp(x, x"; )y (1,x")
Similarly, the Hamiltonian for bond forward interest rates is given by
t+TrR 52
Hy(r) = —E/I dxdx’MU(x,x/;t)m
t+Trg 5
— /; dxoz(t,x)(sf(x) (15.31)

My (x,x"51) = o (t,x)D(x,x";1)o (t,x")
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The derivation only assumes that the volatilities o (¢, x) and y (¢, x) are determin-
istic. The drift terms «(¢, x) and p (¢, x) in the Hamiltonian are completely general
and can be any (nonlinear) functions of the interest rates.’

General considerations related to the existence of a martingale measure rule out
any potential terms for the interest rates Hamiltonian [12].” The entire dynamics
is contained in the kinetic term with the function M (x, x"; r) encoding the model
chosen for the interest rates; a wide variety of such models have been discussed
in [12]. The drift term is completely fixed by the martingale condition and, in
particular, by M (x, x’;1).

The quantum fields ¢ (¢, x) and f (¢, x) are more fundamental than the velocity
quantum field A(¢, x); the Hamiltonian cannot be written in terms of the A(z, x)
degrees of freedom. The reason being that the dynamics of the forward interest
rates are contained in the time derivative terms in the Lagrangian, namely terms
containing d¢ (¢, x)/dt and d f (¢, x)/dt; in going to the Hamiltonian representa-
tion, these time derivatives essentially become differential operators §/3¢ (¢, x) and

/8 f(t,x).5

15.7.1 Future market time

Future market time is defined by the nonlinear maturity variable z = z(6) = 6";
6 = x — t. One can also view 6 as a function of z since 6(z) = z'/". The market
time Hamiltonian is given by

1 2Trr) , , , 82
Hpa) = —3 fz(m o AP G @)
Z2(TFR) )
_ d ’ 15.32
fo 95750 o

The 6 = 6(z) variable is the label of the forward rate functional derivative §/5 f (6),
but is otherwise replaced everywhere by the nonlinear variable z(6). These features
of the Hamiltonian are a reflection of the defining equation for market future time
discussed in Section 5.6.

o

Drift is fixed by the choice of the numeraire (to be discussed in the next section). The Libor forward interest
rate f7 (¢, x) that is equivalent to the log Libor rate ¢ (¢, x) has nonlinear drift as well as stochastic volatility.
The Hamiltonian derived in this chapter is for the case of f(z,x) that has deterministic volatility and is valid
for bond forward interest rates and for log Libor rate ¢ (¢, x).

A potential term is a function only of ¢ (¢, x) or f(z,x); the interest rate Hamiltonian can only depend on the
8/8¢(t,x)or8/8 f(t,x).

If one wants to use the velocity degrees of freedom .A(z, x) in the state space representation, one needs to use
the formalism of phase space quantization [95].

7

8
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For simplicity of notation all derivations requiring the Hamiltonian are carried
out for v = 1; it is fairly straightforward to re-introduce market time as and when
required.

15.7.2 Interest rate and equity Hamiltonians

Interest rate Hamiltonians H(7), H (7) are far more complex and qualitatively
different from Hy, the Hamiltonian for N equities given in Eq. (15.17).” The
following is a comparison of the two Hamiltonians.

 Both the Hamiltonians are non-Hermitian, as is typical for the the case of finance.

» Both Hamiltonians have only derivative terms, which is typical of the Fokker—Planck
Hamiltonians that arise from ‘white noise’ [95].

 Both have a kinetic term containing second derivatives and a first derivative ‘carrying’
the drift term.

« The covariance of the interest rate Hamiltonian, for example My (x, x'it) =
y(t,x)D(x,x';1)y(t,x’) is similar to the covariance for equity, namely o; o p;;. The con-
tinuous index x reflects infinitely many independent random variables that drive interest
rates and is fundamentally different from the discrete and finite ranged index i for equity.
The propagator D(x, x'; 1) is the generalization of the correlation matrix p;;.

- A fundamental difference between the interest rate and equity Hamiltonians lies in the
time dependence of the interest rate Hamiltonian, which reflects the time dependence of
its state space. The interest rate state space V; is time dependent and ‘moves’ in time,
whereas the state space of equity V is fixed and time independent.

15.8 Interest rate Hamiltonian: martingale condition

The existence of a martingale measure is central to the theory of arbitrage-free
pricing of financial instruments, and a path integral formulation of this principle has
been discussed in Section 5.8. The bond forward interest rate Gaussian Lagrangians
discussed in Chapter 5 are quadratic in the fields, and hence the martingale condition
for the bond forward interest rates could be solved exactly, as in Section 5.8, by
performing a Gaussian path integration.

For the case of nonlinear interest rates, the Lagrangian is nonlinear and hence
finding the risk-neutral measure entails the exact evaluation of a nonlinear path
integral — in general, an intractable problem. For this reason, the derivation of the
risk-neutral measure is reformulated using the Hamiltonian. The Hamiltonian for-
mulation, even for the nonlinear theory of the interest rates with stochastic volatility,

° For easy reference, recall Hy is given by

N N

1 92 1, 3
Hy =—— 0i0jpij——— 0 pij =71 | — +r
N 3 i,z_:l i0jPij 31[32_,‘ +zl:(2 i Pii ) 3% +

i=
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provides an exact solution for the martingale measure [12]. The nonlinear Libor
Market Model will be studied in detail using the Hamiltonian approach and the
nonlinear Libor drift will be evaluated exactly [3].

Eq. (15.7) shows that the existence of a martingale measure is equivalent to a
(risk-free) equity Hamiltonian that annihilates the underlying security S. A similar
condition holds for interest rate Hamiltonians, but with a number of complications
arising from the nontrivial structure of the time dependent state space V; and the
fact that the spot rate r(t) = f (¢, 1) is itself a stochastic quantity.

Consider the money market numeraire exp{ ft;* dtr(t)}. The martingale condition
for the money market numeraire, given in Eq. (3.4), states that the price of the zero
coupon bond B(t,,T) at some future time 7 > t, > ¢ is equal to the price of
the bond at time ¢, discounted by the risk-free interest rate »(¢) = f(z,t). In other
words

B(t.T) = E[e~ } "4 g, T (15.33)

where E[X] denotes the average value of X over all the stochastic variables in the
time interval [z, £, ].
In terms of the Feynman path integral, Eq. (15.33) yields

1 "t
B(t,T) = Efoe—fz r0dt  SUTB (1, T) (15.34)

In the path integral given in Eq. (15.34), there are two domains; namely the domain
for the zero coupon bond that is nested inside the domain of the forward interest
rates. These domains are shown in Figure 15.2.

The martingale condition given in Eq. (15.34) is written in an integral form.
However, similar to the case of a single security, it is clearly a differential condition

T

te

T,' T Ti+ TFH X

Figure 15.2 Domains for deriving the martingale condition on zero coupon bonds
B(t,, T). The horizontal lines at #, and ¢ represent B(#, T) and B(¢, T) respec-
tively. The vertical line at 7' represents the maturity time of zero coupon bonds.
The trapezoid enclosing the zero coupon bonds is the domain for all the forward
interest rates.
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since it holds for any value of #,,. Hence take #,, = t+¢. The reason that one considers
only an infinitesimal change for the interest rates is because the Hamiltonian H (7) is
adifferential operator. For an infinitesimal evolution in time, the functional integral
in Eq. (15.34) collapses to an integration over the final time variables f,+e on one
time slice t, =t + €. Writing f(¢,x) = f;(x) yields

B(t.T) =N |Dfice /e LA T] (15.35)

The above equation is re-written in the language of state vectors. The completeness
equation Eq. (15.19) and the Dirac-Feynman relation given in Eq. (15.25) yield
the following

< f1IB(t,T) >

= /Df?+e < file SN f o >< firel Bt +€,T) >  (15.36)

The completeness equation, from Eq. (15.19), is the following

Tive = [Dficc fire > Fis (15.37)
Hence from Eq. (15.36)

< [|B(t,T) >=< file /e HD\B(t +¢,T) > (15.38)
= |Bt,T) >= e /e HO|B(t +€,T) > (15.39)

It can be verified, using the explicit representation of the zero coupon bond given
in Eq. (15.21), that

et SUD|B(1,T) > = |B(t +¢,T) > (15.40)

The discounting factor e =€/ ) plays the remarkable role of matching the zero
coupon bonds at two different time slices and yields the following eigenvalue
equation

|IB(t+¢,T) >=e" "Bt +¢,T) > (15.41)
= H@)|B({t +¢,T)>=0 (15.42)

Since there is nothing special about the bond that is being considered, one arrives at
the differential formulation of the risk-neutral measure, namely that all zero coupon
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bonds — and consequently all coupon bonds — are eigenfunctions of the Hamiltonian
H that are annihilated by 7, that is have zero eigenvalue.'” That is

H®)|B(t,T) >= 0 forallt, T (15.43)

or more explicitly

< AIHOIBMT) > = H(pye I @ — ¢ (15.44)

The above equation is the field theory generalization of the case of a single security
given in Eq. (15.7).

15.9 Numeraire and Hamiltonian

As discussed in Chapter 9, one can choose to discount all financial instruments
by any positive valued instrument, and then choose the drift velocity to make the
discounted instrument into a martingale. The main results obtained in Chapter 9 are
re-derived in the Hamiltonian framework; in particular, it is shown how the various
choices of numeraires yield different drift terms.

15.9.1 Money market and forward bond numeraire

The numeraire is exp ftg r(t")dt' and one fixes the drift so that the combination

B(t,T)/exp ft:) r(t)dt’ is a martingale. Hence the drift & for the bond forward
interest rate Hamiltonian H ¢ (¢), given in Eq. (15.31), is fixed by the martingale
condition as in Eq. (15.44), namely'

Hi®)B(t,T)=0

= a(t,x) = f dx'M(x,x'";1)
t

Similarly, for the forward bond numeraire B(t,t,.) with z, fixed, the combination
B(t,T)/B(t,t,) is a martingale. Hence, from Eq. (15.44)

B4, T)]
AL [B(t,m] ="
= at,x) = /xdx’M(x,x’;t) (15.45)
[

10" Zero coupon bonds are state vectors of the forward interest rates’ state space that are not normalizable.
" A detailed derivation is given in [12].
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15.9.2 Linear Libor market and forward numeraire

The Libor rate 1 + ¢L(t,T, + £) = exp{an"Jrz dxf(t,x)}, for the linear Libor
market measure, is a martingale for each 7,, = nf, where £ = 3 months. To fix
the drift term, the martingale condition is imposed on L(¢, 7,, + £) using the bond
forward interest rate Hamiltonian given in Eq. (15.31); hence

0="H@)LE¢ T, + )

1 t+TFR & Tn+L
t t

X
= oy (t,x) = —/ dx'M(x,x";t); T, <x <T,+¢ (15.46)
Tn

The result stated in Eq. (15.46) has been obtained earlier in Eq. (9.28).

The forward numeraire is chosen to make the forward value of a bond, namely
F(t, T, =exp{— fTTn"“ dxf(t,x)}, into a martingale for each 7},; one can see this
measure is very similar to the Libor market measure. Using the martingale condition
for the bond forward interest rates Hamiltonian yields the following

0="H@FL(,Ty)

1 t+TFr t+TFrRr Tyt
B [_5/ dxdx'M (x,x";1) +f dx“F(t,x)] e~ dxf o)
t t

X
= ap(t,x) = f dx'M(x,x";t) = —ap(t,x); T, <x <T,+£ (15.47)
Ty

The equation above gives the expected result derived earlier in Eq. (9.14).

15.10 Hamiltonian and Libor Market Model drift

Libor Market Model drift p(z,x) derived in Section 6.4 is given an independent
derivation in this section based directly on the Libor Market Model Hamiltonian
[5]. The derivation for Libor drift ¢(¢, 7,,) for the Libor Market Model given in
Section 6.7 was quite circuitous; the Libor forward interest rates f7 (f,x) were
used as scaffolding and it was not clear why one could not evaluate Libor drift
directly using only Libor L(z, T,). The result is also quite opaque, with the drift
having summations and minus signs that do not have a clear explanation. In con-
trast, the Hamiltonian framework yields a transparent derivation of Libor drift
directly using Libor variables L(¢, T;,) and the result is intuitively clear.

As in Section 6.4, choose the zero coupon bond B(¢,T;+1) to be the forward
bond numeraire; hence, from Eq. (6.13), for all n

L(t,T,)B(t, Tn—i—l) .
B(t,T1+1)

X, (1) = martingale
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is chosen to be a martingale. Libor time 7}, can be less, equal, or greater than 7;
and is shown in Figure 6.3.

The drift p(z,x) is fixed in the Hamiltonian framework, as in Eq. (15.43), by
imposing the martingale condition on &}, (¢), namely that

(15.48)

B(t,Tr+1)

Libor maturity is defined at Libor time 7,, = ¢n, where £ = 90 days; for
notational ease, define L, = L(t, T}). Write

L& T)B(t. Tuy) _ , B Ths1)

Xn(t) = n
B(t,Ti+1) B, Ti+1)

Let ¢ be a Libor time; from the definition of the zero coupon bond given in Eq. (6.5)

. 1
B(t,Tos1) =[] (1 +eLk> (15.49)

k=0

The following are the three cases for A}, (¢):

en=1
X)) =Ly =L(@Tp) (15.50)
en>1
n 1 n
X)) =Ly [] (TM) =Lpexp{— Y In(1+£Ly) (15.51)
k=I+1 k=I1+1
en<1|1

1 1
Xu(t) =L, l_[ (1+4£€Ly) = Lyexp {+ Z In(1 + ZLk)] (15.52)

k=n+1 k=n+1

Eq. (15.48) requires the calculation of §/§¢ acting on &}, (¢), which in turn needs
the following computation

Tht1
CL(t,T,) = €L, = exp {f dxd),(x)} = ¥

= S0 bk = Heo) L (15.53)
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where, as in Eq. (6.58) and shown in Figure 6.8, the characteristic function is

I Tp <x < Ti
Hi(x) =
0 x &[Tk, Trs1)

Recall that the log Libor Hamiltonian is given by Eqs. (15.30) and (6.54); for
notational convenience, the drift o (¢, x) is written such that a ‘kinetic’ piece of the
drift is subtracted out and its dependence on the future Libor time interval H,, (x)

is written out as p, (¢, x). Hence'>!?
1 , 82
Mo =—3 f My G S ag )
+1/A(t ) ’ / (t,x) ° (15.54)
= S X)———— — ,X)—— .
2, som 7 5000
o0 +00
p(t.x) =D Hy(x)pa(t,x); fE/ dx (15.55)
n—=0 X t
o Tn+1
A(t,x) = ZHn(x)f dx'M,, (x,x';1) (15.56)
n=0 n

Case(i)n=1

As a warm-up for the general derivation, consider a rather detailed derivation
for the special case for n = I which yields the martingale condition for y; = L;.
From Eqs. (15.48), (15.53), (15.55), and (15.56),

1 / /
0=THyLi=| =5 | M2 s0H 0)H ()

2 x,x’

1
+5/A<r,x>H1<x> —/p(t,x>H1<x>]L1

X

From Eqs. (15.55) and (15.56)

Trs1
f My, (x,x"st)Hy (x)Hp (x) = / dxAp(t,x)
x,x’ T,

1

Try Tr41
/p(t,X)HI(X) =/ dxpr(t,x); /A(t,X)Hz(X) =f dxAj(t,x)

X Tr X 17

12 Henceforth, for notational convenience, the limit of Trr — +0o0 is taken.
13 The explicit expression for the function pj, (¢, x) is given in Eq. (6.56).
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Hence

Trs1
0=H¢L1= [—/ dx,ol(t,x):| L;
T

I

= ps(t,x) =0 (15.57)

Case (i) n > I
For the case of X, (t), n > I, Egs. (15.51) and (15.53) yield

L 360 _ Z e Hy (x)

X, (1) Sp(x) 1+ ot (15.58)

k=1+1

Note the summation term above is due to the discounting by the forward numeraire
B(t, T;+1). The second functional derivative yields

1 82,0 2, % Hj(x) , 2\ e Hi(x')
00— Y SO ey -y D)
PADETISTIro R ,.:Z,H Tren || L T
" H(OH(x) | [ e®i T ,
- > ey | HjoH; () (15.59)
j=1+1 L+e? j=1+1 L+e?

On applying the log Libor Hamiltonian on &}, (¢), n > I, Eqgs. (15.56), (15.58), and
(15.59) yield, after a few obvious cancellations

1 1 & e®i 2 " e®i
HoXn (1) = = — | A — — A
X,(t) ¢ () =3 2 [1+e¢f] 5= 2 14e® "

j=I+1 j=1+1
1 n e¢j+¢k n e¢j

+> ) . Ajg+in— Y ——¢  (15.60)
2 S e+ ] e

where, from Eq. (6.35)

Tm-H Tn+1
Amn :/ dx/ dx'M, (x,x';1)

n

and recall from Eq. (6.55)

Th+1
h=¢,Ty) = / dxpp(t,x) (15.61)
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Inspecting the result in Eq. (15.60) leads to the following ansatz

n ¢

e?Pi
&y = E ——Aju (15.62)

o N
i 1+ e%
Hence
n b n b J b
e’ e’ e
DR SR e
¢j > ¢ o
jor L e j:1+11+ejk:I+11+ek

The remarkable identity

n J
oy Ajk_ Z A]k+ Z Ajj (15.64)

j=I+1k=I+1 ] k=I+1 j =I+1

applied to Eq. (15.63) leads to the cancellation of all the terms on the right-hand
side of Eq. (15.60) and yields the final result

HpX,(t) =0 : martingale (15.65)

From Eq. (15.61), which states that fTTn”“ dxpp(t,x) = ¢(t,T,), and Eq. (15.62),
Libor drift is given by

Tht1 n e®i®) Tht1 j+1
f dxp,(t,x) = Z 1+e¢f(t)/ dx/; dx'M(x,x';t)
" Jj=

@) Tit
e?i J
:>,On(l,)€) = Z W/ d)C/M(X,X/;l) (1566)
o 1 4 e?i Tj
n e¢j(t)
= Z mAj(lax); T, <x <Tyyi
j=I+1

Case (iii) n < I

A derivation similar to Case (ii) yields the result for &},(¢), n < I. One needs
to keep track of the relative negative sign in x,, given in Eqgs. (15.51) and (15.52)
arising from the difference in the discounting factor. The following is the final result

1 .

¢j(t) T/+l

pltx)=— 3 S dx'M(x.x': 1) (15.67)

— 1+e%® Jr,
j=n
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The exact results given in Eqs. (15.62), (15.66), and (15.67) yield Libor drift,
derived earlier in Eq. (6.56), as follows

p(t,x) =Y Hy(x)palt, x)

n=0
where
n ePm (1)
Dom=l+41 Ttebm® Am(t,x) n>1
/On(l’x) = 0 n = I
I ePm (1)
= ment1 Tootm® Apt,x) n<lI

15.10.1 Libor Market Model: Hamiltonian, Lagrangian, and Ay (t,x)

Libor drift has been obtained in a fairly transparent and direct manner compared to
the rather roundabout approach adopted in Section 6.7. The summation that appears
in the drift term is due to expressing the ratio B(¢, T,,) / B(¢, T1) as a product of Libor
variables L (¢, Ti). The relative minus sign in the summation term of the drift for
n < I and n > [ arises from the ratio B(t,T,)/B(t, T7) being either the product
of 1 4+ ¢L(t, Ty) or of its inverse.

The derivation of Libor drift given in Section 6.7 follows the general spirit of
the BGM-Jamshidian derivation. The martingale condition was first expressed in
terms of the Libor forward interest rates f; (¢, x) defined in Eq. (6.10); one then
did a change of variables and re-expressed the drift in terms of the Libor variables.
To carry out this change of variables for the quantum finance case, the Wilson
expansion for the velocity quantum field Ay (¢, x) was crucial in capturing the
nontrivial correlation terms.

In contrast, in the Hamiltonian derivation of Libor drift, there is no need to employ
the Ay (¢, x) field and all the correlation effects are produced by the Hamiltonian.
The Libor Hamiltonian is expressed directly in terms of log Libor variables ¢ (¢, x),
making no reference to f7 (¢, x). The martingale condition is expressed directly in
terms of the Hamiltonian Hy and leads to an exact derivation of Libor drift. The
fact that the Jacobian of the transformation from A, (¢, x) to ¢ (¢, x) is a constant,
as shown in Section 6.14, is essential for obtaining the log Libor Hamiltonian; a
nontrivial Jacobian would give rise to new terms.

The Hamiltonian derivation of Libor drift leads to some general conclusions in
the context of the Libor Market Model. The martingale condition that the Hamil-
tonian annihilates the underlying security was first introduced in Eq. (15.7) and
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then extended to N-securities in Eq. (15.18). The martingale condition subse-
quently had a nontrivial extension for interest rate instruments due to the need
to treat the discounting factor as being stochastic [12] and was given by Eq. (15.65)
for the Libor Market Model. The martingale condition was verified in this section
by the nontrivial derivation of the nonlinear Libor drift.

In Chapter 6, and Eq. (6.10) in particular, the Libor Market Model was given a
differential formulation employing Ay (¢, x); the Libor drift was then derived. The
next step was a nonlinear change of variables from Ay (¢, x) to log Libor ¢ (z, x),
which yielded the log Libor Lagrangian and path integral; and, finally, the log Libor
Hamiltonian was derived from the Lagrangian. The Hamiltonian formulation of
the martingale exactly reproduces the earlier result for Libor drift; thus closing the
circle, so to speak.

The Hamiltonian derivation of Libor drift provides independent proof of the
correctness of the earlier derivation of Libor drift in Section 6.7, which crucially
hinged on the Wilson expansion. The Hamiltonian result shows that the Wilson
short distance expansion for a Gaussian quantum field is the correct generalization
of Ito’s calculus and opens the way to applications in theoretical finance.

In summary, the Libor Market Model has been given three different and consistent
formulations, namely employing Ay (¢, x), L[¢], and H(¢); thus displaying the
versatility and flexibility of quantum finance.

15.11 Interest rate Hamiltonian and option pricing
Recall from Eq. (15.5), for the money market numeraire, the option price is given
by the following (t =T — 1)
C(t,x) = E[e""P] = (x|e *H|P) (15.68)

For the money market numeraire, the option price follows from the following
martingale condition given in Eq. (3.6)

exp(rt) exp(rT)| exp(rT)
The Hamiltonian formulation of option pricing discussed in Section 15.2 needs to
be generalized to the case of interest rates. For the coupon bond case, the forward

numeraire is given by B(t, t,); hence, the coupon bond option price, maturing at
calendar future time ¢, is given by the following martingale condition

C(to,ts, T, K) P B
Bty [B(t*,t*)} = £
= Cto, 1, T, K) = B(to, 1) E [Py] (15.69)
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The option price at time 7o depends on the current value of the interest rates and is
given by propagating the payoff function |P,) — maturing at time ¢, — backwards in
time, as given in Eq. (15.20), to present time #y and discounted by the deterministic
zero coupon bond B(%y, t,). The initial and final state vectors and payoff function
are given as follows

[final) = |P,)
(initial] = (¢@| = [ (f@)l

Ip=x =00

Pl ful = (B(t*’ T) - K)_,,_ = ([« Px)

The European coupon bond option price, from Egs. (15.20) and (15.69), is hence
given by

Cr(to.t4. T, K) = B(to. 1) E[(B(t. T) — K, ]

t.

= B(to,t*)(f(o)l’f{exp—/*dtH(t)}IP*) (15.70)

Io

Note that time is flowing backwards. Using the completeness equation for the state
space V,

1= fo*lf*Hf*l (15.71)

yields

[
(FOIT | exp— / a0 1P.)

Io

~ /Df*<f(°)lT{ exp — /

0

t

*dm<z>}|f*><f*|7>*> (15.72)

The payoff function state vector [P, ) is an element of the state space V, at future
time #,; in terms of the coordinate basis eigenstate of the dual state space Vi pyal

(fl= J] (f@ (15.73)

1% <X <00

the payoff function is given by

N
(FulPa) = Pul fil = (Zc,-B(r*, T) - K) (15.74)
i=1

+
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To make the content of the payoff function P, more explicit, note that

(XX, ciB(t,.T) —K),, tu<x<T
{felPs)

0, x>T

From above, it can be seen that the payoff function |P,) has nonzero components
in the future direction x only in the interval , < x < T.

The domain R required for computing the matrix elementin Eq. (15.72) is given
in Figure 5.2(b). The domain R has the important feature that the state spaces V;
for all ¢ € [1y, 1] are fixed in time and are all identical and equal to V,, spanned by
variables f(x) with x € [t,, T]. Moreover, on domain R, the Hamiltonian com-
mutes for different times [H, (¢), H« ()] = 0 since only the coefficients M (x, x’; t)
and «(¢, x) are time dependent.

For these reasons, the forward bond numeraire makes the time ordering in
Eq. (15.72) unnecessary and 7 can be removed. H,(¢) is consistently restricted
to the domain R by limiting the range of x € [z, T]; at each instant ¢, H.(¢) acts
on the state space V. Hence

1 T , , 52 T 5
Hrr = —3 /t* dxdx'My(x,x ;Z)W — ft* dxa(t,x)(sf(x)

The operator driving the option price is given by a new time integrated operator,
namely the evolution operator W acting on state space V.

1y
Wy z/ dtH«(D|r: Wr: Ve — Vi (15.75)
To
1 T , , 52 T S
= Wr= —5/t* dxdx My (x,x )—Sf(x)Sf(x/) —/t* a(x)—éf(x)

t

[ *
M(,(x,x/)=/ dto (t,x)D(x,x";t)o (t,x); a(x)z/ dta(t,x) (15.76)

Io Io

Hence, the option price is given

CE(t07 t*y T, K)

Iy
_ 0) _
LB — |T{exp / drH(r)}wm

0]

= (fule V7P, (15.77)
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The option price is completely determined by the matrix elements of e~/ taken
between two vectors { fix| and |P,) and both belong to the same state space V. For
barrier options, the price is determined by the same matrix element but with the
barrier being imposed on the eigenfunctions of Wg.

If, instead of the forward bond numeraire B (%, t,), the money market numeraire
exp(— ft:)* dtr(t)) is used — where r(t) = f(¢,t) — the domain for evaluating
the matrix element in Eq. (15.72) is the trapezoidal domain given in Figure 5.2(a).
Since the discounting factor () is a random quantity, it is inside the time-ordering,
and the discounting factor thus extends the nonzero overlap of the basis state ( f;|
with exp(— ft;* dtr(t))|Py) to the interval x € [z, T']. This in turn means that the
time-ordering symbol 7" cannot be ignored since the underlying state space and
Hamiltonian would now be time dependent; one would need to do a separate (and
more complicated) calculation for each ¢ € [#g, ].

The choice of the appropriate numeraire for a particular problem greatly simpli-
fies all calculations and is analogous to choosing a (coordinate) basis that respects
the symmetries of the problem.

15.12 Bond evolution operator

The European coupon bond option price, from Eq. (15.77), is given by
Crlto, s, T, K) = B(to,1)( file ™"/ |Py)

The calculation is carried out at calendar time 7o and all the effects coming from
future calendar time from # to 7, are carried by the coefficients M (x, x”) and o (x)
as in Eq. (15.76). In other words, the option price calculation is carried out in the
fixed state space Vi. Wy is a differential operator that contains the correlations of
the interest rates in future time direction x.

The state vector e =W/ |P,) is the price of the option at time #(. The operator Wy
is the evolution operator and e ~"7 evolves the payoff state vector, defined at future
calendar time .., backwards in time to its present value at time 7.

The natural coordinates for the evolution operator in studying coupon bonds and
swaptions is the integral of the bond forward interest rates. The dimensionless bond
variable g(x) is defined by the following

B(ty,x) = e 8%); g(x)z/ dyf(y)
t

*

5g(¥) _
Sf(y)

T T
iL:/‘ deg(x) 1) :/‘ dx 1)
Sfy)  J,  df(y)dgx) Jy dg(x)

f dy's(x —y)=0(x—y); x,y=>1 (15.78)
[

(15.79)
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where Eq. (A.42) and the chain rule of functional differentiation givenin Eq. (A.406)
have been used to obtain the above results.
From Eqgs. (15.75) and (15.79) and after some simplifications

] T T / / 52 T )
Wg:_zft* d)c/t;< dx G(X,X)W—/t; dXﬁ(X)sg(X)

X x ts
G(x,x") =f dyf dy// dtMy (y,y';1)
[ [ )

X |
B(x) =f dyf dta(t,y) = lG(x,x) (15.80)
[ to 2

Consider a subspace of the full state space composed of B(t,, T;), namely zero
coupon bonds that are issued at time 7, and mature at Libor time 7; and their linear
span, which includes coupon bonds B(z,) issued at t,.. The evolution operator W,
simplifies when it acts on only this subspace. From Eq. (A.42)

sg(¥) _
sg(x’)

S(x —x"); x,x ety T]

and this yields, for an arbitrary function of the bond variables R[g1,...,gn] =
Rlgl, the following

The delta functions reduce the integrations over [dx to sums over the bond variables
> ;- In particular, the evolution operator W, reduces on R[g] to a partial differential
operator with respect to the bond variables g;. In symbols

1 T T N 32
W, RIg] = ——/ dxf dx' Y~ Gis(Ti — x)8(T; — x')
2. T = 8819,
T N 9
—/ dx ) Bib (T x5 - | Rlg] (15.81)
Ty i=1 1

= WRIg]
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Hence, from Egs. (15.81) and (15.80)

N N

W= —% Z Z (15.82)

iy
= agl ag]

where
1
Gij =G(T;,T)), Bi=pB(T) = EGU

Note G;; is the forward bond propagator given in Eq. (11.28) and appears in the
price of a coupon bond European option; it is plotted in Figure 11.2.

The coupon bond variables g = (g1, g2, ..., gn), at time ¢, express all the bonds
as well as satisfy the completeness equation

T;

B(t*7 711) = exp {_ f(t*7-x)d-x} = e_gi

Iy

Bt T) =Y ¢;B(t, T) = Zcie—gl’ = (gB(1., T)) = B(t,, T)[g]

T +°°
g Eg(T,.)=f dxf(x); /lg ) (gl = f Hf
1x

15.12.1 Martingale and bond evolution operator

The martingale condition has a particularly simple realization for the bond evolution
operator. A general coupon bond at time ¢ has the representation

B = Z cre 8!
I

The forward bond numeraire B(z, t,) requires that

B(t,Ty)

F(t,t.,Tr) = =e 8

be a martingale for all 77.
The evolution operator W given in Eq. (15.82) yields, as expected

1
We 8 =¢; [_EG” + ﬁ1i| e 8 =0

The time integrated Hamiltonian operator W annihilates F(z, ., T7), the forward
price of zero coupon bond B(t,, T7), as required for the evolution to be martingale.
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15.12.2 Coupon bond Lagrangian

Since the coupon bond evolution operator W is the time integral of the Hamiltonian,
calendar time is already contained in W; in particular, the correlation matrix Gy is
the time integral of the coefficients in the Hamiltonian.

The Lagrangian and action are mathematical means for expressing e~/ " ; the
‘time’ integrations in Sc p is not calendar time; but rather an artifact for constructing
a path integral representation of the matrix elements of e~7 V. For option pricing,
only the special value of 7 = 1 is required.

W is mathematically identical to the Hamiltonian Hy for N-equities given in
Eq. (15.17), with r = 0 and having the opposite sign for the drift term. Hence, the
Lagrangian, action and path integral for coupon bonds, similar to Eq. (3.36), are
given by

T
Zcp =/Dg€SCB; Sca =/ diLcp

d d 1
Lep=—53 Z [ 81t) + §G11:| [ gjl(t) + EGJJ:|

IJl

/Dg— 1'[1'[/ dg; (1)

t=01=1

The matrix element (g|e~W|P,) required for finding the price of an option can
be evaluated by the above path integral by putting appropriate boundary conditions
of the space of paths that goes into defining [Dg.

15.12.3 Zero coupon bond European option

The option price obtained in Section 11.13 is re-derived to demonstrate the utility
of the evolution operator.
The payoff function is given by

Pilgl = (gIPs) = (7% — K), (15.83)

T
=/ dxf(ts, x) (15.84)
[

The zero coupon bond evolution operator simplifies to

1 92 9
W=—Gor — g~ (15.85)
27 9g2 dg
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T T 1y 1
:f dy/ dy’/ dtM(y,y';t); B==G
Ty Ty o 2

The eigenfunctions and eigenvalues of W are given by

e'’$ = (g|p)

, 1
and completeness, from Eqs. (A.8) and (A.9), by

+00 dp ) .
T= [ Lintels telp) = (plg) = et
—00
The option price, for f = f: dxf(tg, x), is given, from Eq. (15.77), by the
following

C(to, 1, K) = B(to,t*)<f|e_wl73*>

+oo g +o<>
— Bio.1,) / L ) / dg(plg)(elPy)

0
eod P _1Gp2+ifp i(f-g)
= B(to, tx) — dge 2 e Py(g)

= B(10, 1) e~ 26U ~& P’ (¢ —K),

J_f a

Since G = ¢ = 2, the price obtained is equal to the result given in Eq. (11.69).

15.13 Libor evolution operator

Similar to the discussion in Section 15.12, the forward bond numeraire leads to the
same simplification for the log Libor Hamiltonian. The operator driving the option
price is given by a time integrated operator, namely the Libor evolution operator
Uy acting on Libor state space V. From Eq. (15.54)

Iy
U¢E/ dtHg()|r: Up: Vi — Vi

To

1 T , , 82 T 5
[

1 1
M, (x,x") =/ dry (t,x)D(x,x";0)y (t,x"); p(x) :/ di[p(t,x) — EA(t,x)]

To To
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Similar to the evolution operator W for the coupon bond sector — derived from
the bond forward interest rate Hamiltonian — the log Libor Hamiltonian simplifies
when acting on only Libor variables. Consider Uy acting only on functions of Libor,
which are of the form R[¢g(t), p1(2),...,¢P,(t),...]; the log Libor variable ¢, ()
has been defined in Eq. (6.47). Since the forward bond numeraire yields a fixed state
space V,, in the Hamiltonian framework the variable ¢ in ¢,(¢) can be dropped;
hence, from Eq. (A.42), for Libor time starting at Ty

Tn+1
bn = / dxe (x) (15.87)
) > 8¢, 0 ad )
L N 15.88
= 390~ L e i~ W (189

where the characteristic function H,(x) is defined in Eq. (6.57). Substituting
Eq. (15.88) into Eq. (15.86) yields, for UpR[¢,] = URI[¢x]

1 92 1 0
U:——§ A ——§ — =App | —
25" 0pmddn S (p "2 ) Ay

[ Tn+1
Pn :/ dt/ dxp(t,x)
To Tn

T, T,
_ m+1 n-Hd d , ,
Apn = xdx'M, (x,x")
m n

[ Tnt1 Ta+1
=/ dt/ / dxdx'y (t,x)D(x,x";t)y(t,x")  (15.89)
To m

n

A straightforward derivation yields, from Eqgs. (6.56), (15.86), and (15.88)

¢Wl
Yo+l Togom B Tn > Ty
pn=190 T, =T, (15.90)
> Ay Ty < T,
m=n+1 14ebm —mn n <A1y

15.13.1 Caplet price

A derivation is given of the caplet price using the Libor evolution operator U, which
is similar to the derivation of the zero coupon bond option price using the evolution
operator W given in Section 15.12.
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The payoft function for a caplet maturing at #,, from Eq. (4.10), is given by

CVB(t, Ty + O[L(t. ) — K],

For the forward bond numeraire, from Eq. (8.8) the price of a caplet is given by

caplet (o, ty, Ty)
B(t0, T141)

= VE[€L(t, T1) — LK ], (15.91)

Define the effective caplet payoff function by

Pilor] = (¢1|Ps) = V[e? — K], (15.92)

Ty

CL(t,, Ty) = % ¢>,=f dx¢(x) (15.93)
T,

1

For the caplet price, the Libor evolution operator U depends only on d/d¢;. From
Eq. (15.90) p; = 0 and hence

g ! , 32 L0

T4 T4 Iy
q% = Ajg =/ dxf dx// dtMgy(x,x";1)
T, T, 1

1 1 0

where q% has been defined earlier in Eq. (8.10).

The Libor evolution operator U is identical to the Black—Scholes Hamiltonian
given in Eq. (15.16) for the case of r = 0; in contrast, the bond evolution operator
W given in Eq. (15.85) has the opposite sign for the drift term compared to Hpg
and U. The reason that the Libor and Black—Scholes cases are similar is because in
both cases the value of the security is compounded as time increases; in contrast,
future cash flows of a bond are discounted by the bond evolution operator and hence
the present-day value of the bond decreases as time increases.

The eigenfunctions and eigenvalues of U are given by

e = (¢11p)

. 1 .
Ue'r = 2qi(p* + ip)e'™”
Completeness is given by Egs. (A.8) and (A.9) as follows

+ood ) )
I=/ %|P)(P|; (p11p) = €'PP; (plgs) = e P!
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The option price at time tg, for £L(fg, T7) = e?, from Eq. (15.77), is given by
the following

caplet(1y, t, TI)

Vigle YIPy)
B(to,t1+1) ¢ *
+o00 dp U +o00
_ Vf L gle |p>f dg(plg)(elPy)
T —00
- /+OO dp f+oo dge™ 291 (P*+iP) (iP@=8)p (o)
1 (¢> -
—v f dge gzq’(g—zK)+
1/27't'q% -0

+00 1 .2
f_oo dge ﬂg (e¢+g_%q% —EK)+

1
=V
1/271q2
=£V\/7

The caplet price obtained in Eq. (15.94) is equal to the result given in Eq. (8.11)
and yields Black’s caplet formula.

f dge_@ (L(zo,T,)e—%qterg—K)+(15.94)

15.14 Summary

A complete description of financial instruments is provided by the Hamiltonian
that determines the dynamics of the underlying security, together with the security’s
state space.

The Black—Scholes option pricing theory was expressed completely in terms
of the equity Hamiltonian and yields the Black—Scholes equations as a particular
realization of the Schrodinger equation of quantum mechanics.

Interest rate state space and Hamiltonian were derived from the forward interest
rate Lagrangian and action. The state space is infinite dimensional and the Hamil-
tonian is a second-order functional differential operator. Both, the bond forward
interestrates f (¢, x) and the log Libor rates ¢ (¢, x) have a well-defined Hamiltonian
since their volatility is deterministic.

The Hamiltonian realization of the martingale evolution of equities entails that
the equity be annihilated by the Hamiltonian. The martingale condition for interest
rates leads to a result similar to the case of equities: the interest rate Hamiltonian
must annihilate all interest rate instruments that have a martingale evolution. The
drifts for various choices of numeraires, fixed by the martingale condition, were
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evaluated using the Hamiltonian approach. The Hamiltonian is the appropriate
framework for imposing the martingale condition for nonlinear interest rates and,
in particular, yields the exact expression for the Libor Market Model’s nonlinear
drift.

A new feature of the interest rates dynamics is that, unlike the case for equity, the
interestrates’ state space and Hamiltonian are time dependent; this leads to a number
of new features for the Hamiltonian and, in particular, that the evolution operator is
defined by a time-ordered product. Choosing the forward bond numeraire leads to a
major simplification: the interest rates’ state space for the forward bond numeraire
is equivalent to a fixed state space and one can dispense with time ordering, leading
to a time independent evolution operator.

The interest rate evolution operator simplifies for the coupon bond as well as
for the Libor sectors, respectively, and in both cases reduces to a second-order
partial differential operator, which is equivalent to an N-equity Hamiltonian. The
exact price of a zero coupon bond European option and a Libor caplet’s price were
obtained using the evolution operator.
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American options for coupon bonds
and interest rates

American options for interest rate caps and coupon bonds are analyzed numerically
in the formalism of quantum finance [17, 40]. The main purpose of the analysis is
to develop efficient algorithms for analyzing path dependent American options for
debt instruments. Managing the proliferation of forward interest rates is the main
challenge for algorithms calculating American options. All calculations are carried
out using the linear (Gaussian) bond forward interest rates f (¢, x), which — due to
their simplicity — allows one to focus on the main computational complexities. The
algorithms developed for the bond forward interest rates can be extended to the
nonlinear Libor Market Model.
Zero coupon bonds, from Eq. (2.12), are given as follows

T
B(t,T) =-exp {— f dxf(t,x)}
t
The forward interest rates f (¢, x) are allowed to take all real values, namely —oo <
f(t,x) < +o00; as discussed earlier, this approximation is consistent with all bond
prices being strictly positive. The dynamics of f(z, x) are given by Eq. (5.1), namely
that

af(t,x)
ot

=oa(t,x) +o(t,x)A(,x)

where A(r, x) is the velocity Gaussian quantum field. The drift a(¢, x) is fixed by
the forward numeraire and is given from Eq. (9.14) as follows

X
a(t,x) = a(t,X)/ dx D(x,x ;t)o(t,x); Ty <x < Ty
T,

The interest rate caplet is expressed in terms of the bond forward interest rates
f(t,x). Hence, the linear pricing formula given in Eq. (10.1) is used for the testing

365
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European caplet prices obtained from the numerical algorithms developed in this
chapter.

Calendar and future time are discretized to yield a lattice field theory of bond
forward interest rates that provides an efficient numerical algorithm for evaluating
the price of American options. The algorithm is shown to hold over a wide range
of strike prices and coupon rates. All the theoretical constraints that American
options have to obey are shown to hold for the numerical prices of American
interest rate caplets and coupon bond options. Nontrivial correlations between the
different interest rates are efficiently incorporated into the numerical algorithm.
New inequalities are conjectured for American coupon bond options, based on the
results of numerical studies [17, 40].

16.1 Introduction

American options for debt instruments such as interest rate and coupon bond options
are widely traded. An accurate and arbitrage free pricing of American interest rate
options has far-reaching applications. American options for the debt instruments
are complex since, at any moment in time, there are a large number of future interest
rates that exist in the market. All of the interest rates evolve randomly and have
strong correlations with the other interest rates.

In the simple case of a European option on equity, the Black—Scholes equation
can be explicitly solved to obtain an analytical formula for the price of the option
[59]. When one considers financial derivatives that allow anticipated early exercise
or depend on the history of the underlying assets, numerical approaches need to be
used. Various numerical procedures have been developed in the literature to price
exotic financial derivatives on equity with path-dependent features, as discussed
in detail in [59]. These procedures involve the use of Monte Carlo simulations,
binomial tree (and their improvements), and finite difference methods.

The pricing of European and American options for debt instruments is far more
complicated than for equity options. In order to price derivatives of debt instru-
ments, one needs to model the underlying interest rate dynamics. The leading
model at present for modeling forward interest rates and their derivatives is the
HJIM model; for the N-factor model, the interest rates at every instant are driven
by N random variables [59, 63]. Numerical techniques for pricing American inte-
rest rates options [63] are all based on the generalization of the binomial tree
approach [72].

To price American options for equity an efficient computational algorithm, using
path integrals, has been developed by Montagna and Nicrosini [76]. The quantum
field theory describing the bond forward interest rates is discretized and yields a
lattice field theory model; an algorithm that generalizes the path integral approach
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of [76] to the case of debt instrument options is obtained using the lattice field
theory.

16.2 American equity option

The path integral algorithm for pricing American equity options is analyzed as a
preparation for the rather complex derivation of the price of American caplets and
coupon bond options.

Consider an option on an underlying equity S(¢) that matures at some future
calendar time ¢,, with present time given by #p; in this chapter fp = 0. Calendar
time is discretized into a lattice, with discrete time t — t, = en, n =0,1,..., M;
the payoff function matures at future calendar time #, = e M. See Figure 16.1.

Since the payoff is specified at future time ¢, the numerical algorithm is a recur-
sion equation that evolves the payoff function backwards in time — with the origin
of the calendar time lattice being placed at 7, — so as to produce the option price at
earlier time fy. For this reason, it is convenient to define remaining time t = #, — ¢
that runs backwards, decreasing in value as calendar time increases. In terms of
remaining time 7, option pricing becomes an initial value problem.

The Black—Scholes Lagrangian, for asset price S = e® and remaining time T =
T —t,is given by Eq. (3.39) as follows

2
Lps = —ﬁ [% +a] (16.1)

where o = r — 02/2.

Remaining time is discretized into a lattice 7, = e(M —n), n =0,1,..., M,
with 7, — 9 = e M. Hence, tg = t, is the expiration time of the option and present
time is Ty = 0 = 1y; Figure 16.2 shows the time lattice, with the lattice sites
labeled by remaining time t,,.

Define z; = z(t;); discretized velocity for remaining time is defined, as in
Eq. (3.33), by the finite backward difference dz/dt >~ (z; — z;—1)/€. The lattice
Lagrangian is given by

1 Zi — Zji— 2
Lpsii—1)=—=— (’—’1 +(x> _r (16.2)
20 €
°® °® °® °® °® ° °® °
0 1 2 M-1 M
Figure 16.1 The lattice for discrete calendar time t — t, = en, n =0,1,..., M

with ¢, = e M. Calendar time increases to the right.
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M M-1 M-2 2 1 0

Figure 16.2 The lattice for remaining discrete time 7, = €(M —n) with t, = e M
andt — t, = en, n =0,1,..., M. Calendar time increases to the right and the
decreasing numbering of the lattice points are for remaining time.

Let the boundary conditions be given by zg = z; zy = 7’; from Eq. (3.39), the
lattice action is given by

M—1 M—1
Sps =€ Y Lpsi)=Y_ L3
=0 =0

1
L(i) = eLps(i) = —= (zi — zig1 — @)

252

with dimensionless parameters s> = €02, & = €.

The pricing kernel is defined by Eq. (15.9) and from Eqs. (15.10) and (15.11)
yields the following [12]

z2(0)=z";z(v)=z

M-1
pE M) = ('l M) = N T / dz;e®?s
i=0

p(Z,z31) = (Z]le”M|z) = Nexp(L)}

[ 1 1
= mexp{—ﬁ(z—z/—&)z} (16.3)

Consider a European put option Pg with strike price K and payoff function given
by (K — e%)4+. The option matures at time Me = t, in the future, with present time
labeled by #p = 0.' Since remaining time is running backwards, the pricing kernel,
from Eq. (3.43), gives the price of the European put option at time m = M by the
following equation

_ [too
Pe ) =M [ dzpamnk - ey (164
—o0
where 7 = er.
Consider the case of an American put option with possibility of an early exercise.
The payoff of the American option is the same as the European option, with the
additional freedom that the holder of the option can exercise the option anytime

! The price of an American call option, for a nondividend paying stock, can be shown to be equal to the European
call option [59].
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from the present time f( to its maximum maturity date ¢,. Time is divided into short
intervals of spacing € and early exercise of the option can only take place at the
discrete time instants #; = i€.

To find the price of the American option P (¢), one propagates the payoff function
backwards in time. At time slice 7; the American option has a price given by P(7;).
To determine the option price at next (earlier) instant 741, one propagates P (t;)
(backwards in time) to obtain a trial value of the American option at ;1 1, called
P;(ti+1). The actual value of the American option at 7;4 is given by the maximum
of the (nondiscounted) payoff function and P;(7;+1); that is

P(ti+1) = Max{P;(7i11), (K — e“*1) 1} (16.5)
In the path integral approach the pricing kernel is used for computing the trial option

price P;(ti11); Eqgs. (16.3) and (16.4) yield

5 “+0o0
Pr(tip1,7) =e" f dzp(Z, 5, DP(1,2) = e "N f dze* D P (1, 7)

+00
V2ns2f dzexp{—— (z—z —oe) }P(tl,z) (16.6)

Almost all cases of interest have fairly small volatility, that is s >~ 0; for small
s, the most efficient procedure for evaluating the integral in Eq. (16.6) is to Taylor
expand the function P (t;, z) about the very sharp maximum of the Gaussian part of
the integrand located at the point z’ + & = Z. Denoting differentiation with respect
to z by prime yields the Taylor expansion

P(ti,2) = P(1;,2) + (z — )P/ (1:,2) + %(Z — Z)ZP”(TZ',Z) +... (16.7)

Using the fact that

1 +0o0 =2 1 +0o0 )
’/2ns2f dze 229" = I ‘/2ns2f dze 2@ (z—=2)=0
—00 —00
1 +oo 1 =2
VZJTSZ/ dze 32 g 2 = (16.8)
—00

yields, from Eqs. (16.6), (16.7), and Eq. (16.8), the following recursion equation

Pi(tiy1,7) = e’ |:P(‘L’,',Z) + %SZPN(T,',Z)] + 0@ (16.9)
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Discretizing the values of 7 into a grid of spacing § of O(s) yields

Pi(tig1,2) > e [P(fi,Z) + 8—12[1’(71',2 +48) —2P(7;,2) + P(vi, 2 — 8)]]

(16.10)

To obtain the value of P;(t;1+1,2’), as in Eq. (16.10), one needs the values of option
prices at the earlier time at three distinct values of z, namely P(t;,7), P(ti,Z £9).
By induction, it follows that, for each step one recurses (back in time), one loses two
points that are on the boundary of the stock price tree; hence, the number of stock
values at which the option price can be obtained collapses into a single value. This
structure of the recursion equation is shown in Figure 16.3, where the tree reduces
to a single point in remaining time. The single point corresponds to a specific value
of the stock price, which in Figure 16.3 is indicated by z%.

The purpose of the recursion is to find the option price at some particular value of
the stock e*™ and at present calendar time, denoted by remaining time 7. Hence,
one needs to create a free with specific values z,, of the stock price for each time
step; for these specific values of the stock price, the recursion equation evaluates
the price of the option; the tree is illustrated in Figure 16.3.

As shown in Figure 16.3, the points on the tree grow linearly with each step in
time. The stock values z; on the tree are taken to have a spacing of § = s so that
the spread of the z; values on the tree can span the interval required for obtaining

Stock price

A

i G

0 1 M1 M m
Remaining time 7= me

Figure 16.3 Tree of stock values z’,‘” atremaining time lattice T = me, with number
of points growing linearly with maturity time. The figure indicates how three points
on the tree are required, by the recursion equation, for determining the option price
at the next remaining time lattice point.
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Table 16.1 Numerical prices of American and European put options as a function
of the possible present time stock prices S. The parameters are t, = 0.5 year,
r = 0.1/year, 0 = 0.4/ /year, K = 10, € = t,/100.

Black—Scholes

S American Put Numerical European Put European Put

6.0 4.00 3.558 3.558

8.0 2.095 1.918 1.918
10.0 0.922 0.870 0.870
12.0 0.362 0.348 0.348
14.0 0.132 0.128 0.128

an accurate result from the integration. The tree at time 7; has the following values
for z;, namely

20 =y + @+ ks, k=—M—-m),...,+M —m)  (16.11)

At remaining time t,,, the tree consists of 2(M — m) + 1 values of z,,(k), centered
on the S = ¢*¥ . For m = M, this reduces to the value of z;(/;) = zym + &, namely
the value of the stock at initial time for which the price of the American option is
being computed.

The algorithms expressed in Eqs. (16.5) and (16.10) were numerically tested and
yield results, given in Table 16.1, that are fairly accurate as well as consistent with
those obtained in [76].

The American and European put option prices, together with the payoff function
for the put option, are shown in Figure 16.4(a) and are seen to be consistent with
the discussions in [59]; in particular, note that the American put option is always
more expensive than the European put option, as indeed it must be since it has more
choice; furthermore, the American put option, for small values of the stock price
S, has the same slope as the payoff function, hence smoothly joining it.

From [59], the inequalities obeyed by the price of American call and put options
C and P respectively, on a stock with stock price S, strike price K, and maturing
at future time 7', are given by the following

S—K<C-P<S—e'TK (16.12)

The put—call inequality for American option of a stock is seen in Figure 16.4(b) to
hold for the numerical option prices.

All the basic features of the algorithm for pricing an American equity put option
appear in the more complex algorithm required for pricing the American coupon
bond and interest rate options.
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Figure 16.4 (a) Price of the American stock option (dashed line) versus stock price
S; the unbroken line is the payoff function and the dotted line is the European
option price. (b) Put—call inequality for the American stock option. Unbroken line
is C — P, dashed line is S — K, and dotted line is S — e " K.

16.3 American caplet and coupon bond options

In the numerical studies of both the caplets and coupon bond options, for simplicity,
only options that mature when the instrument becomes operational are studied.’

To define the numerical algorithm the time interval [fg, #,] is discretized; note
to = 0 and t, = Me. Define remaining lattice time by 7,, = t, — (m — 1)e =
M—-—m+De, m=1,2,...,M + 1, where 1 = t, = Me; present time fyp = 0
yields for lattice time 73741 = 0. In other words, the option can only be exercised
attime ty = Me, tp = Me — €, t3 = Me —2¢, ..., tyy = Me — (M — 1)e = €.
The numerical algorithm recurses ‘forward’ in remaining time with7; — ... —
Tmseveos TM+1-

Let C(t;,t:) denote the price of both caplet and coupon bond American
option.” Choose the forward measure with numeraire B(T,,, t..), for which g(z,,) =
C (T, ts)/B(ty, t) is a martingale. The trial value of the American option at later
remaining time t,,+1, denoted by g(t,,,+1), is given from the option price at time
7, by the martingale property, which from Eq. (3.8), yields the following

C(Tm, 1+)

m} = E[g(tm)] (16.13)

g (Tm-i-l) =E [
The tilde in g(t,;,+1) denotes the initial trial value of the American option at
Tm+1- The trial option price is compared with the payoff function (divided by

2 Midcurve options are widely traded in the market. All the numerical procedures developed in this chapter can
be generalized in a straightforward manner to the midcurve case.
3 Since the caplet matures at T = t, the third argument in caplet (i, t, T) is suppressed.
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the appropriate numeraire) and yields the actual value of the option at time 7,41,
which is equal to the maximum of the two [59].

From Eq. (16.13) it can be seen that in all computations, the quantity g(t,,) is
always equal to the option price C(ty,, tx) divided by the numeraire B(t,, #,). For
the American option, the trial option price needs to be compared with the payoff,
with the greater value being retained. Hence, the payoff at intermediate time —
between maturity and present time — needs to be defined. At intermediate time t,,,,
the scaled payoff is defined by dividing the payoff by the numeraire, to match a
similar division in defining g(t,,). All zero coupon bond prices in the payoff are
replaced by the forward bond prices at time t,,, as is required for the American
option.

16.3.1 Caplet

Consider an interest rate caplet that matures at ¢, and caps the interest rate at K for
the period T to T + £.* The payoff of the caplet, from Eq. (9.32) is given in terms

of f(t,x), by
VB(t,, T)[X — F(t.. T, T + 0], (16.14)

where

1 T+L

1+(K

X =

cV=04+LK)V; F(t,, T,T + £) =exp{—/ dxf(t*,x)}
T

Figure 16.5 shows the forward interest rates that define the caplet payoff function
at different times ¢, t;, tp. For the caplet the scaled payoff at remaining time t,, is
given by

VF(Tm’l*’ T)Y[X — F(t,,, T, T + Z)]+
B(ti, 1)

The important point to note is that the form of the payoff does not change with
time. The discounting factor at time ¢, that appears in the payoff at maturity, namely
the bond price B(t.,T), is changed into the forward bond F(z,,, ., T) as one
moves to an intermediate time 7,,, as shown in Figure 16.5; there is no additional
discounting factor. The American option price at time ;4 is equal to the maximum

4 In the numerical study, only the special case of T = t,, will be considered; for now, the midcurve caplet is
analyzed as the formulas are more transparent.
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Figure 16.5 f/F[t,-,t*,T)(X — F(t;, T, T 4 ¢)]+/B(1,t4): the scaled payoff
function for the caplet at intermediate time #; € [7g, #.].

of the initial trial option value g; (t,,+1) and the payoff function at time t,,11; hence

C(Tm-i-l’t*) _ g(_[ 1)
B(Tyt1,1:) "

- ~ F(typit,t, T)[X — F(typa1, T, T + £
— Max |:g(1_m+1), v ( m—+15 bx )[ ( m—+1 )]+:|
B(tm+1, 1)

(16.15)

Note from Eq. (16.15) that, in effect, the option price C(7;41, t;) is being compared
with the payoff function V F(t;11,4,T) (X — F(ti41, T, T +£)),.

16.3.2 Coupon bond
The coupon bond payoff function, from Eq. (4.20), is given by

N
[ZciB(r*,T» - K}
i=1

_l’_

The scaled coupon bond payoff, at time ;, is given by

[ Y0 ¢ F(nit. T)) — K],
B(Th t*)

As is the case for the interest rate caplet, at intermediate time 7, € [fg, #,] the bond
price B(ty, T;) at time t,, in the payoff function has been replaced, at time t,,, by
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the forward bond price F (T, 1, Tj). The American option price at time Ty, is
given by
C(Tit1.t:) 2(Ta)
B(tyir:ts) o
[ X0 i F (@m0 Tj) — K],
B(Tm—H b} t*)

= Max |:§(Tm+1), } (16.16)

Note the important fact that for both the caplet and coupon bond, the payoff
function at each time 7, is identical to the form of the payoff function at maturity
time .. In particular, the payoff function is scaled when it is compared with the trial
option price g(7,,+1) and this results in the option price being directly compared
to the payoff function at intermediate time 7, 1.

16.4 Forward interest rates: lattice theory

The quantum field theory of forward interest rates is defined on the trapezoidal
domain in the continuous x¢ plane, as shown in Figure 5.1. To obtain a numerical
algorithm, the xt plane is discretized into a lattice consisting of a finite number of
points. The calendar time direction, as mentioned earlier, is discretized into a lattice
with spacing € and future time direction x is discretized into a lattice with spacing a.

Recall, from Egs. (5.4) and (5.6), the stiff action for continuous calendar and
future time is given by’

B afjot—a\> 1 [d [3f/dt—a\)?
=g [ fae| () (i ()
1[92 [of/or—a\]
C 0_)” (16.17)

The time lattice is defined as discussed in Section 16.3, with g = 0. Future time,
similar to calendar time, is labeled running backwards, with the origin of future
time being placed at the payoff function. In other words, continuous calendar time
and future time labels (¢, x) are discretized so that lattice remaining time is defined
by #, — t and lattice future remaining time is defined by 7" — x, where T is the
maturity time of the underlying instrument. For the caplet, maturity time is when
the interest cap becomes operational, whereas for the coupon bond it is the time of
the last coupon payment, which is also the time of the principal’s payment.

3> Market time is not considered in this chapter since the focus is on developing numerical algorithms and not
applications to the financial markets.
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Figure 16.6 The axis labels r and x are calendar and future time, whereas labels t
and x are for remaining calendar and remaining future time. Forward interest rates
on the lattice, with each dot representing a forward interest rate f(¢,x) — fun;
an arrow indicates that a forward interest rate exp{ finn} connects lattice (mn)
to (m,n + 1). The lattice points take values in the range m = 1,2,...,M + 1
andn = 1,2,..., N + m. (a) Payoff function for a caplet. (b) Payoff for the
coupon bond.

Given the trapezoidal shape of the forward interest rates domain defined by x > ¢
and plotted in Figure 16.6, the range of discretized x,, depends on discretized time
7. The calendar and future time lattice have spacing € and a respectively. At
maturity time #, future time is taken to have N = (T — t,)/a number of lattice
points — corresponding to N forward interest rates that define the payoff function.

Hence, for ¢ € [0, ], the discretized calendar and future time are given by®

t—>ty=M-m+1le; m=1,2,....M+1
=0<71,<Me; 11 =t, =Me; T)y4+1 =0

x> Xy =me+[N—n+lla; n=1,2,....N+m

Tm
a<x,<(N+m)a, T —t,=Na (16.18)

The total number of lattice sites is equal to N(M + 1) + M (M + 1)/2; for most
numerical calculations one usually takes € = a.

Note the payoff is placed at remaining calendar time 7; = t,, which implies
from Eq. (16.18) that m = 1; the payoff is always placed at remaining future time
XN+m = a. Figures 16.6(a) and 16.6(b) show the lattice on which the forward
interest rates and the payoff for the caplet and coupon bond are defined.

To define the lattice theory, one needs to rescale the field f(¢,x) and all the
parameters so that only dimensionless quantities appear in the lattice action. Define

% Amore accurate notation is x — %, (i) since the range of %, () depends on m. However, to avoid cumbersome
notation, the index m is assumed for X;,.
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the following dimensionless lattice quantities

fon = af (tm. %) = af (M —m + 1le, Me + [N — n + 1]a)
Qmn = A€A(Tyy, Xp); Smn = V €A0 (Tyy, Xp)

n=au; A =ak
The dimensionless quantum field variables f,,, yield the following discretizations

, 1
f((; *) = (fm,n - fm-i—l,n) = 8tfmn
I3 ae ae

fx) 1 1

ax —= C?(fm,n - fm,n—H) = C?Sxfmn

Thus, from Eq. (16.17), one obtains the following lattice action S, expressed
completely in terms of dimensionless field variables and parameters

1 S f —a\?
SL=—§Z|:( S )

1 Sf—a\\* 1 (,(8&f—a\\
+ﬁ(8x( Smn )) +F(8x( Smn >>j| (1019

Doing an integration by parts, the action in Eq. (16.19) yields

M~+1 N+m ~ ~
1 8lf — ~_1 8[f —
SL=-53 3 ( - )mn Dm’nn,( ) ae

m=1 n=1

where D! | is the dimensionless inverse of the propagagtor with dimension-
m,nn

less parameters /i, A. The dimensionless lattice Lagrangian is given from S by the
following

M+1
SL = Z L1 ]
m=1
N+m ~ ~
1 S f—a\ =~ [(8f—a
Clfnsrtnl = =5 3 ( e ) Dm}nn/( — ) (16.21)
=1 mn mn’
where £, = (fim1, fm2,---» fm.N+m). Note the number of components of the

forward interest rate vector f,, depends on the time lattice m and has N + m-
components; the reason being that forward interest rates are defined for all x > ¢,
which on the lattice implies that the number of forward interest rates depends on 7.
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The functional integral is discretized and yields the lattice field theory of forward
interest rates with the following lattice partition function Z;,

M+1 N+m

+o00
z :foeS - z.=N]] [1 f d frmeSt (16.22)

m=1 n=1

N is a normalization constant.

16.5 American option: recursion equation

For the sake of concreteness, the recursion equation for the caplet American option
is discussed in the framework of the lattice theory; the analysis carries over without
any change to the coupon bond case.

The payoff function of the caplet in Eq. (16.14) is defined for discretized time;
at maturity time #,, the discretized caplet is denoted by C; = C (¢, 4, T). From
Eq. (16.18), the convention being used for remaining future lattice time is that for
all 7;,,, the last payment of the payoff is givenby T — X1, thatis the minimum value
of the future lattice index X,; hence, the zero coupon bond in the payoff function
is given by

N+m

Bty T) = B(tn, ¥1) = B(tn, 1) = exp {— > f} (16.23)
n=1

For simplicity and because Libor data are given only on a future time lattice with
spacing £, one takes a = £. On the lattice, Libor is given by

1 +€L(Z‘, T) ~1 +£L(Tm’)zl> = exXp {gfml} = exp{fml}

Hence

caplet(ty,t,, T) = VB(t,, T)(X — F,)4 = C)
N+1

=Ci=Vexpi—Y fijt(X—e /1), (16.24)
j=1

= C1(f11, f12,---» fine1) = Ci(fy)

The payoff function is evolved backwards in time to obtain the price of the option
from the payoff function. To illustrate the general procedure, consider the first step
backwards; one starts from the payoff function at time ¢, = 71 and finds the value



16.5 American option: recursion equation 379

of the option at time 7> by recursing backwards. Since remaining calendar time
runs in the opposite direction of calendar time, the index of remaining (lattice)
calendar time increases as one goes backwards in calendar time. In taking one step
backwards in calendar time, the number of independent forward interest rates on
the lattice increases by one forward interest rate as follows

£ — fnga

(fm1s fm2s oo fmN+m) = (1 fmt125 -« o5 fnt 1, N4m+1)

Hence the option price evolves in the following manner

C(fm) == Cm(fm,l’ fm,Z, ey ﬁn,N+zn)

— Cfnt1) = Conp1 (fns1.1> fm125 - o5 St LN+mt1)

The expression N exp{L[f;11,f;]} is the pricing kernel for the forward interest
rates, analogous to the pricing kernel for the (simpler) case of equity given in
Eq. (16.3). The pricing kernel yields, similar to Eq. (16.6) for equity options, the
option price C;1(f;+1) at earlier time 7;1| from option price C; (f;) by taking one
step backward in time, and generates the initial trial value for the option C i+1Eix).
From the results derived in Section 15.11 and, in particular, applying Eq. (15.77)
to an infinitesimal time step, yields the following

ém—&-l(fm—&-l) f —eH Cm(fm)
— ' = df,, (f, g y—— -7
Bt 1) m (Em+1le (£ ) B
Cn(f,
=N / df,y, eFln1fn] —B(”;( ’"1)) (16.25)

N e Con ()
:N[ﬂ f_oo df’"”} B(ty, 1)

N+m = =
1 Jmj = fm+1j\ ao1 [ fmk — fmr1k
wexp | -1 Jmg = Sty ot Jmk = Sk 16.26
P\ 2 -,(2_:1 ( Smj Ik Smk (1620
] e
with

N+m

f_m—i-l,n = fm+1,n + &m—i-l,n; B(ty, 1) =exp [_ Z fmn] (16.27)
n=1

Note D": IJ « 1s the lattice approximation of the continuum propagator and B (T, 1)
has been defined in Eq. (16.23).
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The American option price at time 7,41, from Eq. (16.16) is given by

~ N ~
Cairt.D) _ o | Conri@ng) [E5m1 ¢ FGngr 1.3 — K],
B(tms1, 1) B(tns1, 1) B(tms1, 1)

Similar to the case of an American option for an equity discussed in Section 16.2,
the interest rate’s dimensionless volatility s,,, is quite small, that is s,,,, >~ 0. Hence
in the f;; integrations given in Eq. (16.26), the path integral will be dominated by
values f;; that are close to fi1 j = fix1,j + ;1. The most accurate way for
evaluating the functional integral in Eq. (16.26) is to Taylor expand the function

gn = Cn/Br,1 about i1 = (fus11s- - fus1,N4m+1) and yields, for g, =
gm (B, v 1), the following

N+m

_ g
&m = 8m + Z (fmn fm—H n) i
n:1 o
N+m

2=
8 m

T2 Z | Smjd fmk a7 Uni = S ) onk = fner) +

The Gaussian integrations over the forward interest rates f;; are carried out using
the following results

N—+i

+o0
N 1_[ f dfmneﬁ[fiﬂ,fi]
n=1 Y7

N+i

l_[ f o eI (f — fi ) =0

N 1_[ / dfne™ T (o — fiy D(fik = fierx) = sijDijrsie (16.28)

—0o0

Hence, Eqgs. (16.26) and (16.28) yield the result that

1 N—+m azg
Cnt1=B ——=—§,j D .. (1629
m+1 m+1,1 | &m + = Z 8fm]afmksmj mijkSmk | + ( )

Recall that g, = g [fn] depends on the vector £, = (fin.15 fm2s s fmN+m)-
The value of g, = gl me,n] depends on the entire forward interest rate tree
at time t,,+1. Since g, [f,,] is being differentiated with respect to only two of
the components, namely f,;, fuk, only these (two) components will be explicitly
indicated, with the rest of the components in g, [f,,] being suppressed.

The second derivative of g; is numerically estimated using the symmetric second-
order difference. The f;s are discretized with spacing é, which is taken to be O (s), as
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dictated by the Lagrangian in Eq. (16.26). The symmetric second-order derivative,

using

; 1
8.8(fm) = 518 (fmj +8) — 2 ()]

; 1
8]_g(fm) = _[g(fm) - g(fmj - 8)]

8
yields the following discretization
82 _m ang 1 i i
= ==l 888 )gil, s
afm]afmk afm]afmk |fmn—fm+1,n 2( -+ + + _)gl |fmn—fm+1,n
1

= @[%(ﬁnﬂ,f + 8, S = 28m (fnt1.jis Fnt140)

— 8i(fmt1j + 8 fmt1k —8) + 8t js fntik —6)
+ 8(fnt1,js fntik +8) — gn(fnt1 — 8, fntik +98)

+ g (fms+1,) — 6, ﬁn+1,k)] (16.30)

Figure 16.7(a) is a graphical representation of the seven terms required for the
computation of 32g,,/d fin ;0 fmk- Figure 16.7(b) gives a planar cross-section of the
points on the forward interest rate tree.

To evaluate 822,/ fu 0 fik, one needs to know the values of g, at the points
Smj = f_m+1,j, for all f,; , j = 1,2,...,N + m. Moreover, as required by
Eq. (16.30), the forward interest rate tree at time t,,+1 must also contain the follow-
ing three points, namely f;,+ 1,js Fnet 1,j £ 6. This feature of the recursion equation

.4:.4}

f —

)
T

(b)

Figure 16.7 Calendar time increases upwards and future time increases to the
right; the greater the future time, the longer it takes for the tree to terminate. (a)
Tree structures for the forward interest rates f;,,,. Each initial value of the initial
forward interest rates evolves as an independent tree, as indicated in the diagram.
Each point on the tree is the source of a new set of points. (b) A view of the planar
points of the trees of points.



382 American options for coupon bonds and interest rates

is a reflection of a similar property for the case of the American option for equity
as in Eq. (16.10) and shown in Figure 16.3.

The price of the European option for caplets and coupon bonds can be obtained by
repeating the backward recursion up to the present time. In Sections 16.8 and 16.9
the numerical price of the European option will be compared with the approximate
results obtained from the same algorithm as the American option, so as to assess
the accuracy of the algorithm. For the American option, one needs to perform, for
each step up to the present time, a comparison of the trial option price with the
payoff as given in Eqgs. (16.15) and (16.16).

16.6 Forward interest rates: tree structure

To minimize the computational complexity and the time of execution, it is manda-
tory to limit, as far as possible, the number of possible forward interest rates for
which the option price is computed.

The definition of the martingale of the forward numeraire yields the following
drift

X
a(t,x) = cr(t,x)f dx'D(x,x";0)o(t,x"); Tp<x<T,+¢
Tp

For the American option, future time is discretized as x = na and Libor interval
a = {; hence T, = p{ = pa lies on the future time lattice with x, = T),. This in
turn, from the above equation, yields as in Eq. (9.15)

a(t,x,) =0; x, =T, (16.31)

There is no drift for the lattice on which the American option is being computed.
In fact, this simplification is the main reason for taking a = ¢.

The option price is fixed by, among other parameters, the initial forward interest
rate curve f(fg, x). The option price for only those intermediate (virtual) values of
the forward interest rates need to be considered that contribute to the final option
price. For a given initial forward interest rate curve, what this means is that the
option price needs to be evaluated only for those values of the forward interest
rates that lie on the forward interest rate tree [also called a grid], similar to the tree
for equity given in Figure 16.3.

In order to ascertain the forward interest rates grid, it is necessary to start from the
initial forward interest rate curve, which from Eq. (16.18) is given by f(tp,x) —
SM+1n, wheren = 1,2,...,N + M + 1. Similar to the case for the American
equity option discussed in Section 16.2, each initial value of the forward interest
rates generates an independent tree. Recall that, starting from the initial forward
interest rates fas1n, to reach the forward interest rates at calendar time m, with
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forward interest rates f;,,, one needs to take M + 1 —m steps. Hence the numerical
values of the forward interest rates on the forward interest rate tree is given by

F5 = fuain H kS, —(M A1 —m)<k<+M+1-m) (16.32)

At lattice time m the forward interest rate tree has2(M +1—m)+1 = 2(M —m)+3
number of values for f,,, centered on the initial forward interest rate fp;41,. The
spacing of the tree is taken to have a fixed value §, which is of O(s). A fixed value
of § is required to obtain a re-combining tree; conversely, if § is taken to vary with
time, one gets a dense tree with exponentially more points than the recombining
tree [65].

The same result as given in Eq. (16.32) is obtained if one recurses backwards
from the payoff at calendar time ¢, to the initial forward interest rates at fg. The
reason being that for zero drift, that is «(¢, x) = 0, one has from Eq. (16.30) that
the values of the function g,, at the values of the forward interest rates on the grid
Smns fm+1.ns fm+1.n £ 8 are required to obtain the value of g;,41; if one recurses
backwards M + 1 — m times, one hits the initial forward interest rate curve and in
effect obtains the result given in Eq. (16.32).

The forward interest rate tree is illustrated in Figure 16.7. Compared with the
tree for equity given in Figure 16.3, the forward interest rate at a lattice point (with
fixed time ¢ and future time x) has been expanded into a tree structure in a direction
orthogonal to the x¢ lattice. The full forward interest rates simultaneously have
infinitely many tree structures and all these tree structures are correlated by the
action S given in Eq. (16.19).

As one recurses backwards from the payoff function, at any intermediate time
the price of the option needs to determined for the forward interest rates only on the
grid points. From Eqs. (16.15), (16.16), and (16.30), the initial trial values g(t,,)
that one needs are the option values from the previous step, with the values of the
forward interest rates taken only from the tree structure for lattice time t,.

16.7 American option: numerical algorithm

Given the initial forward interest rates, the tree structure from Section 16.6 can be
formed and yields the grid of the forward interest rates up to the expiration date
of the option. To get the option price today, one starts from expiration time ¢, and
evolves backwards in calendar time. All computations are carried out using the
lattice theory given in Eq. (16.22).”

Lattice points are labeled by i, j with i labeling calendar time and j labeling
future time. Maturity time ¢, is labeled by 71, thatis i = 1, as shown in Figure 16.6.

7 Note that 5 = 0.
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The scaled payoff function g is, in general, a function of all forward interest rates
f1j with future time taking N + 1 values, as shown in Figure 16.6, being labeled
as j =1,2,..., N + 1. Thus, g1, which depends on N + 1 forward interest rates,
can be represented as g1 = g1(fi1,-- - flis- s JLN+1)-

Since the step size € is fixed, the total number of backwards steps in time M =
1 /€ is consequently fixed. At remaining calendar time t,,, the number of tree points
for each forward interest rate is given by 2(M — (m — 1)) + 1 =2(M —m) + 3;
there are N + m number of independent forward interest rates. Since each forward
interest rate tree has 2(M — m) + 3 points, this leads to the total number of points
of the tree at time m being given by 2(M —m) + 3)N+" The tree is organized into
a multidimensional array,® with option price g[2(M — m) + 3]y, beinga N + i
dimensional array with each index running from 1,2, ...,2(M — m) + 3.

The size of the multidimensional array for realistic cases can be very big, requir-
ing a large amount of computer memory and leading to codes for the American
option that are inefficient. In order to develop an efficient algorithm the multidi-
mensional array is mapped into a vector array with a length of (2(M —i) 4+ 3)N*.
The multidimensional matrix representation of the tree has some advantages since
the index of each forward interest rate is presented explicitly. Hence in the recursive
steps required for evaluating Eqs. (16.15), (16.16), and (16.30), the matrix repre-
sentation is the most transparent way of keeping track of the grid points from the
previous step that are required for deriving the trial option price for the present step.

To go from the matrix representation to the vector array one needs an algorithm
for mapping the indices of the matrix to the index of the vector array; in particular,
the multidimensional matrix array g[jn+i]...[jp]... [j2][j1] needs to be mapped
into a vector array g[ j]. For time 7 let the matrix indices [jyi]... [jp]. .. [j21[Jj1]
be assigned specific numerical values; the corresponding vector index j is given
by the following mapping.

glin+il. . Lipl. .. 21011 = glJj]

with the mapping of the multi-dimensional indices to the integer j given by

N+i
Until. o Lipl- - LRIl = J = Z(jp — DM — (i — 1) + 1777
p=1
(16.33)

One should note that the matrix representation is never used in writing the codes for
this algorithm. The vector array is used for avoiding the use of the multidimensional

8 g[M]y = g [M][M]...[M].
D
N
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matrix; the indices of the matrix are only needed as an intermediate step to address
grid points in the recursion process.

To find the matrix indices, in particular those that are nearest neighbor and
next nearest neighbor as required in evaluating Eq. (16.30), one needs the inverse
mapping from the vector array index to matrix indices, which is given by the fol-
lowing. The notation being used is that the vector index j is recursively updated to
j(l),j(z),...,j(l’),...,j(N“); recall the notation jy, j2,..., jp,..., jN4i are the
indices labeling the multidimensional matrix. The inverse mapping is composed
of a two-step algorithm, with the matrix index j, being determined and the vector
index j being updated to j(P).

More precisely, the following is the mapping.

gljl = glin+il- - Ljpl. .. Li2llj1]

Using modular arithmetic for carrying out the mapping from a one-dimensional
vector array to the matrix indices yields the following

jn4m = Integer[(j — 1)/ (M — m) + 3)N+tm=11 41
i = j — Integer[j/(2(M — m) + 3)N+m=1]

Jp = Integer[(jP~D — 1)/Q(M —m) +3)P" 1]+ 1
JP = jP7D —Tnteger[j P~V /2(M — m) + 3)P 1]

jl — j(N—‘rm—l)
{ j(N+m) — j(N+m—1) _ j(N+m—1) =0 (16'34)

Note the inverse mapping stops after N + m steps, as indeed it must as this is the
total number of forward interest rates at calendar time m. The inverse map returns
all the N +m indices j, of the matrix representation g[jy ] . .. [j2][j1] from the
vector index j of the vector array g[j].

In summary, at step m, the values of American option prices are evaluated and
stored in a vector array g,,,[(2(M —m)—|-3)N ™M Evolving one step from 7, to T, ¢ 1,
in order to evaluate the trial value of g,,,41[ j ], one needs to first map the vector index
J to matrix indices j,, p = 1,2,..., N +m using Eq. (16.34). The matrix indices
are needed for tracking those option prices at step m that are required for deriving
gm+11j] on the grid points. Then, one reverts back to the vector array index from
these matrix indices by Eq. (16.33), and, furthermore, we obtain the corresponding
option values at step m. The recursion process in Eqs. (16.15), (16.16), and (16.30)
is then performed to obtain the trial value of g,,,+([/].
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Completing one recursion step results in trial values g;[2(M — m) + 3]y+m
for the (m + 1)th step. The grid points are dynamic in nature since one more
forward interest rate, namely f,, 1 nN+m+1, has to be added at the (m + 1)th step,
as shown in Figure 16.6. The dimension of the matrix of trial values has to be
increased from N + m to N + m + 1 dimensions, that is g[jn+m]...[j1] —
glin+m+11lyn+m] - .. [j1]. The new forward interest rate does not directly influence
the option values, but enters only through the scaling function B(7,,,41, 1).

The expanded matrix has to be assigned numerical values for the new index
JN+m+1 intherange of 1 to 2(M — ((m+1) — 1)) +1 = 2(M — m) + 1. The way
this is done is to make the values of the expanded matrix independent of the new
forward interest rate; in other words, the following assignment is made for the initial
trial option price

gliNn+m+1lliN+m] - 1]l = glinsm] .. - 1]
Il < jNem+1 <2(M —m) + 1 (16.35)

For vector array representation, j now takes additional values from [2(M — m)
+ 11V 41 to [2(M — m) + 11V +1 The option values of the vector array for
the new values of j, similar to Eq. (16.35), are made independent of the new value
of j; hence

gljl = glj — [2(M —m) + 11N*"]
where [2(M —m) + 11Vt +1 < j < [2(M —m) + NVT"TL (16.36)

The mapping in Eq. (16.36), in going from the left-hand to the right-hand side
of the equation, shifts, by a constant, the argument of the new index j and thus
brings it back into the old range; as j runs through the (additional) new values, the
expanded vector takes values from the old array that are a constant shift from the
new values of j. It can be seen by inspection that Eq. (16.36) assigns values to
the expanded vector array consistent with the labeling of the new matrix elements
given in Eq. (16.35).

The trial option value is compared with the payoff value at the (m + 1)th step.
The final value of g[jytm+11ljN+m]...[Jj1] at the (m + 1)th step is the higher of
the two values, which is the American option at the grid points.

The price of the American option at present time is obtained by repeating the
recursion until m = M + 1. The European option price is given by the same
algorithm, but without making the comparison with the payoff value at each step
of the recursion.
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To start the numerical algorithm, the initial forward interest rates and all the
parameters in the lattice Lagrangian have to be specified. The numerical algorithm
is given as follows:

- Input initial forward interest rate curve and parameters.

« Generate the payoff for maturity time i = 1 and store, for European and American options,
in the vector arrays Ge,;g and Gagg, respectively.

e Fori =2to M +1

1 Recurse one step back from Ge,y and Gayg to get trial values Geyeyy and Gagey
using Eqgs. (16.15), (16.16), and (16.30).

2 Expand Gepey and Gayeyy from N 4+ i — 1 to N + i dimension so as to address the
dynamics of the grid using Eq. (16.36).

3 Compute the payoff value at step i without discounting and store the result in Gayg4.

4 Compare Ga,yig With Gayey and store the larger one in Ga,;4. Replace values in Geyy
with values in Gejey .

5 End for.

Option values are assigned to a vector array for each point in the forward interest
rate grid. The length of the vector array can be very large, and frequently addressing
the elements of the array may cause problems of over the stack or even give wrong
values. However, programming languages, in particular C++, have a feature of
dynamically addressing the location of the vector array, which helps to avoid these
problems.

Note that the first-order term of the recursion contributes significantly to the
final value. Furthermore, the drift in forward bond measure is zero at three monthly
lattice of points. The tree structure has to be wide enough to include information
about the changes in the value of the forward interest rates. One has the freedom
to increase the width of the tree by setting the pre-factor of § = O(s). Since o is
the volatility for a daily change of the forward interest rate, to obtain the lattice
volatility s the real days in each step must be multiplied into o

The above numerical algorithm yields, for both the American option and the
European option, the price for only one value of the initial forward interest rates.
In order to get values for a time series or values depending on different values of
the various parameters, the entire algorithm needs to be repeated.’

° The European option price is always evaluated (at the same time as the American option) for carrying out
consistency checks on the numerical results.
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16.8 American caplet: numerical results

A caplet on Libor and maturing when the caplet becomes operational is analyzed.
The initial forward interest rates as well as the volatility function are taken from
the Libor market; the propagator Dm, jk 1s assigned numerical values taken from
caplet data.'” For simplicity, take the time lattice € = 3 months. The present time
for the caplet is taken to be from 12 September 2003 to 7 May 2004, with maturity
at fixed time on 12 December 2004. The American option on the caplet is allowed
early exercise at only five fixed times.

For M time steps and N + 1 forward interest rates in the first step, at step m there
are Q = 2(M — m) + 3)N+m option prices that need to be determined. The total
number of option prices for the whole algorithmis O = Z,IZI;I QM —m)+3)N+m,
Thus for a caplet at 12 September 2003, N = 0 and M = 5 (since M = t, /¢
and € = 3 months), the number of option prices that need to be determined is
O = 1, 304. The total number of option prices O increases rapidly with increasing
M, with O = 14,758,719 for M = 10.

The caplet tree of the (relevant) forward interest rates is built with § = 2s; all
computations are carried out only for the values of the forward interest rates taking
values in the tree. Caplet volatility is taken from the market by moving average on
the historical data, and at 12 September 2003 is given in Figure 10.2.

In Chapter 10, the daily prices, from 12 September 2003 to 7 May 2004 of a
caplet (option on Eurodollar futures contracts) expiring on 13 December 2004 with
a strike price of $98, were computed. The same instrument is studied numerically
using the lattice theory of bond forward interest rates [19].

Both European and American caplets are numerically computed. The linear caplet
price, given in Eq. (9.36), as well as the numerical algorithm for the American
option are derived from the same model of bond forward interest rates. Hence, the
analytical expression for the linear European caplet price is used for checking the
accuracy of the numerical algorithm.

The American option can be exercised at any time before its expiry day. In
principle, one should make the time step € very small and hence M very big;
however, doing so would require a huge memory and a very long time to run the
program since the possible option values Q for each step would be very large. In
Figure 16.8(a) the numerical results of caplet price are shown, and it is seen that
the numerical results are quite accurate even for a large value of € = 3 months; for
this value of € the program generates 167 daily prices by running for less than two
seconds on a desktop. The floorlet numerical price is shown in Figure 16.8(b).

10 Market data are used for pricing caplets to illustrate the empirical application of the numerical algorithm for
evaluating the American option.
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Figure 16.8 (a) American and European caplet prices for fixed maturity at 12
December 2004 versus time #( (12 September 2003—7 May 2004). European caplet
prices are from the linear caplet formula and the numerical algorithm. The normal-
ized root mean square error for the European caplet price between the numerical
value and formula is 7.3%. (b) American and European floorlet prices for fixed
maturity at 12 December 2004 versus time fy (12 September 2003—7 May 2004)
(European floorlet from formula and algorithm). The normalized root mean square
error of the European floorlet price from numerical algorithm and formula for
floorlet is 8.8%.

Besides accuracy, the numerical results need to be consistent with the general
properties of the various options. In particular, the American caplet (put option)
must always be more expensive than the European caplet since the American option
includes the European option as a special case; however, the American floorlet (call
option), in the absence of a dividend, is always equal to the European floorlet [65].

The normalized difference between American and European caplet and floorlet
options is shown in Figure 16.9(a). The results are seen to be consistent with the
general properties of the American and European options; the normalized difference
between the American and European caplet is strictly positive, showing that the
American caplet is always more expensive than the European caplet; however, the
gap between the American and European floorlet can have negative values, showing
that, within the accuracy of the numerical algorithm, their difference is zero.

Although the interval for the time steps € is set equal to three months, one can
always decrease this interval to get more accurate results. The American option is
more expensive on decreasing the interval € since one needs to pay more to have
an option that can be exercised on more occasions before the expiry date.

One can consider the American option being exercised at fixed instants of time as
a Bermudan option. A Bermudan option can be exercised at a number of pre-fixed
times and is equal to a basket of European options, with the difference that once the
Bermudan option is exercised, all the remaining European options become invalid.
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Figure 16.9 (a) The (%) normalized difference between the American and Euro-
pean options for both caplet (unbroken line) and floorlet (dotted line) versus time
1o (12 September 2003—7 May 2004). Within the numerical accuracy of the com-
putation, the European and American floorlet prices are equal, whereas the caplet
prices for the European case are always less than the American case, as expected.
(b) Caplet prices versus time #( for the European and American options, with four
and seven possible exercise times. As required by no-arbitrage, the options with
more possible exercise times have higher prices.

A Bermudan option is always cheaper than an American option but more expensive
than a European option. Some numerical results for the European, Bermudan, and
American caplets are shown in Figure 16.9(b), and are seen to be consistent with
the general requirement for these options.

Put—call parity for the European caplet and floorlet are given by Eq. (4.16) as
follows

caplet(tg, ty) — floorlet(ty,t,) = LV B(to, tx + £)[L(tg, tx) — K] (16.37)

The third argument 7', indicating when the caplet becomes operational, is sup-
pressed since the numerical algorithm only studies the price of a caplet and floorlet
fort, = T. Theresultin Figure 16.10(a) verifies that put—call parity is valid for the
European option prices generated by the numerical algorithm.

16.9 Numerical results: American coupon bond option

Numerical results for the American coupon bond option are discussed. The main
focus of the study of the American coupon bond option is not empirical, but instead
is to develop efficient and accurate numerical algorithms. Given the complexity of
the instrument, a model is assumed for the volatility of the forward interest rates
as well as for the initial value of the forward interest rates. The numerical study
analyzes the accuracy of the algorithm.
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Figure 16.10 (a) Put—call parity for the European caplet and floorlet versus time
to (12 September 2003—7 May 2004). The unbroken line is caplet(to,ts) —
floorlet(ty, t,) and the dashed line is £V B(ty, t« + £)[L(to, t.) — K]; the graph
shows they are approximately equal, as required by put—call parity. The normal-
ized root mean square error is 3.2%. (b) Prices of a coupon bond American and
European put option with payoff function [K —0.05B(1,1.25)-0.05B(1, 1.5)]Jr
versus strike price K; the dotted line is the American option, dashed line is the
European option from the algorithm, and the unbroken line is from the approxi-
mate formula. The normalized root mean square error between the numerical value
and the formula for the European option is 0.17%.

For the coupon bond American option, the forward interest rate tree is built with
the value of § = 6s; this tree has more elements than the caplet due to the fact that
the coupon bond is composed of two zero coupon bonds.

The inital lattice forward interest rate is taken as below

Fon = fo(l — e~ *0=m) (16.38)

where fj is a pre-factor used to make the magnitude the same as the market forward
interest rates; let fo = 0.1 and choose A = 1 so that f,,, is of the order of 1072,

Following Bouchaud and Matacz [27], for § = x — t, the volatility is taken
to have the following form (the parameters are fixed by historical forward interest
rate data)

o (0) = 0.00055 — 0.00026 exp(—0.71826(0 — Omin))
=+ 0.0006(6 — Bmin) exp(—0.71826(0 — Omin)) (16.39)

where 6,i, = 3 months. The volatility of the daily changes in the forward interest
rates is given from historical databy o2(¢,0) = (8 f2(£,0))¢, 8 f(£,0) = f(t+1,6)
— f(t,0). Thus, in building the tree, where each step € is three months, the
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actual number of days in three months has to be multiplied into o (6) to obtain
the dimensionless volatility s,,,,.

From the definitions of the lattice variables 8 = x —t — (N — n + m)e. Since
the number of trading days in three months is 65 days and € = a = 3/12 = 0.25
years, the dimensionless volatility for the case of the coupon bond option is given

by (Omin = €)
Smn = 65+/0.25/0.25 o (v/0.25(N — n + m))
= 16.25[0.00055 — 0.00026 exp(—0.35913(N — n +m — 1),
+0.0003(N — n +m — 1) exp(—=0.35913(N —n +m — 1))]

The stiff propagator was used with parameters taken to have the following
values A = 1.790/year; i = 0.403/year; n = 0.34.

The numerical study considers cj B (#, 1/4) 4+ c2 B(t«, 1/2) as the coupon bond
option that matures in one year’s time, that is t, —#p = £, = 1 year and the coupon
bond has a duration of six months with three-monthly coupons paid twice; the fixed
coupon rate is taken to be equal to ¢ and the principal amount equal to 1. Thus the
put option payoff function at time ¢, = 1 year is given by

2
P(ty) = (K - ZciB(t*, T,-)) (16.40)
i=1 +

where 771 = 1.25 year, T, = 1.5 year,c; = c,and c» = ¢+ 1. Taking the ¢ = 0 limit
converts the coupon bond into a zero coupon bond. For this coupon bond option,
N = 2 and set M = 4; hence, the total number of option prices to be evaluated is
equal to O = 1,293. This number increases more rapidly than for the caplet case,
and for M = 10 it reaches O = 118, 507,277.

Comparing the numerical value of the European coupon bond option with the
approximate formula given in Eq. (11.39) provides a check on the numerical result.
The approximate formula is an expansion in the volatility of the forward interest
rates s, and as long as this volatility is small, the numerical and approximate
results should agree.

For the coupon bond option that is being studied numerically the coefficient C»
is given by Eq. (11.32); the approximate price for the European coupon bond option
is given by Eq. (11.39) as follows

2
1
Cr=Y I [G,j + 5G,.Zj] +0(G}) (16.41)

ij=1

Note J; = ¢; F;, with F; = 0.982321 and F, = 0.963426.
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Table 16.2 The correlators G;; between different forward bond prices.

Gij i=1 i=2
j=1 1.669 x 108 3.624 x 1078
ji=2 3.624 x 1078 7.924 x 1078
0.23 0.55 -
0.22 5
g 021; 2 050
g 020 E
B 0191 9 0.45
g 0.18 3
§ 0174 § 0.40 -
3 016 3
O 0.15 ° 0.354
0.14] N
0.13 T T T T T 0.30 T T T T T
0.06 007 0.08 009 0.10 130 1.35 140 145 150
Coupon rate Strike price K

(a) (b)

Figure 16.11 Prices of the American coupon bond (dotted line), which are always
greater than the European option, from approximate formula (unbroken line) and
algorithm (dashed line) are shown. (a) Payoff given by [1.3 — ¢B(1,1.25) —

(c+1)B(, 1.5)] . Versus coupon rate c. The normalized root mean square error

between the numerical result and formula for the European option is 0.73%. (b)
Prices for a zero coupon bond with payoff [K —B(l, 1.5)] | versus strike price K.

The normalized root mean square error between the numerical value and formula
for the European option is 0.16%.

The numerical values for G;;, the correlator of the forward bond prices, are
computed using Eq. (11.28), with the results given in Table 16.2.

Numerical results for the American coupon bond option prices with changing
strike price K and coupon rate ¢ are given in Figures 16.10(b) and 16.11(a). The
numerical value of the European coupon bond option is close to the approximate
formula given in Eq. (11.39). As required by consistency, the American put option
always has a higher price than the European put option. For completeness, the
special case of the American option on a zero coupon bond, obtained by setting
¢ =01in Eq. (16.40), is given in Figure 16.11(b) and shows all the features required
by the consistency of the option prices.

The algorithm has been checked for internal consistency by plotting the prices
of the American and European coupon bond put options against the coupon rate ¢
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Coupon value B(t,) Coupon rate

(a) (b)
Figure 16.12 (a) The coupon bond payoff function (unbroken line), the American

(dashed line), and European (dotted line) coupon bond put option prices versus
the underlying coupon bond value B(zp) = Zl-zzl ¢i B(ty, T;). (b) Graph of the
put—call parity for numerical prices of the European coupon bond options versus
coupon rate. Cg (o, 14, K) — Pg(fo,ts, K) is shown by the unbroken line and
B(ty) — K B(tp, t«) by the dashed line. The normalized root mean square error
for put—call parity is 1.53%.

and B(tp). The price of the coupon bond at #j is given by

2
B(to) = ) ciB(to,Ty)

i=1

Figure 16.12(a) shows that the results are consistent with the general properties of
these options, with the price of the American option always being higher than the
European option; the American option joins the payoff with the same slope as the
payoff function for small coupon bond value B(#y); for large values of B(ty), as
expected [59], the American option tends to the European option.

Another check of the algorithm is the put—call parity for European coupon bond
options, which obeys the following equation

The numerical results in Figure 16.12(b) show that the numerical algorithm satisfies
put—call parity with a normalized root mean square error of 1.53%.

16.10 Put—call for American coupon bond option

In analogy with Eq. (16.42) and the inequalities for the case of equity given in
Eq. (16.12), one can consider the following inequalities for the case of American



16.10 Put—call for American coupon bond option 395

coupon bond put P4 and call C4 options

B(IO) - K = CA(tO’t*a K) - PA(tht*a K) = B(IO) - B(tht*)K : incorrect
(16.43)

On plotting the three expressions in the above equation, as shown in Figure 16.13(a),
it is seen that the put—call inequalities are incorrect.

Instead of the above incorrect inequality, a conjecture is made that the American
coupon bond options satisfy the following modified inequalities. The coupon bond
value B(#p) at time 7o in Eq. (16.43) is replaced by the forward price of the payotf
function, namely F(#p) — the payoff function at time #y — given by

N
Flo) =) ¢iFlto, 1 Ty)
i=1

The following inequalities have been conjectured in [17]

F(to) — K = Calto, 14, K) — Pa(to, 1+, K) = F(to) — K B(to, 1) (16.44)

o
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-0.04 ] 0.024
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2 —0.10] % —0.04 |
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—0.20 -0.14
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0.10 0.12 0.14 0.16 0.18 0.10 0.12 0.14 0.16 0.18
Coupon rate Coupon rate

(a) (b)

Figure 16.13 (a) Numerical result showing the incorrectness of put—call inequali-
ties for American coupon bond options. C 4 (fo, t«, K) — Pa(fo, t«, K) is shown by
the unbroken line, B(fg) — K is shown by a dashed line, and B(tg) — B(tp, tx)K
is shown by the dotted line. The dotted line crossing the unbroken line violates
the inequality given in Eq. (16.43). (b) Numerical result confirming the conjec-
tured put—call inequalities of the American coupon bond option. C 4 (to, t«, K) —
Pa(to, t, K) is shown by the unbroken line, F(fy) — K by the dashed line, and
F(to) — K B(ty, t.) by the dotted line. The fact that the lines do not cross verifies
the conjectured inequalities in Eq. (16.44).
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As shown in Figure 16.13(b), the numerical results show the American coupon bond
options do, in fact, satisfy the conjectured inequalities. A no-arbitrage argument can
be shown to yield inequalities given in Eq. (16.44).

In analogy with the American coupon bond options, the following inequalities
were conjectured in for the American caplet and floorlet [17]

F(to, ty, 15 + O[L(10,1,) — K] < caplet(t9,1,) — floorlet (i, 1;)
< F(to, tx, tx + O)[L(t0, 1) — B(to, 1:) K] (16.45)

which can also be expressed as follows

caplet(to, tx) — floorlet(to, 1) — F(fo, tx, tx + €)[L(to, 1) — K] >0
F(t(), L, by + g)[L(ZO’ l*) - B(t()’ l*)K] - Caplel(lo, l*) - floorlet(t07 t*) = 0

Figure 16.14(a) shows that the conjectured inequalities do, indeed, hold for the
numerical prices of the American caplet options.

The conjecture for the American caplet and floorlet is not as significant as the
one for the American coupon bond option since the numerical prices also satisfy
the inequalities that are similar to the equity inequalities in Eq. (16.12), namely

B(1, t: + O)[L (10, 1) — K1 =< caplet (19, 1) — floorlet(1o, 1)

60 70 -
55 1 504
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45 45
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o 357 2 304
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] 20 4
° 25 n?
20 1 104
154
104 01
5+ -0+
—-20 0 20 40 60 80 100 120140 160 180 —-20 0 20 40 60 80 100 120 140 160 180
Time series Time series

(a) (b)

Figure 16.14 From both the diagrams one can see that all the expressions are
positive, as is required for the two conjectured put—call inequalities to hold. (a)
caplet(ty,ti) — floorlet(ty, t.) — F(to, ts, t« + €)[L (20, 1) — K] is plotted as
the unbroken line and F'(fo, tx, t. + €)[L(fo,t«) — B(to,t.) K] — caplet(ty, t.)
— floorlet(ty, t«) is shown by the dotted line. (b) caplet (ty, t.) — floorlet(ty,ts)
— B(to,t« + O)[L(tp,t.) — K] is plotted as the unbroken line and B(t,t.
+ O)[L(ty, t«) — B(to,t:) K] — caplet(to,t.) — floorlet(ty,ts) is shown by the
dotted line.
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< B(to, tx + O)[L(to, 1x) — B(t0,1:)K]  (16.46)

The numerical results for the American caplet and floorlet show that they obey the
inequalities as shown in Figure 16.14(b).

16.11 Summary

The procedures that are presently widely used by practitioners for calculating
American coupon bond options are all based on the HIM model and use vari-
ants of the binomial tree to build the tree for the interest rates and coupon bonds;
the complexity of the tree in the HIM model is determined by how many factors
are driving the interest rates [63].

The approach of quantum finance for evaluating American (coupon bond) options
is radically different. One starts with the Hamiltonian and its pricing kernel, for
which a model is written from first principles. The payoff function for the American
option is propagated (backwards) on a time lattice using the pricing kernel. Prop-
agating the payoff an infinitesimal step backwards in calendar time requires the
Hamiltonian. Taking an infinitesimal time step entails numerically performing the
path integral, which generates the trial values of the American option on a tree
of forward interest rates. At each step, the trial American option value obtained is
compared with the payoff function.

The bond forward interest rates defined in Chapter 5 were the basis of all calcula-
tions; the simplicity of the Gaussian bond forward interest rates allowed the issues
linked to the path dependence of American options to be analyzed without addi-
tional complications that arise in studying options in the nonlinear Libor Market
Model. The (lattice) forward interest rates f(¢,x) — f,;, are directly involved in
the recursion equation. f;,,, cannot be replaced by a collection of white noise, as is
the case for the HIM model, or by the velocity quantum field A(z, x) — as this would
invalidate the entire numerical algorithm. The nontrivial correlations between the
changes in the forward interest rates, encoded in the propagator Dm, jk» are eas-
ily incorporated into the recursion equation, as can be seen from Eq. (16.29). The
prices of the American option for caplets and coupons were shown to be consistent,
obeying all the constraints that follow from the principles of finance.

The comparison of the numerical values of the European caplet and coupon
bond options with the analytical linear caplet formula and the approximate coupon
bond option formula, respectively, showed that the numerical algorithm is not
very accurate for caplets but reaches an accuracy of 99% for the coupon bond
options. The numerical results provide an estimate of the accuracy of the volatility
perturbation expansion for the coupon bond option price.

The entire computation was carried out on a desktop computer and on a small
lattice of about 10 to 20 points; computing the option price for each set of parameters
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required only a few seconds of computation time. The crude approximations used
gave excellent results, showing the possibility of using such algorithms for practical
applications.

A conjecture for the put—call inequalities was made for the American coupon
bond option and caplet — based on the analysis of the numerical results. The fact
that these inequalities seem to hold quite robustly for the numerical results provides
evidence for the conjecture.

In conclusion, quantum finance provides a useful and practical framework for
developing and implementing efficient and accurate numerical algorithms for
pricing American interest rate and coupon bond options.
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Hamiltonian derivation of coupon bond options

Coupon bond European and barrier options are studied in the Hamiltonian frame-
work of quantum finance. In this chapter, the bond forward interest rates’ state
space and Hamiltonian are used for calculating coupon bond barrier option price.
The bond forward interest rates f (¢, x) are given by Eq. (5.1)

of(t,x)
ot

=a(t,x) +o(t,x)A, x)

All the options studied in this chapter mature at a fixed future time ... The forward
bond numeraire B(t,t,), is the most suitable choice; from Eqs. (9.3) and (15.45),
the forward bond numeraire yields the following drift

alt,x) =o(t,x) fx dx'D(x,x";t)o (t,x)
[

For the forward bond numeraire, the price of option C(#g, t,, T, K) that matures at
1, from Eq. (3.8), is given by

C(to,t, T, K) = B(to, t,) E[Py] (17.1)

where P, is the payoff function.

The coupon bond European and barrier options are calculated using the bond
evolution operator, which is the time integrated bond Hamiltonian discussed in
Section 15.12. The bond barrier option is encoded in the state space and eigen-
functions of the bond evolution operator. A calculation, using an overcomplete set
of bond eigenfunctions, yields an approximate price for the coupon bond barrier
option. Many derivations in this chapter hinge on some remarkable properties of
the Dirac-delta function.

399
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17.1 Introduction

The Hamiltonian framework for option pricing has been discussed in Chapter 15
and, in this chapter, this approach is extended to the (more complex) case of coupon
bond European and barrier options.

The double barrier option, discussed in Section 3.4, is ‘knocked out’ (terminated
with zero value) if the price of the underlying instrument exceeds or falls below
pre-set limits. It is shown that, in general, the constraint function for a coupon bond
barrier option can — to a good approximation — be linearized.

The volatility o2(t, x) of the bond forward interest rates f(t,x) is a small quan-
tity, of the order of 1074 /year. Hence, as discussed in Section 3.14, o(t,x) provides
a small parameter for generating a volatility expansion for the coupon bond barrier
options. The volatility expansion is carried out only to O (%) as this is sufficient
for developing the techniques that are required for carrying out a computation in
the Hamiltonian framework. '

The volatility perturbation expansion of the European and barrier option price
has the following steps.

« Obtaining the volatility expansion of the payoff function and option price.

- Finding the eigenfunctions of the bond evolution operator. The barrier option is realized
by imposing boundary conditions on the eigenfunctions of the bond evolution operator.

- Finding the coefficients for the perturbation expansion of the option price.

17.2 Coupon bond European option price

The European coupon bond option price is derived using the Hamiltonian formu-
lation as a warm-up exercise for the more complex derivation of the barrier option.
The price of the coupon bond European option has been obtained to O(c%) in
Chapter 11 using a Feynman perturbation expansion and provides a check for the
calculations of this section.

17.2.1 Volatility expansion

The European coupon bond option matures at z, with strike price K; its price at
earlier 79 is given by Cg(t, t«, T, K). The coupon bond payoff function P is re-
written to isolate the leading term from terms that are higher order in O (o). Similar

! There is also an empirical basis for computing the option price only to 0(c?).In Chapter 12, an empirical study
of the Libor market swaption price, retaining only the second-order 0(0?) term of the expansion, showed that
the result has a root mean square error of less than 3%.
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to the perturbation expansion in Section 11.2, the zero coupon bond B(t,, T7) is
expanded about F'(tg, t., T7), its forward price at fg.

N
Py = (Z crB(ty, Tr) — K) =(F+V-K), (17.2)
=1 +
N N
V=> N[BTl —11=> " Jile 81 — 1] (17.3)
=1 =1

T;
B(t,,T)) =e 81, g =f dxf(ts,x)
Iy

T
Flto, ta, T)) = e~ 1 ﬁ=/ dxf (10, %)
s

J]ZC[e_fI; FIZJ[
1

From Eq. (17.2) the payoff is re-written, as in Eq. (3.64), as follows

Pe=(F+V-K),

+o00
:f "VTO(F+ Q- K), / / dQ—
Q.n Q.n

V is of O(o), from Eq. (17.3), and is the only random quantity in the payoff
function; consider the following expansion of the payoff in powers of o

. 1
Py~ f e"C(F+Q—K), {1 +inV — 5nzv2 + 0(03)} (17.4)
O.n
Egs. (17.1) and (17.4), similar to the analysis in Section 3.14, yield the following

expansion for the coupon bond option price

Clto, 1, T, K) _
B(1o, t+)

:f [qu+Q—KL{HH+MHW—%#EWﬁ+om%}
Q.

E[P:]

. 1
~ f e "C(F+0Q0-K), {co +inC; — Enzcz + 0(03)} (17.5)
0.

Option price given by Eq. (17.5) holds for a wide class of options and, in particular,
for both the European and barrier coupon bond options.
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The coefficients of the expansion, from Eq. (17.3), are given by

Co = E[1] (17.6)

N
— E[V]= Z JyE[e 811 1]
=1

J1(C; — Cp); C; = E[e 8111 (17.7)

Mz

=1

N
_ E[Vz] —E {Z Jl(e—gH-fl _ 1)}
I1=1

N
= Y J1Jk(Cix —2Cr + Co); Crx = E[e™8/78KH/1H/K] - (17.8)
1,K=1

2

17.2.2 Bond evolution operator and eigenfunctions

The European coupon bond option price at time fy, from Eq. (15.77), is given by

Ce(to, 1, T, K. £) = B(to, 1) E[ Py]
= B(to, t,) (fle ™V |Py) (17.9)

The evolution operator W driving the bond price is expressed in terms of the bond
variables g7; I = 1,2, ..., N and is given, from Eq. (15.82), as follows

N
1
W=-— - 17.10
2 iZI Togiog; 3g18g] Z ( )
5] = i=1
Gij =G(T;,Tj); pi=pBT) = EGii (17.11)

The dual vector (f] is constructed from F'(tg, t«, T;), the forward bond prices at 7,
as follows

N

T;
Ji Ef dxf(to.x); (1= (fi. for ... fnl = [ [ (il (17.12)

i=1
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The eigenfunctions of W are given by

Yplf] = ¢! 20 P = oPF = (fp)

N
Wplf] = (FIW|p) = (SE —i Zﬂip,) Yplf]

i=1

N
1
Sg =Se(p) = ) E piGijpj (17.13)
ij=1

The orthogonality and completeness of the eigenfunctions for the ‘momentum’ p,
from Eq. (A.8) and of the bond basis g, from Eq. (A.6) are given by

+°°dp,
B =Ipipaepnli [ Ip) Bl =T / 1‘[f (17.14)
1Y

400
B =loeo [e=2 [=]][ 4 o719
g g . —00

i=1

(plp") ﬂ[zna(p,—p,n (glg) Ha(g,—g,

i=1

Inserting, in Eq. (17.9), the completeness equation for both the |p) and |g) yields

Ce(t0,1 T, K) = Blto, ) (fle™" | Ps)

= B(to, 1) | (fle”"|p)(plg)(gIP:)
P.g

— Blo.1,) / oSE L EHF-DPD [g]

The coefficients for the European option are denoted by Cg g, Cg 1, and Cg». The
expansion for E[P,] given in Eq. (17.5) yields the following expression for the
coefficients

Cpo = E[1] =/ ¢SeltHh-2p (17.16)
p.g
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Cpi1=E[V]= / eSEe! tHh—2pPy (17.17)
P-g
Cps = E[V?] =f eSee Hh=py2 (17.18)
p.g
N
V = ZJI[e_gl+fI 1]
=1

17.2.3 Coefficients of perturbation expansion

The expansion coefficients required for evaluating the option price, as given in
Eq. (17.5), are computed from the bond evolution eigenfunctions.
The first coefficient is given from Eq. (17.16)

Cro= f oSt g E+A—2)p
P-g
— /eSE,()ei(f+ﬂ)P n[2ﬂ5(l9i)] — eSE,O
P i

Seo=Se(pi=0)=0
= Cgp=1

The second coefficient, from Eq. (17.17) is given by

Cpi = Zjlf oSE i B[ —e1+f1 _ 1)

I p.g
= Z JI/ eSE,l[e—igPe—gl—ﬁI — Crol
1 P8

:ZJI/eSE'le_’s’ [ [12ws(p12ns(pr +i) — 1
I p il

:eSE,l_IsI
N . . 1
SE1 =Sp(pr=—i,p; =0, #1) = 5G”

= Cpi=Y Jile2C1e P —11=0
1
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since, from Eq. (17.11), B; = G;/2. The third coefficient, from Eq. (17.18), is
given by

Cpa = Z JIJKf eSE2! FHB=RP o =81+ /1 _ [j[e=8kHfK _ ]
IK p-g

= ZJI JK/ eSE,ze—igP[e—gl—gK—ﬂl—ﬂK — e 817 P _ o8k —Fr | 1]
IK p.g
Using the results for Cg o and Cg 1 yields

Cga = ZJIJK f eSE2p18P ,—81—8Kk —B1—PKk _ 1}
1K P.8

= ZJIJK { feSEgze—ﬁl—ﬁK ]_[ Rrs(pi) 27 8(pr+i)2n8(px +i)—1
IK p i#1,K

— ZJI Tk [eSE,z—ﬂl—ﬁK _ 1]
1K

The momentum delta functions yield p;y = —i = pg with all other components
pi =0; i # I, K. Hence, from Eq. (17.13),

Se2 = Sea(pr = —i = pk)
N

1 1 1
) Z piGijpj =Gk + EG” + EGKK (17.19)
ij=1

Combining Eq. (17.19) with ;7 = G1/2 yields, from Eq. (17.19)

Cpa=Y JiJg[e¥" —1] =Y J1JkGix + 0  (17.20)
IK 1K

The results agree, as expected, with the expression given in Eq. (11.29) that was
obtained by path integration.
Collecting all the results yields

Cro=1; Cpi=0; Cea=Y JiJxGx + O(c?)
1K

Once the coefficients have been computed, the European coupon option price is
given by Eq. (3.69).
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17.3 Coupon bond barrier eigenfunctions

As discussed in Section 3.4, barrier options are either knock-out or knock-in. The
price of only the knock-out options will be evaluated, since the price of the knock-in
can be obtained using the relation given in Eq. (3.2).

A double barrier knock-out option has the same payoff |P,) as an European
option. The option has the additional conditions that the option is terminated with
zero payoff if, at any instant before the option matures, the price of the underlying
coupon bond B(t,, T') exceeds a certain maximum value, say U or falls below a
minimum value, say L. Figure 17.1 shows the payoff function of the coupon bond
barrier option from time fy till it matures at time ¢,.

The price of the coupon bond barrier option is given by

Cp(to. 1., T, K, f) = B(1o, 1) (fle =V | P, (17.21)

>|Barrier
N

L) ciF(t,t.T) <Us n<t=<t
i=1

A coupon bond that is allowed to have its price only in the range of [L, U] is
identical to a quantum particle confined in an interval [a, b]. In quantum mechanics,
the particle’s position, denoted by g, is confined by putting the particle inside an
infinite potential well such that the potential U (g) is infinite for position g outside
the interval [a, b], as shown in Figure 17.2. U (g) should not be confused with upper
barrier U. A particle permanently confined inside a potential well is described by
eigenfunctions that are zero for all values of the position outside the interval [a, D].

Coupon bond

Knocvked out

A
Knocked out

Time te

Figure 17.1 The payoff function for a barrier option, with strike price K and
maturity time ... The initial coupon bond value By € [L, U] lies within the barrier,
and the option is knocked out if the coupon bond, at any time before maturity
at 1, takes values outside the barrier. Only trajectories that lie within the barrier
contribute to the price of the barrier option.
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Potential
A

a b 5

Figure 17.2 The potential well that confines the position of a quantum particle to
be inside the interval [a, b].

The barrier condition is incorporated into the barrier option pricing formula —
similar to a quantum particle confined to a potential well — by imposing the appro-
priate boundary conditions on the eigenfunctions of the W operator [12, 22]. In
particular, for the coupon bond option, let (g|y,) = ¥,[g] be a complete set of
eigenfunctions of W that satisfy

W) = =Skl Y W) (Wl =T
k

The barrier option is realized by imposing the following two boundary conditions
on the eigenfunctions

B= Z cie 8
B.C.: ylg] =Ol for B>L and B<U

The price of the barrier option is then given by
Cp o 14, T, K) = B(to. 1) (fle™ " | P

) ‘Barrier

= Cplio, 1+, T, K) = B(to,) )_(fle” ™ |yi) (WalPe)  (17.22)
k

= B(io, 1) )_ e Y f1 (Y| Py)
k

17.4 Zero coupon bond barrier option price

The zero coupon bond barrier option is the simplest case that illustrates the spe-
cific features of the barrier. The option is calculated based on the eigenfunction
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realization of the barriers. The payoff function is given by

= (e *—K)+
T
g =/ dxf(te,x); e fele? e = gelab]
[

The barrier option is given, from Eq. (17.22), as follows

T
C (10, 14, K) = Bl1o, 1) ) e Yl f1Wk|Ps); f=f dyf (1, y)
k e

Wii(g) = =Sivi(g);  Yu(a) =0=1yp(b); a=<g=b
The evolution operator, given by Egs. (17.10) and (15.80), simplifies to

132 B
W=——G—r ,3—
2 0g?

/dy/ dy/ AMG.yi0: B = fdy/ dra(t, y) =

To incorporate the barrier one solves the Schrodinger eigenfunction equation

(W +U@)Vi(8) = =Sk (g)
where the potential, as shown in Figure 17.2, is given by

0 a=<g=<b

oo g=<a;g=>b

U(g)={

Consider the following ansatz for the eigenfunction

e(ik—y)(g—a) a<g=< b

(8l¥n) = vi(g) ~ [O g<aig>b

1
Win(g) = [5G<k2 — ) +ik(Gy — B) + By ¥ (g)

y is chosen to eliminate the term linear in k, which then yields two degenerate
solutions 1. Hence

i(k+iy)(g—a)

Yy = h Yir(g) ~ e

E;

2
Wirir(g) = —=Skvr(g); — Sk = 3 (Gk2 p ) (17.23)
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To impose the barrier option boundary conditions one superposes the degenerate
solutions v (g) to obtain’

2 2
(gl¥) =/ 5 e V8sink(g —a);  (Yxlg) =, e’8sink(g — a)
—a b—a

k=ky= —2 . p=1,2,... 400 Yp(a)=0=pb)
(b —a)

Hence, the eigenfunction for all values of g can be written as follows’
Vi(g) =[0(g —a) —0(g —D)Yr(g); —oo=g=+oo (17.24)
where

1 a<g<b
0(g—a)—0(g—b)=
0 g<a;g=>b

The eigenfunctions are orthonormal since

2 b
(Vi 1Yk, ) = P— / sink, (g —a)sink, (g —a)dg = 8, (17.25)

The Poisson summation formula, given by

o o

Z eZrinx Z S(x —n) (17.26)

n=—0oo n=—0oo

yields the following

> (gl (Vg eV )N "sink, (g — a) sink, (g’ — a)

k b—a n=1
1 —y(g—g)) i {e inn( e inn( Lo 2 )}
= —Fe X — — €X — zd
20 —a) L | TP TSI TR e
00 /
__ e S (25 ) s gtg' —2a
2(b —a) = L \20-a 2(b —a)

1 —y(g—g’ g§—¢8 .
= ,vE=dgl LS "< b
50 a)e (Z(b a)) since a < g, 8 <

2 Note the evolution operator W is not Hermitian; hence, under the duality operation that takes the [1) to its
dual vector (1|, the term e ~78 switches its sign to etV&.
3 Since 30 (g — a)/dg = 8(g — a), it follows that Wy (g) is an eigenfunction of W with eigenvalue —Si.
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=8(g—g) (17.27)

Hence, the eigenfunctions satisfy the completeness equation given by

Yol =1 (17.28)
k

Insert both the completeness equation given in Eq. (17.28) as well as the
completeness equation for the coordinate eigenstate given by

+00
/ dglg)(gl=1

into the expression for the barrier option given in Eq. (17.21). Then, for f =
ftT dyf(t,y) € la,b], the following is the exact barrier option price

CB(t07 t*7 K f) —W
B({o, 1) = (fle Ps) |Barrier

= Zf g{(fle™ " 1wre) (Yl g) (81 P)

= / ngeS"eV(g_f) sink, (f — a) sink, (g — a)P«(g)

(b—a)

e 26

Y(&=1) g=3Gkaypikn(f =) _ pikn(f+g—2a)
2(b—a)/ dg Z e e e 1P+ (8)

n=—oo

where recall that k, = wn/(b — a). Hence, since y = B/G, the exact price of the
zero coupon barrier option is given by

2 b i
CB(zo,z*,K)=B(zo,z*)e—%f dget©=DQlg, f:G:a,bIPu(g)  (17.29)

where Q|g, f; G;a,b] is the barrier function discussed in Section 17.5.

The price of a zero coupon bond barrier option obtained in Eq. (17.29) is similar
to the barrier option for equity since both have only one independent degree of
freedom [12, 22].

17.5 Barrier function

The barrier function, for k, = wn/(b — a), is defined by the following equation

—+00
| . .
Qlg. f:Gia.bl=57— Y e 20kt =8 k([ 8201 (17.30)
n=—00
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The barrier function has another representation that is useful for G ~ 0. The
Poisson summation formula given by Eq. (17.26) yields

1 = 1 an \? Tneg
- G '
20 —a) :X_:OOCXP{ 2 (b—a) L

_ 1 2
= %n;wexp {—ﬁ[qﬁ —2(b — a)n] }

The representation of the barrier function, which is rapidly convergent for an
expansion around G = 0, is given by

G- - ! 2
Qlg. f:G:a.b] = Ve [eXP—ﬁ[f —g—2(b—an]

|
—exp—galf g —2a—2b~ a)n]z]

The barrier function is not a smooth function of its arguments, especially for the
case of G =~ 0. To illustrate the key feautures of Q[g, f; G;a,b] the following
cases are plotted.

« In Figure 17.3(a), Qlg, f; G;a,b] is plotted for G = 0.01; it can be seen that the barrier
function is an irregular function of the arguments f and g.

e In Figure 17.3(b), Qlg, f; G;a,b] is plotted for G = 0.6 and the function varies very
smoothly as a function of f and g.

Barrier function Q(f,g) [a=1, b=1.1, G=0.1] Barrier function Q(f.g) [a=1, b=1.1, G=0.6]

Q(f,9)

1.2x107

0.8x107*

0.4x107*

0.0

Figure 17.3 Barrier function Q[g, f; G;a,b] fora = 1; b = 1.1 with (a) G =
0.01 and (b) G = 0.6.
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Barrier as a function of fand G

2 ’
A II», o bl 'L
o 'H | |

—1x107*

—2x107* 100
3% 10 1.03
sS g 8 s
G

Figure 17.4 Barrier function fora = 1; b = 1.1. The values of f = g are plotted
for different values of G.

o Figure 17.4 plots Qlg, f; G;a, b] as a function of G and for the diagonal case of f = g;
it is seen that the barrier function is a very irregular function of G going through sharp
changes.

The barrier function figures show that any hedging as a function of volatil-
ity G needs to be considered very carefully due to the irregular dependence of
Qlg. f;G;a,b]on G.

17.5.1 Limiting cases of Qlg, f;G;a,b]

The zero coupon bond European option is a special case of the double barrier option,
for which @ — —oo and b — +00; only the n = 0 term in the first sum survives
and Q[g, f; G; —o0,+00] = Qplg, f; G, where

[ 1 1
Qkelg. f:Gl = ﬁexr){—ﬁ(f—g)z} (17.31)

The function Qfglg, f; G] yields the option price, given in Eq. (11.49), as follows

ﬂ .
Ch(to.ti K. f) = Blto1,) dgeG &= Dm0~ (78 _ ),

Sl

= B(to.1,) dge 0% (78 _ K), = Cp(tg.1. K., f)

Al
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Potential Potential

a Coupon bond b  Coupon bond

(a) (b)

Figure 17.5 (a) Barrier option for a knock-out option for values of payoff below a
minimum value of a. (b) Barrier option for a knock-out option for values of payoff
greater than a maximum value of b.

As expected, on removing the barriers, the barrier option reduces to the zero coupon
bond European option.

A single barrier on the left at the position a, as shown in Figure 17.5(a), is given
by taking b — +o00; only the n = 0 for the first term and n = 0 for the second
term survive in Q[g, f;G;a,+o0] = 9Q,lg, f; G] where

-Gl = 1 1 2 1 2 2
Qlg, f; ]—\/ﬁ[exp{—ﬁ(f—g) }—GXP{—E(f—g— a) H

Similarly, a single barrier on the right at b, shown in Figure 17.5(b), is obtained by
taking a — —oo; only the terms with n = O for the first term and n = 1 for the
second term survive in Q[g, f; G; —o0,b] = Qp[g, f; G] and yield

1 1 1
Oplg, f; Gl = ,/% [exp {—ﬁu — g>2} — exp {—ﬁ(f —g- 2b>2}]

17.6 Barrier linearization

The exact price of the zero coupon bond barrier option could be obtained because
the barrier is a linear function of the forward interest rates. In contrast, the case
of the coupon bond is far more complicated due to the nonlinear nature of the barrier.
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9 g1
Linearized Linearized \
payoffs payoffs
Payoff = L
A8 9%
N\
N

N
Payoff = U Wf =U
N
AN
=

(a) (b)

Figure 17.6 (a) The nonlinear barrier condition. The coupon bond trajectories,
from time #( to ., take values only in the (unshaded) permitted domain — lying
in-between U and L; all other trajectories do not contribute to the option price.
(b) Linearized barrier constraint.

Recall, from Egs. (15.82) and (17.22), the evolution operator and eigenfunctions
for the barrier option are given by

1 & 52 N
W=-—> Gji— - = (17.32)

Wirgl = —Sknlgl

N N
B.C.: ilgl =0 for che_g’ > L and che_gl <U
I=1 I=1

The evolution operator W is similar to the Laplacian operator in N Euclidean
dimensions, and the barriers define two N — 1-dimensional subspaces via the non-
linear constraint equations ), c;e 8 = L and ) _; ce”%’ = U. The nonlinear
barriers for the coupon bond are shown in Figure 17.6(a).

The boundary conditions that the eigenfunctions of the coupon bond are zero
on these two N — 1-dimensional subspaces require that the eigenfunctions of the
W operator are zero on the nontrivial and nonlinear subspaces — in general, an
intractable problem. For these reasons, analytically finding the exact price of a
coupon bond barrier option is, in practice, almost impossible.

Due to the specific form of the coupon bond price an approximate solution for
the bond barrier option can be found that is leading order in o (¢, x), the forward
interest rate volatility.
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A small value of forward interest rate volatility o implies that the fluctuations
of the coupon bond about its initial value are of O(o); this was the reason that
the initial value of the coupon bond was subtracted from the payoff function in the
volatility expansion given in Eq. (3.62). Hence, a similar subtraction of the initial
coupon bond price should yield O (o) fluctuations for the payoff function.

The barrier constraint is linearized about the leading term in the barrier; consider
the following combination

17
&—ﬁ—&=f dxLf (1 x) — f(10,)] — B (17.33)
Iy

The representation of the bond forward interest rates given in Eq. (5.2) yields

Iy

I
ftye, x) :f(to,x)—i-f dta(t,x)—i-/ dto(t,x)A(t,x)

To To

with  E[A(t, x)A({',x")] =8 — )D(x,x';1)
Hence

T s
g1 = J1+Bi +f de dto(t,x)A(t, x)
Iy to

The variance is given by

5 | T T
E[(gl — f1—B1) ] =ft dt/t dxft dx'o(t,x)D(x,x";t)o(t,x)
0 * *
=G~ 0(c?)

The calculation above shows that all the fluctuations of the random quantity
g1 — f1 — Br are of O(o); the By term needs to be subtracted to account for the
drift of g; from time 7y to maturity time #.. One has the following linearization of
the barrier condition

B, T) = Zc,e—gz _ che—fl—ﬂle—(gz—fz—ﬁz)
1 I
= Zd]e—(gl—ﬁ—ﬂl) ~ Zdl(l + f1+B1) — Zdlgl + 0(02)
1 1 I
where d] = Cle_fl_ﬂ[

Define the new barrier limits

a=Zd1(1+f1 +l31)—U;b=Zd1(1—|—f1+/31)—L (17.34)
1 1
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Figure 17.6(a) shows that for small values of the bond variables the linearization
of the barrier function yields a good approximation; the coefficients d; are chosen
to ensure that the linearization takes into account the leading value of the coupon
bond. Only fluctuations (configurations) that are near the leading value are small.

The new linearized barrier conditions are now defined by a < gd < b; more
precisely

B.C.: yylgl=0forgd <aandgd >b; gd=>» gid; (17.35)
1

The barrier for the coupon bond is the same as given in Figure 17.2, except now
the linearized value of the coupon bond gd is constrained to takes values in the
interval [a, b].

Note that the linearization of the barrier cannot be systematically improved by,
say, expanding the barrier to quadratic or higher terms in the bond variables g;; the
reason being that there are no systematic techniques that can generate the eigen-
functions on nontrivial domains that result from including higher-order nonlinear
terms of the barrier condition.

17.7 Overcomplete barrier eigenfunctions

The linearized barrier constraints can be implemented via eigenfunctions of W in
a manner similar to the one used for the zero coupon bond barrier option. There
is, however, an additional feature of coupon bonds that is not present for the zero
coupon case. For the coupon bond, the linear sum of all the bond variables, namely
gd =), d;gr, needs to be constrained. A symmetric combination of all the coor-
dinates implies that a change of variables from the g;; i = 1,2,..., N to another
set of N variables will, in general, not place all the g;s on an equal footing. Hence,
a change of variables will not simplify the constraint equation.

One way out of this conundrum is to increase the space of complete eigenfunc-
tions by including another crucial eigenfunction of gd, namely the eigenfunction
that carries the barrier condition. This leads to more eigenfunctions than are required
for providing a complete basis for the state space and is compensated by adding a
constraint in the completeness equation — analogous to the construction of coherent
states in quantum mechanics [70].

Similar to the zero coupon bond case given in Eq. (17.24), consider the following
ansatz for the coupon bond eigenfunctions

(glWpk) = Wpi(g) = P8y (gd); —o0 < g < +00 (17.36)
Ui (gd) ~ [0(gd — a) — 0(gd — b)]!EHNEI=D, o6 < ¢d < 400
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The eigenfunctions e’P& form a complete basis, as givenin Eq. (17.14), and including
the eigenfunction ¥, (gd) makes the eigenfunctions Wy, x (g) overcomplete.

The bond evolution operator W acting on the eigenfunctions, using a notation
for later convenience, yields the following

WIePy(gd)] = —(S +iBp)le’PEy(gd)] (17.37)

1 2
=S =-pGp+ S k+ iv)? + (k +iy)pGd — ikBd + yBd

N N
pGp= > piGrps; pGd= Y piGrd;
1=l 1J=1

N N N
Bd=Y Bidi; Bp=) Bipi; v =dGd= Y diGd,
=1 =1

1,J=1

As in the zero coupon bond case, y is chosen to eliminate the terms in S that are
linear in k so that one can obtain two degenerate solutions V4 (gd). This yields

12 (Bd + ipGd) (17.38)

V==
v

and which, in turn, gives the following result

1 2 1
5= EpGp+v?k2+—2[(ﬁd)2—(ch)2 +i(Bd)pGd]; v*=dGd (17.39)
v

To impose the barrier option boundary conditions, following the case of the zero
coupon bond, one superposes the degenerate solutions 44 (gd) to obtain, for a <
gd < b, the following”

2
(glvi) = Yn(gd) = [0(gd —a) — 0(gd — b)],/ me_ygd sink(gd — a)

(alg) = [0(sd —a) — 6(gd — )1,/ > 2 el ink(ed — a) (17.40)
—dad
an

k =k, =——;
(b —a)

n=12,...+

Boundary conditions : (gd)| =0=1yy (gd)|
gd=a gd=b

4 As in the zero coupon bond case, the evolution operator W is not Hermitian. The duality operation takes |y )
to its dual vector (Y |; the term e~ V84 switches its sign and goes to etvsd,
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Unlike the case of the zero coupon bond barrier option, the constraint equa-
tion for the coupon bond involves N variables and is realized by the following
representation

b
0(gd —a) —60(gd —b) = / dhd(h — gd)

b 400 d.’;: ) )
:f dh/ Z—e’ﬂh—gd) z/ eish=gd) (17.41)
a 2 h&

The completeness equation is given by’

_ (éd,-) /27‘[8 (Z pl) S W) (Wi (17.42)

N o]
- (Zdi) /27r8 (Z p,-) > b)) (vl (p
i=1 p i=1 k=1

There is an extra ) , sum over the additional eigenfunctions |y ) that gives rise
to overcompleteness. Unlike Eq. (17.14), the constraint (ZlN: 1 di)é (Z,N: | pi) has
been introduced in the completeness equation given in Eq. (17.42) to compensate
for the overcomplete set of eigenfunctions.

To prove the completeness equation, consider the following

N 00
(flZ|g) = (Z ) f szs (Zn) (fIp) (F1 ) (¥ |g) (plg)
N
(Z ) 27r8 (Zm) eP-e (17.43)
i=1

i=1

F = (flyn) (Yrlg)
k=1

_ 2 Z / Q&= ) i (' —gd) ,—y (fd—gd)
b—a =1 hENE

x sin(k(fd — a)) sin(k(gd — a))

5 Since k =k, = %, Zlgil means a sum over 7, that is ZZO=1
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The bond state |g) is taken to be unrestricted. The initial state (f] of the coupon
bond is within the barrier; thatis, a < fd < b as shown in Figure 17.1, and which
implies that [, e e'§th=1d) = 1; from Eq. (17.27) and above

e~V (fd—gd) X |
_ eb— Z sin(k(fd — a)) sin(k(gd — a)) / oiE(h—gd)
_ 3

k=1

=58(fd —gd) | Sh=sD (17.44)
hé

Using the representation ZnS(ZfV:l pi) = ff;o dtexp(i¢ ZZN:1 pi), incorpo-
rating the result of Eq. (17.44) into Eq. (17.43) and doing the fp integrations
yields

N
Zd,> dc]‘[8<ﬁ—gl+c)f 85 (fd — gd)

i=1

(fiZlg) = (

N +oo N N
Zdl) dg[1s¢fi— g+ 0 fhg ethmsds (: Zd,-)
i=1 ’

i=1

h’é

N
= f S BRI D)
i=1

S8(fi — gi): completeness equation (17.45)

':'12

I¥
_

where the last equation above is a consequence of a < fd < b.

Hence, Eq. (17.45) confirms that the overcomplete set of eigenfunctions in
Eq. (17.42) yield the correct completeness equation. For the zero coupon bond bar-
rier options, Eq. (17.42) reduces to the one given in Eq. (17.28) since the constraint
8(p) removes the extra eigenfunctions e’?8.

The completeness equation requires only that the bond vector (f| must satisfy the
condition that a < fd < b, leaving the bond vector |g) completely free; this more
general result is required when the completeness equation Eq. (17.42) is used for
evaluating the coupon bond barrier option price.



420 Hamiltonian derivation of coupon bond options

17.8 Coupon bond barrier option price

The coupon bond barrier option is given by Eqs. (17.22) and (17.42) as follows®

CB(tO’t*a T’K) —W
B(to, 1+) = <f|e |P*> |Barrier

N
= (Z d,-) f 28 (Z pl) D ifle™ "V [Wpa) (Wpi|P)
i=1 k=1
N N 00
= (Zm) / 28 (Zm)Z fle ™" |Wp k) (Wpilg) (glPs) (17.46)
i=1 P8 i=1 k=1

CB(t07 t*7 T, K)

= [ KIf, g]Ps 17.47
Blo.1) fg f, gIP.[g] ( )

where the last equation defines the pricing kernel K for the barrier option. The lin-
earized boundary conditions for the barrier option eigenfunctions, from Eq. (17.35),
are given by

boundary conditions: Wy [g] =0 for gd > b and gd <a

Consider an initial value of the coupon bond, as shown in Figure 17.1, thatlies within
the barrier; the linearized approximation implies that a < fd < b; Eqs. (17.36),
(17.37), (17.39), (17.40), and (17.41) yield the following

(fle™V [ Wpi) = eSTPP (W 1)

_ LeS—}-i(ﬂ-l-f)P—Vfd sink(fd — a)
b—a
1 v? 2 ! 2 2t
S = _EPGP - Ek - ﬁ[(ﬁd) — (pGe)” +i(Bd)pGd]

2 | .
(Upilg) =/ e~ i8Y8d Gin k(gd — a) | eEB—3D
b—a ¢

Pilgl = [che_g’ — Ki| . 2 =dGd
I

+

% Eq. (17.46) is obtained by using fg lg) (gl =7.
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Eqgs. (17.47) and (17.4) yield the following expansion for the barrier option

CB(tO’ t*a T’ K)

= ,Cf, P*
Blo.12) /g f, glP.[g]

. 1
— / e M(F+Q—K), |:CB,0+i77CB,1 —§n2C3,2+0(03):| (17.48)
O

The coefficients of the expansion for the barrier option, from Eqs. (17.17), (17.7),
and (17.8), are given by

Cpo = E[1]

N
Cpy = E[V]=)_Ji(Cps— Cgyp)
I=1
N

Cpy = E[VY] = Z JiJk(Cix —2Cp1 + Cpgyo) (17.49)
LK=1

A detailed derivation of the coefficients is given in Section 17.11 and yields the
following results

Cpo=E[l] = f’C[f, gl
g

b
:eSB,o/ dhexp{v_lz,gdm —fd)} Olh, fd;via,b]  (17.50)

Spo = 1(ﬁd>2
BO= o2

Unlike the case of the European option, the coefficient Cp g is not equal to 1; the
reason being that even in the absence of any payoff function, the barrier constrains
the allowed paths and reduces Cg  from the unconstrained value of 1.

The second coefficient is given by

Cp = E[e—81+f1] — //C[f, g]e—gH-fI
4

b
= eSei f dhexp {iZ (ﬂd -y Gudf> (h — fd)] Qlh, fd;v*;a,b]
a v
J (17.51)

2
1

Sp=—— d— Gyjd

B.I 7 (,3 XJ: 1J J)
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The barrier function Q[h, fd; vZa,blis given in Eq. (17.31).

Unlike the case of the European option, the coefficient Cp; is not equal to 1;
the reason being that the martingale condition that led to Cp ; is only valid for an
unconstrained path; the barrier constrains the expectation and reduces it from the
value of 1.

The third coefficient is given by

Cpix = E[e—gl—gK+f1+fK] — fK[f’ g]e—gl—gx+f1+f1<
g

b
— eSB,[Kf th[h’fd’vz,a’b] (17.52)
1
X exp {F (ﬁd - ZGIJdJ - ZGKJdJ> (h — fd)}
7 7

2
1
Spixk =Gk — 72 (ﬁd - XJ: Grjdy — XJ: GKJdJ>

To extract the perturbative expansion of the option price to O (o) from the coef-
ficients Cp, Cp.1, and Cp, the leading order term for the barrier option has to
be isolated. On inspecting the coefficients, it is clear that in fact Cp is a term of
O(1), with Cp 1 and Cp > being of order O (o) and 0(c?) respectively.

Collecting the results for the coefficients given in Eqs. (17.48), (17.49), (17.50),
(17.51), and (17.52) yields the following

CB(ZO’ l*’ T7 K)

_ 1 2 b 1
— o 32 (D) / dh —Bd(h — fd h. fd: v a.b
B(tht*) ¢ a eXp UZ/S ( f ) Q[ ’f ,va, ]

. 1
o« / o—i0n [1 +inD; — EnzDz + 0(0'3):| (Q+F—K)+ (17.53)
0%

where coefficients D and D; are given in Eqs. (17.54) and (17.55), respectively.
Eq. (17.53) is one of the most important results of this chapter, namely the barrier
option price is the integral of the following two factors:

- the function exp{—#(ﬂd)z}exp{v—lzﬂd(h — fd)}Qlh, fd;v*;a,b] that encodes the
properties of the barrier and

- the factor [, el + inDy — $7*Dy + 0(0)1(Q + F — K)4 that encodes the
properties of the payoff function.

Each factor has been evaluated approximately and one can improve the price of
the barrier option by improving the approximation for each of these factors.
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The coefficient Dy, to O (o), is given by Egs. (17.50), (17.51), and (17.53)

D1 ZJI SB.1— SB()e Z(ZJGIJdJ)(h fd) 1] (1754)
1
~ ——2 |:ZJ]G[_]d_] (h— fd)+T

2
pd 1
= _zszIGIJdJ‘f’m;J[ (;G11d1> [(h _fd)Z_UZ]

The coefficient Dy, to O(c?), is given by Eqs. (17.48) to (17.52)

L —
D2 — Z JIJK [eSB”K_SB'Oe w2 (Z] G[.Idl"’_Z] Ggydy)(h—fd) (1755)
I.K

. eSB’[_SB’Oe_ULz(ZJ GIJdJ)(h_fd) - eSB,K_SB,Oe_ULZ(Z/ GKJdJ)(h_fd) 4 1]

2

2
1
~> JJkGix — = [Z JIGIJde| +— |:Z JIGIJdJ:| (h— fd)
1K VLT

The results for D and D5 yield

2
D, — Dl ~ Z J1JkGix — —= |:Z JIGIJdJ:|

1.K

2 3
+T —22 Ji1Grjdj(h— fd)—T |+ 0(c”) (17.56)
v
1,J

Collecting all the terms yields, from Eq. (3.69), the following main result for the
approximate price of the barrier option

_L(/gd)z
CB(tO,t*,T,K) . e 202 1 o
B(to.t) 21 Ja dheXP{pﬁdm —fd)} Qlh, fd;v*;a,b]

x 1(X)y/ D2 — D? + O(c?)

= (K — F—Dy)/y/D>— D3}
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From Eq. (3.71) one has /(X) = 1 + O(X) and this yields, to O(X), the leading
order price of the barrier option

_ 2
Cplio, 1, K) e 22
B(to.t,) 27

b 1
x /a dhexp {ﬁﬁd(h — fd)} Qlh, fd;v*;a,bly/ D, — D? (17.57)

17.9 Barrier option: limiting cases

The Hamiltonian formulation yields a derivation, as in Sections 17.2 and 17.4, of
the European option and zero coupon barrier option prices. The result of the coupon
bond barrier option is examined for the following limiting cases.

« The HIM limit of exactly correlated bond forward interest rates.
 The zero coupon bond barrier option.
 Coupon bond European option.

17.9.1 The one-factor HJM model

The HIM model [56, 65] of the forward interest rates is widely used in finance and
is a special case of the quantum finance model. In the HIM approach all the forward
interest rates, in the language of quantum finance, are exactly correlated and this
implies that D(x, x’;¢) — 1 and hence M (x,x’,t) = o (t,x)o (¢,x"). Furthermore,
in the one-factor HIM model the volatility function is taken to have an exponential
form given by o (f,x) = oge *071,

Taking the HIM limit of the bond correlator yields

| T; Tj
Gij =f dt/ dxf dx'M(x,x',t)
0] Iy Ix

Iy T; Tj ,
— G{}”M = agf dt/ dxe_’\(x_’)f dx'e =D = OI%YZ'YJ'
) 1y Iy

>

1 T 9 e
V=Y, T = 11— e M) of = 01 — e 200

The first two terms in Eq. (17.56) cancel in the HIM limit and yield the following
result

JY
[Dy> — D{luim =Thim [2ﬁ(h — fd) — FHJMi|
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Bd 1 JY?

_ Pe - . 2 2 2
Cuym = 37IY + 2(Yd)2[(h fd)* —og(Yd)?]

Yd=3 Yidi JY =) JiYi JY =) JiY}
i i i

17.9.2 Zero coupon bond barrier option

The coupon bond barrier option reduces to the zero coupon case when only one
coupon, say the final coupon, is nonzero; hence cy = 1l and¢; = 0, i # N.
For the barrier functions, the coefficients have the following limits dy = 1 and
di =0, i # N and yield

pd — B; UZZZd]G[]dJ—)GNN:G
1J

Y Gidy > Gyn=G; Gix— Gyn=G
1J

The martingale condition yields f§ = G /2 and hence

Sro —> _/3_2- Sp iy —> _M — _/3_2
B0 267 B! 2G 26
(B —2G)? B*
S G-t __P_
BIK = 2G 2G

Q[h,fd;vz;a,b] — Qlh, f;G;a,b]
Pe—[Je ¥ DD+ F-Kly; J=e/=F

Collecting the results above yields, from Eq. (17.53), the following zero coupon
limit of the coupon bond barrier option

Cp(to. 1+, T, K) = B(to,t) | ¢ "°(F+Q—K), Z
Q.

) 1
Z=Cpo+inCp — EﬂZCB,z + 0(c?)

2

b
8 B .
=e f dgQlg, f:Gia,blec €~ (1 +in[Je /) — 1]
a

1 . .
_ 5,72[_]26—2(8—]‘) —2Je &1 + 1])
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The results given above yield that

C t ,t ,T,K 2 b .
Colto, 1. T. K) e—f—cf dgeG &= Qlg, f1Gia,bIP.(g) + 0(0?)
B(1g, 1) a

This is the expected approximation of the exact result, which is givenin Eq. (17.29).

17.9.3 Coupon bond European option limit

Consider the limit of @ — —oo0 and b — o0; the function Q reduces to a single
term, namely

1 1
2. - N o 2
Qlh, fd;v ,a,b]%mexp{ 21)2[h fd]}
b 400
and /dh—>/ dh (17.58)
a —0o0

To show the perturbative barrier option —in the limitofa — —ocoand b — +oco—
to be equal to the European option to O (¢'®) one re-writes Eq. (17.53) by exchanging
the order of integration in the following manner

—53 (Bd)?
Caln e T.K) _ & 27 e 0 f+oo dhexp {iﬁd(h - fd)}
B(1, 1) V2mv? Joe —o0 v?

1 1
X exp {—2—1)2[h — fd]Z} [1 +inD; — 5nZDz + 0(03)} (Q+F—K),

Performing the Gaussian integrations over & yields

e 2 BD? oo 1 1

Cpo — W dh exp{ﬁﬂd(h — fd)}exp{—z—vz[h — fd]2} =1
i 1 1

Cp1 — W dh exp {ﬁﬁd(h — fd)}exp{—z—vz[h — fd]z} D

~ B =04 06
1
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1 2
o BT B oo

Cpr—> ——
V2rv? J-o

1 2
>~ ; JiJkGrg + 704 ; JiJk (Bd) ; Grydy ; Ggydy

1 1
dh exp {ﬁﬂd(h — fd)} exp {—m[h — fd]z} D,

- ZJIJKGIK + 0@
IK

Hence, to O(c?)

Cpo — 1= Ceo

Cp1— 0=Cg,

Cpp — Z JiJkGik =CEgp
1,J

and the European option is the limit of the barrier option; namely

CB(th t*a Ta K) - CE(th t*a T’ K}

17.10 Summary

The Hamiltonian formulation of the quantum field theory of bond forward inter-
est rates provides an efficient computational tool for analyzing the coupon bond
European and barrier options. The earlier result for the European coupon bond
option obtained in Chapter 11 is seen to emerge in a straightforward manner in the
Hamiltonian approach.

The zero coupon barrier option price was obtained exactly by imposing the con-
straint of the barrier on the eigenfunctions of the Hamiltonian, or more accurately,
of the bond evolution operator. The bond evolution operator was expressed in terms
of the ‘bond variables’ that are more natural for studying coupon bonds.

The computation of the coupon bond barrier option turned out to be fairly com-
plicated for two reasons: firstly, because the linear superposition of different zero
coupon bonds constitutes a coupon bond, thus making the constraint a function of
many variables and; secondly, because the barrier on the coupon bond imposes a
nonlinear constraint on the bond forward interest rates. It was shown that, under very
general conditions, the linearized payoff function yields the leading contribution to
the coupon bond barrier option price. An overcomplete set of eigenfunctions of the
evolution operator was used for imposing the linearized barrier on the evolution of
the bond variables.
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Eq. (17.57) shows that the entire calculation for the barrier option factorizes into
two connected and nontrivial components, one factor reflecting the properties of the
barrier and the other that of the payoff function. This feature of the barrier option
seems to be very general and could prove useful in analyzing options with more
complex barriers and payoffs.

The coupon bond barrier option price is an explicit function of the initial values
of the zero coupon bonds, the strike price, the duration of option, and the barrier;
hence all the hedging parameters can be (approximately) evaluated analytically
from the results obtained.

The approximate price of the coupon bond barrier option can be tested numer-
ically as well as be used for empirical studies. The various limiting cases for the
coupon bond barrier option provide useful formulas for testing numerical algo-
rithms that can then be used to explore the option’s nonperturbative and nonlinear
regimes.

The framework of quantum finance is a flexible and fruitful approach for com-
puting coupon bond barrier and European option prices. The nontrivial correlations
of the bond variables, encoded in the imperfect correlator G, determine the price
of the barrier option. Taking the bond variables to be exactly correlated, as is the
case with the HIM model, yields systematic errors for all pricing and hedging
parameters.

17.11 Appendix: Barrier option coefficients

The coefficients for the coupon bond barrier option are defined in Section 17.8
as follows

Cpo=E[l] = /

Kif.gl; Cpy = Ele 8+ = /K[f, gle 81t/1
g

g

Cpik = E[e—gl—gK+f1+fK] — fK[f’ g]e—gl—gK+f1+fK
g

The initial conditions imply that a < fd < b and Eqs. (17.36), (17.37), (17.39),
(17.40), and (17.41) yield the following

2N 4 al . . .
Kif, gl = —===—-3% f f 278 | Y pi | ST SHBDPigpey (sd =)
b—a r YEh/pg i1

x sink(fd — a) sink(gd — a)
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_ 278 pi i§(h—gd) ,S+i(B+Hp—igp v (gd—fd)
2(b—a) Z ./h/ <; )

% [e—ik,,(gd—fd) _ eik,,(gd+f'd—2a)]

where k = k,, = mn/(b — a). Furthermore

S———k2+S S, = —~pG —i[wd)z—( Ge)? +i(Bd)pGd]
—2n p=—5P0P pGo)” +i(Bd)p

y = —z(ﬂd +ipGd); v =dGd
v
Some details are given of the derivation of the coefficients Cp jg; the other
coefficients need a similar, but simpler, calculations. Shifting the variable g; —

gi + fi + Bi in the expression for Cp jx and then performing the f o integrations
yields the following

Cpik = //C[f,gle_g’_gK
g

SV g ) N
= Ziztd S gy / it (h—gd—fe—pd) / 218 (Y pi ) eSree
2(b—a) h ;
n=—o0 £, p.g i=1

% eV (@d+pd) [e—ikn(gd+ﬂd) _ eikn(gd+5d+2fd—20)]e—g1—g1<

“+00
_ 1 3 s f oiE—Fd=Bd)[ g =iknBd _ p,ikn(Bd+2fd~2a))
2(b — Cl) e —00 &

(17.59)

N N
A= (Zd’) /pesP+y/3d27T5 (Zp,-) 8(px + Aadg —)8(pr + Aadyp — i)

i=1

x [T 8(pi + Aadi)
i#l,K

Aa=iy+E+k (17.60)

and

N N
B = (Z d,-) fpesﬁyﬁdzna (Z p,-> 8(px + Apdx —)8(p; + Apd; — i)
i=1

i=1
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x [ 8(pi + Apdi)
i#1.K

Ap=iy+§&—k

17.11.1 Dirac-delta functions

One needs to explicitly solve the delta functions and fix the values of p;, which
are required for determining the action Sp and the drift y; furthermore, the explicit
values of all the p;s are required for carrying out the N-integrations, namely fp SO
as to evaluate A and B. The reason the delta functions apparently look intractable
is because the function y appears in the delta functions and y is itself a function
of all the p;s: the delta functions, in effect, yield a set of (apparently intractable)
simultaneous equations for the p;s.

However, by recursively solving the delta functions we have the rather remark-
able result that the delta functions explicitly fix, in the following manner, the value
of all the p;s. Consider

N N
(Zdi) 278 (Z Pi) 8(pr + Aadp —)8(pk + Aadk — 1)

i=1 i=1

X 1_[ 3(pi + Aad;)
i£1K

N N
= (Zd,‘) 28 (AA Zd,‘ — 2i> S(pr+ Aad;p —i)6(pxg + Aadg — i)
i=1 i=1

x [T 8(pi + Aadi)
i£1.K

2i 2id ) 2id )
:2718(AA——Z d~)8(p1+—z ; _l>8(pK+—Z Z —l)
[l i % i ¢

<[] s <pi + gﬁ) (17.61)

i#1K

Eq. (17.61) uniquely fixes, within the delta functions, all the p;s and, hence, one
can perform the fp integration to explicitly obtain A. A similar result is obtained
for B with A g replacing A 4; note the constraints on the p;s do not depend on A 4
and hence the values of S, and y are the same for coefficients A and B.

There are N 4+ 1 delta functions in Eq. (17.61) and performing the fp integrations
leaves over one delta function, which for the A termis givenby 8(As—2i/ )", d;) =
S(iy +& +k —2i/) ;d;), where y has been fixed by Eq. (17.61) and given in
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Table 17.1 The drift and cross-terms of p;s with d;s for the different expansion

coefficients.
ipGd =iy, piGryd; y = 5(Bd +ipGd)
Cro: 0 +Bd
Cs,r: %—Z, Grydy 1)2—2(5614-%—2] Grsdy)

2 2
CBik: Zﬁ —>;Gryd; =3 ;Ggydy %(ﬁd-ﬂﬁ -, Gryd;=y"; Ggydy)

Table 17.1. Using this delta function, and a similar one for the B term, to perform
the & integration in Eq. (17.59) yields the following

Six+yBd
ik _ et 7P fe—%kZ[e—i(k+iy)(h—fd—ﬁd)e—ik,3d
P20 -a) £

_ e itk=iy)(h—fd—pd) jik(Bd+2 fd~2a))

_ eIk /ev%(ﬂd—sz”dJ—ZjGIKdJ)(h—fd)
2(b—a) J,

—+00 2,
Z e~ Thi[pmikn(h=fd) _ pikn(htfd=2a)]

n=—oo

b .
_ es,Kf dhe P4=X G11di=X, Cixd)h=fd) oy oy 2. )
a

where recall k = k, = nw/(b — a) and Qlh, fd, vZ; a, b] is the barrier function
given by Eq. (17.30).
After a long and tedious calculation one obtains

2
1
Sixk =Gix = — (ﬂd > Grd; =) GdeJ> (17.62)
J J

The results for the different coefficients are obtained in the same manner as
for Cp sk ; a remarkable result is that for all the coefficients the barrier function
Olh, fd, vZ;a,b) completely factorizes, leading to perturbative coefficients D and
D, that are evaluated in Section 17.8.

The main results required for evaluating Cp,Cp 1, and Cpy are given in
Tables17.1 to 17.3; Tables17.1 and 17.2 yield the values for ipGd, y, and pGp.
Sp, for the different coefficients, is given in Table 17.3.



432 Hamiltonian derivation of coupon bond options

Table 17.2 Value of quadratic function of the p;s for the different expansion coefficients.

pGp =), p1G1ipJ

Cay: 0
2
Cpr: —ﬁ + ﬁ > ;Grid; — Gy
Cpik: —2Grxk — G —Ggk — 4(sz- di)z + ﬁ(zi Girdi +)_; Gigd;)

Table 17.3 The value of the ‘action’ for the different expansion coefficients.

Sp = —1pGp — L[(Bd)* — (pGd)* +i(Bd) pGd]

Sp.o= — 52 (Bd)?
Sp,r= —53(Bd =3, Gryd))?
Spik= Gk — 2—11)2(,361 —>,Grydy =Y. ; Gxdy)?




Epilogue

At present, mainstream theoretical finance is almost completely dominated by
stochastic calculus. Quantum finance [12], in contrast, presents a formulation of
finance that is completely independent of stochastic calculus. Quantum finance
addressed only a few problems of finance. The onus thus fell on me to demonstrate
that a wide class of problems of finance, which at present are understood in terms of
stochastic calculus, have a natural quantum finance formulation and generalization.
It needed to be established that the quantum formulation of finance is equivalent to
the one based on stochastic calculus and — if it is to be useful for the practitioners —
is conceptually transparent and computationally tractable. Furthermore, it needed
to be shown that quantum finance is not merely equivalent to stochastic calculus
but goes beyond it; namely, that models based on quantum finance are more general
than those based on stochastic calculus.

Interest rates and coupon bonds and their derivatives form a major component of
the debt market. They are, by far, the most complex and intricate types of financial
instruments that also have a rich mathematical structure. Debt instruments provided
an ideal testing ground for quantum finance. 1 gravitated to the study of interest rates
and coupon bonds, since these financial instruments provide an excellent arena for
exhibiting the main features of quantum finance — as well as for illustrating its point
of departure from stochastic calculus.

No attempt has been made to survey the subject of debt instruments, for which
there exists a vast corpus of literature. Instead, this book has focused on only
new results that have been obtained by applying quantum finance to debt instru-
ments. The single most important new result, from my point of view, is the
quantum formulation of the logarithmic Libor quantum field ¢ (¢, x). In partic-
ular, the introduction of the nonlinear Hamiltonian, Lagrangian, and Feynman
path integral for ¢(z,x) opens up a potentially new field of study by pro-
viding a comprehensive platform for analyzing and pricing all interest rate
instruments.

433
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As has been demonstrated by the multifarious calculations carried out in the
preceding chapters, the quantum formulation of finance allows for derivations that
are straightforward and yields analytical results that are readily calibrated. Predic-
tions made by quantum finance models are well suited to empirical studies and,
in general, are seen to be more accurate than similar models based on stochastic
calculus.

There are three quantum fields at the root of all calculations, namely the velocity
field A(z, x), the bond forward interest rates f (¢, x) and log Libor ¢ (¢, x).

The bond forward interest rates f (¢, x) drive the coupon bond market, whereas
the Libor forward interest rates f7 (¢, x) and their associated logarithmic Libor rates
¢ (¢, x) determine interest rates for cash time deposits. Although both the forward
interest rates are based on the concept of discounting cash flows, these two are
fundamentally different; f (¢, x) is modeled as a Gaussian quantum field, whereas
fr(t,x) is a nonlinear quantum field, having stochastic volatility and stochastic
drift.

The Libor forward interest rate fy(¢,x) is related to log Libor ¢(¢,x) by
Eq. (10.7)

Ty 4L Ty 4L
exp {/ dfo(t,x)} =1-+exp {/ dxd)(t,x)}
Tn

T,

The minimum tenor of ¢ # 0 for cash deposits gives rise to a nonlinear mapping
from the Libor forward interest rates f7 (¢, x) to ¢ (¢, x). The nonlinear connection
between the Libor forward interest rates fr (z,x) and ¢(¢,x) is the reason that
modeling the two distinct sectors, namely bonds and interest rates, gives rise to
many interesting and challenging problems.

The velocity field A(z, x) is a two-dimensional quantum field that is a natural
generalization of white noise. Both f (¢, x) and ¢ (¢, x), from Eqgs. (5.1) and 6.58,
can be expressed in terms of A(z, x) as follows

Bf(gtt,x) =u(t,x)+o(t,x)Al, x)
d >
d’;’t Y o(tx) + 7 ()AL )

The dynamics of the velocity field A(z, x) are specified by the stiff Lagrangian
L[A] that incorporates market time. From Eq. (5.25)

i, I (0A6D\2 | 1 (2400
£[A]__§ [A (t’Z)+E( 92 ) +F<T)

7= (x—1)"
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The Libor velocity quantum field A (7, x) has the same stiff action as A(z, x),
except the parameters (7, Ay, and nz have different empirical values.

The interest rate quantum fields f(z,x) and ¢ (¢, x) are more fundamental than
the velocity field A(z, x). All calculations based on the path integral can be carried
out using either A(z, x) or the interest rate quantum fields, since they are related by a
change of variables. However, the interest rate state space and Hamiltonian operator
can be written only in terms of interest rates quantum fields f (¢, x) or ¢ (¢, x) and
not in terms of A(¢,x). For path dependent options, such as the American and
barrier options, the numerical algorithms can only be defined in terms of f(z,x)
or ¢ (t,x). Since A(z, x) is a Gaussian quantum field, its entire content is encoded
in its propagator, which appears in the interest rate Hamiltonian. Hence, A(z, x) is
effectively incorporated into the Hamiltonian dynamics.

Theoretical finance is a rather unique subject, being the fusion and synthesis of
quantitative laws — the hallmark of the natural sciences — with the political economy
and psychology of human behavior. Quantum finance provides a meeting ground
of mathematical regularity, embodied in the modeling of financial instruments
by Lagrangians, Hamiltonians, and Feynman path integrals, with the subjective
dimension of human beings, represented by the parameters of the theory.

In conclusion, the principles formulated in quantum finance are deeply grounded
in the fundamentals of finance and firmly rooted in quantum mathematics; these
principles enrich the field of quantitative finance and provide powerful theoretical
and mathematical tools for analyzing financial instruments. This book, in particular,
has demonstrated that quantum finance yields many fruitful results in the study and
analysis of debt instruments.



Appendix A
Mathematical background

A few essential mathematical topics are discussed so as to have a complete and self-
contained presentation of all the material required for following the derivations in
the book.

A.1 Dirac-delta function

The Dirac-delta function is useful in the study of continuum spaces, and some of its
essential properties are reviewed. Dirac-delta functions are not ordinary Lebesgue
measureable functions since they have support on a measure zero set; rather they are
generalized functions also called distributions. In essence, the Dirac-delta function
is the continuum generalization of the discrete Kronecker-delta function.

Consider a continuous line labeled by coordinate x such that —oo < x < +o00,
and let f(x) be an infinitely differentiable function. The Dirac-delta function,
denoted by 6 (x — a), is defined by the following

8(x —a) = 6(a — x) : even function

Slcx —a)) = i8()6 —a)

B
+00
f dxf()8(x —a) = f(a) A
—+00 dn i dn
f dxf () 806 — @) = (<14 (e A2)
oo X dx
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The Heaviside step function ®(r) is defined by
t>0

t=0 (A.3)
t <0

o) =

O = —

From its definition ®(¢) + ®(—t) = 1. The following is a representation of the
S-function.

b
/ Sx—a)=00hB —a) (A4)
= /a §(x —a) =0(0) = % (A.5)

where the last equation is due to the Dirac-delta function being an even function.
From Eq. (A.4)

d
E@(b —a)=46(b—a)

A representation of the -function based on the Gaussian distribution is

§(x —a) = lim

1 2
B s exp {—ﬁ(x —a) } (A.6)

Moreover
.1
§(x —a)= lim —p,exp{ — ulx — al}
u—00 2
The definition of Fourier transform yields a representation of the Dirac-delta func-

tion that is widely used in various chapters for representing the payoff of financial
instruments. It can be shown that

+0o0 d .
S(x —a) = 4P ip(x—a) A7)
2

oo 27

A proof of Eq. (A.7) is found in many books on quantum mechanics [70]. One
can perform the following consistency check of Eq. (A.7). Integrate both sides of



438 Mathematical background

Eq. (A.7) over x as follows

—+00 . )
LHS. = f dxe " §(x —a) = e k@

—0o0
+ +
RH.S. = f " et / AP ip-a)

+00 ) )
= / d—pe_lp“2n8(p — k) = ¢ ika
21

—0o0
where Eq. (A.7) was used in performing the x integration for the right-hand side.
Hence, one can see that Eq. (A.7) is self-consistent.

The scalar product of the basis state |x’) and its dual (x| is a Dirac-delta function;
the Fourier representation yields

+00 d ) ,
(x|xy =68(x —x') = f _pelp(x—x)
oo 2T

and hence, for momentum space basis | p), the completeness equation is given by

® d
f Liyipl=1 (A.8)

oo 2T

The scalar product of the dual basis state (x| with the momentum basis state | p) is
given by

(x|p) = e'P*; (p|x) = e 'P* (A.9)

To see the relation of the Dirac-delta function with the discrete Kronecker delta,
recall for n, m integers
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Discretize continuous variable x into a lattice of discrete points x = ne, and let
a = me; then f(x) — f,. Discretizing Eq. (A.1) gives

+00 T
f dxf(x)§(x —a) — € Z Sud(xn — am)

- n=—00

—+00
= fm= Z Sn—m fm

n=—0oo

1
=d6(x —a) > —bu_m (A.10)
€
Taking the limit of € — 0 in the equation above yields

.1 0 x#a
S(x—a)zeh_r)r%)g&_m:{oo xia

A.2 Martingale

A martingale refers to a special category of stochastic processes. An arbitrary dis-
crete stochastic process is a collection of random variables X;, i = 1,2,..., N
that is described by a joint probability distribution function p(x,x2,...,xn). The
stochastic process is a martingale if it satisfies

E[X,,+1|x1,x2, ... ,xn] = X, : martingale (A.11)

In other words, the expected probability of the random variable X, | — conditioned
on the occurrence of x; for random variable X;,i = 1,2, ...,n —is simply x,, itself.

One can think of the martingale as describing a gambling game; the given con-
dition x,, is the amount of money that the gambler has on the conclusion of the nth
game, and the random variable X, | represents the various possible outcomes of
the (n + 1)th game. The martingale condition states that the expected value of the
gambler’s money at the end of the (n + 1)th game is equal to the money that he
enters the (n 4+ 1)th game with, namely x,,. Using Eq. (A.11), one can prove the
following result.

E[Xpt1] = /dxldxz---dxndxn+1E[Xn+1|X1,x2,---,xn]P(xl,xz,---,anrl)

= fdxldxz v dxpdxpyy Xpp(X1,X2, .. Xp41) = E[X3]

= E[Xuy1] = E[Xy] = E[Xy_1] = -+ = E[X{]
= E[X,] = E[X1] (A.12)
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Suppose there is a boundary condition specified for the stochastic process such that
X1 = x1 is fixed; hence E[Xl] = x1 and

E[X,] = E[Xi] =x (A.13)

In a fair game obeying the martingale condition, the gambler, on the average,
neither loses nor wins, and leaves the casino with the money that she or he came
in with, namely x.

For the case of a security S(¢), the random variable X(T) = e~ I dir@®) §(T)
follows a martingale process. From Eq. (A.13)

E[X(T)] = X(0) = S§(0)
= S(0) = E[e” Jy "D S(THS0)] (A.14)

The price of the security at ¢+ = 0, that is S(0), is usually taken as the initial
condition for the stochastic process. Eq. (A.14) plays a central role in determining
the risk-neutral martingale measure in finance.

Consider a general stochastic differential equation for a two-dimensional
function y (z, x)

dx(t,x)

8 = d(t,x) + fdx’G(x,x/;t)v(t,x/)A(t,x/) (A.15)

where A(z, x) is the Gaussian two-dimensional quantum field defined by the action
given in Eq. (A.4). G(x,x’;t) is a deterministic function and the quantities d (z, x)
and v(z, x) can, in general, depend on x (¢, x). Eq. (A.15) is a stochastic differential
equation that is encountered in Chapter 6 in the study of Libor.

An initial (or final) condition needs to be specified to obtain a solution for
Eq. (A.15); for applications in finance, the initial condition is specified as follows

Boundary condition: x(#,x) = fixed

Discretizing time in Eq. (A.15) yields, for infinitesimal €
x(t+e,x)=x(t,x)+edt,x)+e€ / dx'G(x,x"; v, x)AE, x")  (A.16)

The martingale condition given in Eq. (A.11) requires that the expectation value
of x(t + €,x) is taken conditioned on x (¢, x) having a fixed value. In taking the
expectation value of Eq. (A.16), the functions d (¢, x) and v(¢, x) are deterministic,
since they depend only on x (¢, x) and hence can be taken outside the expectation
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value. Since E[A(t, x")] = 0, taking the conditional expectation value of both sides
of Eq. (A.16) yields the following

Elx(t+e,x)|x,x)] = x(t,x)+ed(t,x)
+6/dx/G(x,x';t)v(t,x’)E[A(t,x/)]
= x(t,x) + €ed(t,x)

The martingale condition given in Eq. (A.11) requires E[x(t + €,x)|x(t,x)] =
x (t,x); hence, from Eqs. (A.11) and (A.12)

d(t,x) = 0: martingale condition

= E[x(t +e,0)] = E[x(,x)]

N [8x(t,x)

57 ] = 0 : martingale (A.17)

In summary, for y (¢, x) to be a martingale, it is sufficient that the drift is zero,
namely

d(t,x) = 0: martingale condition (A.18)
d I, / /
X;(;, 2 /dx G(x, X v, x) At x)) (A.19)

Option theory hinges on the martingale property of option pricing. Suppose P is
the payoff of an option C(¢) that matures at 7. For numeraire M (t), the discounted
option C(¢)/M (t) must follow a martingale evolution for its price to be free from
arbitrage opportunities. The martingale property given in Eq. (A.13) then requires
that the price at present time #( is given by

C(t) :E[C(T)] :E[ P ]
M (to) M(T) M(T)

= C(tp) = M(n)) E [L] (A.20)

M(T)

The prices of all options are obtained from the application of Eq. (A.20) to various
instruments and payoff functions.

A.3 Gaussian integration

Gaussian integration permeates all of theoretical finance, as well as forming one of
the foundations of quantum theory. One-dimensional and multi-dimensional Gaus-
sian integration are briefly reviewed. Gaussian integrals have the remarkable prop-
erty that they can be generalized to infinite dimensions, which is briefly discussed.
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A.3.1 One-dimensional Gaussian integral

Consider the one-dimensional definite Gaussian integral
+00 Lo
Z[j] =Nf e 2 HIx gy
—00

All the moments of x can be obtained by

d"Z[j]|
dj® 1j=0

E[6"M] =

and hence Z[ ] is called the generating function for the Gaussian distribution.
The normalization constant ' is chosen so that Z(0) = 1. Squaring Z[0], and
converting it to polar coordinates, gives

+00 +00 . 2. 00 2 e
Z2[0] =N2/ f e 2" dxdy =N2f f re 2" drd6
—00 —00 0 0

o0 2 [ i
1=N22nf dge = N2 5 N = | —
0 A 2w

Shifting x — x — % leaves the integration measure invariant and yields the final

result
+00
1 .2 1 2
Z[j] = ex/ Nf e 2 dx
—00
152
— e (A.21)
A.3.2 Higher-dimensional Gaussian integrals

Consider the general n-dimensional Gaussian integral, with variables x, xa, . . . , x;.

The Gaussian integral can be written as

+00
Z[J] = ./\f/ eSdxidxidxs ... dx,
—00
1 n n
S = —5 -Zl XiAjjxj + 21: Jix;
i,j= i=

Choose the normalization constant so that Z(0) = 1. In quantum theory S is called
the action.
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A is an n X n positive symmetric matrix can be diagonalized by an orthogonal
matrix M and yields

A = MTdiag(h1, 2o, ..., )M
MMT =T,

where Z,,«,, is an n x n unit matrix, and M7 is the transpose of M.
Only matrices A with positive eigenvalues A; > 0 are considered. A change of
variables

n
Xj = Z Mijz;
j=1

dei = det(M) l_[dzi = l_[dzi
i=1 i=1 i=1

yields for the n-dimensional Gaussian integral

Z[J]zNﬁ[f

400 1. 2
dzie—i)\izi-i-fizi]
—00

n
7 T
Ji=) JiMj;
j=1

The n-dimensional Gaussian integral has completely factorized into a product
of one-dimensional Gaussian integrals, all of which can be evaluated by the result
given in Eq. (A.21). Hence

Z[J] = /\/1_[ [ /i_#eﬁf?} (A.22)
i=1 !

A 1
N — =N rPee—e— =1
E A JdetA

In matrix notation

n

1., 1 4
Y —=I—T=JA""
A A

i=

Hence, the final result can be written as

Z[J] = exp (%JA‘IJ) (A.23)



444 Mathematical background

A.3.3 Normal (Gaussian) random variable

The normal, or Gaussian, random variable — denoted by N (u, o) — is a variable x
that has a probability distribution given by

1
P(x) = exp { —ﬁ(x — M)z} (A.24)

1
V2mo?

From Eq. (A.21)

“+00
Elx] = / xP(x) = : mean
—0o0
+00

E[(x — ,u)Z] = / (x — ,u)zP(x) — o2 : variance

—0o0

Any normal random variable is equivalent to the N (0, 1) random variable via the
following linear transformation
X=N(u,o0); Z=N(@O,1)
=>X=u+oZ
All the moments of the random variable Z = N (0, 1) can be determined by the
generating function given in Eq. (A.21); namely

n

dJ"

E[Z"] = Z[J1ls=0

The cumulative distribution for the normal random variable N (x) is defined by

Prob(—o0o < z < x) = N(x) = e~ dz (A.25)

1 X
A/ 27 f—oo
A sum of normal random variables is also another normal random variable

Z1 = N(u1,01);Z2 = N(u2,02);...5Zy = N(pn,0n)

n n n
= Z:ZZ,':N(M,U) = M=2Mi; 02=Z(7i2
i=1

i=1 i=1

The result above can be proved using the generating function given in Eq. (A.21).
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A.3.4 Infinite-dimensional Gaussian integrations

Consider a continuum number of integration variables x (), with —oo <t < 400,
and with the “action” given by

+o00 oo
S = —%f dtdt/x(t)D_l(t,t’)x(t/)+f dtJ()x(t)  (A.26)

—0o0 —0o0

By discretizing the variable 7, following the steps taken in the derivation of the
n x n case, and then taking the limit of n — oo yields

o0 —00

RIS e +00
ZIJ1 =N 1_[ / dx(1)e’ = exp {%/ dtdt’J(t)D(t,t/)J(t/)} (A.27)
t=—00 "

+00
f dsD™\(t,5)D(s,t') = 8(t — ')

—0o0

The normalization AV is now a divergent quantity, that ensures the usual normaliza-
tion Z(0) = 1. In discussions on quantum theory, Eq. (A.27) plays a central role.

Consider the special case of N continuous x;(¢), withi = 1,2,... , N and action
given by

1 N 400 1 N 400
S = —5 Z/ dl‘Dl-; xi(D)x; () + Z/ dtJ;(t)x;(t) (A.28)
From Eq. (A.27), the generating functional is given by

Z[J] = exp %Z f drdt' Ji () D (1,1)J; (1)} (A.29)
ij T

= D;i(t,t A.30
Jzo ij (1) ( )

1
Elxi(0x; (] = — / DX e x;(1)x; (1)
The fundamental reason why Gaussian integration generalizes to infinite dimen-
sions is because the measure is invariant under translations, that is under x () —
x(t)+&(t); one can easily verify that this symmetry of the measure yields the result
obtained in Eq. (A.27).
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Consider the action of the ‘harmonic oscillator’ given by

+oo

— __f [(dx(t)) +w2x2(t)j| (A31)
+o00 d2

:__f dtx(t) (——+w )x(t)

=D ',Y=m (—— + a)2> St —1)

where an integration by parts was done, discarding boundary terms at 00, to obtain
the second equation above. The propagator D(z,t’) is given by

) 1 +00 eip(t—t’)
D, t'") = — dp————
= /_oo P a7

1

2m|o|

—lw|t—1'|

The result above can be verified by using Eq. (A.7).

A.4 White noise

The salient properties of Gaussian white noise are reviewed. The defining equations
for white noise are the following

E[R(t)]=0; E[R(R()] =681 —1) (A.32)

The random variables R(¢) are shown in Figure A.1; each point ¢ on the vertical
line represents one independent random variable R (7).

To write the probability measure for R(#), lettime ¢ € [f1, t>] take discrete values
in the finite interval, which depends on the problem of interest; discretize t — me,
with m = 1,2,... ,M where M = [(t; — t1)/€], and with R(t) — R,,. From
Egs. (A.32) and (A.10), the expectation value for white noise is given by

E[Rn]=0; E[RyR,] = i m—n = E[R; ]—é (A.33)

The discussion in Section 5.10 can be reduced to the case of white noise and
explains in what sense a random quantity like R?(¢) can be considered to be
deterministic.
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tA

A(t)

t2 —

Figure A.1 One independent (integration) random variable R(¢) corresponds
to each point of the 7-axis. The collection of independent variables constitutes
white noise.

White noise is singular for equal time, given by ¢ = ¢/, since §(0) = oo, and
gives rise to the results of Ito calculus [12]. From Eq. (A.33), the equal time product
of white noise, to leading order in € is deterministic and yields

1
Rﬁ = — + random terms of O(1) (A.34)
€

From Eq. (A.33) it follows that for each n, R, is an independent Gaussian random
variable N (0, 1/4/€). The joint probability distribution for M independent Gaussian
random variables from Eq. (A.24) is, hence, given by

€ M € M
_ & s 2
P[R]_[/zn] exp{ 2’;1%,“}
M i
de: ]_[f dR,,
m=1Y "

1
= E[R,Ry,] = /dRP[R]Ran = —%-m
€

The normalization of P[R] factorizes out of all calculations. In the path integral
formulation, the normalization is taken into account by defining an action Sy and
dividing out by the ‘partition function’ Z as follows

_ ¢ M M +o00
m=1 m=1Y"%
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1 < 1
= E[R,Rn] = = f dRe* R, Ry, = —8y_pm (A.36)
€

Z =/dRe§0

The continuum limit is obtained by taking € — 0. For purposes of rigor, the
continuum limit needs to be taken by first rendering the path integral into discrete
multiple integrals as given above. For#; <t < 1, € — 0 yields

So— So; Z— Z (A.37)

1 [~
So = —5/ dtR*(t) (A.38)

51

15 +00
de N /DR — ]_[f dR(1) (A.39)
t=n —o0

E[R,R,] — E[R(t)R()] = %/DReS"R(I)R(I/)
= 8@t —1)

The expression above for E[R(¢) R(¢')] is one of the simplest examples of a path
integral correlator.

The action functional Sy is ultra-local with all the variables being decoupled;
generically, [ DR stands for the (path) integration over all the random variables
R(t) which appear in the problem.

The path integral can be extended to N correlated Gaussian white noises R; (),
which are defined by

E[R(D]=0; E[R(DR;(I"N]=p;jd(t —1); 0<t,t' <T

The path integral that yields the white noise correlators, from Egs. (A.29) and
(A.30), given by

1
E[Ri(OR;(1"N] = 7 / DRR;(1)R;(t)e® = p;js(t —1')

T 1 N
S = / dil; L=—= > p;'Ri(t)R;(t): Lagrangian (A.40)
0 2ij:1 !

T N ,ico
/DR:HH/ dR;(1); Z=/DReS

t=0i=1""
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All expectation values of financial instruments are evaluated using the path
integral. For an instrument O, its average is given as follows

E[0] = %/DROeS‘)

A useful formula for the generating functional for R, obtained as a special case
of Eq. (A.27), is the following

Z1j] = % / DReJT 4 OR® SR o)

L [2 .,
= exp {E/z dtj (t)} (A.41)
1

A.5 Functional differentiation

Consider variables f,,, n = 0,£1,£2,..., =N that satisfy

o _ g
3 f "

Let t = ne, with N — oo. The limit € — 0 yields

0fs 3/ _ . 10

— 7 = 11m
 fin Sf(1) e—~0€ 0 fiy
3D im Ls, 0 — 86— 1) (A42)

Sf(t')  e—0e€

In general, the functional derivative of Q[ f] — an arbitrary functional of f(¢) —1is
denoted by /6§ f (¢) and is defined by

QLT lim QL") +ed(t —1)] — Q[ f] (A43)
Sf(t)  e—0 € '

Note that € has the dimensions of [ f] x [¢]. In the notation of state space one has

8 8Q[f]
= Q) = —-
8f () Vi) 8 f(1)

(Fls7=19)

8
81 ()
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« Consider the simplest function Q[ f] = f(#y); then, from Eq. (A.43)
0QUFT _ 8f0) _ . flto) +€5(t — o) — f(t0)

SF(1)  8f(1)  e=0 p =90t —fo)
« Let Q[ f] = [dt f"(); from above
Q[ f] / w1, 0f(T)
= A.44
s )T D% (A4
= /drnfn_l(r)(S(t — 1) =nf""') (A.45)

A.5.1 Chain rule

The chain rule for calculus of many variables has a generalization to functional
calculus. Consider a change of variables from f}, to g,; the chain rule of calculus
yields

— Z agm
afn 0 fn agm

m=1

As before, let 1 = ne, ' = me; re-write the above expression as follows

N
19 10 19
1 e Z 108m
€0 fn €df, € agm
m=1
Taking the limit of N — oo and € — 0 yields

1 d b) Sg(t) &
:fdt,g()

Iim — — :
e~0€dfy 8 f() 5f () dg)

Chain rule (A.46)

A.6 State space V

The option price C(¢,x) on some underlying security S is an element of a linear
vector space — called a state space and denoted by V. The state space consists of
all possible functions of the security S. For the case when the security is a stock
price, S = ¥, with x € R, and the state space ) consists of all possible functions
f(x), withx € R.

The coordinate x is called a degree of freedom. The dual space of )V — denoted
by Vdual — consists of all linear mappings from ) to the complex numbers, and is
also a linear vector space.
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In Dirac’s bracket notation for state vectors, an element g of V is denoted by
the vector |g) and an element of Vg, by the dual vector (p|. The scalar product
is defined for any two vectors from the state space and its dual, and is given by a
complex number equal to (p|g) = (g|p)*, where x stands for complex conjugation.
Both V and its dual Vg, are referred to as the state space of the system.

The state space in option pricing is of central importance since all option prices
belong to a state space defined by the underlying security. The simplest description
of the state space, similar to the description of a finite-dimensional vector space, is
to enumerate a complete set of basis vectors so that any arbitrary vector can then be
represented in terms of these basis states. The completeness equation is a statement
that one has a complete set of linearly independent basis vectors.

Consider the possible values of a stock price S = e¢*; suppose for now that the
stock can have only a discrete set of values. Let x = na with lattice spacing a; since
—o0 < x < 400, n can be any integer. The basis states are labeled by |n) and the
dual basis states by (n]. The discrete values of the stock price are represented by an
infinite column vector with the only nonzero entry being unity in the nth position.
Hence

In) : n=0,41,+2,...,400

... 1 n=m
n)y =1 1 : nth position; (m|n) = §,—, = { 0 ntm
0
—+00
Z |n)(n| =7 = diagonal(1,1,...) : completeness equation
n=-—00

where 7 above is the infinite-dimensional unit matrix. The completeness is also
referred as the resolution of the identity since only a complete set of basis states,
taken together, can construct the identity operator on state space.

The allowed values of the stock price S correspond to x taking any real value,
that is x € R, and hence the limit of a — 0 needs to be taken. The state vector for
the particle is given by the ‘ket vector’ |x), with its dual given by the ‘bra vector’
(x]. In terms of the underlying lattice (x = na)

|)_11rno—|n —00<x <0
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The scalar product, for x = na and x’ = ma, in the limit of @ — 0, is given,
from Eq. (A.10), by the Dirac-delta function

oo x=x

<x|x/> = éam—n — 8(x _xl) = { 0 x#x

The completeness equation is given by

“+00 —+00
Y mnl—>a Y |x)(x]
n=—00 n=—00
+00
= / dx|x){x| =7 : completeness equation
—00
where 7 is the identity operator on (function) state space.

A more direct derivation of the completeness equation is to consider the scalar
product of two functions, namely

(flg) = / dxf*(x)g(x)

+00
— (/| {f_ dx|x><x|} 2)

and this yields the completeness equation

400
sz dx|x) (x| (A.47)

—0o0

The completeness equation given by Eq. (A.47) is a key equation that is central
to the analysis of the state space. For the case of two equities S = ¢* and Q = ¢”,
the values x, y obey the completeness equation given by

“+0o0
7 [ dxdylx, y) (%, y] (A48)

—0o0

where |x, y) = |x) ® |y). The generalization to N equities is straightforward.
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The vector | f) and its dual (f| have the important property that they define
the ‘length’ (| f) of the vector. The completeness equation Eq. (A.47) yields the

following'
i =(r [

—00
+o00

= fO fx) =0

—00

+00

x)xlf)

The bra and ket vectors (x| and |x) are the basis vectors of the Vgua and V
respectively. An element of the state space )V is the ket vector | /), and can be thought
of as an infinite-dimensional vector with components given by f(x) = (x| f). The
vector | f) can be mapped to a unique dual vector denoted by (f| € Vgya. In
components f*(x) = (f|x). The vector | ) has the following representation in the
|x) basis

400
Lf) =f dx{x|f)|x)

—0o0

400
= / dxf(x)|x) (A.49)

—00

A.6.1 Operators: Hamiltonian

An operator is defined as a linear mapping of the state space ) onto itself, and
is an element of the tensor product space V ® Vgua. For a two-state system, the
state space is a two-dimensional Euclidean space and operators are 2 x 2 matrices.
Consider a state space that consists of all functions of single (real) variable x,
namely V = { f(x)|x € N}, where (x| f) = f(x); operators on this state space are
infinite-dimensional generalizations of N x N matrices, with N — oo.

One of the most important operators is the coordinate operator x that simply
multiplies f(x) € V by x, that is X f (x) = xf(x). Another important operator is
the differential operator d/dx that maps f(x) € V to its derivative d f (x)/dx. All
the operators that will be studied are functions of the operators x and 9/9x.

Similar to a N x N matrix M that is fully specified by its matrix elements
M;j,i,j =1,..., N, an operator is also specified by its matrix elements. For the

! In quantum mechanics, only the subspace of V consisting of state vectors that have unit norm, defined by
(f1f) =1, correspond to physical systems and is called a Hilbert space. In finance the state space is larger than
the Hilbert space since many financial instruments are represented by state vectors, such as the price of a stock
given by ¢*, that do not have a finite norm.
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operators x and 9/dx, in the notation of Dirac
Xf(x) =xf(x)
= (x[X|f) = x(x|f) = xf(x)

9 _0f()
(el 1) = ==

In other words, the matrix element (x|x|f) of the operator X is given by xf (x).
Choose the function | f) = |x’) that yields

(x]|X]x") = x(x]x") = x8(x — x)

Pursuing the analogy with matrices further, it is known that a matrix M has a

Hermitian conjugate defined by MI.TJ. = M}‘.‘i. Similar to a matrix, the Hermitian

conjugate of an arbitrary operator O is defined by’

(f107Ig) = (glO1f)* (A.50)

Furthermore, similar to matrices, the Hermitian adjoint of a sum of operators is
givenby (A+ B +...)" = AT+ BT ... and of a product of operators is given by
(AB..)"=...BTAT,

The state space, completeness equation, and operators are a generalization of
finite-dimensional linear algebra. Finite-dimensional vectors are generalized to
infinite-dimensional vectors with continuous labels such as |x); functions, such as
f(x), are interpreted as infinite-dimensional vectors with f(x) = (x| f). Matrices
that act on finite-dimensional linear vector space are generalized into infinite-
dimensional differential operators, the most important of these being the coordinate
operator X and the differential operator d/dx; operators such as the Hamiltonian
are built out of these coordinate and differential operators.

In quantum finance, the Hamiltonians describing stochastic financial instruments
are not Hermitian. Furthermore, the state space of financial instruments on which
the Hamiltonian acts is not a positive normed Hilbert space, but, instead, is much
larger with many financial instruments having a divergent, infinite norm.

A.7 Quantum field

Interest rates, in the framework of quantum finance, are modeled as a two-
dimensional quantum field. The concept of a quantum field is discussed so that
its essential mathematical features can be addressed in some generality

2 The reason for studying Hermitian conjugation is because one needs to know the space that an operator acts on,
namely whether it acts on V or on its dual V.. For non-Hermitian operators, and these are the ones that occur
in finance, the difference is important.
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A classical field is a deterministic function of its arguments; in other words, it has
only one configuration. A typical example of a classical field is the density of air,
which has a unique value at every point in a room. A quantum field is the collection
of all possible configurations of the classical field; the quantum field corresponding
to air’s density is a collection of all possible densities at every point in the room.

A quantum field consists of all possible configurations of a classical field; the
natural question arises as to how does one describes such an object? A quantum field
is taken to be a random function, with its different configurations having different
likelihoods of occurrence. How does one assign probabilities to the occurrence
of different configurations? The Lagrangian and Hamiltonian of a system are two
equivalent ways of assigning such probabilities.

A.7.1 Lagrangian formulation

Consider for example a nonrelativistic (one-dimensional) string, and let its dis-
placement from equilibrium at time ¢ and at position x be denoted by ¢ (¢, x), as
shown for a particular instant 7 in Figure A.2.

Let the string’s initial position at time #; be given by ¢1(x) = ¢(#1,x), and its
final position at time #, be given by ¢2(x) = ¢ (f2, x). Suppose the string has mass
per unit length given by p, and string tension (energy per unit length) given by 7.
A general expression for the action of the string, namely Sging is given by [95]

5] +00
Slo] =/ dtf dxL(t,x) (A.51)
51 —00

= Skinetic T Spotential

D (ty, X)

A

/ x

Figure A.2 A typical string configuration.
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1 3\ 2 3\ 2
Ltx) =~ |:p (a_(f) +T (%) + V(¢):| (A.52)

L(t,x) is the Lagrangian density for ¢ and V (¢) is the potential (function) of the
field ¢.

A classical string has a unique shape. The string quantum field, at each instant
of its evolution, can take all possible shapes. Hence, for example, to compute the
average values of functions of the quantum string one needs to integrate over all
possible values for the string’s position at each point x and for each instant ¢. The
quantum field theory of the string field ¢ (¢, x) is defined by the Feynman path
integral, which is the functional integration over all possible configurations of the
quantum field. In particular, the correlation of the quantum string is heuristically
given by

E[¢(t,x)p (', x)] =< ¢(t,x)p(t',x") >
1
=7 f Dpe’?lp (1, )6 (7', x")
2T poo $(12.0)= (x)
z=|[D eSW;/D - / dg(1,)|
The probability for the occurrence of different configurations for the quantum field
¢ (¢, x) is heuristically given by 51?1/ Z: {¢ (¢, x)} is called a quantum field, since —

unlike a classical string which has a determinate and fixed value for every x and
t — the quantum field takes all possible values for each x and ¢ [47].

A.7.2 Hamiltonian formulation

The dynamics of a quantum field can also be determined by the Hamiltonian of the
string, denoted by Hgying and which is derived from the string action Sging. The
initial and final quantum state vectors of the (string) field are given by its initial

and ﬁnal Shapes |¢1> = ®—oo<x<+oo |¢('x)> and |¢2> = ®—oo<x<+oo |¢/('x)>‘
The transition amplitude is defined by [95]

Z = (gole  vine gy (A53)

:/D(/J)exp(sstring) (A.54)

with T = £, — 11 and boundary conditions given by ¢;(x) = ¢ (#1,x) and ¢o(x) =
¢ (12, x).
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For a single particle the state space of states for quantum mechanics depends on
one variable, given by |x), whereas for a single field ¢, the quantum field’s state
space depends on infinitely many independent variables given by the infinite tensor
product [¢) = @ _ o - 100 |H(0)).

Quantum mechanics is a system that, at a given instant in time, has only a finite
number of random variables; a quantum field, in contrast, is a system that, at a
given instant in time, has infinitely many independent random variables. This, in
essence, is the difference between quantum mechanics and quantum field theory.

From a more mathematical point of view there is no measure theoretic interpre-
tation of the expression [, _, _,, [T socrcyoo [72°d(t,x). The only rigorous
definition of Eq. (A.54) is to limit the volume of spacetime to be finite, and then
discretize spacetime so that the infinite-dimensional integration given in Eq. (A.54)
is reduced to an ordinary finite-dimensional multiple integral.

If the action S is only a quadratic function of the quantum field ¢, the theory is
said to be a free (Gaussian) quantum field, and one can take the continuum limit
without having to address the problem of renormalization. The quantum field for
the bond forward interest rates f (¢, x) is Gaussian. The quantum field for the Libor
forward interest rates fr (¢, x) — and its representation by the log Libor quantum
field ¢ (¢, x) in the Libor Market Model — is highly nonlinear and non-Gaussian.
The computational simplicity of the bond forward rates is the reason it has been
used extensively for illustrating various theoretical and empirical properties of the
forward interest rates. However, for all applications to the interest rate Libor and
Euribor markets, the nonlinear log Libor quantum field ¢ (¢, x) has to be analyzed.

A.8 Quantum mathematics

Quantum mathematics originates in quantum physics, which treats all physical phe-
nomena as being intrinsically uncertain and random. In contrast, a classical system
is completely deterministic. Quantum mathematics is a theoretical and mathemat-
ical framework for describing the inherent uncertainty of nature. There are many
subtleties of quantum uncertainty that do not appear in any classical system; but
the quantum world has one common link with classical phenomena: if a classical
system has sufficient complexity so that it behaves like a random system, then this
random system can be described in a comprehensive and effective manner by the
mathematics of quantum physics.

Risk is fundamental to finance and financial instruments, since the future is
always uncertain. One may think of the uncertainty in finance as arising from a
classical phenomenon — namely, the social, economic, and financial system — that
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has become so complex that its future outcome is effectively random. It is precisely
this uncertainty, this randomness in what the future holds, that makes quantum
mathematics a natural and powerful formalism for analyzing finance.

One of the essential features of quantum mathematics is the synthesis of calculus
with linear algebra. To illustrate this synthesis, note that in linear algebra the
representation of a vector in N-dimensional Euclidean space it" is given in terms
of N linearly independent basis vectors e;. An arbitrary vector is expressed by its
components in the following manner

N
V= E Vi€, e,--ej:&-_j
i=1

In quantum mathematics, an infinite-dimensional generalization of linear algebra
is made to functional analysis by generalizing Euclidean space itV to state space
V, which is a space of functions. There are now a continuous infinity of indepen-
dent basis vectors |x), where x is governed by rules of calculus. The ‘vector’ | f)
belonging to V, from Eq. (A.49), has the following representation in the |x) basis

+00
If>=f dxfx)|x); (x|x’) =8(x —x')

—00

The Dirac notation provides a transparent representation of the infinite-
dimensional generalization of linear algebra, which naturally combines it with
calculus. Function f(x) of a continuous variable x, the mainstay of calculus, in
quantum mathematics is endowed with a linear structure that is inherited from
state (function) space V. The Dirac-delta function plays a crucial role in creating
this synthesis. Section A.5 on functional differentiation shows how the concepts of
differentiation are generalized in quantum mathematics; the concept of state space
V leads to the infinite-dimensional generalization of matrices to operators acting on
the state space. The Feynman path integral is an infinite-dimensional generalization
of integration — consisting of summing over all paths between two points and is
equivalent to integrating over infinitely many independent integration variables.

Quantum field theory lifts quantum mathematics to an entirely new and higher
plane by introducing a state space that consists of the infinite tensor product of
the single particle state space ) and entails studying functions of infinitely many
independent variables. The Hamiltonian is a functional differential operator, with
functional differentiation being the infinite-dimensional generalization of differ-
entiation. The path integral also generalizes to functional integration that consists
of summing over all possible functions defined on higher-dimensional underlying
manifolds. Many new features are present in quantum field theory, such as phase
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transitions, that are absent in quantum mechanics. For the case of finance, forward
interest rates are modeled as a quantum field that consists of all possible func-
tions on a two-dimensional trapezoidal manifold; functional integration consists of
summing over this collection of functions.

A parallel to the power of quantum mathematics is the case of calculus. Newton
discovered calculus in formulating his equations of motion; in subsequent centuries,
calculus came to permeate all fields of quantitative science. Quantum mathematics
is, similarly, finding applications in many fields — with finance being just one of
these [82].

The utility of quantum mathematics for solving problems beyond its original
domain has been increasing with every passing day. A precedent in using quantum
mathematics outside the quantum domain is the case of classical phase transitions,
which are the result of the fluctuations of classical random fields. Planck’s constant
h, which is present in all quantum phenomena, does not appear in classical phase
transitions. Nevertheless, the mathematical structure of renormalizable quantum
field theories accurately describes the fluctuations of the classical random field
and provides a microscopic explanation of phase transitions. In particular, field
theory calculations provide quantitative results that have been experimentally ver-
ified. Conversely, the theory of classical phase transitions throws new light on the
concept of renormalization — a procedure essential for making sense of nonlinear
relativistic quantum field theories [95]. All renormalizable quantum field theories
are the continuum limit of a lattice system undergoing a classical second-order
phase transition.



Appendix B
US debt markets

The US financial system has been going through major transformations during the
last 30 years and is thought to be a precursor of the changes that all mature financial
systems will go through. The US financial system has been an innovator of new and
novel financial instruments and the impact of these instruments on the economy
can be studied by examining their effect on the US economy.

The primary focus of this book is the debt market. The US debt markets are
analyzed as an exemplar of the characteristics of a global leader of the debt markets.

Another reason for studying the US debt market is that extensive data on financial
instruments and on the derivatives market are available in the public domain. All
the data for the graphs and diagrams in this appendix are taken from publicly listed
sources.

B.1 Growth of US debt market

One of major changes in the structure of the US economy during the last 30 years has
been the increasing importance of the financial sector in generating corporate earn-
ings. As shown in Table B.1, the fraction of corporate earnings from the financial
sector has grown almost 400% over the last 60 years and 50% over the last 20 years.

The total debt of the US, both internal and external, has undergone a dramatic
increase. As shown in Figure B.1(a) the total US public and private debt over the
last 30 years has grown from US$3 trillion in 1975 to US$42 trillion in 2005, close
to the entire world’s 2005 Gross Domestic Product (GDP) of about US$44 trillion.
In January 2007, the public debt of the United States in the form of US Treasury
Bonds stood at $5 trillion, of which 44% was owned by foreign countries. The
GDP of the US in 2005 was about US$12.5 trillion with the total debt being about
340% of GDP. The total US GDP in January 2008 was US$14 trillion, with US
federal debt standing at US$9.5 trillion, composed of US$5.3 trillion in Treasury
Bonds and US$4.2 trillion in intragovernment debt such as Social Security IOUs.

460
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Table B.1 Changes in the total earnings of US corporations from the domestic
manufacturing and financial sectors.

US corporate earnings

1950 1965 1990 2007
Financial sector 8% 12.5% 20% 35%
Domestic manufacturing - 50% 30% 12%
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Figure B.1 (a) The growth of the total public and private debt in the United States
compared to the GDP. (b) The composition of private and public debt in the United
States.

Figure B.1(b) shows that from 1975 to 2005 the US financial sector has increased
its share of the total private and public debt from 10% to about 30%, an almost
300% rise. The debt issued by US financial companies in 2005 was about US$13
trillion with the US local, state and federal government issuing debt of about US$10
trillion (the US federal government’s debt in 2006 was US$3 trillion). The debt of
financial companies and of the US government is mostly in the form of bonds and
credit derivatives.

The developments in the US show the increasing importance of the financial
sector in generating profit for the private sector as well as being the repository of
the liquidity of the economy. The 2008 financial crisis, however, has been a major
setback to the ‘financialization’ of the US economy. The expansion and profitability
of the financial sector is explained by some experts as a reflection of an enormous
financial bubble that has yet to run its full course [78]. It is doubtful if the two
decades long expansion of the US financial sector will be repeated. Rather, the US
financial sector is faced with a crisis of liquidity and credibility that may take a long
time to be reversed. Furthermore, as discussed in Section 2.3, in 2007 New York
lost its pre-eminence to London as the world’s leading center of finance. The US
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capital markets, greatly weakened by the 2008 economic crisis, have to now face
other competing, and new, centers of finance, as well as other factors that may
further erode the competitiveness and importance of the US capital markets.

B.2 2008 Financial meltdown: US subprime loans

It is well known that the September—October 2008 meltdown of the US capital
markets and financial institutions started in the subprime mortgage sector. IMF
estimates that the meltdown, as of January 2009, had wiped out about US$4 trillion
from the world’s stock markets, with about US$2.8 trillion being lost in the US
capital markets and economy and a loss of US$1.2 trillion in the rest of the world.
The current global financial crisis has yet to run its full course. The US subprime
mortgage loans are at the root of this crisis and are analyzed as an important exem-
plar of how such a bubble develops and bursts. Understanding the genesis of the
current crisis would hopefully lead to better models of such a rare and exceptional
financial instability. Such models could, hopefully, lead to a better understanding
of how, if possible, the global economy could forecast and preempt such a turn of
events.

Subprime refers to mortgage loans that have a higher risk of default than regular
residential mortgages. Subprime loans are loans given to borrowers who have a
patchy and opaque credit history, do not have regular employment, do not have any
significant financial assets, and would normally not qualify for a standard housing
mortgage. Subprime loans are thus lower in quality to prime housing loans. The
US subprime mortgage bubble began in 2000 and started to come apart in July
2007. The subprime mortgage loan crisis resulted from the coincidence of a global
savings glut with the explosion in financial innovations — made possible by ever-
more sophisticated mathematical models and by information technology. There was
a misplaced view of some investors that ‘risk management’ could handle all forms
of risk and this misconception fueled the bubble to new heights.

The 1997 East Asian financial crisis had taught a hard lesson to the affected
countries, namely that one needs to have substantial national savings if one is
not to be held hostage to Western ‘bailouts’. Most East Asian countries amassed
huge foreign currency reserves that were subsequently invested in the international
capital markets. The surplus capital that flooded the capital markets came, largely,
from East Asian economies and from the cash-flush oil and gas producers.

In 2007, the US residential mortgage market was worth about US$10 trillion,
with about 75% of it being repackaged securities — issued mostly by two US-
government sponsored mortgage giants Freddie Mac and Fannie Mae. During the
2006-2008 period, subprime US housing loans were thought to be worth about
USS$650 billion, with some estimates putting it at US$1 trillion. Risky mortgages
as a whole accounted for about US$1.7 trillion.
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B.2.1 Five stages of the subprime loans bubble

The subprime crisis shows all the typical stages and features of a financial bubble
that has been postulated by Kindelberger and Aliber [68] — based on their the-
ory of financial instability. The following is a brief summary of the five distinct
phases of a financial bubble, with the subprime bubble being used as an exemplar
[69, 89].

1 Anew financial instrument is introduced. In the case of subprime loans, most of
the mortgages were ‘securitized’ through a new instrument, namely collateralized
debt obligation (CDO) and sold off as coupon bearing bonds. The CDOs were
used for rating the different tranches of subprime bonds, with the best possible
rating of AAA being assigned to the least risky component and with the most risky
‘toxic’ component being retained by the bank. Rating agencies gave a AAA rating
to about 80% of these bonds [90]. The banks sold off all the securitized mortgages
to investors, retaining only the toxic component. These same AAA bonds later
were found, starting in 2007, to be as risky as the ‘toxic’ component, showing
the complicity of rating agencies in the subprime crisis. The investment grade
AAA rating allowed for a massive inflow of investments from insurance companies
and sovereign, pension, and hedge funds, and others. A large fraction of the AAA
mortgage tranche was sold off to European banks and pension funds.

Although some critics blame securitization for the subprime crisis, this is not
completely accurate. The rating of essentially junk bond category instruments,
which by right should have all been rated as BBB and below, were given AAA
rating by the incorrect view that separating ‘junk bonds’ into tranches could some-
how reduce their measure of risk. When the crisis struck, it was found that all the
subprime mortgage tranches, from AAA down to the ‘toxic’ component were all
strongly correlated, with defaults happening for all tranches with equal likelihood.
In short, securitization was carried out incorrectly, with corporate greed and quick
profits creating instruments that were doomed to fail.

2 The second stage was a rapid expansion of credit. The housing bubble expanded
due to extremely low interest rates — starting from about 6% in 2000 and reaching,
by July 2003, a post-Second World War record low of 1% — and staying there for
a full year. Securitization led to large-scale leveraging, with banks paying only
10% of an assets value, the rest being funded by low interest credit. Structured
investment vehicles (SIVs) were created by the banks to provide off-balance-sheet
funds to home buyers for making the initial down payment of about 15%; in effect,
a subprime mortgage could be obtained with no cash down payment and, due to
low interest rates, serviced by what would otherwise be monthly rentals. Numerous
borrowers, who normally would not be entitled to mortgage loans, entered the real
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estate market constantly inflating the housing bubble. Mortgage brokers and lenders
made a commission on completing a loan, but with no responsibility for the full
recovery of the loan, thus further fueling the bubble.

3 Thebubble reached its peak during a speculative frenzy. The steady appreciation
of US real estate assets — 50% from 2000 to mid-2005 — attracted a diverse range
of investors, who were all betting on a continuing rise of housing prices. Many
households refinanced their loans and withdrew cash to spend on consumption and
to speculate on the housing market. It is estimated that by 2005, 40% of homes
were purchased for speculating on the real estate market — either by investors or
as second homes. By December 2005, at the height of the bubble, new mortgage
borrowings increased to US$1.11 trillion, almost 7% of the US GDP.

4 The bubble started its deflation in 2006, when US housing prices started to fall,
triggered by a rise in US interest rates, which had risen to 5.25% by June 2006. As
risk premiums had fallen and spreads between borrowing and lending narrowed,
central bankers and regulators warned of dangers to the mortgage market. What
could not be foreseen was that the collapse of US subprime mortgage lending would
be a catalyst for a sudden bust.

Investors began to have doubts about the sustainability of the housing ‘boom’.
Seeking to hedge their risks, investors sought protection in credit default swaps
(CDS), which is an instrument that swaps mortgage stream payments with payments
guaranteed by the banks. By 2007, a large number of CDS had been issued to cover
anotional value of real estate assets to the tune of US$42.5 trillion. When the bubble
burst, it was found that most of the CDS were worthless, leaving the investors with
no protection whatsoever.

5 Meltdown of the bubble, leading to fear and flight. In February 2007 HSBC
acknowledged a loss of US$10.8 billion in its US real estate portfolio. In July 2007,
two of Bears Stearn’s hedge funds defaulted on about US$10 billion of financial
obligations, wiping out US$1.5 billion of investors, money. By August 2007 there
was large-scale panic in the financial markets resulting in flight from the US real
estate market. Banks were no longer willing to provide liquidity to other banks
since it was not clear which financial institution was holding what quantity of
‘toxic’ subprime mortgages. British bank Northern Rock went bankrupt and was
nationalized in September 2007. Millions of homeowners in the US had defaulted on
their mortgage payments and were in danger of losing their property. The financial
panic spread throughout the world, having the worst impact on US and European
financial institutions.
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B.2.2 The 2008 financial crisis

By April 2008, US interest rates had been lowered to 2% and by November 2008 to
1%, but the crisis still showed no signs of abating. From April 2007 to July 2008,
US housing prices fell another 4.9%. Global financial losses due to the residential
mortgage meltdown of US subprime loans was estimated by the IMF, in June 2008,
to be about US$950 billion — as well as costing half a percentage of the 2008 world
economic growth. In July 2008, IndyMac Bancorp mortgage lender was taken over
by the US government, the second largest bankruptcy in US history, which was soon
eclipsed, in September 2008, by the much larger bankruptcy of Lehman Brothers,
one of the leading US investment banks.

The US government sponsored mortgage giants Freddie Mac and Fannie Mae
have issued about US$5.2 trillion of mortgage backed securities, almost half of
the total US home mortgage outstanding debt, with about US$1 trillion being held
by East Asian countries. In the year preceding July 2008, their share prices had
fallen by 87% and 79% respectively, with no end in sight. The US government’s
decision, taken in September 2008, to underwrite these mortgage giants, in effect
adds a liability of US$5 trillion to the US taxpayers and could even trigger a chain
reaction of financial bankruptcies [39].

In September 2008, the US government committed US$ 700 billion toward res-
cuing the leading financial institutions and injecting liquidity into the US economy.
Similar steps were taken by the UK and other European Union countries, thus
creating an enormous liability for the public. Furthermore, the US rescue pack-
age provided no support to either domestic or foreign investors who had suffered
massive losses due to the US financial meltdown.

Some market watchers predict that the worst will not be over until the end of 2009.
Of the 7 million subprime loans outstanding, if there is no state intervention, it is
estimated that by 2010, about 40% will default. The main holders of subprime loans
are the poorer sections of US society, with 54% of African American homeowners
holding subprime loans compared to 47% for Hispanic homeowners and 18% for
Caucasians [90]. The subprime mortgage loans have caused the value of the US
Dollar to decline thus creating an inflation worldwide in food and commodity
prices — since these are denominated in the US currency. Needless to say, the social
problems that have been created by the subprime loan crisis are enormous.

The large-scale infusion of liquidity into the capital markets need not, necessar-
ily, have resulted in a financial meltdown. It is thought by many experts that the
subprime crisis is a reflection of deep structural problems with the current global
financial system [90]. Be that as it may, what is clear is that corruption, manipu-
lative policies, and corporate greed of US financial institutions are the immediate
causes for the US financial meltdown and, in particular, of the mortgage loan crisis.
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Making credit available at historically low interest rates, allowing credit standards
to collapse, permitting mortgages to people with low or no credit ratings, creating
AAA ‘investment grade’ vehicles from what were essentially C grade junk bond
type of instruments — and all of this with the active connivance of bankers, mortgage
brokers, lawyers, and rating agencies — are just a few examples of the policies that
have all contributed to, if not caused, the current crisis.

Are derivative instruments responsible for the subprime crisis? Was the crisis
caused by CDOs, SIVs, and CDSs? The answer is clearly no. An instrument is only
as good as the assumptions that go into its formulation. If intrinsically high risk
loans are equated to AAA bonds by rating agencies, all the results that follow from
the model will be prone to failure. Investors holding CDSs had no direct knowledge
of the loan portfolios involved in the swap — they knew only what the banks told
them. With hindsight, the models were made mostly based on false premises. A more
serious criticism is that financial instruments designed for the US housing market
have not been rigorous, not following a proper financial engineering approach that
is ex-ante (before the fact). Instead, most real estate models are constructed post-
facto, based on default rates of mortgages and hence are quite worthless for either
predicting or preventing a crisis such as the subprime one [46, 64, 74]. Investors
had no realistic idea of the liabilities the CDSs entailed and, once the crisis struck,
were quite unprepared for meeting their onerous financial obligations.

The view that ‘risk management’, using sufficiently complicated hedging instru-
ments, can protect the investor from all forms of risk is incorrect. Effective risk
management has to be based on an accurate representation of the real economy, and
models for estimating and hedging risks must respect this requirement. The lesson
from the subprime crisis for quantitative financial modeling is that one must first
get the basics correct before one embarks on any form of modeling, which needs
to be ex-ante and not post-facto.

Investors were hit particularly hard by the economic crisis. Since the US govern-
ment’s bail out plans did not offer any protection or compensation to the investors,
the financial crisis greatly eroded international and institutional investors’ confi-
dencein the US financial system and capital markets. From a long-term perspective,
the US financial meltdown has shown many fundamental flaws in the Anglo-
American model of capitalism. In particular, the rather one-sided and uncritical
view that unfettered and unregulated financial markets are the best way of achieving
an optimum allocation of capital has been shown to be incorrect. Left unregulated,
capital markets seem to invariably lead to the formation of financial bubbles —
leading to an equally inevitable ‘correction’ that results in the large-scale destruction
of capital and to a long-running economic downturn.

It is worth recalling that the real estate bubble in Japan burst in the early 1990s
and, to date (2009), the Japanese economy has not yet fully recovered. Similar
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to Japan’s case, a collapse of the US housing market could cause a decade-long
US economic downturn — as is convincingly argued by Morris [78]. There are, of
course, differences between the US and Japan, a primary one being that the US
Dollar is an international reserve currency. However, an erosion of the US Dollar’s
value would lead to a flight of global savings to the Euro and other assests, leading
to a further intensification of the current US economic crisis. Furthermore, if China
goes into a recession due to the economic crisis in the US and Europe, then this
could possibly result in a prolonged global recession.

B.2.3 Open questions

The subprime crisis invariably points to the question of how should the financial
markets be regulated? How can the global capital markets serve the needs of the
world economy without spreading financial contagions that are outside international
regulations? How can society reap benefits from financial instruments without these
same instruments being used to obscure and hide the facts? How can the global
financial system be protected from corporate greed, from the manipulations of
unscrupulous lawyers, brokers, and bankers? The US and many European taxpayers
are faced with a fairly obvious question: why should the public’s money be spent on
paying for the losses made by unscrupulous and incompetent banks when the profit
these banks make is privately divided amongst their shareholders? This question,
at present, remains largely unanswered.



Glossary of physics terms

Action The time integral of the Lagrangian. The exponential of the action is
proportional to the probability of different random configurations.

Bra and ket vectors The notation with the ‘bra’ vector (b| representing an element
of the dual state space and the ‘ket’ vector |k) representing a vector from the
state space, and with the inner product (‘bracket’) (b|k) being a complex
number.

Classical field A deterministic function of two or more variables, denoted by say
a(t, x); the classical field, in general, depends on time ¢ as well as another
variable x.

Completeness equation An equation that results from the set of basis vectors
having a linear span that covers the entire state space.

Dual state space A space associated with a vector space, consisting of all
mappings of the state space into the complex numbers.

Eigenfunctions Special state vectors that are associated with an operator such that
under the action of this operator, they are only changed up to a multiplicative
constant, called the eigenvalue.

Functional A quantity that depends on a complete function, for example the
integral of a function is a functional.

Gaussian distribution Generic term for probability distributions that are given
by an exponential of a quadratic function of the random variables. The normal
distribution is the simplest example.

Generating functional A functional from which all the moments of random
variables can be produced by differentiation.

Hamiltonian A differential operator that acts on the state space; in particular,
it evolves the system in time. In finance the system is sometimes evolved
backwards in time, since this is required for obtaining the price of an option.

Hermitian conjugation The transposition and complex conjugation of operators.
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Lagrangian A functional related to the probabilities for various occurrences of a
random path or a random field configuration.

Lattice quantum field theory A quantum field theory that is defined on an
underlying lattice of (discrete) points.

Linear quantum field theory Theories with a Lagrangian that is a quadratic
function of the quantum fields. Linear theories are also called free, or
Gaussian, quantum field theories.

Nonlinear quantum field theory Theories with a Lagrangian that has terms that
are cubic or higher in the quantum field. Also called interacting, or non-
Gaussian, quantum field theories.

Operators The generalization of matrices. Operators act on the elements of a
state space. In quantum mechanics, empirically observable quantities are
represented by operators.

Partition function The summation of the exponential of the action over all
possible configurations of a quantum field.

Path The trajectory followed by a quantity evolving in time, denoted by x(z),
where ¢ is usually time.

Path integral A summation over all the possible random paths. For a field that
takes random values on say a plane, the path integral is an integration over
all possible functions on the plane. Path integration is also called functional
integration.

Potential A potential is a term that conditions the movement of a quantum par-
ticle or, more generally, the outcome of random variables — making some
configurations more favorable than others.

Potential barrier Potential barriers can be realized by imposing boundary condi-
tions of the eigenfunctions of the Hamiltonian.

Quantum field The collection of all possible configurations (functions) of a clas-
sical field. A quantum field is a random function that takes value on the plane
or higher-dimensional spaces.

Quantum field theory The theory of quantum fields; observable quantities are
obtained by averaging over all possible configurations of the quantum fields.

Quantum mechanics The theory of the atomic realm based on the concepts of
probability, with physical quantities being represented by state vectors and
operators.

Random path A collection of all possible deterministic paths.

State space A linear vector space, the generalization of a finite-dimensional vector
space, that describes the state of a quantum (random) system.

Wilson expansion The expansion of products of quantum fields that are at nearby
points.
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American option An option that can be exercised at any time before the pre-set
expiry date of the contract.

Arbitrage Gaining a risk-free profit, above the capital market’s risk-free return,
by simultaneously entering into two or more financial transactions.

Asian option An option that has a payoff function that depends on the average
value of the security for the duration of the option.

Barrier option An option that has a fixed maturity and is terminated with zero
value before maturity time if the security breaches pre-set limits to its value.

Bermudan option An option that is allowed early exercise before maturity time
only at pre-set times.

Bond forward interest rates A model of the forward interest rates driven by
Gaussian quantum fields without strictly positive rates.

Capital Economic value of real assets in society.

Capital market Market for trading in all forms of financial instruments; in
particular, for trading in equity, debt, and derivative instruments.

Coupon bond A promissory note for a pre-determined series of cash flows.

Derivative securities Financial assets that are derived from other financial assets.

Discounting A factor relating the future value of money to its present value.

Efficient market hypothesis For a financial market in equilibrium, changes in the
prices of all securities are random.

Equity A share in the ownership of a real asset, like a company.

European option An option that can be exercised only at a pre-set expiry date of
the contract.

Exotic option Options that are more complex than vanilla options, such as the
American, Asian, barrier options, and so on, are called exotic options.

Financial assets Paper that entitles its holder to a claim on a fraction of real assets,
and to the income (if any) that is generated by the underlying real assets.
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Financial instrument A specific form of a financial asset — be it a stock or a bond.

Financial market Market for buying and selling financial assets and instruments.

Fixed income securities Instruments of debt issued by corporations and govern-
ments that promise either a single fixed payment or a stream of fixed payments.
Also called bonds.

Forward bond price The forward bond price is the price — contracted and fixed
today — of a (zero coupon) bond that is to be issued some time in the future.

Forward contract An obligatory contract between a buyer and a seller, in which
the seller agrees to provide the commodity or financial instrument at some
future time for a price fixed at present time, with only a single cash flow when
the contract matures.

Forward interest rates The strictly positive forward interest rate f(z,x) is the
future interest rate for an overnight loan at a future time x, with the contract
being fixed at an earlier time # < x.

Futures contract A contract similar to a forward contract. A major difference is
that a futures contract, for the duration of the contract, is marked to the market
with a series of cash flows.

Hedging A general term for the procedure of reducing and, if possible, eliminating
random fluctuations in the price of a financial instrument by including it in a
portfolio together with other related (correlated) instruments.

Ito calculus Another term for stochastic calculus.

Libor (Euribor) London (Euro) interbank offered rate.

Libor forward interest rates A model of strictly positive forward interest rates
fL(t,x) such that all Libor rates and coupon bonds are strictly positive.

Log Libor (Euribor) The logarithm of Libor (Euribor) yields logarithmic interest
rates ¢ (¢, x) that can take any real value.

Market equilibrium For a market in equilibrium, all information has been assim-
ilated leading to all securities having their fair price. Theoretically, it is
expected that all trading ceases for a market in equilibrium.

Martingale process A martingale is a stochastic process such that the expectation
value at present, conditioned on the occurrence of a value of the random
variable in the previous step, is equal to the previous value. Martingale is the
mathematical formulation of a fair game.

Money market Market for trading in money market instruments, such as short-
term debt, cash, foreign currency transactions, and so on.

Numeraire The discounting factor used in computing the present value of money
from its future value.

Option A contract, with a fixed maturity, in which the buyer has the right to — but
is not obliged to — either buy or sell a security to the seller of the option at
some pre-determined (but not necessarily fixed) strike price. Options can be
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written on underlying financial instruments such as stocks and bonds as well
as on other options.

Pricing kernel The conditional probability for the final value of a financial
instrument, given its present value.

Principle of no arbitrage No risk-free financial instrument can yield a rate of
return above that of the market’s risk-free rate.

Random variable A variable that has no fixed value, but instead takes a whole
range of values. The likelihood of its various outcomes is given by a
probability distribution.

Real assets Capital goods, skilled management, raw material, land, labor force,
and so on, that are necessary for producing goods and services.

Return The profit obtained from an investment.

Risk The uncertainty in obtaining return on investment.

Security A financial asset.

Stochastic calculus Calculus of functions that depend on stochastic variables.

Stochastic process A (time-ordered) collection of random variables with out-
comes governed by a joint probability distribution. The collection may have
a discrete or a continuous labeling.

Stochastic variable Another term for a random variable.

Stochastic volatility Volatility of a random variable that is itself a stochastic
variable.

Stocks and shares Financial instruments representing equity.

Tenor Duration of a cash time deposit.

Treasury Bond A zero coupon bond with no risk of default, that is a risk-free
bond. Treasury Coupon Bonds are similarly risk-free coupon bonds.

Vanilla option A European option is also called a vanilla option.

Volatility The standard deviation (square root of variance) of any random variable
(including financial instruments).

White noise A setof random variables, indexed by time, that at every instant have
a probability distribution given by the normal distribution.

Zero coupon bond A financial instrument that is a promissory note for a pre-
determined single fixed payoff of say €1 at some future time 7.

Zero coupon yield curve Provides simple interest earnings on a fixed deposit that
are annually or semi-annually compounded.



Symbols

Only new symbols introduced in a chapter are listed. A consistent system of notation
has been used as far as possible.

Chapter 2 Interest rates and coupon bonds

B(,T)
B(1)
f(t7 Tla T2)

f(t, x)

F, T,,T)
Z(,T)

y
L(t;Ty,T2)
14

L(t;T)
s(t)

w(t)

zero coupon bond

coupon bond

forward interest rate, at calendar time ¢, for a deposit from
future time 7 to 15

forward interest rate, at calendar time ¢, for an instantaneous
deposit at future time x

forward price, attime ¢t < 77, of a zero coupon bond B(77, 1»).
zero coupon yield curve (ZCYC)

coupon bond yield to maturity

Libor, at time ¢, for deposit from future time 77 to 75

Libor tenor ¢, usually taken to be 90 days

Libor, at time ¢, for deposit from future time 7 to T + ¢
average value of Libor at time ¢

white noise for Libor data at time ¢

Chapter 3 Options and option theory

S()
C(t,S())
P(t,8(1))
P

R(t)

a(t)

I1(t, S(1))

stock price at time ¢

call option price at time ¢
put option price at time ¢
option payoff function
white noise

drift of stock price S(¢)
portfolio
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A

Si (1)

R; (1)

Pij
[y (2, 8(1))
T

Zn(T)

Zni

[ Dz
Zps, ZmcG
Lps, Lmc
Sps. Smc
a(t,x)
o(t,x)
1(X)

List of symbols

delta parameter

ith stock price S;(¢)

ith white noise

white noise correlation

hedged portfolio

remaining time

logarithm of nth stock price

Fourier coefficient of z,, (1)

path integral over all z,,

Black—Scholes and Merton—Garman partition function
Black—Scholes and Merton—Garman Lagrangian
Black—Scholes and Merton—Garman action

drift of forward interest rates f (¢, x)

volatility of forward interest rates f(z, x)

function derived from normal cumulative distribution N (x)

Chapter 4 Interest rate and coupon bond options

Ry
Rp
O(x)
F (1)

Cr (10, To, Rs)
Cr(to, To, Rs)
Crym(to,ts, K)

N(d)
og(t,x)

fixed rate for interest rate swap
par rate for interest rate swap
Heaviside step function

forward price of coupon bond B(?)
floating receiver swap option
fixed receiver swap option

HIM coupon bond call option
normal cumulative distribution
HIJM function

HIM volatility function

Chapter 5 Quantum field theory of bond forward interest rates

Trr
A(t, x)
SLfL LLf]
S[A], L[A]
N(t,x,x")
D(t,x,x")
Z[h]
0=x—t
z(0) = 6"

n

maximum future time

forward interest rate velocity quantum field
action and Lagrangian for forward interest rates
action and Lagrangian for A(z, x)

general propagator for S[ 1]

forward interest rate propagator

generating function for A(z, x)

remaining future time

market future time

index for future time



G(t,x,x")
0 =60+0
M(t,x,x")
ap(t,x)

List of symbols 475

forward interest rate stiff propagator
combination of future time
covariance of forward interest rates
drift for forward numeraire

KLf(,-), f(tr,-)] pricing kernel of forward interest rates

L(t,Ty)
Ci (1)
V(1)
D, T)

Libor from Ty to Ty

Libor drift

BGM-Jamshidian volatility
discounted zero coupon bond B(t,, T)

Chapter 6 Libor Market Model of interest rates

Sfr(,x)
p(t, x)
v(t, x)
Ap(t,x)
Xn (1)
B(t,T1+1)
pr(t,x)
My (t,x,x")
¢(t, x)

Apn (1, x)
ar

@(t, x)
p(t,x)

Hy (x)
Sl¢], Llg]
J

po(t,x)

t, lf

Libor forward interest rates

Libor forward interest rates’ stochastic drift
Libor forward interest rates’ stochastic volatility
velocity quantum field for Libor Market Model
martingale instrument

zero coupon bond forward numeraire

drift for forward numeraire B (¢, T7+1)
covariance of time deposit forward interest rates
Libor Market Model drift

Libor Market Model correlator

Libor Market Model kinematical drift

logarithm of Libor

drift of logarithm of Libor

characteristic function for [7;,, T;,41]

action and Lagrangian for ¢ (¢, x)

Jacobian of transformation Ay (t,x) — ¢(t,x)
drift for £ f(t,x) >> 1

singular and crossover time of Libor forward interest rates

Chapter 7 Empirical analysis of forward interest rates

<0 >
<d8f >
og(0)
()

a(0)
C@,0"
SL(t,0)
S§In L(t,0)

expectation of O

daily changes of forward interest rates f(t, x)
empirical volatility of forward interest rates f (¢, x)
scaling factor

rescaled volatility

normalized propagator

daily changes in L(¢,0)

daily changes in the logarithm of L(¢,6)
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G(@0,0" normalized stiff propagator

R(6.) curvature of G(6,60")

C.(z(0),z(8") normalized propagator for market time z(6)
z+ = z(0) £ z(0") combination of future market time
AD(6,6") difference in two normalized propagators
x(0) expectation value of £L(z,0)/[1 + £L(¢,0)]

Chapter 8 Libor Market Model of interest rate options

012; Black’s caplet volatility
Bn integrated Libor drift
(O Libor drift 8, to O(y?)
A, stochastic term in the expansion of zero coupon bond B(¢, T)
%4 stochastic term in the expansion of an interest rate swap
Ci, O expectation value of V and V2
Pasn Asian swaption payoff
Vasn stochastic term in the expansion of an Asian swap
X Asn effective Asian strike price
K Agn modified Asian strike price
Zn (1) BGM-Jamshidian Libor drift
r, BGM-Jamshidian Libor correlation
Z(n) BGM-Jamshidian Libor partition function

Chapter 9 Numeraires for bond forward interest rates

M(t,t,) money market numeraire

o (t,x) money market interest rate drift

oy (t,x) forward numeraire interest rate drift
Su money market action

St forward numeraire action

M domain for money market numeraire
oy (t,x) money market measure drift

oy (t,x) Libor market measure drift

arp(t,x) forward bond numeraire drift
Vr(G) pricing kernel for forward bond numeraire
U, (G) pricing kernel for Libor measure

Chapter 10 Empirical analysis of interest rate caps

OH caplet historical volatility
o1 caplet implied volatility



IT(10)
Y, T,)

List of symbols

caplet and floorlet portfolio
logarithm of 1 4+ ¢L(¢, T,)

Chapter 11 Coupon bond European and Asian options

Py

oy (1, %)

F;

R;

Qi

Bi

\%4

Zm)
Co,C1...Cy
M(x,x";t)
F(1)

PAsn
Ceom

payoff for coupon bond option

drift for forward numeraire B (, t,)
forward bond price of B(t,, T;)

domain of forward interest rates

integral over domain R; of o A(t, x)
integral over domain R; of «, (¢, x)
stochastic terms in coupon bond payoff
partition function for coupon bond option
coefficients in the expansion of In Z ()
covariance of forward interest rates
forward coupon bond price

payoff for coupon bond Asian option
BGM-Jamshidian limit of coupon bond option

Chapter 12 Empirical analysis of interest rate swaptions

Cr, Cr1
6Cy, 6Cyg
Cr2, Cr12
A
miy,my,ms3
dy,d
Y(l(),l*,T)
W (s, Tp)
z(t,x)

swaptions on forward interest rates

daily changes in Cy, Cyy

second moments of C;, Cyy

integral of forward interest rate covariance
limits of integration for Z

limits of integration for Z

logarithm of forward bond price F(fg, ., T)
HIM option function

analog of ZCYC for trial forward interest rates

Chapter 13 Correlation of coupon bond options

P, P2
Mi
My, Ma
Z(n1,12)
0

ay, az
Fi, F2
X1, X2

payoff functions for two coupon bonds
connected discounted correlator

discounted expectation value of P, P>
partition function for two coupon bond options
correlation coefficient

drift of coupon bonds

forward price of coupon bonds

rescaled and shifted strike price
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mo,...,ms
My, M>
Vi, Va
Ti2

Q2

Ji,
o?(Py)

Py

List of symbols

coefficients in the expansion of M,
normalized discounting functions
stochastic terms in the payoff function
correlation of discounted V|, V»

domain for discounting two coupon bonds
average of discounting over domain 71,
rescaled values of Jy, J»

coupon bond auto-correlation

discounted coupon bond payoff function Py

Chapter 14 Hedging interest rate options

a(t,x)
Fr,T;)

U(G,T,T+10)

T(t)
STI(1)
V(G| fn)

L(t,Ti, fn)

(G| fn,t,T1)

m

Ki, M;;
VR

X

drift for Libor market measure

Libor futures

pricing kernel for caplet

portfolio for caplet hedging

daily changes in portfolio

expectation value of G conditioned on the
occurrence of f (., xp) = fn

Libor future conditioned on f(¢,x,) = fj
expectation value of G conditioned on the
occurrence of i,(t, Ti, fn)

stochastic delta hedging parameter
coefficients of variance of dI1/dt
residual variance

coefficient of caplet delta parameter

Chapter 15 Interest rate Hamiltonian and option theory

IC. 1)
(x|C.1)
IP)
(x|P)

bra vector

ket vector

state space

dual state space

identity operator on state space
option price state vector

option price state vector in x basis
option payoff state vector

option payoff state vector in x basis
Hamiltonian operator

Hermitian adjoint Hamiltonian



[S)

Hps

Hy

[f¢)

Vi

1;

Z
|B(t,T))
|B(1))
£¢(l‘, X)
Ly(t,x)
L(ty,x)
Hey (1)
Hy(t)
H (1)

¢

Wy

w

g(x)

8i
G(x,x)
Zcb

Ecb

List of symbols 479

stock price state vector

Black—Scholes Hamiltonian

Hamiltonian for N equities

interest rate state vector

interest rate state space at calendar time ¢

identity operator on state space V; at calendar time ¢
partition function for interest rates

zero coupon bond vector at time ¢

coupon bond vector at time ¢

Lagrangian density for log Libor ¢ (¢, x)
Lagrangian density for forward interest rates f (z, x)
Lagrangian density

Hamiltonian for log Libor ¢ (¢, x)

Hamiltonian for forward interest rates f (¢, x)
Hamiltonian for forward numeraire B(¢, t,)
integral of ¢ (¢, x) over interval [7;, T; 1]
evolution operator for forward interest rates f (¢, x)
evolution operator for coupon bonds

bond variable

bond variable B(t,,T;) = e~ &

bond correlator

coupon bond partition function

coupon bond Lagrangian

Chapter 16 American options for coupon bonds and interest rates

p(z.Z51)
P(7;)
8(t)

m, n
Bm+1,1
Smn

Amn

Smn

S
E[fm—&-l > fm]
Cin (fimn)
Con (fom)
Foun

glJj]

pricing kernel for equity for time step €
American put option price

American caplet or coupon bond price
remaining calendar and future lattice time
lattice forward numeraire

lattice forward interest rates

lattice forward interest rate drift

lattice forward interest rate volatility

lattice forward interest rate action

lattice forward interest rate Lagrangian density
option price at remaining calendar time me
trial option price at remaining calendar time me
values of the lattice forward interest rate tree
American option price on the interest rate tree
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List of symbols

Chapter 17 Hamiltonian derivation of coupon bond options

S

Cik

(f]

w

G,‘j

Bi

Wy [f]

Selp]

Cg
Cg0,CEg1,CEp
Cg

Vi (g)

Vi (gd)

Q

QF

Qaa Qb

a,b

Wp k

KIf, gl
CB0,CB,1,CB2
580,581,582

Dy, Dy

log of the forward zero coupon bond F (g, t,, T1) = e~ /1
coefficients for option price

state vector basis states for initial coupon bond
evolution operator

correlation term in the evolution operator W
drift term in the evolution operator W
eigenfunction of the evolution operator W

real part of the eigenvalue of the evolution operator W
European coupon bond option price
coefficients for Cg

coupon bond barrier option price

barrier eigenfunction for a zero coupon bond
barrier eigenfunction for a coupon bond
barrier function

European limit of barrier function

single barrier limit of barrier function
linearized barrier limits

overcomplete barrier eigenfunctions

barrier option pricing kernel

expansion coefficients for barrier option Cpg
real part of the eigenvalue of the

overcomplete barrier eigenfunctions
coefficients for barrier option price
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