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Abstract

This paper examines some challenging problems for calibrating the lognormal for-
ward rate (LFR) model. For interest rate options, the calibration of forward rate cor-
relations to the swaption implied volatility surface requires careful selection of a
parametric form, otherwise overfitting can produce prices that are unstable over
time. This paper introduces some useful new full-rank and reduced-rank correlation
parameterizations that are very parsimonious. First two full-rank parameterizations
that connect semi-annual with annual forward rate correlations are derived, and
then the main focus of the paper is on a reduced rank parameterization which is
based on based on the common eigenvector model of Flury (1988).

In the common eigenvector framework the same eigenvectors are used for all cor-
relation matrices of the same dimension. Although the eigenvalues are fully time-
varying and are specific to each tenor and maturity, the eigenvectors are constant and
will be common to all swaptions of the same tenor. The ‘trend’, ‘tilt’, ‘curvature’ inter-
pretation is shown to be a very accurate interpretation to place on these common

1. Introduction

In 1997 three papers that introduced very similar lognormal diffusion
processes for interest rates appeared virtually simultaneously. These
models, now commonly called the ‘Libor models’ are based on either log-
normal diffusions of forward rates as in Brace, Gatarek & Musiela (1997)
and Miltersen, Sandmann & Sondermann (1997) or lognormal diffusions
of swap rates, as in Jamshidian (1997). The consequent research interest
in the calibration of these models has engendered a growing empirical
literature, and in particular there are very many papers by Brigo and
Mercurio, and Riccardo Rebonato. Further details are given in Brigo and
Mercurio (2001, 2002a), Rebonato (1999b, 2002) and many of their papers
are downloadable from www.fabiomercurio.it and www.damianobrigo.it and
www.rebonato.com.

eigenvectors. Therefore only four parameters are required, for three orthogonal eigen-
vectors which can be calibrated to the market using, simultaneously, implied volatili-
ties of different maturity swaptions.

Several academics and practitioners advocate using historical forward rate data
when calibrating reduced rank correlations, and use the longer term swaption data
for calibrating volatilities. We discuss the model risk that arises from using histori-
cal forward rate data, and the reasons why one should seek to use market data alone.
However, lack of market data, particularly at the long end, means that a very parsi-
monious parameterization of correlation is required. Since the common eigenvector
parameterization is much more parsimonious than individual eigenvector parame-
terizations, and is based simultaneously on swaptions of several maturities, it is like-
ly to give more stable results. Common eigenvector parameterizations also have
more general applications to multi-factor pricing models where forward correla-
tions play an important role, e.g., for pricing and hedging OTC options in the power
market.

The Lognormal forward rate version of the Libor model is very use-
ful for pricing and hedging exotic OTC products such as auto-caps and
in-arrear swaps. However, the model is not easy to calibrate because its
parameters include forward rate correlations that are difficult to fore-
cast, particularly at the short end. To gain some idea of how these cor-
relations change, Figure 1 shows the average daily correlations between
semi-annual forward rates in the UK during four three month periods
between June 2001 and June 2002. It is clear that changes in correlation
are not as significant at the long end as they are at the short end.
Figure 2 shows the correlation between the semi-annual forward rate
starting in six months, and several longer maturity semi-annual for-
ward rates starting in one year, 18 months, 2 years and so forth. Each
line in Figure 2 represents the average daily correlation during a quar-
terly period. The correlations between the six month forward rate and
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the medium maturity forward rates are particularly

2001:03 2002:Q1 unstable, and in the third quarter of 2001, when the
terrorist attacks in the US occurred, they even
became negative.

Based on the variability of the historical correla-
tions observed in Figures 1 and 2, correlation fore-
casts must be difficult to obtain, particularly for
short maturity forward rates. The forecasts have a
great deal of uncertainty. This is one of many rea-
sons why we should seek to use market data rather
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S v o ¥ B YN ® o than historical data for calibrating correlations.
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f15 J/7z [ f15 face, but one must be very careful how the factors
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Figure 1: Semi-Annual Forward Rate Correlations.
Semi-annual forward rates obtained by fitting the Svensson (1994) model to the UK yield curve.
Unconditional correlation estimates for the quarter were based on daily first difference in log rates.

Source: Alexander and Lvov (2003).
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Figure 2: Correlations of Semi-Annual Forward Rates with Six Month

Forward Rate.
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advocate the use of historical data on forward rates
for calibrating correlations. Long term swaptions are
used for calibrating forward rate volatilities, since
the cap market is typically only short to medium
term, and so there is a lack of reliable data at the long
end for calibrating also the correlations.

But historical correlations are not stable over time, and even if they
were, there is another rather important problem with the use of histori-
cal data on forward rates. Long dated forward rates are unobservable. The
market convention for stripping out long dated forward rates is straight-
forward, and simply assumes a flat semi-annual rate between observed
swap rates at annual maturities. Although this convention is necessary,
for example to obtain cap prices from the Black cap volatilities that are
quoted in the market, it is not informative of the instantaneous forward
rate correlations in the Libor model.

If historical data on forward rates were used to calibrate these corre-
lations, the forward rates would have to be obtained via a yield curve fit-
ting model. Those in Figures 1 and 2 were obtained using the Svensson
(1994) model, but there are many alternative yield curve models: for
example see McCulloch (1975), Nelson and Siegel (1987) and Steely (1991).
Alexander and Lvov (2003) show that the forward rate correlations that
are estimated from historical data can be quite different depending on
the yield curve model chosen.! Therefore, the model risk arising from (a)
the choice of'yield curve model from which the forward rates are derived,




and (b) the choice of historical period over which observations are taken,
may be considerable.

On the other hand, when trying to calibrate forward rate correla-
tions to the swaption implied volatility surface, one encounters other
problems. These are similar in spirit to the problems of calibrating local
volatility surfaces to option implied volatilities. It is well-known that, if
no parameterization for local volatility is used, as advocated by Dupire
(1994), Derman, Kani and Chriss (1996) and Andersen and Brotherton-
Ratcliffe (1997) amongst others, the local volatilities will be very sensi-
tive to extrapolation and interpolation of implied volatilities and the
volatility surface will lack robustness. Anyone who has tried to calibrate
local volatilities directly from the implied surface will know that exotic
path dependent option pricing models which depend directly on local
volatilities do not always give stable results, even when regularization is
used to introduce smoothness to the local volatility function as in
Avellaneda et. al. (1997) and Bouchouev and Isakov (1997, 1999). So a
functional form for local volatility can be chosen in order to calibrate
local volatility to only the observed market data, which may be quite
sparse, and to use the local volatility surface for hedging. Many differ-
ent parsimonious functional forms for local volatility have been sug-
gested in the literature, by Coleman, Li and Verma (1998), Dumas,
Fleming and Whaley (1998), Brown and Randall (1999), McIntyre (2001),
Brigo and Mercurio (2002b) and others. But the subjective choice of
functional form is open to question: how should we determine which is
the best choice?

The same type of problems arise when attempting to calibrate for-
ward rate correlations to market data. Direct calibration can lead to
unstable results, where correlations are also counter-intuitive, or even
lie outside [—1, 1]. Therefore one should seek to impose a parametric
form that extends to all the correlation matrices underlying all swap-
tions, which is parsimonious enough to give stable results but at the
same time sufficiently general to capture the ‘typical’ behaviour of for-
ward rate correlations—for example, where the correlation between
adjacent forward rates increases with their maturity. Many different
functional forms have been proposed and a useful review of these is
given in Brigo (2001).

The aim of this paper is to derive some new parsimonious parameter-
izations of forward rate correlation matrices that enable the lognormal
forward rate model to be calibrated to market implied swaption volatili-
ties, without reverting to historical data for calibrating the correlations.
These include full-rank parameterizations of the correlation matrices
for semi-annual and annual forward rates, and reduced rank parameter-
izations that are based on the key concept of common principal compo-
nents for the covariance matrices that relate to all swaptions.

The outline of this paper is as follows: Section provides a brief out-
line of the lognormal forward rate version of the Libor model and the
calibration of forward rate volatilities. Section three proposes some full
rank parameterizations of a semi-annual correlation matrix that are
very parsimonious, involving only one or two parameters, and that

yield approximate correlations between annual forward rates which are
determined by the same parameters. These are useful because they link
the semi-annual cap market forward rate correlations with swap mar-
ket forward rate correlations which, when the fixed leg has annual pay-
ments, are normally derived from annual rates.? Section four explains
the orthogonal transformation of the LFR model that is commonly used
for pricing path dependent products. Rebonato (1999a), Rebonato and
Joshi (2001) Hull and White (1999, 2000) and Longstaff, Santa-Clara and
Schwartz (1999) reduce the rank of forward rate covariance matrices by
setting all but the three largest eigenvalues to zero. The implication of
zeroing eigenvalues is a transformation of the lognormal forward rate
model, where each forward rate is driven by three orthogonal factors
that are derived from a principal component analysis (PCA). Section five
introduces a new method for calibrating reduced rank correlation
matrices to market data. Instead of using historical data on forward
rates to estimate the three eigenvectors in the PCA, calibration to the
market can be based on the common principal components model of
Flury (1988). That is, the same eigenvectors, with only four parameters,
are calibrated to all swaptions of the same tenor. The number of corre-
lation parameters is very substantially reduced and the simultaneous
use of market data on swaptions with a range of maturities will ensure
that calibrated correlation matrices are stable. Section six summarizes
the main results and concludes.

2. The lognormal forward rate model

To ease notation we assume that day counts are constant. That is, year-
fractions between payment (or reset) dates are constant for all forward
rates, and the basic forward rate is a semi-annual rate. Denote by f; the
semi-annual forward rate that is fixed at time t; but stochastic up to that
point in time. Each forward rate has its own ‘natural’ measure, which is
the measure with numeraire P;;; where P; is the value of a zero coupon
bond maturing at date t;. Under it’s natural measure each forward rate is
a martingale and therefore has zero drift in its dynamics. The log nor-
mal forward rate (LFR) model is thus:

af; ) /fi(t) = o;(t)dW; [i=1,...,m0<t<t] (1)

where dWq,...... ,dW,, are Brownian motions with correlations p;(t).
That is,

E[dWidW] = py(Ddt (2)

Calibration of the model requires estimation of the parameters of the
instantaneous volatilities o;(t) and instantaneous correlations p;(t)[i, j
=1,..,m.

Now consider a T maturity cap with strike K as a set of caplets from t;
to tigqli=1,...... ,m—1 and t, =T|. Each caplet pay-off = max(l;
—K, 0) where L; is the LIBOR rate revealed at time t; and at t; we have
L; = f;. Assume for the moment that o;(t) = 0;. Then the Black-Scholes
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type formula for each caplet value at time O is:

B-S(Caplet, t;, K, 07) = Pis1[f;(0)® (x) — KO (y)] = Ci(07), say

and x = [In(f;(0)/K) /oi/ti] 4 0i/1i/2; y=x— 0/t

The B-S cap price is the sum XC;(o;) of all prices of the caplets.

If we further assume that o; = o for every i then we can ‘back-out’ a
single implied ‘flat volatility’ 6(K, T) from the observed market price of a
cap with strike K and maturity T. Similarly, we can ‘back-out’ the implied
caplet volatilities from the observed market prices of several caps of dif-
ferent maturities, using some interpolation between prices because each
fixed strike caplet in a cap with strike K has a different moneyness. We
normally define the ‘at-the-money’ (ATM) cap strike as the current value
of the swap rate for the period of the cap, so the different caplets in an
ATM cap are only approximately ATM.

Figure 3 shows the typical ‘humped shaped’ term structure for flat
volatilities of caps. In the simple version of the LFR model, with
0i(t) = o;Vi, the implied forward rate volatilities are the caplet volatilities
that are backed-out from interpolated caplet prices. These volatilities will
display a more pronounced humped shape than the cap volatilities—an
example is given in the Appendix, which re-examines the relationship
between cap and caplet volatilities.

Caplet implied volatilities may be used for calibrating the LFR
model (1) with time-varying but deterministic volatilities o;(t) for the
forward rates. It is standard to assume that o;(t) = n;h(t) where the
time-varying parametric form h(t) that is common to all volatilities is a
simple ‘hump’ introduced by Rebonato (1999a) and since used by many
others, given by:

h(t) = [(a + b(T — 1)) exp(—c(T — 1)) +d] (4)

Note that h(t)—and therefore also o;(t)—depends on maturity T and the
parameters a, b, ¢, d which define a common volatility structure. The
individual parameters 7; are there so that instantaneous volatilities can
be adjusted upwards or downwards according to the prices in the cap
market. The parameters may be calibrated to implied caplet volatilities, 6;

Volatility

Maturity

Figure 3: Typically ‘humped shaped’ term structure of
flat cap implied volatility: 6 (T) vs T.
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and a simple calibration objective is:

ki
min Z w; 91\/5 — N /h(t)zdt
i

0

The weights w; are there to account for the uncertainty that surrounds
different option prices and vegas. To place more weight on the more cer-
tain volatilities, the weights should be directly proportional to vega and
inversely proportional to the bid-offer spread.® The weights should also
be a decreasing function of maturity (and tenor, in the case of a swap-
tion), and since gamma is directly proportional to vega and decreases
with maturity, we suggest taking the weights as gamma divided by the
bid-ask spread.

With so many parameters, of course the model could fit the market
prices of caps perfectly, and there is a danger in overfitting as shown by
De Jong, Dreissen and Pelsser (1999). Moreover, since the usefulness of the
LFR lies in pricing exotic OTC products, we shall also need to calibrate for-
ward rate correlations, and this cannot be done using cap market data
alone—unless one is happy to use historical forward rate data, which is
prone to the difficulties outlined in section one.

3. Calibration to the swaption market

Unlike caps, a swaption pay-off [max (value of swap, 0)] cannot be written
as a simple sum of options, so forward rate correlations as well as their
volatilities will affect the value of a swaption. We need to work in a single
measure, but forward rates are only drift-less under their natural meas-
ure. Hull and White (1999, 2000) take as numeraire the discretely re-
invested money market account. This gives the ‘spot libor measure’,
where the appropriate rate for discounting an expected cash flow at time
ti.1 to time t; is the forward rate f;. This is intuitive and it leads to a (rela-
tively) tractable specification of the drift terms, so we shall adopt this
here.* Under the spot libor measure the forward rate f; has dynamics
given by

4 (D)/fiD= (Bt + o, (AW, !
(5)

= o)) 3 Lo
j=m()
where m(t) is the ‘number’ of the accrual period.

The drift becomes important when using the LFR model to price path
dependent options, where the resolution method will, most likely, be
Monte Carlo simulation, and the drift will need updating every time step.
We shall return to this in the next section, but in this section we are con-
sidering the calibration of forward rate volatilities and correlations to
swaption volatilities, where the drift is not important.

We now derive some new approximations for the instantaneous
volatility of an annual swap rate in terms of the instantaneous volatilities
and correlations of the semi-annual forward rates underlying the swap.




These approximations allow the calibration of instantaneous volatilities
and correlations for semi-annual rates to the average swap rate volatili-
ties that are implied from the market, so that historical data on forward
rates are not required. The results are useful in the US market when the
fixed leg is based on annual forward rates.

Following Rebonato (1998) we write the swap rate as an approximate
linear function of annual forward rates. For an m-year swap starting at t,
(that is, an “n into m year” swap) we have the swap rate:

SRn,m =wiF, +...+ Wan+m,1

where F; is the annual forward rate starting at year i and the weights
W; = Pyyi/[Pys1 + ... + Pyem] are assumed constant at their current
value.® Consequently the variance of the swap rate may be written as a
quadratic form in the 3 x 3 covariance matrix of annual forward rates
and thus the swap rate volatilities are linked to annual forward rate
volatilities and correlations.

To see this, write w = (wy,...,w,)" and let V, »(f) be the instanta-
neous covariance matrix of the forward rates F,,...,F,,, 1 for
0 <t < t,. Then SR, , has instantaneous variance given by

Gn,m(t)z =w'V, . (Ow

and the average swap volatility during the interval [0, t,] is
L,
omodel — [l [ onm()2dt I
0

We know the weights w from current values of discount bonds and we
want to infer the parameters of V, , (t) by equating the model volatilities
that are defined by equations (6) to the smoothed® implied swaption
volatilities 0, ,. The covariance matrix of annual forward rates V, , (t)
contains instantaneous volatilities and correlations of annual rates.
Indeed it may be factored as

Vn.m ® = Dn.m(t)zn.m (t)Dn.m ®) (7)

where D, ,, (t) is the diagonal matrix of the instantaneous volatilities and
X,.m() is the correlation matrix of the m annual forward rates
Fy, ...Fy1m—1 underlying the n into m year swap.

It is simple to express the ith annual forward rate variance o;_g, (t)?
in terms of the two underlying semi-annual rate variances o,;_; (t)? and
0,(1)?. Since

A+ F®) = A+ fio1(0)/2) A + f(1)/2)

we have Fi(t) = (fai-1(t) + f2i(1))/2 + fai-1 (Df2i(t) /4. With this identity,
and assuming lognormal dynamics for the semi-annual rates, it is shown
in Brigo and Mercurio (2001) that

i_ann ()% = Uzi1 (002121 (D)% + Uz (1) 02 (1)

8
+ 2Upi—1 (D U2 (D) p2i-1,2i02i—1 (D) 02 (D) )

where p,;_1 »; is the correlation between the two semi-annual rates and

Uyi(t) =1 = [foima (1)/2F:(1)]  and  uy 1 () = 1 — [fi(t)/2F:(D)];
Brigo and Mercurio (2001) assume uy;(t) = uy;(0) and uy;_1(t) = uzi_1(0)
for all time t, and use the consequent approximation based on (8) to con-
nect annual (swaption) volatilities to semi-annual (caplet) volatilities.

The point to note is that the correlation of adjacent semi-annual for-
ward rates also enters the approximation based on (8). Therefore, if such
an approximation is used with (7) for calibration to the swaption market,
the semi-annual correlation parameters will also enter D, ,(t). However
we can use some further assumptions to express X, ,(t) in terms of semi-
annual rate correlations only. In that case all the parameters in V, ,(t)
will relate only to semi-annual rates and not to annual rates.

Some researchers, including Brigo and Mercurio (2001) and Rebonato
and Joshi (2001), assume that the annual rate correlation matrix is
X.m = {pij} where

pij = exp(—eli —jl) (9)

Variants of this, such as p;; = exp(—¢|i” —j”|) are discussed in Brigo
(2001) but these parameterizations do not lend themselves to a straight-
forward relationship between the semi-annual rate correlations and
the annual correlations. We write p = exp(—¢), so that the assumption
(9) may be written p;; = p!"7J and, if we use the parameterization (9) for
semi-annual forward rates, we now derive a simple approximate rela-
tionship between semi-annual correlations and annual correlations.

Let p be the correlation between any two adjacent semi-annual for-
ward rates, and assume that the correlation between two semi-annual
rates f; and f is p!"7J! so that the 2m x 2m correlation matrix of semi-annu-
al forward rates underlying an n into m year swaption, denoted £, ;_semi»
is given by the circulant correlation matrix:

0 pZ . 2m—1

0 1 p p> ... pm?

0? o 1 p p2m=3
pZT’;’lfl 1

Then, if the two semi-annual forward rates f,;_; and f,; in the annual for-
ward rate F; have equal volatilities (though not necessarily the same
volatilities for each i) the mxm correlation matrix of the annual forward
rates underlying the same swaption, denoted X, ,, is approximated by
the single parameter full rank correlation matrix:

1 ¢ p*¢ B
) 1 ¢ plo ... pP" Y
p*¢ ¢ 1 ¢ ... P
pZ(m.—Z)(p 1
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where ¢ = p(1 + p)/2. That is, the correlation between two annual for-
ward rates F; and F, is approximately p2=1(1 + p)/2.

To prove this we must assume that the two semi-annual forward rates
faiz1 and fy; in the annual forward rate F; have equal volatilities, though
not necessarily the same volatilities for each i. Denote the (equal) volatili-
ty of fi_1 and f,; by 02 (t). We must also introduce a further approxima-
tion, that u;(t) = u, a constant, for all time t and for all maturities j. Then
the annual forward rate dynamics are approximately

dF; (1) /Fi(t) = (..)dt + uo; (1) ([@Wai—1 (1) + dWi(1))

where the two Brownian motions driving the semi-annual rates are
correlated:

E[dW3i_1dWy] = pai1,2:dt
This gives an approximation for the annual forward rate variance:

Gi_ann (1% ~ 2205 (1)*.(1 + paic1,21)

and an approximation for the covariance between the ith and the jth
annual rates:

Oij_ann (1) = UZUZi(t)UZj(t)(PZi—1,2j—1 + P2i-1,2j + P2i.2i-1 + 02i,2))

Now, when the semi-annual rate correlation matrix X, ,,_sm; takes the
circulant form given above we have:

Oiann (1) & 20205 (D).(1 + p)
and
Oi_ann (1) ~ U031 (Do; (D> 1711 + p)?

so the result follows.

Figure 4 illustrates the correlations obtained using the circulant
structure with p = 0.9. Although this leads to a simple form for annual
rate correlations, it is a little inflexible. In particular it does not allow for
the correlation of adjacent forward rates to increase with maturity, as
has been observed recently in some markets (see Alexander and Lvov,
2003). Schoenmakers and Coffey (2000) point out the importance of
allowing for this, and consequently propose a full-rank semi-parametric
form based on an increasing sequence of M real numbers. In fact the
increasing correlation of adjacent forward rates with maturity may be
more parsimoniously captured by a two parameter correlation matrix for
semi-annual rates, as shown in Figure 5.

Suppose the 2m x 2m correlation matrix X, ,_semi 0f semi-annual for-
ward rates underlying an n into m year swaption is given by the two
parameter correlation matrix (p;) where:

2m—1
P

pi=v i <j,0<p<andp <y <1.
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Figure 4: Semi-Annual Correlations with the Circulant Form [p = 0.9].
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Figure 5: Semi-annual Correlations with a Two Parameter Form
[p = 0.88, ¥ = 1.007].
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In Figure 5, the case m = 10, p = 0.9, ¥ = 1.007 is illustrated. Then the
mxm correlation matrix of the annual forward rates underlying the
same swaption, denoted X, , is approximated by the correlation matrix
(pij) where:

o= P24 )Y £ p)
L 2\/(1 + 1pz(i—l)p)(l + 1//20,1)/))

This result follow after some algebra using similar assumptions and
methods as for the circulant parameterization.

Thus each correlation matrix X, ,,(t) is now defined in terms of at
most two parameters, p and . Also, by (8), the diagonal matrix of the
annual forward rate volatilities D, ,(t) is expressed in terms of the
semi-annual forward rate volatilities and these same parameters. Thus
from (7), the only parameters in the annual rate covariance matrix
V,.m() are:a,b,c, d, n, p and y. Note that we may suppose that » is itself
parameterized in terms of a, b, ¢, and d, serving only to equate model
and market prices for caps, as advocated by Brigo and Mercurio (2001).
In that case only five or six parameters need to be determined by the
swaption data: these are a, b, ¢ and d, for the volatilities; p and possibly
also ¢ for the correlations. If there are sufficient market data to cali-
brate more parameters, one could assume time-varying parametric
forms for p and ¢, or that p and ¢ depend on maturity and tenor so
they are different for each V, ,,(t). However this should be attempted
with caution—too many correlation parameters may lead to results
that are not sufficiently stable as the implied volatility surfaces
changes from day to day.

4. Calibration for pricing path dependent
interest rate options

The LFR model may be used to price path dependent options, but no
analytic pricing formulae exist and some sophisticated resolution meth-
ods, often Monte Carlo simulation, are used. Whichever method is cho-
sen the drifts that are induced by the change of numeraire will be
important, and they will need updating with the current value of the
instantaneous volatilities and correlations at every time step. The
instantaneous drift term in the ith forward rate f; depends on the for-
ward rates of lower maturity f;_1, fi_», etc., but only if these are still ran-
dom variables at the time that the drift is estimated. The correlation
matrix that one needs to consider for the calibration of the drift term
therefore decreases in dimension (by 1) as every payment/reset date
passes. This is not the only complication for the simulation. If m is large
the dimension of the simulation will be large and computationally bur-
densome. However it is possible to reduce dimensions by reducing the
rank of the correlation matrix. A review of rank reduction methods is
given in Brigo (2001).

A standard method for rank reduction is advocated by Rebonato
(1999¢) and Hull and White (1999, 2000) and many others. They use an
orthogonal transformation of the correlated Brownian motions in (5).

The forward rate dynamics are express in terms of three uncorrelated
stochastic processes that are common to all forward rates:

dfi®)/fi(®) = wi(®)dt + A 1 (D)dZy + Xy 2 (D)dZy + Ay 3(D)dZs (10)

where dZ,, dZ,, dZ; are uncorrelated Brownian motions and:

oi(D)AW; = A1 (DdZy + Xi o (DdZy + A3 (t)dZs (11)

From this it follows that:

oi(t) = V[hi1 (1) + A2 + Xiz(©)?] (12)
and

Pii (1) = [Ai1 (DA 1 (1) + Ai2 (DA 2(0) + Ai (DA 3(D)]/0i(t)o5(t) (13)

Thus the forward rate volatilities and correlations are completely deter-
mined by three volatility ‘components’ for each forward rate, which are
A1), Ai2(t) and 2;3(t) for the ith forward rate. Denote by o;(t) the
instantaneous ith annual forward rate volatility. Given these, the volatili-
ty components may then be determined from the spectral decomposition
of the covariance matrix of the first difference in the logarithm of the m
annual forward rates F,, ... .F,,,,_; underlying the n into m year swap.”
The spectral decomposition is

Vn,m (t) = An,mAn,m (t)A/

n,m

where A, ,(t) is the diagonal matrix of eigenvalues and A, , is the
m x m matrix of eigenvectors of V, ,,(t). Note that the eigenvalues are
time-varying whereas the eigenvectors are assumed constant. To derive
the volatility components, denote by A (t), Ax(t), Az(t), the three largest
eigenvalues of V, ,,(t) and denote their eigenvectors by a;, o,, aj. Set
= 0i(t)/4/Vi(t) where

Vi(t) = aElAl(t) + aszz(t) + aiz_gAS(t)

Then, to satisfy (12), simply set the volatility components to be:

Ai1(t) = M(Day 1/ AD)
Ai2(t) = M(B)ati 24/ A (1)
Aiz(t) = M(Da 34/ As(t)

5. A common principal components model
A number of researchers, notably Rebonato (1999a), Rebonato and Joshi
(2001) Hull and White (1999, 2000) and Logstaff, Santa-Clara and Schwartz
(1999) have advocated the use of volatility components derived from eigen-
vectors that are estimated using historical forward rate data, and eigenval-
ues that are calibrated to the market. That is, calibration of the volatility
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components in (11) is based on a principal component analysis (PCA) of his-
torical data on forward rates. However, following the remarks made in sec-
tion one, a LFR model calibration that is based on PCA of historical forward
rates will give prices that depend on (a) which forward rates are used, and
(b) the length of the historical period chosen for the PCA.

A preferred approach would be to parameterize the eigenvectors of the
correlation matrices in the natural way: the first eigenvector should be
constant and have only one parameter which represents a parallel shift in
the forward curve, the second eigenvector will have two parameters and
represent a tilt in the forward curve, and the third eigenvector will have
three parameters and represents the curvature of the forward curve. The
orthogonality of these vectors induces certain restrictions and reduces the
number of parameters required. For example, the orthogonality between
the constant and tilt (parameterized as c¢; + ¢k, say, for k =1,2,...,m)
implies that ¢, = —2c¢;/(m + 1). In fact three orthogonal trend-tilt-curva-
ture eigenvectors can be parameterized by only four parameters.

Nevertheless, this construction still gives rather too many parameters
to be calibrated: four parameters for the eigenvectors of every covariance
matrix V, , (1)® and there are nm of these matrices! With so many param-
eters, the current swaption implied volatility surface will of course be fit
very closely—but over fitting will lead to prices that are too sensitive and
unstable over time.

How, then, should the parameters be reduced? One possibility is to
deduce a parsimonious representation of the eigenvectors and eigenval-
ues from a full-rank parameterization such as those given in section 2.
Another possibility, described here, is to use the same eigenvectors for all
correlation matrices of the same dimension. This is a special case of the
common principal components model introduced by Flury (1988).

Alexander and Lvov (2003) show that the implementation of the com-
mon eigenvector tests introduced by Flury (1988) on historical forward
rate data yields results that are very robust indeed: to different sets of for-
ward rates (i.e. those that are obtained from several different yield curve
models), and to the choice of historic data period. Their results are that
there is very strong evidence for common eigenvectors in correlation
matrices of the same dimension, for both annual and semi-annual for-
ward rates, and moreover these common eigenvectors are very close
indeed to the archetypal ‘trend, tilt, curvature’ form—much closer than
the eigenvectors obtained from a single covariance matrix.

The common eigenvector parameterization of the covariance
matrix is

Vi (1) = A (1) Ay m (DA, ()

where A, (t) is the 3 x 3 matrix of the three largest eigenvalues of
V,.m(t) and A, (t) is a matrix of eigenvectors, scaled up from the common
eigenvectors of the corresponding correlation matrix using the forward
rate volatilities (see footnote 8), where each common eigenvector of the
correlation matrices has only four parameters. Moreover these parameters
are the same for all n. The strength of the common eigenvector approach
is that it substantially reduces the number of correlation parameters, but
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at the same time allows the eigenvectors to be time-varying, so that one
can still model the instantaneous volatilities in the flexible manner.

Without common eigenvectors, one needs to calibrate four parame-
ters (for three orthogonal eigenvectors) to each swaption smile of maturi-
ty n and tenor m. For longer maturity, not enough smile data will be avail-
able, and this may be one reason why several authors favour using histor-
ical data to estimate these eigenvectors, instead of calibrating them to
the market. However, with common eigenvectors A,, has only four corre-
lation parameters and applies to all swaptions of tenor m. The total num-
ber of eigenvector parameters is therefore reduced by a factor of n, from
4mn to 4m, where m is the number of different tenors of the swaptions
used to calibrate the model. Since swaptions with tenors of more than 5
or 6 years are often illiquid, and since those with tenors of less than three
years have too small dimension for three eigenvectors, we seek to cali-
brate only A3, A4, and As where each matrix has only four correlation
parameters.

The great advantage of using common PCA to parameterize forward
rate correlations is that the common eigenvectors can be calibrated to
the swaption market as constants, whilst the forward rate volatilities and
the eigenvalues of the covariance matrix can be fully time varying and
specific to each tenor and maturity, and these can be calibrated to the

0.8
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Eigenvector1 —— Eigenvector2 —— Eigenvector3

Figure 6: Parameterizing Common Eigenvectors.

The figure shows the three largest common eigenvectors for all semi-annual
forward rate correlation matrices of dimension 12; the data are based on
Svensson yield curve fitting for UK rates between Jan 1st and Dec 31st 2002
and a total of eight matrices were diagonalized simultaneously in the com-
mon principal component algorithm. The eigenvalues are different for each
matrix, but they indicate that in every case these three common principal
component explain over 99% of the variation of forward rates during 2002.
See Alexander and Lvov (2003) for further details.
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cap and/or swaptions market. Moreover we have reason to believe that
parameterized common eigenvectors are likely to fit market data better
than parameterized individual eigenvectors. This is because when com-
mon principal components are estimated using histroical forward rate
data we find that it is definitely appropriate to parameterize common
eigenvectors of the correlation matrices so that their associated princi-
pal components represent almost exactly the orthogonal trend-tilt-cur-
vature movements in the forward rate curve. The common eigenvectors
shown in Figure 6, for example, certianly justify the use of the parsimo-
nious common eigenvector parameterization described in this section.

6. Summary and conclusion

In the lognormal forward rate option pricing model, forward rate volatil-
ities and correlations may be calibrated to both cap volatility term struc-
tures and a smoothed swaption volatility surface. Often this requires
linking annual forward rate correlations with semi-annual forward rate
correlations, for example in the US swap market when the fixed leg is
paid annually. The first part of this paper has introduced some parsimo-
nious parametric forms for the semi-annual forward rate correlations
which imply approximations for the annual forward rate correlations
that depend on the same parameter(s).

Pricing of exotic path dependent interest rate options normally involves
numerical resolution (e.g. simulation) for the forward rate dynamics, where
the drift terms that are induced by the change to a single measure will
become important. Since these change at every time step, the computations
are burdensome and it is desirable to reduce dimensions in the numerical
method. To achieve this, several authors have used principal component
analysis in conjunction with historical time series on forward rate data for
calibrating the eigenvectors of the forward rate covariance matrix.

However historical data on the unobservable long maturity forward
rates are subject to substantial model risk arising from the choice ofyield
curve model, the choice of historical observation period, and the statisti-
cal model used to estimate the correlations. Therefore the final part of
this paper introduces an orthogonal transformation based on common
eigenvectors of the forward rate correlation matrices which allows cali-
bration to swaption market data alone. The parametric form for common
eigenvectors is based on the common principal component model of
Flury (1988), and the resultant parsimony allows calibration of these
common eigenvectors simultaneously to all swaptions of the same tenor.

Appendix

6 ‘Rule-of-Thumb’ relationship between cap

and caplet volatilities

It is interesting to consider the relationship between the flat volatilities
quoted in the market for caps of different maturities and strikes and the
implied volatilities of the caplets that make up these caps. In option mar-
kets where the underlying is a single asset whose dynamics are governed

by a standard lognormal geometric Brownian motion, the variance of log
returns over a period T = T; + T, is the sum of the variance of log returns
over period T; and the variance of log returns over period T,. The additiv-
ity of variances is a consequence of the independent increments in the
stochastic process for a single underlying asset, and because variances
are additive implied volatilities {6, 6,, ..., 6r} can be derived from a term
structure 6(T) using the iterative method: Set §; = 6(1); then solve for 6,
from [6Z 4 62]/2 = 6(2)* and so forth.

However, for a cap there is no single stochastic process for the under-
lying. The underlying forward rate changes for every caplet in the cap
and therefore an iteration on variances is not appropriate. In fact the iter-
ation should be performed on the cap volatilities. Denote by (K, T) the
market quote of a ‘flat’ implied volatility for a cap of strike K and maturi-
ty T. Denote by 6;(K, T) the Black-Scholes implied volatility and by and
v;(K, T) the vega of the ith caplet in the cap of strike K and maturity T.
Thus v;(K, T) = 3C;(0;)/d0; evaluated at o; = 6;(K, T). Then

0K, T) ~ Z[w(K, T)6;(K, T)]/ Zvi (K, T) (A)

That is, the flat cap implied volatility 6(K, T) is approximately equal to
the vega weighted sum of the caplet implied volatilities.

To explain the derivation of (A), for ease of notation we shall drop the
explicit mention of the dependence of implied volatilities on strike and
maturity. For a fixed maturity T and strike K, the flat volatility (K, T) is
defined as the volatility such that the B-S cap price, (denoted C(c) and
written as a function just of volatility) is equal to the sum of the caplets
priced at the caplet constant volatilities, o;. That is, at 0 = 0(K, T), we
have C(0) = XC;(0;). Now expanding each C;(o;) using a first order Taylor
approximation about o gives:

Clo) = XCi(0)) = Z[Ci(0) + (07 — 0)3C;(0y)/d0i]

Where the derivative dC;(0;)/d0; = v; is evaluated at o; = o. This implies
¥(0; —0)dCi(03)/d0; = 0

and so it follows that the flat volatility is approximately a vega weighted
sum of each caplet implied volatility 6;. That is, 6 ~ Tw;0; where
w; = v;/ Zv; which proves (A).

The cap vega is the sum of the caplet vegas, so caplet vegas can be
backed out from estimates of the cap vegas and they will normally
decrease with maturity. Given these, and the relationship (A) between
caplet and cap volatilities, caplet implied volatilities can be approxi-
mated as follows: Set 6; =6(1); then solve for 6, from
[vi61 + v20,]/[vi + v2] = 6(2), and so forth. Caplet volatilities that are
approximated by a variance iteration may be negative, or even com-
plex. However there will be no problem with imaginary volatilities
when a volatility iteration is used and, although they could be nega-
tive, negative forward rate volatilities are unlikely, as illustrated by the
following simple example.

