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Abstract

Futures contracts depend on, when considering deterministic interest rates, the spot price S; and the
convenience yield d;. The former is assumed to follow a Geometric Brownian Motion (GBM) and the
latter is usually calibrated via market data every two days, using the futures contracts. The market
shows however that the convenience yield behaves stochastically and has a mean-reverting property.
In the literature the convenience yield therefore is believed to follow an Ornstein-Uhlenbeck process
driving by Brownian motion. Both processes are calculated by the Kalman filter. However, the disad-
vantage of this process is that the convenience yield can become negative which can result in cost of
carry arbitrage possibilities. Therefore we introduce the Cox-Ingersoll-Ross process for the dynamics
of the convenience yield. We find strong evidence for the adequacy of this model. Furthermore the ex-
tended Kalman filter is explained and tested for the Ornstein-Uhlenbeck process, as well as for pricing
put options on these futures contracts.






Summary

In this report we examine the effect of including stochastic dynamics for the two state variables in futures
contracts on the commodity, light crude oil. First of all we consider throughout the report deterministic
interest rates. This makes calibration and the mathematics considerably easier. Furthermore, the effect
of the interest rate turns out to be negligible. We assume a Geometric Brownian Motion (GBM) for the
spot price process and an Ornstein-Uhlenbeck (OU) process for the convenience yield as empirical ev-
idence exists for a mean-reverting pattern. Since both these processes are not observable in the market
we use a Kalman filter to link these latent state variables with the observable variables, which in this
case are the future prices. The Kalman filter turns out to be a very powerful, stable and accurate iter-
ative procedure. The set consisting of the parameters of these stochastic processes is chosen such that
the log-likelihood function is maximized and the innovations, which are the errors between the actual
future prices and the filtered futures prices, are minimized. For ease of applying the Kalman filter to
our model, it is important to have an affine form for the closed form solution of the future prices. In that
way, the future prices are linear in the log of the state variable \S; since the requirement for the Kalman
filter is linearity of these prices.

The formula for a put price on a futures contract is derived and since this is a nonlinear formula the
Kalman filter will not give an optimal result. Consequently, we introduce the extend Kalman filter
which deals with nonlinear problems and again, this is a very powerful and accurate method.

At the end of this report we consider a matured contract with different strikes. For a smal data set,
it turns out that the parameters (in particular the mean-reverting term of the convenience yield pro-
cess) will increase to unrealistic values. These values will distort the initial process and it can be that
another process for the convenience yield is needed. We tested a Cox-Ingersoll-Ross (CIR) process, but
because of the nonnegativity contraint of the convenience yield in this process, the CIR is inadequate.
This proves that the period of observations has strong impact on which model to choose.
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Chapter 1

Introduction

1.1 Commodity markets, forwards, futures and convenience yield

In the history of commodity trading, buyers and sellers meet at marketplaces and trading of commodi-
ties led into immediate delivery. London was the ‘main’ capital for trading metal as Chicago was for
cereals and agricultural products. Since more and more transaction were made, the need of building up
central trading points was increasing. In 1842 the New York Cotton Exchange and in 1848 the Chicago
Board Of Trade were set up as well as the New York Mercantile Exchange. At these boards, over 600
million contracts are traded every year. Examples of commodities are copper, wheat, cotton, pork belly
and light crude oil.

There are two different contracts on commodities, forward and futures contracts. Forward (as well as
future) contracts allow parties to buy or sell an asset at a prespecified price on a specific time. Forward
contracts are private agreements and because of that, there is always a chance that a party may default
on its side of the agreement. futures contracts on the other hand have clearing houses that guarentee
the transactions. For forward contracts, settlement of the contract occurs at the end of the contract, but
settlement for futures contracts can occur on different dates. Furthermore, futures contracts are so called
mark-to-market, i.e. daily changes are settled day by day until the end of the period. There is also a dif-
ference in who trades in them. Futures contracts are used by speculators and are usually closed out prior
to maturity and delivery usually never happens and forward contracts are used by hedgers. Delivery of
the asset will usually take place.

The advantage of holding the physical commodity is that, for example, if there will be a crisis in the
world and the demand for that particular commodity is rising, it can be sold with high profit. The
convenience yield is the benefit that the owner of the physical commodity makes in this situation and
does not accrue to the holder of a futures contract written on it. It is similar to dividend, which is paid
to the owner of a stock but not to the holder of a contract written on the stock. Sometimes, due to ir-
regular market movements such as an inverted market (this is when the short-term contract prices are
higher than the long-term contracts), the holding of an underlying good or security may become more
profitable than owning the contract or derivative instrument, due to its relative scarcity versus high de-
mand. An example would be purchasing physical barrels of oil rather than futures contracts. Suppose
there would be a sudden shock-situation wherein the demand for oil increases, the difference between
the first purchase price of the oil versus the price after the shock would be the convenience yield.
Another property of futures contract is backwardation and contango. The former means if a far future
delivery price is lower than a nearer future delivery price. The latter is the other way around. This

implies that futures contracts have a term-structure. One can also have options on future contracts. For



2 Introduction

example consider a K-strike European call option on a futures contract, that is, the right to buy a futures
contract with maturity 7 for a price K at maturity 75 of the option. The difference between the two is

e.g. the payoff function (it could be negative for futures contracts but strictly positive for options).

1.2 Summary and outline of the thesis

Traders calibrate the convenience yield (CY), J; using the futures contract prices. The market shows that
the CY behaves stochastically and has a mean-reverting property, see e.g. [5]. The CY may therefore be
modelled by e.g. an Ornstein-Uhlenbeck (OU) process driven by a Brownian motion. The disadvantage
of this process is that it allows for negative CY which can result in cost of carry arbitrage possibilities.
Hence to prevent this from happening we also consider a model in which the CY follows a Cox-Ingersoll-
Ross (CIR) process. For both processes, the spot price is assumed to follow a GBM.

For commodities, the spot prices and the CY can not be observed directly in the market. To calibrate the
spot and CY model parameters for the stochastic processes OU and CIR, the non-observability of these
state variables is a challenging difficulty. Since the future prices of commodities are widely observed
and traded on the market we use a method that links these actual observations with the latent state
variables: The Kalman filter (KF) technique. The main idea of the (KF) is to use observable (future)
variables to reconstitute the value of the non-obsvervable spot prices and CY. For this purpose, we need
a closed form solution for the futures prices. This solution can be easily found by explicitly using the
affine structure of the CY model.

The aim of this thesis is to implement the KF for both OU and CIR and compare the results with the
market data, i.e. we will price futures contracts on light crude oil and observe whether the price matches
the price given in the market. Furthermore we use the results of the Kalman filtering of futures contracts
to price a put option on these contracts. The outline of this report is as follows: Chapters 2 and 3 give
analytic results, such as first and second other moments of the OU and CIR processes together with the
closed form solution of the future prices. Chapter 4 applies the KF and extended Kalman filter (which is
an extension of the KF for quasi-linear systems) to the OU process and discusses the numerical results. In
Chapter 5 the KF is set up for the CIR process. In Chapter 6 we derive a closed form formula for the price
of a put option on a futures contracts and compare it to the market data. We conclude with a discussion
and further research in Chapter 7. In Appendix A, a detailed description of the KF is found together
with an introductory example. In Appendix B we extend the OU model with a stochastic interest rate
and in Appendix C the lengthy proofs of Appendix B are given.



Chapter 2

Stochastic convenience yield model
following an Ornstein-Uhlenbeck
process

In this chapter, analytic results are presented for the stochastic CY when it follows a time-homogeneous
Ornstein-Uhlenbeck process driven by Brownian motion. The assumption is that the spot price S; is
described by a GBM,, i.e.

dSt = /,LStdt + O'SStth, (21)

where 1 is the drift term, o5 the volatility term, and W, a standard P-Brownian motion. The form of the
convenience yield ¢, is a result of the studies of Gibson and Schwartz (see [5]) where they find empirical

evidence that the convenience yield may have a mean-reverting property, i.e.
d(5t = k(a — 5t)dt + O'gdZt. (22)

In (2.2), a is the long range mean to which 4, tends to revert, k the speed of reversion, o5 the constant
volatility and Z; a standard P—Brownian motion. Here dW;dZ; = pdt. The solution of (2.1) is given by

1 t
S = Spexp {(u — iog)t +os / dWs} , (2.3)
0
and the solution of (2.2) is
t
8 = 0(0,t)00 + (1 — 6(0,1)) o + aée*“/ ek*dz,, (2.4)
0

with §(t,T) = e~ *(T—1),

2.1 Mean and variance of the Ornstein-Uhlenbeck process
Multiplying (2.4) by e* gives
5"t = 6 + ka /Ot eFds + o /Ot ek dz,.
Rearranging and taking expectation yields | |
E[0,] = doe ™ + a(l — e™*) = 600(0,t) + (1 — 6(0,1)).

For the variance we calculate the covariance matrix by applying the Ito isometry, which is defined as
follows, [32],
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Lemma 2.1. (The Ifo isometry)
If A(t, w) is bounded, then

T 2 T
E (/ A(t,w)dBt(w)> =E l/ A(t,w)zdtl .

In particular, for A(t, w) = A(t) we have

E (/STA(t)dBt>2 :/STA(t)th.

Using Lemma 2.1 we have,
Cov(ds,0;) = [0s])(6¢ — E[6¢])]

E[(6s — E
s t
= E{a[;/ e_k(“_s)dZuag/ e_k(”_t)dZv}
0 0

s t
= oZe FETORE [ / ekuaz, / ek”dZv]
0 0

ige—k(s+t) (eZk(min(s,t)) _ 1).
2k

For s = t this gives Var[d;] = % (1—6(0,t)?). We conclude that 6, ~ .4 (9(0,t)§0 + (1= 6(0,t))c, %(1 - H(O,t)z)).

2.2 From real world to risk neutral world

The unobservable state variable \S; is not a tradable asset since it generates ”cash flows” by means of the
convenience yield ;. A standard strategy would be to reinvest the convenience yield in Sy, i.e. we define
the price process for asset Y; := elo 9du.G, made from instantaneously reinvesting the convenience yield
;. The asset Y; is tradable if and only if S, is a tradable asset. As noticed earlier, this is for the commodity
crude oil not the case. Due to this inconvenience Y; is not tradable itself. However, we assume that S; is
a tradable asset because this will not effect the calibrations throughout this report and thus we continue
with this standard approach. Next step is to choose a suitable numeraire B; for which the relative price
process g%t is a Q-martingale. The requirement for B; is that it has to be a tradable asset as well. Since
we do not incorporate stochastic interest rates, we may choose the cash bond as numeraire, i.e.

dB; = rB,dt, or B, =elordv. (2.5)

The stochastic process for g—‘t is then found by applying Ito’s lemma and using (2.1)

) - s

(+6 —7) <§> dt + og <E> dW,. (2.6)

t

This price process is a martingal under the Q-measure (risk neutral measure). However, W, is a P-
Brownian motion and therefore it has to be transformed into a Q-Brownian motion. Girsanov’s theorem
states that there exists a \; such that

t
W, =W, + / Audu, 2.7)
0
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where W, denotes a Q-Brownian motion. Substitution of (2.7) in (2.6) yields

Vi) Y i\
This process under the Q-measure is a martingale. Therefore y + d; —r — o3\ = 0 and hence the market
price of risk ); is given by

A = PO 2.9)
os
This result combined with (2.7) gives for (2.1)
d -
% — (r — 8,)dt + osdW. (2.10)
t

One wants to have a similar result for Z;, which is again a P-Brownian motion. However, J; is not
tradable and a construction as outlined above is not possible. We can, of course, still apply Girsanov’s
theorem, but the market price of risk, A (now taken as a constant), appears as an extra parameter in the

convenience yield process, i.e.

s, = k <a B - "f:) dt + o5dZ,. 2.11)

2.3 The value of a future delivery

Define Yy = Y (T, St, d7) to be the contingent claim at time 7". The discounted expected value of Y at
time ¢ is given by, (see Appendix B for details),

Vi[Yr] := B,E® {?Lﬂ = e "TUR Y2, (2.12)
T

where B, is given by (2.5) and .%#; is the filtration. We consider the case Y := S and we compute
Vi[St]. The current value of a claim on a future delivery of the commodity on the future date ¢ is

1 1/1\° ,
—a+E(a(;)\—atsosp)+f —| o3| (T —1¢)

VilSt] = Stexp{ 5 |\ %

2
- % [5,5 —a+ % (os\— ososp) + (;) 0?1 (1-96(t,7))

e top (1-6(t,7)?) 2.13)
2\k/) 2k ’ ' '
Proof. From (2.3) we have
ST _ Ste.ftT(T_és)ds_%o-%(T_t)J’_ftT sdW,, . (214)
Now define
T t
/ ogds = X7 — Xy, Xy = / 0sds. (2.15)
t 0

Integrating equation (2.11) with respect to ¢ yields

T 0'5>\ T
t t

o5\ T T
k(a—T)(T—t)—k/ 6udu—|—05/ iz,
t t
T

= k(a— %)\)(T —t) — k(X7 — X;) + 05/t dZ,. (2.16)
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Substituting
0—5)\ k T =
6r =0(t, )5 + (1 —0(t,T))(a — =) + ose” T/ ekdz,, (2.17)
t

which follows from (2.4), into (2.16) and rearranging terms gives

1 1 T ~ T
Xr— Xo = 2(1— 06,70, + ~(1— 0, T)(Z2 — a) + (a = B2y (1 1) — ﬁe—”/ ekvaz, + 20 | az,.
k k k k k . k J
(2.18)
Equation (2.15) together with the result given in (2.18) will give for (2.14)
T
Sr = S, eXp{T(T —t) — %(1 —0(t,T)) (6 — o+ %) — (o %A)(T )+ %a”/ ek dz,
t
T T
-1 -
— ﬁ/ dZ, — —o&(T —t) —|—US/ qu}
k t 2 t
= Siexp{r(T —1t)+z} (2.19)
From basic stochastic calculus it follows
i o= E[
1, 1 1 1
= —(505 +a— EU‘S)\)(T —t)+ E(a — 0 — %05/\)(1 —0(t,T)). (2.20)
Using Lemma 2.1 we can calculate the following expectations
T T \T T
E [ag ( / dW, / dWS> = o3 [ dt=o%(T 1), (2.21)
t t i t
2
1 T\ o2 [T o2
El| - dZ, = 2| at=2(T-t 2.22
|:<k:o—5/t ) | kQ . kQ( )’ ( )
T 2 2 T
E[(le_kT/ ekstS> _ [Uae—%T/ ezksds]
k . | k? .
_ Uj —2kT iesz L o
k2 2k 2k
0?1
= S-[1-6(,7), (2.23)

T 1 T
]EKUS/ dWS> <k05/ dZSN as%p(T—t), (2.24)
t t
T 1 T ~ ogos T
E{ 0'5/ dWy Eage_kT/ ek dZ, } = e_kTTp/ ek ds
t t t

1
— kT USZ5P%[€kT — et
T505p

=
| — |
N
ol
Q
=2
~
QU
mNr
~
VR
el
Q
>
Q\
-
~
)ﬂ
Y
X
wn
ISH
mNt
N~
| I
Il
% -
Q
SN
('b‘
o
~
e
o\
o
>
I3
QL
5

= TP e, T)). (2.26)
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Finally we get

% = Var(z)
= E[(z*)] - (E[2])®

= (0%~ 2l os0spt So)(T 1)

k %27
+ 2(%0505p — %05)(1 —0(t,T))
+ S22 (1-0(,T)%). (2.27)

From the standard formula of the expected value of a lognormal random variable we get

Vi[St] = S; exp{ i+ ;52}. (2.28)

From the absence of risk-free arbitrage opportunities it follows
Vi[St — F] = 0. (2.29)
The value F for which (2.29) holds, is called the future price and is
= F(S,6,7):= " V,[S7], (2.30)

with 7 = T — t denoting the time to maturity.
In order to find the PDE, which F(S, §, 7) satisfies we use the Feynman- Kac theorem, [1].

Theorem 2.1. (Feynman-Kac)
Suppose the underlying processes yi1(t), y2(t), .., yn (t) follow the stochastic differential equation

dyi = pi(y1, Y2, -y, )dt + 0i(y1, Y2, -, Yn, t)dWi.
Then the function

g(ylayQa "7ynat) = ]Eyl,yz,--,yn,t[f(yl(T)7 ayn(T))}

is given by the solution of the partial differential equation

+ + Pii0i0; =0,
S 3 32 i -

subject to
g(y17y27 "7yn?T) = f(ylay27 ~-ayn)7
where Pij = CO’U(dWi, dW7)/dt

F(S, 0, 7) satisfies the PDE

1 1
{ iagstss + pososSFgs + §U§F55 + (r—0)SFs+ (k(a— 0) — Aos)Fs — F, =0, (2.31)

F(S,5,0) = So.
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A similar result exists for V' (S, 4, t) := V;[Yr]. The V' (S, 6, t) satisfies the PDE

1 1
50%52‘/55 + pogosSVss + 50?‘/55 + (T — 5)SVS + (k’(a — (5) — )\05)% +Vi—1rV =0, (2.32)
V(S,6,T) =Yr(S,9).
Assume that the solution of (2.32) can be written in the form
F(S,6,7) = Sexp {A(7) + B(1)d},
(2.33)
A(0)=0, B(0)=0.

Calculating the derivatives and inserting these into (2.31) gives

1
50?32(7) =0, (2.34)

—F{A(1)+ B ()0} + (r = 0)F + (k(a — ) — Aos)FB(1) + posos FB(T) +
or equivalently

—A'(1) = B (1) + (r — 8) + pososB(1) + (k(aw — 6) — Aos)B(1) + %agBQ(T) =0. (2.35)

In other words, we have to solve the two differential equations

—B'(t)—1-kB'(1) =0,
(2.36)
—A'(1) + 71+ pososB(1) + (ka — Aos)B(1) + $0B*(1) = 0.
Solving (2.36) yields
1. 1 . e
B(r) = L™ —1) = 1(0(r) ~ 1); 0(r) =, @37)
and thus, for (2.36),,
0S50, g U2
A7) =+ 2759 () 1)+ (o~ 22 (6(r) 1) + T (0(7) ~ 1), (2.38)

Integrating (2.38) in time, and using the fact that A(0) = 0, gives

2 2 —2kT 2 —kT
_ . 05 0505p ﬁl—e - o5 1—e¢
A(r) = Kr a+ 57,2 2 >T:| + {4 3 ] + [(ak+0505p k) (k:2 ﬂ ,

with

joN
I

Q
|

x| >

2.4 Conclusion

In this chapter we derived analytic results when assuming an OU process for the convenience yield.
By means of the mean and variance of S; and ¢, we are able to price the current value of a claim on a
future delivery of the commodity on the future date ¢. Also, the market price of risk is explained via
the Girsanov’s theorem. An important remark, as we will notice later on, is the assumption of an affine
form for the closed form solution of the future prices. By assuming this form, we can easily solve the
PDE given in (2.32).



Chapter 3

Stochastic convenience yield model
following a Cox-Ingersoll-Ross process

In this chapter we assume that the convenience yield follows a time-homogeneous Cox-Ingersoll-Ross
(CIR) process and the spot price a GBM in which the volatility is proportional to the square root of the

instantaneous convenience yield level, i.e.

dS:

—— = pdt + 01 dWr,

5, = 1t o5/ oW 3.1)
dét = k(a — (St)dt + o5V (StdZt.

In (3.1), S; is the price of the underlying, J; is the CY, y is the drift term, og is the volatility term of d%/
W, a standard P-Brownian motion, « is the long range mean to which J, tends to revert, k the speed of
adjustment, o5 the volatility term of dd;, and Z; a standard P-Brownian motion. Here dW;dZ; = pdt.
The reason why we assume that the CY follows a CIR process is the nonnegativity. The CIR process
excludes negative CY. A negative CY would make the forward prices go up at more than the interest
rate and provide some kind of cost of carry arbitrage through buying the spot commodity and selling a

forward.

3.1 Mean and variance of the CIR process

The solution of SDE (3.1), is given by

t t
Oy :5o+k/ (aféu)dqua(;/ \/0,dZ,.
0 0

Multiplying by e*?, taking expectations on both sides and differentiating with respect to time yields

dy & s Ay
th[ét} =k(a—E[§]) = P E[d:] = e [kE[d] + th[(St]] = e""ka.
This leads to
¢
eFR[6;) — 60 = ka/ Fdu=a(e 1) = E[§]=a+e (o —a)=eF5 + (1 —e ). (3.2)
0

Remark. We see that if §p = « then E[d;] = «, V. If 69 # «, then &; exhibits mean reversion, i.e.

hmtﬂoo]E[(st] = (.
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For the variance we calculate first d§? via [to’s lemma. Define f(x) = x2. We have

do; = df (o)
= f/((sf)dét + %f//(ét)d(stdét

= 26 [k(o— 8;)dt + 05\/0,dZy] + [k(a — 6,)dt + 05+/5,dZ,)?
= 20kdydt — 2k62dt + 2056.*dZ, + 28t
= (2ka + 02)6,dt — 2k82dt + 205622 dZ,.

This leads to
t t t
62 = 63 + (2ka + a%;)/ Sudu — Qk/ 62du + 205/ 63/%dz,.
0 0 0
Taking the expectation on both sides and differentiating with respect to ¢ yields

iE[af] = (2ka + o)E[6;] — 2kE[67].

dt
From this we get
ie%fE[a?] = *F[2KE[6?] + i]E[(s?]]
dt K R
= *F(2ka + o2)E[5). (3.3)

Using (3.2) in (3.3) and integrating the equation gives

2 2 2 2
21 _ Q0§ 2 _ g5 —kt 295 okt 95 (& —2kt
E[6;] = 5% + o + (0o — ) ( 2 +2a)e™ + (§p — ) € + p (2(50)6 )
We finally obtain
Var[s,] = E[57] - (E[6/])°
aig(l _ e—kt)2 Ny Oj(e—kt _ e—2kt) (3 4)
2k Ok ' '

3.2 The logprice and inserting the market price of risk

Using similar arguments as explained in Section 2.2, we obtain the price processes under the Q measure

ds, -
=L — (r —68,)dt + 8, AW,

{ 5, ~ =% 05 /bWy (3.5)
dd, = (k(ao — 6;) — X, )dt + 053/8,d 2,

Remark: Note that )5, is a function of o5 and ¢;, however, throughout this report, \s;, is considered
constant and we shall denote it by A.

The logprice process for (3.5); is given by

1 ~

2

with z; = log S;.
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3.3 Partial differential equation for the value of future delivery

Following the approach discussed in Section 2.5, we have the following PDE for the future price F'(S, 6, 7)

1 1
50%5521755 + pogosdSFss + §U§§F55 +(r— 5)SFS + (k(a —0)—NFs—F. =0,

(3.7)
F(S,4,0) = So.
We assume again (see e.g. [2]) that this PDE admits the affine form solution
F(S,6,7) = SeAM =B,
(3.8)
A(0)=0, B(0)=0.
To find B(7) and A(7) we substitute (3.8) into (3.7) to obtain the two equations
1
50?32 + (k—posos)B—1+B'(r) = 0,
r+(AN—ka)B—A(t) = 0.
For simplicity first write a; = 20 and as = k — posos which leads to B'(1) = B, = —a1B* —a;B+1 =:

f(B). Now we want to factorize the function f.
a9 1

JB) p2yo2p L gy oB_n.

—a1 ay a1

From this we get that (e —v) = = and ey = i From these two relations it follows that we have to solve

a1y? +ay —1=0.

This gives
az | /a3 +4a
M2 = —5-t-—F5—
2@1 2&1
—kotk
= =2 (3.9)
2(11
where for simplicity k; and k3 are given by
kl = 14/ k% + 20’%,
kz == (k’ — posa(;).
To solve the ODE for B(7) we write
1
B'(r)=1. (3.10)

—G%BQ — CI,QB +1
Using the factorization we can rewrite this in

yte
(cee” a1 T +7)
B(1) = ———%
1—ce =

and with initial condition B(0) = 0 we get that ¢ = —7. Substituting ¢ and calculating for v; (which
refers to the plus sign) gives

_ate
Y(1—e =
B - M=)
14+ 2e e’
2(1 —e~h1m)

= . 3.11
k1 + ko + (k1 — ko)e k17 (3.11)
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The same result is found when substituting ~, (which refers to the minus sign). Accordingly,

T
A(T) =r7+ (A — ka) / B,dg, (3.12)
t
where
T 2 (kl + kg)ele + kl - kQ
B,dq = 1 3.13
/25 atd RS “{ 2%, } (313
2 ki + ko + (kl — k2)6_k17—:|
+ In . 3.14
k1 (k1 — ko) { 2k, (3.14)

3.4 Conclusion

In this chapter derived analytic results when assuming a CIR process for the convenience yield. The
reason for this, is the nonnegativity constraint one needs to impose for the convenience yield to prevent
some sort of ‘cost of carry’ arbitrage possibilities. Again, by assuming an affine form of the closed form
solution of the future prices we can easily solve the PDE given in (3.7).



Chapter 4

The Kalman filter for the
Ornstein-Uhlenbeck process

In 1960 R.E. Kalman introduced the Kalman filter (KF), [34]. This algorithm makes optimal use of im-
precise data on a (quasi-) linear system with Gaussian errors (white noise) to continuously update the
best estimate of the system current state. The power of KF is; to compute these updates it is only nec-
essary to consider the estimates from the previous time step and the new measurement and not all the
previous data. The main idea is that we want to estimate the current state and its uncertainty, but we
can not directly observe these states. Instead we observe noisy measurements. Since the Kalman filter
deals with uncertain (in our case unobservable) variables, it seems to be the best iterative procedure for

calibrating future prices.

To calibrate the state-space model, the state variables (which in this case are the spot prices and the
convenience yield) are placed in a state vector. The measurement equation, consisting of this vector and
uncorrelated disturbances to account for possible errors in the data, links actual observations (in this
case the future prices on several different maturities) with latent variables. These latent variables are
assumed to be first-order Markovian processes and are related to systems (2.1) and (2.2). The Kalman
filter will give an optimal prediction for the unobserved data by only considering the previously esti-

mated value. For a detailed description and an introductory example, see Appendix A.

4.1 Setup of the Kalman filter applied to the OU process

Consider again

F(S,0,7) = SeAN=B(m3 (4.1)

o2 o50s5p 021 — e 2k o2 1—e k7
A = — 75_ e R v _75
= (e g - =) o [ (s e ) ()]

1— e—k‘r
-
In state variable terms, (4.1) can be rewritten in

x| >

B(r)

a=aoa-—

In Ft(T) =x; + A(’T) — B(T)(St (42)
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The measurement equation then reads
Yt,i = dti, + Zti O, + €ty 1= 1, vey N, (43)
where N denotes the number of observations and

® oy — [.’Et, 5751‘,]//

i i

* Y, = [InFy,(7;)], for j = 1,...,nisan x 1 vector for n maturities. 7; are the maturity dates. Fy, (7;)
are observed from market data,

e dy, = [A(rj)] fori=j,..,nisan x 1 vector,
e 7,, =[1,—B(r;)],forj =1,...,nisan x 2 matrix.

® ¢, isan x 1 vector of uncorrelated disturbances and is assumed to be normal with zero mean and
variance matrix Hy,. H;, is a n x n diagonal matrix with h; on its diagonal.

The €, in (4.3) term is included to account for possible errors in the measurement. These errors especially
occur when the state variables are unobservable. To get a feeling for the size of the error suppose that the
OU model generates the prices and yields perfectly, and that the state variables can be observed from
the market directly. The included error term in the measurement equation can be seen as the uncertainty
in bid-ask spreads, errors in the data etc. The error is assumed to be small in comparison to the variation
of the yield. The matrix Hy, is assumed to be diagonal, for convenience, in order to reduce the number
of parameters to be estimated.

In combination with the relationship z; = InS; we have from (2.1) and (2.2)

1
dxt = (,U — 6t — iafg)dt + O'Sth,

4.4)
d5t = k(O[ — 6t)dt + U(stt,
i.e. we calibrate the model under the P (real world) measure.
From (4.4) the transition equation follows immediately,
T, (n— s02)At 1 =At Tt,_, 1 0| |&,
5t1: kaAt 0 1- kAt 5t7’,—1 0 1 t21
which for simplicity will be written as
Q= Cyy + Qt,l (& 27 + REtl . (46)

Here &;, takes into account the Brownian motions dW; and dZ;. Hence &;, is assumed normal with mean

zero and has a covariance-variance matrix given by

0% At posos At
V,, = . 4.7)
posos At af At

Note that V, does not depend on the state variables {z;, §; }. The matrices H, Z, Q, ¢, d given above are
parametrized by the unknown parameter set ¢ := { k, 1, o, X\, 05, 05, p, {h; }?:1 } We dropped the time
subscript for each matrix because they are time-independent.
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4.1.1 Iterative procedure

The iterative procedure consists of two main parts. Part one is the Kalman filter which is used to update
the system matrices. Part two is estimating the parameter set . The algorithm of the Kalman filter is
given in pseudo code following [30]. Define a;, = E[a;,] and Py, = E[(a;, — ;) (ar, — a,)’]-

while ( number of iterations has not been reached , optimal ¢ has not been found ) do
(Kalman filter)
fori=1: Ndo
(Prediction)
ai, =Qx*a;_, +¢'
P, =Q*P,  +*Q +R*VxR/;
Y, =Zxa, +d;
(Innovations)
Vi, =Yi, Ve
(Updating)
Gy, =Z*P, xZ +H;
a, =y, + P, 2« Gl x vy
P, =P, — P, *Z’*G;l «Z %Py ;
if detGy, < 0 then
detGy,t = 10719;
end if
(Log-likelihood function per iteration)
logl(i) = —(n/2) * n(2 * ) — 0.5 x In(detGy,) — 0.5 % v}, * G;l * Vi,
end for
LogL =%, logl(i);
(Adjustment for ¢ via a Matlab optimization routine ?)
end while

Via an optimalisation routine, the vector ¢ is chosen such that the total sum of the log-likelihood func-
tion is maximized and the innovations minimized. After this is done, the matrices in the measurement
and transition equation are updated and the Kalman filter algorithm will then be repeated. This iterative
procedure is repeated until the optimized ¢ is found. With this optimized set of parameters the matrices
will be updated once more and are used for the last time to generate the paths of the non-observable
variables via the Kalman filter. The total sum of the log-likelihood function is calculated as follows

1 1 1
InL(Y; ) = —nln27 — o > |Gy, | - 5 > v, G, (4.8)
t t

where Y;, is the information vector at time ¢; and it is assumed that Y;, conditional on Y;, , has a normal
distribution with mean E[Y,|Y;,_,] and covariance matrix Gy,.

4.2 Numerical results for the Ornstein-Uhlenbeck process

We use weekly observations (on every friday to account for possible weekend effects) of light crude oil
data from 01-02-2002 until 25-01-2008 (313 observations). At each observation, seven monthly futures

1* denotes the multiplication symbol.
2The Matlab optimization routine is fmincon.
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contracts F;(71),...,F¢(77) are observed, where 71 denotes contract 1 and so on. Each diagonal element of
the error matrix H corresponds to each maturity, i.e. h; corresponds to F;(71), he corresponds to F;(72)
and so on. The used market data is such that the time to maturities 7; are constant for each forward
contract j and for each observation data, i.e. for each observation date of contract j there exists a future
price with maturity 7;. Furthermore we assume deterministic interest rates, i.e. for each observation, 7

contracts are observed, meaning 7 different interest rates. r; is the interest rate committed to F,(7) etc.

4.2.1 Setting up the calibration

In order to start the iterative process, some difficulties have to be tackled first. Namely, the initial choice

of the parameter set ¢ and the non-observable variables at time zero, i.e. 9 and 6.
We start with ¢ = {0.3, 0.2,0.06,0.01,0.4,0.4,0.8, {Var[lnFt(Tj)]Q}jzl } The first seven parameters are

chosen arbitrary. However, for the diagonal elements {5 };‘:1 of the error variance matrix H we choose
the squares of the measurement variance. Therefore we expect the error to be small in comparison to
the variance of the measurements. For the non-observable parameters (cf. [8]), the nearest future price
is retained as the spot price Sy and

5£?arket(7_l, ) = T T2 In(F, (1)) — In(Fy, (7—2)). (4.9)

T1 — T2 T1 — T2

and we use 6y = STkt (1 7).

Implementation issues: There are a few important implementation details worth mentioning. The
log-likelihood function estimates the optimal parameter set. For that, it has control of a parameter set
bound. We use the following bounds

[ I og o k o5 p A hl h2 h3 h4 h5 h6 h7];
lowerbound=[ -10 0.001 -10 0.001 0.001 -1 -10 -1 -1 -1 -1 -1 -1 -17];
upperbound=[ 10 10 10 10 10 1 10 1 1 1 1 1 1 17;

Omitting these bounds, the iterative procedure may break down. In case of matrix H, which consists of
the variances of the error terms, can become negative. But being negative, this can cause problems in
the KF. In the KF algorithm G; can become singular and so impossible to inverse. So we square each
element of H before calculating G; and hence they effectively enter G, as the variance. This is why
{h; }?:1 in Table 4.1 and in Table 4.2 are in absolute value.

4.2.2 Results

The parameter set is estimated for different initial sets and given in Table 4.1. To test the robustness of
the calibration, we first choose randomly an initial parameter set. This gaves us the optimized set and
subsequently we used this optimized set as our initial set. Within a few interation steps the parameters
converges to the same values.

Remark: In the following sections we use the third column of Table 4.1 to be the initial parameter set.
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Parameters Ini parset || Opti parset Ini parset | Opti parset Ini parset || Opti parset
k 0.3 1.4221 (0.0372) || 0.3 1.4221 (0.0380) || 2 1.4221 (0.0382)
] 0.2 0.3733 (0.1471) || 0.2 0.3733 (0.1376) || 0.2 0.3733 (0.1382)
o 0.06 0.0699 (0.1128) || 0.2 0.0699 (0.1025) || 0.06 0.0699 (0.1082)
A 0.01 -0.0183(0.1602) || 0.1 -0.0183(0.1459) || 0.01 -0.0183(0.1543)
os 0.4 0.3630 (0.0137) || 0.4 0.3630 (0.0139) || 0.5 0.3630 (0.0153)
o5 0.4 0.4028 (0.0165) || 0.4 0.4028 (0.0172) || 0.4 0.4028 (0.0181)
p 0.8 0.8378 (0.0162) || 0.5 0.8378 (0.0164) || 0.5 0.8378 (0.0177)
|ha] 0.0246 0.0188 (0.0008) || 0.0246 0.0188 (0.0007) || 0.01 0.0188 (0.0007)
|hal 0.0268 0.0072 (0.0003) || 0.0268 0.0072 (0.0003) || 0.01 0.0072 (0.0003)
|hs] 0.0291 0.0022 (0.0001) || 0.0291 0.0022 (0.0001) || 0.01 0.0022 (0.0001)
|hal 0.0313 0.0000 (0.0001) || 0.0313 0.0000 (0.0001) || 0.01 0.0000 (0.0001)
| | 0.0336 0.0006 (0.0000) || 0.0336 0.0006 (0.0000) || 0.01 0.0006 (0.0000)
|he] 0.0357 0.0000 (0.0001) || 0.0357 0.0000 (0.0001) || 0.01 0.0000 (0.0001)
|hr] 0.0377 0.0014 (0.0001) || 0.0377 0.0014 (0.0001) || 0.01 0.0014 (0.0001)
Log-Likelihood 8744.6479 8744.6479 8744.6479

Table 4.1: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.

With the optimized parameter set given in Table 4.1 we plot, in Figure 4.1, the calibrated future prices

versus the one-month maturity of the log of the future prices, i.e. In(F;, (71)). The calibrated future prices

seems to fit the market future prices succesfully. The same results holds for all seven futures contracts.

Nowadays traders determine the market convenience yield via the future prices like in (4.9). In Figure

4.6
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Figure 4.1: Comparison between the calibrated
future prices and market future prices for con-
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Figure 4.2: Comparison between filtered 4,
and market convenience yield, 5{?“1‘“(71, 7).

4.2 , the estimated convenience yield is plotted versus the market convenience yield. In Figure 4.2 we see

that the calibrated convenience yield does not follow the path of the market convenience yield. This can

have several reasons. First of all, we compared it to our calculated convenience yield (4.9) but there are

more factors included in the market future prices than the interest rates, spot prices and convenience

yield. In fact, the market convenience yield actually consists of numerous terms, e.g. storage costs,

security costs, transport costs etc. So the comparison is expected to be not succesfully as we do not

compare the pure convenience yield but, what is called, the total cost of carry.
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For each futures contract we plot the innovation (e; in equation (4.3)), i.e. v;;, =y, —y, . We assumed
the measurement errors to be normal with mean zero and variance H. Considering the figures, this as-
sumption is acceptable because the mean of the innovations is almost zero for all seven futures contracts.

Note that there are some large error ‘spikes’. This can be caused by data errors.

0.15 0.15
0.1 0.1
0.05 0.05
0 0
E 0.05 E_D‘DS
0.1 0.1
0.15 0.15
-02F 0.2
70'250 5‘0 11‘10 1;0 260 Z;D 30‘0 350 70250 S‘U 1C‘VU 1;0 ZO‘U 2&0 3(‘)0 350
Number of observations Number of observations
Figure 4.3: Innovation corresponding to F; (7). Figure 4.4: Innovation corresponding to F;(72).
Mean = -8.1734e-004, Variance = 0.0022. Mean = 8.6078e-004, Variance = 0.0019.
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0.1 01
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0
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E 0.05 u%
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02 0.15
025 5‘0 1(‘:0 I;D 260 2;0 30‘0 350 - 20 5‘0 IC‘ID I;D 20‘0 2;0 360 350
Number of observations Number of observations
Figure 4.5: Innovation corresponding to F;(73). Figure 4.6: Innovation corresponding to F;(74).

Mean = 6.4612e-004, Variance = 0.0017. Mean = -1.0181e-004, Variance = 0.0015.
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Figure 4.7: Innovation corresponding to F;(7s). Figure 4.8: Innovation corresponding to F; (7).
Mean = -5.5711e-004, Variance = 0.0014. Mean = -3.4456e-004, Variance = 0.0013.
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Figure 4.9: Innovation corresponding to F;(77). Mean = 6.1501e-004, Variance = 0.0012.

4.2.3 Results for a different number of contracts

In this section we test the method for different number of contracts. We see in Table 4.2 that the standard
error increases if only two contracts are used. This is expected because the Kalman filter now has to
estimate two unobservable values using only two data sets.
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Contracts Fi(11),....Fi(m7) || Fe(m1), Fe(73), Fe(75), Fe(m7) || Fe(m1), Fe(mr)
k 1.4221 (0.0372) || 1.4591 (0.0602) 1.7628 (0.4897)
i 0.3733 (0.1471) || 0.3654 (0.1354) 0.8134 (0.5488)
! 0.0699 (0.1128) || 0.0653 (0.1004) 0.5169 (0.5381)
A -0.0183(0.1602) || -0.0331(0.1475) 1.8517 (2.2353)
os 0.3630 (0.0137) || 0.3610 (0.0139) 0.3501 (0.0153)
o5 0.4028 (0.0165) || 0.3995 (0.0183) 0.4108 (0.0705)
p 0.8378 (0.0162) || 0.8418 (0.0174) 0.8172 (0.0234)
|7 0.0188 (0.0008) || 0.0161 (0.0007) 0.0188 (0.0012)
|hal 0.0072 (0.0003) || 0.0000 (0.0003) 0.0081 (0.0031)
|hs| 0.0022 (0.0001) || 0.0021 (0.0001)
[Pyl 0.0000 (0.0001) || 0.0010 (0.0012)
|5 | 0.0006 (0.0000)
|h| 0.0000 (0.0001)
|h7| 0.0014 (0.0001)
Log-Likelihood || 8744.6479 4001.8997 1440.5857

Table 4.2: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard

errors in parentheses.

4.2.4 Parameter explanation

If we look at Table 4.1, we see no unrealistic parameter values. The correlation between the two state
variables is 0.8378. To find graphical evidence for this positive number we made a scatterplot of the
increments of both the state-variables, i.e. Az, = x4,

variable delta

Increments of the state
' '

— xy,_, versus Ady, := 0, — Ot

TS0z 025 -02

-0.15

B -0.0!
Increments of the state variable x

0.05

i—1"

Figure 4.10: Scatterplot of (Axy,, Ady,) for 313 observations.

Since the pattern of dots slopes from lower left to upper right, it suggests a positive correlation between

the variables being studied.

4.2.5 Kalman forecasting

We test a Kalman forecasting method on half of the observations. The first half, from observation i=1
until i=156 we perform the KF algorithm with the optimized parameter set given in the third column of
Table 4.1. From i=157 until i=313 we forecast the state variable J, and the future prices by the following
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recursive equations, keeping the optimized parameter set fixed,

a;, = Qay +gc
Pt,; = QPt, Q/ + RVtiR/7
Y, = Za; +D. (4.10)

Forecasting for the state variable §; is not a succes. This can be explained by the sudden drop at 160.

46

a4

— Forecast convenience yield
—— Market convenience yield

| ‘ ﬂ \“
W

W /Al ”‘”

H \‘whv‘\ AM il

Logarithm of the future prices
&
°

Convenience yield

l
M\‘" v w MM‘

70.2 M ‘\

w\ ‘M‘ \‘l \Au

L \ ”v M
o \“

15¢ 350 ~08 . . . . . .
Number of observations (] 50 100 150 200 250 300 350
Number of observations

Figure 4.11: Forecast over half a sample of the

log of the future prices (F1-E7). Figure 4.12: Forecast for CY over half a sample.

The Kalman forecasting can not absorb this sudden drop in the convenience yield. For that, it follows
the previous estimations. However, as noted earlier, the mean-reverting term is equal to 0.0699, which
is approximately equal to the forecasting. Also for the future prices, the sudden drop at 250 can not
be absorbed by this forecasting method. This is a real disadvantage of this method. A way to get
the method to absorb these drops, jumps can be inserted in the stochastic processes of both the state
variables. The smoothness of the Kalman forecasting is due to the fact that the parameters and so the
system matrices are not updated anymore. In other words, there is no more stochasticity in the prices.
The estimate is based on historical data only. The trend is based on this data and will fit in some optimal

sense.

4.3 The extended Kalman filter

The extended Kalman filter (EKF) is an extension of the standard KF. The basic iterative procedure is
the same but the main difference between the two is that the latter is limited to linear measurement and
transition equations. For the EKF this is not a requisite. Since the OU process is linear in the log of
the state variable S;, see (4.2), applying the EKF to this process does not make much sense. However,
we explain in detail how the EKF works and we will apply it to the OU process in which the measure-
ment equation is nonlinear, i.e. we do not use the log transformation. Furthermore we investigate its

consistency to the standard KF (i.e. if it converges to the same parameters) and stability of the method.

4.3.1 General setup of the extended Kalman filter

In the EKF the transition and measurement equations consist of nonlinear functions that depend on the
state variables. The transition equation is given by

ay, = Qay,_,) + R(ay, )&, (4.11)
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where a4, is the state vector at time ¢;, Q(ay, ,) and R(ay,_,) are nonlinear differentiable functions
depending on the state vector and measured at time ¢;_; and &, is the transition error. Again, this error

is assumed to be normal with mean zero and covariance matrix V;,. The measurement equation is given

by
Yti = Z(atl) + €ty (4:12)

where Y, is the informational vector (in this case, consisting of the future prices), Z(c, ) is a nonlinear
function depending on the state vector measured at time ¢; and €;, the measurement error. Again, this
error is assumed to be normal with mean zero and covariance matrix H;,. Since we assumed that the
nonlinear functions, Q(«;, ,)and R(ey, ,), are differentiable, we can linearize them by computing their
Jacobian matrices,

0Z(a,)

Z = - o =
60% ’ Q 6(1151’71

8Q(ati71)’ R ~R. (4.13)

By using these Jacobians, the linearized state-space model is then given by

ati ~ Qati71 + ﬁétw
) (4.14)
Yti ~ Zati + €t -

In other words, the EKF implicitly introduces an extra approximation error in the filtering procedure.

4.3.2 Iterative procedure

The iterative procedure consists of two main parts. Part one is the extended Kalman filter which is
used to update the system matrices. Part two is estimating the parameter set . The algorithm of the
extended Kalman filter is given in pseudo code.

while ( number of iterations has not been reached , optimal ¢ has not been found ) do
(Kalman filter)
fori=1:Ndo
(Prediction)
ay, =Qxay,_, +¢
f’ti =QxP;, , *Q +R* VxR
yti =Zxay, +d;
(Innovations)
Vi, =Yy, — Vi
(Updating)
G, =Z+P, xZ +H;
a, =ay, + P, 2 G, xvy;
P, :f’ti 7f’ti *Z/*G;1 *Z*f’ti;
if detG;, < 0 then
detGy,t = 10719;
end if
(Log-likelihood function per iteration)
logl(i) = —(n/2) * In(2 * ) — 0.5 * In(detGy,) — 0.5 x v}, * Gt_i1 * Vi
(Update system matrices)
end for
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LogL = %" logl(i);
(Adjustment for ¢ via a Matlab optimization routine )
end while

The same implementation issues as discussed (in Section 4.2.8) still holds. The EKF works the same
as the standard KF described in Section 4.1. However, since the system matrices depend on the state
variables, they have to be updated in every timestep 1.

4.3.3 Setup of the extended Kalman filter applied to the OU process

The same data is used as for the calibration of the standard KF. The closed form solution of the future
prices is given by (4.1). The system matrices are not time-dependent so we drop the time subscript.

From (2.1) and (2.2) the transition equation in discrete time is given by

St
|:6 ] = Q(Sti—l ’ 5t1,—1) + R(Sti—l ’ 5t7‘,—1)£ti’ (415)
t;
where
St,
. is the (2 x 1) state vector consisting of the spot price, S; and the CY §;,
Ot

Sy, (1 + pAt — &, At)

Q(S:,_,,0t,_,)isa (2 x 1) vector: Q =

7

kaAt + 6, (1 — kAt)

[Si, ., 0
® R(S, ,,0:,_,)isa (2 x 2) matrix: R = ,
0 1

oLAt  pogosAt

Visa (2 x 2) matrix: V =
pososAt UgAt

The measurement equation is defined by
Y, =Z(S,,,0,) + €, (4.16)
where
* Y;, =F;, (1), see Section 4.1,

® Z(S;,,01,)is a (n x 1) matrix. For j = 1:n, Z = [S, x exp(—A(7;)é;, + B(7;))], where A(7;) and
B(7;) are given by (4.1),

* ¢;, isan x 1 vector of uncorrelated disturbances, see Section 4.1.

The Jacobians of the matrices Q and Z are given by

. 1+ /LAt - 5ti At _Sti At R
0= . Z= [e(—A(rj)éf,i,ﬁB(r_])) 7Sti_1A(Tj)e(—A(T7‘)5ti,1+B("'j)) 4.17)
0 (1 — kAY)
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4.3.4 Setting up the calibration

The extended Kalman filter is not an optimal filter. In addition, if the initial estimate of the state is
wrong or if the process is modeled incorrectly, the filter may quickly diverge, owing to its lineariza-
tion. The choice of the initial parameter set should therefore be done carefully. The initial choice of
the non-observable variables at time zero, i.e. zy and ¢y remains the same. For the initial parame-

ter set we start with the optimized set which we have found for the standard Kalman filter, that is,
p = {1.4227 0.3733,0.0699, —0.0183, 0.3630, 0.4028, 0.8378, 1o {Var[(lnFt(Tj))]}j._l}. Note that we ex-

pect the error to be small in comparison to the variance of the measurements, since we do not consider
the logarithm of the futures but the future prices itself, the variance of the measurements is large. There-
fore we divide the variances for each contract by 1000.

4.3.5 Results

As noted in Section 4.2.2 we start with an initial parameter set and to test the robustness we differ this

set. Results are given in Table 4.3.

Parameters Ini parset || Opti parset Ini parset || Opti parset Ini parset || Opti parset

k 1.4221 1.6159 (0.0423) || 1.6 1.6159 (0.0402) || 1.3 1.6159 (0.0377)
I 0.3733 0.4144 (0.0871) || 0.2 0.4156 (0.1273) || 0.4 0.4156 (0.1498)
a 0.0699 0.1076 (0.0099) || 0.1 0.1087 (0.0964) || 0.1 0.1087 (0.1121)
A -0.0183 0.0589 (0.0198) || -0.0183 0.0607 (0.1561) || 0.1 0.0607 (0.11811)
os 0.3630 0.4530 (0.0200) || 0.4 0.4530 (0.0200) || 0.4 0.4530 (0.0188)
o5 0.4028 0.3641 (0.0137) || 0.4 0.3641 (0.0148) || 0.4 0.3641 (0.0148)
p 0.8378 0.8198 (0.0183) || 0.8 0.8198 (0.0164) || 0.3 0.8198 (0.0190)
|7 0.3647 0.6116 (0.0242) || 0.0246 0.6116 (0.0227) || 0.3 0.6116 (0.0234)
|ha 0.3773 0.1671 (0.0063) || 0.0268 0.1671 (0.0066) || 0.3 0.1671 (0.0069)
|hs3] 0.3886 0.0000 (0.0104) || 0.0291 0.0000 (0.0106) || 0.3 0.0000 (0.0104)
|hal 0.3986 0.0347 (0.0013) || 0.0313 0.0347 (0.0014) || 0.3 0.0347 (0.0013)
|hs] 0.4078 0.0000 (0.0029) || 0.0336 0.0000 (0.0028) || 0.3 0.0000 (0.0027)
|he | 0.4159 0.0707 (0.0025) || 0.0357 0.0707 (0.0026) || 0.3 0.0707 (0.0028)
|h7] 0.4229 0.1629 (0.0069) || 0.0377 0.1629 (0.0061) || 0.3 0.1629 (0.0061)
Log-Likelihood 365.6806 365.6806 365.6806

Table 4.3: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.
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Using the optimized parameter set in Table 4.3 we plot, in Figure 4.13, the calibrated future prices versus
the one-month maturity of the future prices, i.e. F;, (). The same results hold for all seven futures
contracts. For each futures contract we plot the innovation. From Figures 4.15-4.21 we can see that

1
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—— Market convenience yield
— Calibrated prices 0l i
90l | __ Market prices i 8 F
I
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o
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Figure 4.13: Comparison between the cali- Figure 4.14: Comparison between the cali-
brated future prices and market future prices brated d;, and the market convenience yield,
for contract 7. gmarket (1) 7).

the mean of the innovations differs more from zero than the mean of the innovations shown in Figures
4.3-4.9. This is due to the fact that we used the extended Kalman filter. However, the results are still
acceptable.

5 T T T T T 5

Error
Error

L L L L L L L L L L L L
[ 50 100 150 200 250 300 350 [ 50 100 150 200 250 300 350
Number of observations Number of observations

Figure 4.15: Innovation corresponding to Figure 4.16: Innovation corresponding to
F;(71). Mean = -0.3819, Variance = 5.2406. F;(72). Mean = -0.1894, Variance = 4.5616.
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Error
Error
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Figure 4.17: Innovation corresponding to Figure 4.18: Innovation corresponding to
F;(73). Mean =-0.1187, Variance = 4.1149. F;(74). Mean = -0.1040, Variance = 3.7877.
Figure 4.19: Innovation corresponding to Figure 4.20: Innovation corresponding to
F;(75). Mean = -0.1015, Variance = 3.5212. F;(76). Mean = -0.0941, Variance = 3.3058.

) 50 100 150 200 250 300 350
Number of observations

Figure 4.21: Innovation corresponding to F,(77). Mean = -0.0771, Variance = 3.1398.

There are some slight differences in the optimized parameter set. This may be caused by the linearization
of the system matrices. The optimized parameters do not differ much from the parameters found for the
standard KF. However, as we can see in Table 4.3, the method is stable with respect to different initial
values of the parameters.
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4.3.6 Results for different number of contracts

As in Section 4.2.3 we see that the standard error increases as soon as two contracts are observed.

The standard errors for two contracts are not as high as those in Table 4.2. This can be explained by

Contracts Ft(Tl),...,Ft(T7) Ft(Tl)7Ft(Tg),Ft(T5),Ft(T7) Ft(Tl),Ft(T7)

k 1.6159 (0.0423) 1.5799 (0.0655) 1.4987 (0.5099)
" 0.4144 (0.0871) || 0.3979 (0.1461) 0.1322 (0.1468)
a 0.1076 (0.0099) || 0.0949 (0.1022) -0.1621 (0.1034)
A 0.0589 (0.0198) || 0.0346 (0.1614) -0.9509 (0.2272)
os 0.4530 (0.0200) || 0.3965 (0.0214) 0.3409 (0.0597)
os 0.3641 (0.0137) || 0.3559 (0.0143) 0.3327 (0.0152)
P 0.8198 (0.0183) | 0.8359 (0.0176) 0.7908 (0.0259)
I 0.6116 (0.0242) || 0.0161 (0.0007) 0.3623 (0.0419)
|ha 0.1671 (0.0063) || 0.0000 (0.0003) 0.0000 (0.0620)
|hs] 0.0000 (0.0104) | 0.0021 (0.0001)

|hal 0.0347 (0.0013) || 0.0010 (0.0012)

I 0.0000 (0.0029)

|hg| 0.0707 (0.0025)

|hr| 0.1629 (0.0069)

Log-Likelihood | 365.6805 -737.1525 1440.5857

Table 4.4:

Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.

the initial parameter set. For the EKF this set is almost equal to the optimized set. The initial set for the

KEF is chosen arbitrary and differs more from the optimized set. This may cause some bigger standard

errors for the parameters. Since the prediction errors are quite big, one may have doubts by considering

the diagonal elements of the error covariance matrix H to be bounded in an interval [-1,1]. In order to

let the optimalization routine search for the diagonal elements {; }?:1 from a bigger range we took the

bounds as follows:

[ I os « k os P hl h2 h3 h4 hb h6  h7];
lowerbound=[ -10 0.001 -10 0.001 0.001 -1 -10 -100 -100 -100 -100 -100 -100 -1007;
upperbound=[ 10 10 10 10 10 1 10 100 100 100 100 100 100 1001;

The result are presented in Table 4.5.

As we can see, increasing the lower and upper bounds for the diagonal elements of the covariance
matrix H does not have any influence on the optimized parameter set.
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Parameters Ini parset || Opti parset

k 1.4221 1.6159 (0.0386)
I 0.3733 0.4144 (0.1405)
o 0.0699 0.1076 (0.1088)
A -0.0183 0.0589 (0.1746)
o 0.3630 0.4530 (0.0198)
o5 0.4028 0.3641 (0.0155)
p 0.8378 0.8198 (0.0184)
|h1] 36.4707 0.6116 (0.0200)
|ha| 37.7297 0.1671 (0.0060)
|hs| 38.8572 0.0000 (0.0100)
|ha 39.8636 0.0347 (0.0014)
|75 40.7809 0.0000 (0.0027)
|hel 41.5923 0.0707 (0.0026)
|7 42.2907 0.1629 (0.0061)
Log-Likelihood 365.6806

Table 4.5: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.

4.3.7 Parameter explanation

The correlation between the two state variables is 0.8198. To find graphical evidence for this positive
correlation we made a scatterplot of the increments of both the state-variables, i.e. AS;, := S, — S, _,
versus Ady, 1= 6y, — 0, _,-

variable delta

Increments of the state
L !

0.3 -0.25 -0.2 -0.15 -0.1 -0.05 0 0.05 0.1 0.15
Increments of the state variable x

Figure 4.22: Scatterplot of (AS;,, Ad;,) for 313 observations.

Since the pattern of dots slopes from lower left to upper right, it suggests a positive correlation between
the variables being studied, which is exactly what we expected.
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4.3.8 Kalman forecasting

We test a Kalman forecasting method on half of the observations. On the first half, from observation i=1
until i=156 we perform the EKF algorithm with the optimized parameter set given in the third column
of Table 4.1. From i=157 until i=313 we forecast the state variable and J; and the future prices by the
following recursive equations

a;, = Ty,
Pti = QPtI Q/ + RVtili/7
Y., = Z. (4.18)

Note that after each recursion the system matrices Q, R and Z are updated with the state variables.
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Figure 4.23: Forecast over half a sample of the

log of the future prices, Fy(1 )., (77). Figure 4.24: Forecast for CY over half a sample.

As can be seen in Figures 4.23 and 4.24, the forecast from the EKF is equal to the forecasts depicted in
Figures 4.11 and 4.12.

4.4 Conclusion

In this chapter we apply both the Kalman filter and the extended Kalman filter on the OU process for
the convenience yield and a GBM for the spot price. The reason why the Kalman filter is chosen to
be the iterative procedure is due to unobservability of the state variables S; and ¢;. The Kalman filter
links these latent variables to the observed variables, in this case the furture prices. As noticed earlier,
the affine form of the closed form solution of the future prices gives us immediately the measurement
equation (4.3). Also the linearity of this closed form solution in the state variable S; is an important
requirement in order to have an optimal result of the Kalman filter. The covariance-variance matrix
given in (4.7) does not depend on the state variables and because of that, we did not need to adjust the
Kalman filter algorithm.

Although the convenience yield and spot price are unobservable we need an initial choice of these
variables to start the iterative procedure. We assumed the S, = F(0,T") and the Jj is calculated via
(4.9). By doing this, there is an error involved. However, we tested the Kalman filter by setting ag =
[10, —10], a totally inadequate initial value for both the log of the spot price and the convenience yield.
The log-likelihood remained the same, as well as the parameters given in Table 4.1. The only difference
is that the value of the log-likelihood function jumped in the beginning. This can be explained by these
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incorrect initial values.

The results presented in Table 4.1 show the stability of the procedure (different initial values of the
parameter set converges to the same optimized parameter set with the same value of the log-likelihood
function). Alhough there are no unrealistic values of these parameters, one can not tell if they are
acceptable as they are parameters of unobservable processes. However, looking at Figure 4.1, we see
that the calibrated future prices fit the market future prices succesfully. In Figure 4.2 and 4.14, as noted
before, we see that the calibrated convenience yield is not following the path of the market convenience
yield. This can have several reasons. First of all, we compared it to our calculated convenience yield
(4.9) but there are more factors included in the market future prices than the interest rates, spot prices
and convenience yield. In fact, the market convenience yield actually consists of numerous terms, e.g.
storage costs, security costs, transport costs etc. So the comparison is expected to be not succesfully as
we do not compare the pure convenience yield but, what is called, the total cost of carry.

As from Section 4.4 we tested the extend Kalman filter for the OU process. Since the future prices are
linear in the state variable S;, we can expect larger errors than in the previous sections. This is caused by
the linearization of the system matrices. The EKF implicitly introduces an extra approximation error in
the filtering procedure. However, as we can see from the results (Table 4.3 and Figure 4.13) the method is
stable and we are still able to fit the calibrated future prices to the market future prices very succesfully.



Chapter 5

The Kalman filter model for the
Cox-Ingersoll-Ross process

In this chapter the KF model for the CIR process is discussed. An essential requirement for the KF to give
an optimal result is the Gaussian assumption. Since the CIR process is non-Gaussian we expect quasi-
optimal results. Together with the nonnegativity constraint, applying the KF may give some problems

as we shall see.

5.1 Setup of the Kalman filter applied to the CIR process

In state variable terms, (3.8) can be written in
In Fy(7) = ¢ + A(7) — B(7)d%, (5.1

with z; = log S; and where A(7) and B(r) are given by (3.12) and (3.11). Again, the vector o, contains
the state variables we want to estimate. From (3.1) and (3.6) the transition equation immediately follows

z, | [ pAt L —(1+10%)At Toa | 10 &
8., | | kaAt 0 1— kAt Y 0 1 & |
which for simplicity will be again written as
O, = Cg,; + Qtiatifl + Rét“ 1= 17 ..N. (52)

Again &, has expectation zero and its covariance matrix Vy, is given by

V, = E[(xb - E[l‘ti])2|xti—l] E[(Itz - E[xtf])(atz - E[éti])‘xti—l ) 6@:71}
b E[(zt, — Elz,])(6t, — E[de, )2t 5 01, ] E[(d¢; — E[0:,])?[0¢, ]
— |: Var[xtikyti—l} \/V&r[$ti|$ti—1]\/var[5ti‘5&‘—1] :|
\/VEir[xti ‘xti—l] \/VEir[éti |5ti—1] Var[éti ‘5%‘—1]

_ l: U}%At(sthl pPOSV At\/6t171 \/V6r[(5t1‘5ti71] :|

pPOSV At\/étif1 \/Var[(sti |5t171] Var[(sti |6ti—1] ’

where
(72 U2
Var[(;ti |6t1,71} = Oé(i)(l - eikAt)Z + 5t7:71 (f)(eikAt - 6721&’At). (53)
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The difference between V,, for the OU process and the CIR process is that in the latter the V,, depends
on the state variable d;, ,. This error matrix should be updated every timestep. In the following section
the pseudo code for the iterative procedure is given.

5.1.1 [Iterative procedure

The iterative procedure consists of two parts. Part one is the Kalman filter which is used to update the
system matrices. Part two is estimating the parameter set ¢. The algorithm of the Kalman filter is given
in pseudo code. The CIR model does not allow negative convenience yields. Therefore we also have to
extend the Kalman filter in order to exclude negative convenience yields. For this, we simply replace any
negative element of the estimate d;, by zero. The reason why this is done is just a matter of convenience
and it is rather difficult to impose the positivity constraint in the estimation procedure. However, this
solution will turn out to have several consequences as we shall see.

while ( number of iterations has not been reached , optimal ¢ has not been found ) do
(Kalman filter)
fori=1:Ndo
(Prediction)
a;, =Qxay_, +¢
P, =QxP;,  +Q +R*xVxR/
yti =Zxa;, +d;
(Innovations)
Vi, =Yy, — Vi
(Updating)
G, =Z+P, xZ +H;
a;, =a, +P, «Z' Gl kv,
P, =P, — P, >1<Z’>»<G,;1 «Z %P, ;
if detG;, < 0 then
detGy,t = 10~19;
end if
(Log-likelihood function per iteration)
logl(i) = —(n/2) * In(2 * ) — 0.5 * In(detGy,) — 0.5 * v}, * Gt_i1 * Vi,
LogL =", logl(i);
if a;,(2)<0 then
a,(2)=0; (a;, (2) corresponds to d,)
end if
(update matrix Vy,)
end for
(Adjustment for ¢ via a Matlab optimization routine)
end while

The same procedure to optimize the parameter set ¢ holds and is explained in Section 4.1. The pseudo
code given above differs from the standard KF as discussed in Section 4.6 in two parts: A negativity
constraint for the convenience yield is added and the matrix V;, is updated in each step because it
depends on the state variable d,, ,.
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5.2 Numerical results for the Cox-Ingersoll-Ross process

5.2.1 Choosing the right start value for the convenience yield

We use the same data as in Chapter 4. The initial value of 67 = —0.1063. Such a start value, how-
ever, is not allowed in the CIR framework. Therefore we try three approaches to tackle the problem of
choosing the correct starting value for the convenience yield.

Case one. We set the starting value for 57t equal to zero. This implies that V;, contains zero ele-

0 0
: (5.4)
0 0.7784¢=°

ments, i.e.

Vti ==

These initial values are used in every iteration. We choose the initial parameter set equal to the optimized
parameter set given in Table 4.1. The diagonal elements {h; };L:l are initially set equal to the variance
of the data. The standard errors are extremely high. Since V;, depends strongly on the parameters &,
os and og we can expect that the optimalization routine can not optimize the parameters because Vy,
is almost zero for every 05,05 and k. As a consequence the parameters o5, A and k are retained on the

upper bound 10. This is certainly not an optimal result.

Parameters Ini parset || Opti parset

k 1.4221 10.0000 (48.4424)
u 0.3733 0.8616 (3.9825)

a 0.0699 1.1192 (3.1169)

A -0.0183 10.0000 (82.4541)
os 0.3630 0.4219 (9.7882)
os 0.4028 10.0000 (7.8778)
p 0.8378 0.2196 (3.3102)
|71 | 0.0246 0.0609 (0.0217)
|ha 0.0268 0.0382 (0.0108)
|hs] 0.0291 0.0231 (0.0013)
|hal 0.0313 0.0109 (0.0031)
|hs] 0.0336 0.0000 (0.0015)
|he| 0.0357 0.0096 (0.0016)
|h7] 0.0377 0.0181 (0.0031)
Log-Likelihood 5104.3040

Table 5.1: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.
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Figure 5.1: Comparison between the calibrated
future prices and market future prices for con-
tract 7.

Figure 5.2: Comparison between the calibrated
0; and the market implied convenience yield.

We can see from Figure 5.1 that the estimated future prices are quite satisfactory. However, if we look at
Figure 5.2 we see that the calibrated convenience yield differs significantly from the market convenience
yield. This can be easily explained by the fact that the convenience yield volatility stays at 0s = 10 during
the filtering.

Case two. As an alternative approach, we can shift §7@"*¢t by a constant. Table 5.2 shows the calibrated
parameters. For this calibration we set 67t = (.3. As we can see, the three parameters are now opti-

mized.

Parameters Ini parset || Opti parset

k 1.4221 1.6608 (0.0455)
o 0.3733 0.3254 (0.1325)
a 0.0699 0.0730 (0.0841)
A -0.0183 -0.0754(0.1405)
os 0.3630 0.6574 (0.0255)
o5 0.4028 0.7250 (0.0293)
P 0.8378 0.8352 (0.0166)
|hi ] 0.0246 0.0609 (0.0217)
|hal 0.0268 0.0382 (0.0108)
|hs] 0.0291 0.0231 (0.0013)
|hal 0.0313 0.0109 (0.0031)
|hs | 0.0336 0.0000 (0.0015)
|he| 0.0357 0.0096 (0.0016)
|h7] 0.0377 0.0181 (0.0031)
Log-Likelihood 8742.6128

Table 5.2: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.
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Figure 5.3: Comparison between the calibrated Figure 5.4: Comparison between the cali-
future prices and market future prices for con- ~ brated ¢;, and the market convenience yield,
tract T1. 5glarket(7_17,7_2)'

From Figure 5.4 it is clear that the KF can not generate the convenience yield because of the nonnegativ-
ity constraint. This constraint implies that the CY equals zero for a long period of time. Note, however,
that the future prices (of contract ;) are filtered very well. The fact that ¢,, = 0 for extensive periods
makes this appoach basically useless.

Case three. Finally, one can also shift the data in time such that 53¢t > 0. We shift the data 14 weeks
ahead (see Figure 5.2). Results are given in Table 5.3. We will test its robustness by changing the initial
parameter set. If we compare the optimized parameter set of Table 5.2 with that of Table 5.3 we do

Parameters Ini parset || Opti parset Ini parset | Opti parset Ini parset || Opti parset

k 1.4221 1.6118 (0.0389) || 2 1.6118 (0.0485) || 1.4 1.6118 (0.0285)
1 0.3733 0.2932 (0.1442) || 0.5 0.2932 (0.1321) || 0.2 0.2932 (0.1221)
o) 0.0699 0.0590 (0.0973) || 0.1 0.0590 (0.0843) || 0.1 0.0590 (0.0880)
A -0.15 -0.1029(0.1571) || -0.1 -0.1029(0.1360) || 0.2 -0.1029(0.1369)
os 0.3630 0.5864 (0.0247) || 0.3 0.5864 (0.0249) || 0.5 0.5864 (0.0239)
os 0.4028 0.6598 (0.0274) || 0.3 0.6598 (0.0249) || 0.3 0.6598 (0.0262)
p 0.8378 0.8357 (0.1442) || 0.4 0.8357 (0.0179) || 0.6 0.8357 (0.0190)
|h1] 0.0246 0.0189 (0.0008) || 0.0246 0.0189 (0.0008) || 0.1 0.0189 (0.0008)
|hal 0.0268 0.0073 (0.0003) || 0.0268 0.0073 (0.0003) || 0.1 0.0073 (0.0003)
|hs] 0.0291 0.0022 (0.0001) || 0.0291 0.0022 (0.0001) || 0.1 0.0022 (0.0001)
|hal 0.0313 0.0000 (0.0001) || 0.0313 0.0000 (0.0001) || 0.1 0.0000 (0.0001)
|hs | 0.0336 0.0006 (0.0000) || 0.0336 0.0006 (0.0000) || 0.1 0.0006 (0.0000)
|he| 0.0357 0.0000 (0.0001) || 0.0357 0.0000 (0.0001) || 0.1 0.0000 (0.0001)
|h7] 0.0377 0.0015 (0.0001) || 0.0377 0.0015 (0.0001) || 0.1 0.0015 (0.0001)
Log-Likelihood 8341.0028 8341.0028 8341.0028

Table 5.3: Optimized parameter set (Opti parset) for different initial parameter sets (Ini parset). Standard
errors in parentheses.

not see any significant differences in the parameters. This can also be seen when comparing Figures
5.3 and 5.4 with Figures 5.5 and 5.6 respectively (there is hardly any difference). Despite the fact that
the CY equals zero for a large period of time, the Kalman filter is stable. Different initial parameter
sets will converge to the same optimized parameter set (see Table 5.3). But again, the fact that ¢;, = 0
for extensive periods makes this approach useless. If we compare Figure 4.2 and 5.6, we see that both
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processes are not able to fit the market convenience yield very well. As noted earlier, we can conclude
that the market convenience yield is not a pure convenience yield, but can be interpreted as the total
cost of carry. For each futures contract we plot the innovation. Again, since the mean of the innovations
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5.2.2 Parameter explanation

If we look at Table 5.3, we see a correlation factor of 0.8357. This is the correlation between the "true’
state variables (i.e. including the artificial nonnegativity constraint of the convenience yield). Since we
only test if the estimate of the convenience yield is zero and not the update (see pseudo code), we can
measure the correlation of the ‘actual” state variables (i.e. including negative values of the convenience
yield). In Figure 5.14 we see the scatterplot of the increments of the “actual’ state variables and in Figure
5.15 we see the scatterplot between the increments of the ‘true’ state variables presented in Figures 5.5
and 5.6. The dots with correlation zero can be explained by the fact that if the convenience yield is set to
zero the correlation between Ad; and Awx; is therefore zero. The "actual’ correlation is 0.4995.

5.3 Conclusion

We expected, due to the non-Gaussianity of the CIR process, quasi-optimal results for the Kalman filter.
The covariance-variance matrix given in (5.2) depends on the state variable ;. Since d¢; can not be
negative, we simply adjust the Kalman filter by setting ¢;, zero if it is negative. However, if 5y = 0, the
matrix V¢, will be almost zero as well and from Table 5.1 we can see that this will not give an optimal
result. Shifting dp such that it is positive gives an acceptable result. In Figure 5.3 we can see that the
calibrated future prices fit the market future prices succesfully, but the fact that é;, = 0 for extensive
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Figure 5.14: Scatterplot of the actual state vari-
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Figure 5.15: Scatterplot of the true state vari-
ables (Axzy, Ad;) for 299 observations.

periods makes this approach basically useless. The same can be said about case 3, where we shift the
data set such that §7@¢t > (. From Table 5.3 we see that the procedure is stable but the same arguments
hold for the convenience yield. In short, the choice of process for the convenience yield strongly depends
on the data period of the commodity. In the following chapter we price put options on future prices.
Because of the negative results of Chapter 5 we assume the convenience yield to follow an OU process
as given in Chapter 2 and 4.



Chapter 6

Pricing options on futures

In this chapter a closed form solution for a European call option on a futures contract with strike price
K and maturity 7" will be derived via the PDE given in equation (2.32). More generally, when con-
sidering stochastic interest rate, Appendix B gives a detailed description of the derivation of the same
form of the closed form solution via a change of measure etc. Furthermore, with the use of this closed
form solution and the calibrated future prices, put prices are calibrated to the market put prices via the
extended Kalman filter. It turns out that parametrization of the volatility of the spot processes, S; and
d; is a challenging difficulty and we conclude that one needs a matured contract to do so. At the end
of this chapter, both initially assumed stochastic processes for the spot price and convenience yield are

retrieved by starting from the future prices process.

6.1 Deriving the closed form solution of a K-strike European call op-
tion on a futures contract

Consider again the PDE given in (2.32) and assume
V(S,0,t) = V(F,t), (6.1)
calculating all derivatives and inserting these in (2.32) gives
Vi+ {=A'(1) = B'(1)} FVp + {k(a — 0) — Ao} B(T)FVp + {r — 6} FVp + posos F?B(1)Vir
+pososB(T)FVE + %a%FQVFF + %O’%BQ(T)F2VFF —rV =0. (6.2)

Together with the former differential equation presented in (2.36) it holds that

_ _ 1 _ _
Vi+<{r—A(7) + kaB(t) — A\osB(1) + pososB(t) ¢ FVi + 50%(7:, T)F*Vpp —rV =0, (6.3)

=0, cf.(2.36)

with
o%(t,T) = 0% + 03 B*(t,T) + 2pos0sB(t,T). (6.4)

Equation (6.3) is recognized as the Black equation. Suppose now that the payoff is given by a call, i.e.

V(F,T) = max(F — K)*. Then the solution is given by

V(Ft)=e TR A (d)) — e " TVKN (dy), (6.5)
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with
. In(F/K) + 36%(T —t) 0 — In(F/K) — 36%(T —t)
b GrVT —t C T GrVT —t
and
2 1 T,
1 200505 2p0505 9 ag 9 20§ og
= — 1-6)— T- T—t)+ =5 (1—62)— =29(1 - (T -1,
R Bl (1) + 3T —1)+ T -0 - 200 g+ T T )
(6.6)
Alternatively, we can derive the same formula as given in (6.5) by considering (2.12):
VilYr] := e TTVE[Y7|.Z). (6.7)
The value of a European call option at time ¢ is given by
Vil(Sr — K)*] = e TTUE[(Sr - K)*] (68)
Combining (2.19) and (6.8) we obtain
Vil(Sp — K)*] = E[(Sye* — e " TR, (6.9)

Since e* is normally distributed with mean [ and variance 6, we can compute the expectation in (6.9)

explicitly.
1 - .
V(ST — K)T] = exp {ﬂ + 25} Se N (dy) —exp{—r(T —t)} KA (dy), (6.10)
with
— 0+ 52 . _ 0
dlzln(st/K)+T(T t)+p+o , d2:1n(St/K)+~r(T t)—&—u' 611)
g g
The parameters i and 52 are given by (2.20) and (2.27) respectively. Since
1
Vilsr] = Siewp {5+ 30°}. (6.12)
we can rewrite (6.10) in
Vil(Sr — K)T] = Vi[Sr]A (d1) — e 7T KA (dy), (6.13)
and
o WWST/K) 41T =)+ 465 (WISr)/K) + (T~ 1) - 45
1= ~ ) 2 = ~ .
g g

Obviously 52 is given by 6% (T — t). Using definition (2.30) and V' (S, 6,t) = V;[Y7] in (6.13) we arrive at
expression (6.5).

For every observed future option price, we can solve formula (6.5) for 6. This specific value for the
volatility multiplied by /T — ¢ will from this point on be referred to as the real dynamic volatility and
it will be denoted by orp (¢, T)).
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6.2 Calibrating the model to market put prices

Since for the data used in Chapter 4,5 and 6 we do not have corresponding put prices, we use 3 futures
contracts on the same commodity (light crude oil) with different maturities. They are denoted by M8, Z8
and M9. Instead of weekly observations we now have daily observations. The number of observations
is 79. One important remark is that the maturity of the option is the same as the maturity of the futures

contract!
Contract || Date at t=0 | Date att=T || Last observation day || Observed trading days | Total trading days
M8 20/11/2007 || 20/05/2008 || 17/03/2008 79 125
Z8 20/11/2007 | 20/11/2008 || 17/03/2008 79 258
M9 20/11/2007 || 19/05/2009 || 17/03/2008 79 386

Table 6.1: Contract details.

Puts on contracts M9 and Z8 with three different strikes (70,75 and 80) will generate three different
put options prices. Contract M8 only has two put options with strikes 80 and 85. In this section we
investigate how well our optimized parameter set, which we derived from the Kalman filter, fits the put
option market prices. We insert the parameters in the put option formula and compare these prices to
the market prices. The Kalman filter will calibrate the parameters committed to these contracts. The
calibrated values of the future prices and the volatilities of the two stochastic processes (spot price and
the convenience yield) are then used in formula (6.5). From the put-call parity it follows

P=C+Ke T _F(0,T)e T, (6.14)

with obvious notation. Note that P is the price of a put option with maturity time 7" and strike price K
written on a futures contract which expires at time 7.

6.2.1 Setting up the calibration for the put option prices

To price the put options we use again the extended Kalman filter, which is explained in Section 4.3. More
specifically, we have

* Q(ati—l) = Fti(Tj) .7 = 17'-7na 1= 17“uN/

° R(ati—l) =1,

e Z(au,) =P,
] Z(ati) 6Fi7?ﬁ)’
[ ] T(ati) - 1’
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e H=nh,.

The first contract expires after 182 calender days (125 trading days) on the first observation. 7 is set to
182/360 at this day, since the system matrices are calculated annually. After day two, T is set to 181/360

etc. Weekends are excluded. So for each observation we have a 6.

6.2.2 Results following a naive approach

The KF is set up in such a way that it incorporates all market future prices in the calibration of all model
parameters in the set ¢. In this approach, the parameter dependency on the strikes K and maturities
T is fully disregarded. In Figures 6.1-6.3 the calibrated future prices against the market future prices
are presented. In Table 6.1 the optimized parameter set is shown. The initial values of the parameters
are the optimized parameter set from Table 4.1. For the {h; };;1 we used the variance of the logarithm
of the future prices. We continue with the valuation of put options using the optimized parameter set
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Figure 6.3: Comparison between the calibrated future prices and market future prices for contract M9.

presented in Table 6.2. The put prices are computed by substituting the calibrated future prices, together
with all other parameters in Table 6.2, in the put formula given by (6.14).
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Parameters Ini parset | Opti parset

k 1.4221 0.8046 (0.1012)
Iz 0.3733 0.5374 (0.4453)
o 0.0699 0.0851 (0.0169)
A -0.0183 -0.0754(0.1405)
os 0.3630 0.3493 (0.0305)
o5 0.4028 0.1981 (0.0234)
p 0.8378 0.7171 (0.0593)
|ha] 0.0341 0.0000 (0.0005)
|hal 0.0300 0.0000 (0.0005)
|hs] 0.0291 0.0027 (0.0002)
Log-Likelihood 902.7301

Table 6.2: Optimized parameter set (Opti parset). Standard errors in parentheses.
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Figure 6.4: Comparison between the calibrated
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Figure 6.5: Comparison between the calibrated
put prices and market put prices for contract
M8 with K=80.
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Figure 6.7: Comparison between the calibrated
put prices and market put prices for contract
Z8 with K=80.

From these figures, it can be concluded that the calibrated put prices are not acceptable. As to be ex-

pected, the spot volatilities depend on both the strike prices and the time to maturity.
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Figure 6.11: Comparison between the cali-
brated put prices and market put prices for
contract M9 with K=75.

6.3 Results which incorporate explicit strike dependency

In this experiment we use the market data of expired put options on future M8 for four different strikes.

See Table 6.3 for a quick overview of the details for contract M8. The procedure is as follows: For each

Contract || K Date at t=0 || Date at t=T || Observed trading days | Total trading days
M8 K=85 | 20/11/2007 || 20/05/2008 || 125 125

M8 K=110 || 05/12/2007 || 20/05/2008 || 115 115

M8 K=115 || 10/03/2008 || 20/05/2008 || 51 51

M8 K=125 || 13/03/2007 | 20/05/2008 || 48 48

Table 6.3: Contract details.

strike we run the Kalman filter over the future prices. Parameters are given in Table 6.4 for four different

strikes. The initial parameter set is given by the one in Table 6.2.

In Figure 6.12 we see that the calibrated future prices are fitted succesfully to the market future prices.

This holds for all four different strike prices despite the very high values of some parameters. To cali-

brate the model to the market put prices as well, we keep the optimized parameter set constant for each
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Parameters || K=85 K=110 || K=115 || K=125

k 0.2089 0.2144 | 0.0014 || 0.0630

1 1.4354 1.3117 || 6.5556 || 3.9980

« 11.2299 || 8.0303 || 0.2753 || 109.2796
A 3.1413 1.9467 || 7.5792 || 18.3986
s 0.2613 0.2587 || 0.3013 || 0.1649
o5 0.0303 0.0455 || 3.0048 || 1.6310

P 0.9999 0.9999 | 0.6635 || -0.9999
|hq] 0.0341 0.0231 || 0.0013 || 0.0320

Table 6.4: Optimized parameter set for different strike prices for the contract M8.

Logarithm of the future prices

Figure 6.12: Comparison between the calibrated future prices and market future prices for contract M8
K=85.

strike price, and only og and o5 are incorporated in the EKFE. Results are given in Table 6.5 Figures 6.13-

Parameters || K=85 K=110 || K=115 || K=125
os 0.3737 || 0.3756 || 0.3090 || 0.2415
s 0.6701 || 0.4923 || 3.8011 || 1.7195
|h1] 0.0145 || 0.0159 || 0.0056 || 0.0265

Table 6.5: Optimized parameter set for different strike prices for the contract M8.

6.16 depict calibrated put prices for four strikes, where the og and o in Table 6.4 are replaced by the
ones in Table 6.5. The o5 and o in Table 6.5 are calibrated exclusively to the market put prices, but from
Figures 6.13-6.16 we can conclude that for these parameters the put prices still fit the market data ex-
ceptionally well. Figures 6.17-6.20 represent the volatility 57 (¢, T) compared to real dynamic volatility.
In Figure 6.17 we see that the real dynamic volatility differs from &7 (¢,T") in the end of the observation
period. However, this is due to the fact that the put prices, with strike 85, will become worthless. Trying
to get data-fitted volatility for that period is inadequate. Also the bumb around observation 100 can be

confirmed in the Figure 6.13, where the market put prices differ from the calibrated ones.
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Figure 6.18: Comparison between 65 (¢,T) and
orp(t, T') for contract M8 with K=110.
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Figure 6.21: Calibrated volatility contract M8 with different strike prices

6.4 Results which incorporates both strike and maturity dependency

In Section 6.3 we again assume incomplete data sets for all three contracts, see Table 6.1. If we look
at equation (6.5), the only parameter which is very sensitive is the 6% given in (6.6). This volatility
contains the components o5 and o5 and a term which dictates the dependency on 7 =t — 7. The idea is
to parametrize og = g7 and o5 = G577 to include more (time-dependent) structure into (6.6), keeping
all the other parameters constant, i.e. we only calibrate &g, 8, 65 and v via the EKE.

For contracts with a maturity less than a year (i.e. 7' < 1) the —2 < 8 < 0 and for contracts with a
maturity with one year or more, —10 < 8 < 0. This is done because otherwise og will diverge in the

calibration process.
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Figure 6.22: Comparison between the cali-
brated put prices and market put prices for
contract M8 with K=85.

— Calibrated put prices
| — Market put prices
I

Put prices

L L L L L
0 10 20 30 40 50 60 70 80
Number of observations

Figure 6.24: Comparison between the cali-
brated put prices and market put prices for
contract Z8 with K=85.
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Figure 6.26: Comparison between the cali-
brated put prices and market put prices for
contract Z8 with K=75.
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Figure 6.23: Comparison between the cali-
brated put prices and market put prices for
contract M8 with K=80.
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Figure 6.25: Comparison between the cali-
brated put prices and market put prices for
contract Z8 with K=80.
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Figure 6.27: Comparison between the cali-
brated put prices and market put prices for
contract M9 with K=85.

Note that 65 and &5 both are positive, guaranteeing positiveness for o5 and 5. However, this is ac-

complished by artificially setting zero-underbounds for 65 and ¢;5. In Figures 6.30-6.37 6x(t,T) and

orp(t, T') are plotted for each contract and for each strike.
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Figure 6.28: Comparison between the cali- Figure 6.29: Comparison between the cali-
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contract M9 with K=80. contract M9 with K=75.

Contract names || g 0s as ~y v |h1]

M8 K=85 -0.8563 || 0.1130 || 0.7012 || -0.8653 || 0.003 || 0.003

M8 K=80 -0.3622 || 0.2333 || 1.1734 || -0.0367 || 0.002 || 0.002

78 K=85 -1.4589 || 0.2290 || 0.6718 || -0.2131 || 0.005 || 0.003

78 K=80 0.8784 || 0.2941 || 0.5632 || -2.0777 || 0.008 || 0.006

78 K=75 0.7970 || 0.3013 || 0.5824 || -2.0423 || 0.008 || 0.007

M9 K=85 -1.1096 || 0.4073 || 2.2486 || -6.7991 || 0.011 || 0.008

M9 K=80 -0.9248 || 0.3944 || 2.1129 || -6.2171 || 0.013 || 0.005

M9 K=75 -0.7054 || 0.3795 || 1.9293 || -5.5284 || 0.094 || 0.003

Table 6.6: Estimated parameters.

0.185 T T T T T 0.2
— Calibrated vol
— Real dynamic vol

— Calibrated vol
— Real dynamic vo

\
0171 [EEISANG

°
2
3
&

Volatiity
Volatiity
°
2
[

0.16

L L L L L L L L L L L L
0 10 20 30 40 50 60 70 80 0 10 20 30 40 50 60 70 80
Number of observations Number of observations

Figure 6.30: Comparison between 6 (t,T") and Figure 6.31: Comparison between 65 (¢,T) and
orp(t, T') for contract M8 with K=85. orp(t, T') for contract M8 with K=80.
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Figure 6.37: Comparison between 65 (¢,7") and
orp(t, T') for contract M8 with K=75.

6.4.1 Time-local volatility parametrization for the spot process dynamics

In the previous section we introduced two parametrisations 05 = 6s7” and 05 = 5577. These parametri-

sations bring more structure in 6, resulting in better option estimations, but it does not bring in addi-

tional dynamics in the spot processes for S; and J, since we assumed og and o5 to be constant. Never-
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theless, if we can find a parametrization of the spot volatilities and inserting these into
2 _ 2 2 p2
o = 0%+ 05B(1) +2posos B(T), (6.15)

such that one can still explicitly solve the integral given in the relation (6.6), then the problem is solved.
In general, for arbitrary parametrizations og(t) and o5(¢), the explicit computation of integral (6.6) is
basically impossible.

Assume the following form for 6%, (see e.g. (6.6)):

6% = i/OT D(r)?> = C(r)dr, C(r)<0, D(r)>0, (6.16)
or, equivalently,
52 = /O ’ D(1)? — C(r)dr, (6.17)
and set
os = D(T). (6.18)
Substitution of (6.18) into (6.15) yields
03B(1)? +2pD(1)osB(1) = —C(1), (6.19)
or equivalently
o5 — —2pD(7)B(7) & \/4p>D(7)2B(7)? — 4B(7)2C’(7). 620)

2B(1)?

Since p = 0.7171 we see that —2pD(7)B(7) > 0 because B(7) < 0. For the square root to be positive, it is
required to have

C(1) < p*D(1)2. (6.21)

Looking at Figures 6.20-6.27 we assume

Gr=a?m"+ A +d%, 4 <0, (6.22)
or, equivalently,
&% =a*m? 4 A 4 dt + 2a2 AT 4+ 242 %0 + 22 dP . (6.23)
Now
% = 2ba* 72t 4 2yt 4 b+ ’y)ZaQCQTbJ”*l + 202 d? 07t 22 d3 (6.24)
Take
D*(r) = 20072071 4 20?0t + @b+ 7)2a2027b+7_1
C(r) = 29 1+ (1 —@)(b+v)2a°Ar 71 4 42c2d% 777 (6.25)
where

1, if (b+7)2d%2r >0
- (6.26)

0, if (b+~)2a%c3rP 1 <o,
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In doing so, we force D(7) to be positive and C(7) to be negative and thus satisfying the contraint given
in (6.21). Substituting (6.25) into (6.16) we get

T6% = ’ )2 — C(1)dr
b= [ Dp -

= a4 MY 4 dt 4 AP 4 AP dP 4 22 dP . (6.27)

returning to the original form (6.22). So the parametrisation of o5 and o} is given by

os = \/Qba‘*T?b*l + 2ba2d?7=1 + B (b + v)2a2c2rb -1

—2p0g \/4;)20%3(7')2 —4B(7)?(2vctr27=1 + (1 — @) (b + 7)2a2c27bt7—1 4 42¢2d2 77— 1)
B(T) 2B(1)? ’
(6.28)

ags

where we take the plus sign which ensures positiveness of 5. This parametrisation gives the same

results (i.e. figures) as in Sections 6.2 and 6.3. The parameters are given in Table 6.7.

Contact names || a b c d 5y h

M8 K=85 -0.7083 || 4.0083 || -0.0002 || 0.3816 || -7.6388 || 0.009
M8 K=80 -1.5430 || 6.2778 || 0.0000 | 0.3924 || -12.1297 | 0.022
78 K=85 0.1053 || 31.6287 || -0.0202 || 0.4672 || -12.3967 | 0.012
Z8 K=80 0.1136 || 29.0214 || -0.0279 || 0.4693 || -10.8131 | 0.009
Z8 K=75 0.1076 || 31.2684 || -0.0239 || 0.4775 || -11.4608 || 0.007
M9 K=85 -0.4076 || 0.4654 || -1.1737 || 0.2502 || -17.1171 || 0.012
M9 K=80 -0.3081 || 1.0447 || -0.9980 || 0.3500 || -14.2833 || 0.002
M9 K=75 -0.2808 || 1.4806 || -0.8593 || 0.3587 || -11.8414 || 0.003

Table 6.7: Estimated parameters.

If we look at equation (6.28), o5 is strictly positive V —1 < p < 1. In fact, we must have, [cf. (6.20)],

—2pD(7)B(1) + \/4[)2D(T)QB(T)2 —4B(1)2C(t) > 0

—2pD(T)B(r) > —\/4p2D(7)2B(7)?2 — 4B(1)2C(r)
2pD(7)B(t) < /4p2D(7)2B(1)2 — 4B(7)2C(7)
4p*D(1)*B(r)* < 4p’D(7)’B(r)* — 4B(7)*C(r)
0 < —4B(1)*C(r), (6.29)

which is always true thanks to the initial assumption C(7) < 0.

Since we set v < 0 as a constraint during the calibration, 6 blows up for 7 « 0. Hence, if 7 < 0
(and this will be the case if one tries to calibrate a matured option), the KF will try to neutralize the
c?77 term. See also Table 6.7 for contract M8, which is close to maturity. The form of 6 is only known
for the first 79 observation days. Since we are considering put options on these futures, and since the
futures on oil are rising, one can imagine that the put prices are deeply out of the money and are worth
nothing (looking at the strikes of these options). In fact, 5 will be very small in that case (when close to
maturity). Finally, assuming a form for the volatility curve, as we did in Section 6.4.1 is not reliable due
to the fact that one does not know how the curve looks in the future. Compare e.g. Figure 6.17 and 6.30.
We can conclude that trying to fit the curve of 6, we first need all the historical data.
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6.5 From future price process to the spot processes

In the previous chapters and sections we initially defined S; and é; by some kind of stochastic dynamics

resulting in
_ 1 _ _
Vi + 5(TI%(zt,T)F%/FF —rV =0, (6.30)

where 0% (t, T) in given in (6.4). However, in the commodity market, and in particular the commodity
light crude oil, the spot price and convenience yield process are not observable. In practice, it is therefore
preferable to work with the price processes of futures. Reisman uses “as the inputs the parameters of the
process specifying the local second moments of future prices of all maturities and their current prices”
and showed “that any arbitrary specification of these inputs implies an arbitrage free furtures markets,
derives the spot price and the convenience yield processes implied by such specification”, ([33]: p.2).
An particular example, which we discuss, is the spot price process and convenience yield process given
in Chapter 4. Looking at the driftless term structure of the future price, we have

(0% + 02B?(t,T) + pososB(t, T))dW/

= /1 - p205dW} + (05B(t,T) + pos)dW}?

o1 (t, T)dW} + oo (t, T)dW?, (6.31)

where W,! and W} are assumed to be two independent Brownian motions. We define

wl = Wts . th5
! \/1—p2 \/1—p2’ (6.32)
Wt2 — Wt(s

where W is orthogonal to W72. Since in the limit of T — ¢ we have

o1(t) =v1—p?0s and o3(t) = pos. (6.33)
and
dSt 1 2
< = (r —60p)dt + /1 — p2osdW; + posdW;
t

dWE — pdW}
(r—oy)dt + /1 — p20g {tpt} + ogpdW7

V1—p?
= (r—20,)dt+ ogdWp. (6.34)
t

Note that, together with

t _ t
Sy =1 — 9 In F(0,t) + k/ e~ k(t—u) {0;6 [e_zkt — 1] — P‘TSOVS} du — 05/ e_k(t_“)dW3, (6.35)
ot 0 k k 0

(6.34) is our initial process for the spot price. (6.35) is found by applying Ito’s lemma to the logarithm of
the future price In F(¢t, T)), substituting S(¢) = F(t,t) and finally take an Ito differential of that equation.
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Applying It0’s lemma on (6.35) yields

!
d(e*s) = [ektgt In F(0, t)} dt — ke {;25 [672“ -1] - pazcr(;} dt + osetdW}?

okt 9?In F(0,t)

0
ki
= [ke 5 In F(0,t) + 92

—0 _ 0S50
} dt — ke® {k; [e™2F —1] — p}:a} dt + oset dW}?

EBQ InF(0,t) posos Lg
k ot? k 2k2

= —keM {—gt In F(0,t) — (e 2kt — 1)} dt + oseFtdW?. (6.36)

Define a(t), the mean-reversion term of dé, which is now assumed to be time-dependent, by

alt) = %56722 In F(0,t) + %mF(o, t) + %(e—%t —1)+ @. (6.37)
(6.37) follows from rewriting our initial spot convenience yield process, i.e. consider again
ds; = k(a(t) — 6;)dt + asdWy. (6.38)
We have
d(ek's,) = keModt + eMds,
= ketS,dt + M (k(a(t) — 6,)dt + asdW})
= ka(t)edt + oseFtdWy. (6.39)

By comparing (6.36) by (6.39) the result in (6.37) follows immediately.

6.6 Conclusion

Pricing put options on futures contracts seems to work quite well. Matching the model’s implied volatil-
ity with the real dynamic volatility seems rather difficult if one does not have a matured contract. How-
ever, as we can conclude from Section 6.3, pricing of options on a matured contract using the optimized
parameter set ¢ and only differ p, og and o5, is succesful. In Table 6.4 we can see high values of a.
An explanation for this can be that our initially assumed stochastic processes for the state variables
are not sufficiently structured. Extending this stochastic system with e.g. stochastic convenience yield,
stochastic interest rates, seasonality factors, jump processes etc, can be an improvement. Furthermore,
starting from the future price process given in (6.31), we see that «; is time dependent and depends on
F(0,t) V t. Since the future prices are not observable for an arbitrary point in time, one should find a
way to estimate them. This can be done by extrapolation, but, since we must calculate first and second
order derivatives of In F'(0, t), this can cause serious problems. Therefore, we took « constant.



Chapter 7

Discussion and further research

7.1 Discussion

In this Master’s Thesis we calibrate future prices and we calibrate put options on these future prices as
well. By means of the Kalman filter we are able to fit the future prices very succesfully to the market. The
choice of the KF is made because of the fact that the spot processes of the future prices are unobservable.
For the spot price we assumed throughout this thesis a GBM and for the convenience yield either an OU
process or a CIR process. We find inadequacy of the CIR process due to the nonnegativity constraint for
the convenience yield. Hence we continued with the OU process to calibrate the put options. Again,
using the extended Kalman filter we can fit the put option prices succesfully to the market. However,
due to the unrealistic values of some parameters in Table 6.4, the stochastic process assumed initially
for the spot price and the convenience are not satisfactory. In fact, adding extensions such as stochastic
volatility and interest rates appear to be necessary. Further research and remark points are given below

¢ Although the EKF is not optimal for the Ornstein-Uhlenbeck process, it is still acceptable and
therefore we use this technique to price put options on futures contracts.

* Another important issue to be considered is the strong evidence against the adequacy of the CIR
model for the future prices. This has several reasons. The first one is that the CIR process is not
Gaussian which is essential to obtain an optimal result from the KF. Secondly, the nonnegativity
constraint gives highly inaccurate results for the path of the convenience yield. And last, if the
calibration starts with data such that the convenience yield is negative, the iterative procedure is
useless, causing very large standard errors and not realistic parameters. However, if we shift the
data (see case two of Section 5.2) we find that the robustness of the method is satisfactory. Chang-
ing the initial parameter set will give the same optimized parameter set and the same value of the
log-likelihood function. Chapter 5 was inspired by [4]. They considered data of light crude oil
ranging for a period from 17" of March 1999 to the 24'" of December 2003. In that period they
find approximately 20 observations for which the convenience yield is negative. If a replacement
of the negative convenience yield by zero is done for these few observations, it will not destroy the
total path. In our period however, as we can see in the Figure 5.2, the convenience yield is negative
for almost half of our observations. Replacement by zero will therefore cause great disturbances

in the path.

¢ The initial values of the parameters and the state variables are not known. The theory, however,
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states that, when considering the stochastic system

Yt = d + Z[th7 5t]/ + €,

(7.1)
a; =c+ Qa1 +RE,
the state variable a; = [z; ¢, in the KF algorithm should start with
oy = ]E[C + Qat—l + R€] = (I — Q)*lc, (72)
(7.3)

that is, the conditional expectation of the starting variables. The matrix H consists of the the
variance of the state variables, so

o2
Var[ay] = Q*Var|ay] + Uf, or equivalently, Var[o] = I S

,QQ'

Since the KF is a stable algorithm, the effect of initial conditions will vanish almost immedi-

(7.4)

ately in our test situation. We tested this for the OU process presented in Chapter 4 by setting
ag = [10, —10], a totally inadequate initial value for both the log of the spot price and the conve-
nience yield. The log-likelihood remained the same, as well as the parameters given in Table 4.1.
The only difference is that the value of the log-likelihood function jumped in the beginning. This
can be explained by this incorrect initial value.

The market price of risk is sometimes negative and sometimes positive. The precise explanation of
this behaviour is difficult and is still an important subject of study. The Black-Scholes equation is
an example of modelling the perfect world in which hedging a portfolio can be done continuously
and perfectly. So the portfolio is riskless and that is why the market price of risk does not appear
in the model. In our situation, considering non-observable quantities (spot price and convenience
yield) it is not possible to perfectly hedge the risk-free portfolio. So one trades assets that depend
on these quantities (in our case the futures contracts). It is therefore impossible to build a com-
pletely risk-free portfolio and therefore an investor will ask a premium for investing. In fact, the
market price of risk is the difference between the price a trader would buy the asset for and the
theoretical price.

When pricing a put option on a futures contract, there are some important details to be considered.
First of all, when deriving the closed form solution of a future put option, one should be careful
whether or not introducing stochastic interest rates. In Appendix B we show the type of prob-
lems that may arise when doing this. Appendix B is not meant to be a fully detailed description
of stochastic theory but it shows some important problems. Although we assumed deterministic
(constant) interest rates we are able to price the future put option succesfully. Our model implied
volatility follows exactly the pattern of the real dynamic volatility from the Black-Scholes frame-
work. In fact, it seems as if the former is a perfect fit for the latter. The errors in our calibrated
put prices can be explained by the use of the EKF. When linearizing the system matrices, we in-
troduce an approximation in the estimation. Since the closed form solution of a future put option
is not linear, the EKEF still seems to be the best iterative procedure. However, both the resulting

parametrizations given in Section 6.4 are not acceptable for actual trading.
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 In Table 6.4 we see unrealistic high values of some parameters, in particular the mean-reverting
term a. This points out that the stochastic processes of the spot price and the convenience yield
are not sufficient to price the futures contracts. In fact, it is possible to price the futures and put
options on these futures very accurately, but the parameters are chosen such that they do not obey
the initial assumptions of the stochastic processes. Model sensitivity analyses based on these pa-
rameters may then be misleading. It clearly proves that the model should be improved.

7.2 Further research

After reading the points of discussion one may wonder why we initially modeled unobserved variables
stochastic processes. According to Section 6.4 we can find the stochastic processes back by assuming
some kind of term structure (parametrization) of the volatility of the future prices. The fact that this
volatility is, in this case, known, makes it some kind of reverse engeneering. However, starting from the
future process, one does not know how to choose this volatility. In fact, the future price process may be
given by

dF(t,T) < ;
F(t7T) —;Udetv

with i-independent Brownian motions. Another reason for initially assuming stochastic processes for
the state variables is because of the Greeks. In the PDE (2.31) traders would actually need the first and
second order derivatives with respect to S and ¢ to hedge their exposure caused by joining in on the
future market.

Although we can calibrate both future prices and put prices very accurately, the parameters presented in
Table 6.4 are unrealistic. To improve this, the following research directions could be recommended. First
of all we may just accept these parameters as they are parameters of unobserved processes. Secondly,
we can introduce stochastic volatility to create a three factor joint stochastic process. The problem with
including stochastic volatility is that the affine form solution of the closed form solution of the futures
is no longer applicable. Another way is including a stochastic interest rate, which has been explained
in Appendix B. A closed form solution for the K-strike European put option can still be derived but
since our results are succesful with constant interest rates of 4 percent. Including stochastic interest
rates would not make a significant difference. A further research topic could be including time and state

dependent volatility in the initial processes for S; and ¢, i.e.

dSt = /LStdt + O'S(t, St)StC”/V,
(7.5)
d5t = k(Oé - 6t)dt + 0'5(t, (St)dZt

But instead of making the volatilities state-dependent, one could also insert jumps into the processes.
The simplest mean-reversion jump-diffusion model [31] for spot prices is,

dSt = O[(/,L - ’(/JKm —1In St)Stdt + JSStdW + KStdq, (76)

where K is the jump with log-normal distribution, i.e. In(1 + K) ~ .4 (In(1 + K,,) — ~4?/2,~?) with
K, mean jump size and ~ the jump-volatility. ¢ is the average number of jumps per year and dq is a
Poisson process.
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To improve modelling of the spot price model of future prices on commodities like light crude oil even
further, one can insert a seasonality factor, time-varying mean-reverting, etc. The problem with fore-
casting or calibrating oil is that oil is available globally. There are numerous factors that can affect the
price of oil. Seasonality, for example, can influence the demand for oil. During cold periods, more oil
is used which can make the price of oil rise and the other way around when it is warm. Oil prices also
depend on the economic environment. When the economy grows, oil demand in our daily lives will in-
crease, causing the prices of oil to rise. On the other hand, the probability of war in the top oil producing
countries is a serious factor. In short, the analysis of future oil price is complicated and one can make as
many adjustments to the model as one wishes.

It is a real challenge to end up with a realistic model for oil prices which, at the same time, can be dealt
with in a fast and efficient way. The models presented in this work are a first step in that direction.



Appendix A

Derivations of the Kalman filter
equations

A1 Kalman Algorithm

In general the Kalman filter tries to estimate a state x € R"™ where ; is given by the stochastic differential

equation
Ty = A1 + w1, (A1)
with a measurement z € R" given by
2z = Hyxy + vy, (A.2)
where

e A;isan x nmatrix,
e H,;isam X n matrix,

* w; and v, are the process and measurement noise (resp.) with mean zero and covariance matrices
Q@ and R (resp.).

The error term Z;_1 = &;_1 —x+_1 is assumed to have mean zero and covariance P;_;. In other words, we
assume the estimator #;_; to be unbiased. The goal of the KF is to find an unbiased minimum variance
estimator of the state at time ¢, of the form

&y = Kj#y 1 + Kz, (A.3)

where K is called the Kalman Gain. Note that this estimator is linear in z; and in z;. Now substract x;
from both the left and right side to get

fi‘t — Xy = K;Li'tfl + KtZt — Xt. (A4:)
Substituting (A.2) we get

ft — Ty = K;.’it + Kt(Htht + 'Ut) — Xt — K;xt,l + K;xt,l, (A5)
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where we substract and add the term K/z;_1. Substituting (A.1) and rearranging terms finally results in
Ty —xy = K{[#y1 — 1] + [KeHi Ay — Ay + K{loy o + (K Hy — Dwy + Kyvgy. (A.6)
Since we assumed Z; to be unbiased, i.e.

]E[l%t — .Tt] = E[K{[i’tfl — :ct,l] + [KthAt — At —+ K;]:Et,l + (Kth — I)"U.)t —+ Kt’l)tfl}
= 0+ [KthAt — At + K{]E[l’tfl] +0+0= 07 (A7)

where [K,H A, — A, + K] is just a number and so it can be taken out of the expectation. This implies
that [K, H, A, — A, + K{] = 0 or equivalently

Substituting this result into (A.3) gives

i‘t (I — Kth)Atjt—l + KtZt
= A1+ Kt(zt — HtAtit—l)- (A9)

Now we want to find K; such that the covariance of the estimation error is minimized. The covariance
matrix of the error, P, is (for an unbiased error) a diagonal matrix with the variances on the diagonal,
i.e. we want to find K; such that trace(P;) is minimized. We have

Pt = E[(Lf?t — Z‘t)(.f}t — $t)l] = E[.’iti‘;] (AlO)
The extrapolated estimate is defined as
Ty = A&, (A11)
and the covariance of this error is noted as P, . The extrapolated estimate error is then given by
T, = ‘it_ — Ty = At[it—l — $t_1] — Wy¢. (AlZ)
We have
Py = E[#(3,)]
= E[(@ —2) (@ — @)
= E[(@ — (A1 +we)) (Ae(@r-1 — 2-1) — wi—1)']
= E[(# — Aszir — we)((B-1 — 2-1) Af —w) )]
E[(A¢(Zt—1 — 24—1) —wi1 + Ki(ze — HiApy)) (24 — -Tt)/A; - w1/571)]
AR[(#p—1 — xp-1)(Be—1 — 24-1)"JA = 2AE[(Z1-1 — p—1)wy]

+ Elwiwi_] + E[K (2 — HiAZ 1) (&1 — 2-1)') — E[Ky (20 — HiAy&y—1)wy_q]
APAL+ Q. (A13)

Note that E[w;] = E[(Z; — 2;—1)] = 0. In the same we way we can derive P,, noting that from (A.9) and
(A.11) it follows that

&y =ay — Kt(zt - Hti';)v (A.14)
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holds. Using this result we can calculate the error term %,

Ty = SE’t — Xt
= [ - KiH)#y + Kz —
= [ - KiH]7;, — Ky, (A.15)

where we substituted (A.2) and (A.12) and rearranged terms. And so

P, = E[z 53;]
= E[(& —2¢) (@ — 21)]
= E[([I - KiH{)Z; — Kvp)([I — Ky Hy|, — Ky
= E[([I - KeH]z; — Ke)((3)'[I — KeHy)' — v K]
= E[([I - KeH]z, (2,)'[I — K H]')] = E[( — KeHel@, v KY)] — E[(Kev (3, ) [T — Ko Hy')] + E[Kpvpvp K

= [ - K.H)P[[I - K.H,) + KR, K., (A.16)

where we made use of the fact that E[v;] = 0 and E[z,v;] = E[z;] + E[v,]. We finally have to find K such

that trace(P;) is minimized, we have

P = [[-KHP |- KH) + KRK
— P KHP  — P HK, +KHP HEK +KRK. (A.17)
Accordingly!
trace(P;) = trace(P;) — 2trace( K H Py ) + trace( K H, P H,K}) + trace( Ky R K}). (A.18)

By using the matrix identities

ABA’ ot AC
m = 2AB, where B is symmetric and &() =, (A.19)
0A 0A
we can differentiate P, with respect to K,
p-
3““%07;(1&) — 9P H!+2K,H, P H! +2K,. (A.20)
t
This results in
K = Pt_Ht/(HtPt_Hz + R)ila (A.21)
which is, as noted earlier, the Kalman Gain. Subsitute this into (B.49) we get
P, = (I — K,H,)P; . (A.22)

The KF algorithm is a predictor-corrector algorithm and uses the time updates for the prediction and

the measurement updates as the corrector.

!Note that (P, H{K})' = K:HP, and that trace(A) = trace(A’), so trace(P,” H{K}) = trace(K+H¢P; ).
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The KF algorithm is given by

Predictor (Time updates)

i‘t_ = At.’i‘t_l(A.ll)

P = AP 1 A} + Qi(A13)

Table A.1:

Corrector (Measurement updates)

K, = P, H/(H, P, H] + R;)~'(A.21)

Pt = (I - Kth)Pti(AZZ)

Table A.2:

The system matrices consists of unknown parameters. If ¢ is the vector of unknown parameters and z; is
the vector of observed values, in order to find the appropriate parameters we maximize the loglikelihood
function. This function estimation is a well-known method for calculating the parameters such that the
mathematical model fits best to the data. It finds the most likely values of distribution parameters for a
set of data by maximizing the value of the log-likelihood function. Considering a multivariate Gaussian
distribution, the log-likelihood function is given by

1 1 1
InL(Y;p) = —gnn2r — o > In|F| - 3 > v F (A.23)
t t

where v; are the innovations (error between the observed and numeric value) and F; is the covariance
matrix of the innovations at time ¢. In maximizing InZ and minimizing the innovations, an optimaliza-
tion routine finds the most likely parameters. In the following section we introduce a simple example.
Note that the log-likelihood function is not used here, because the system matrices are taken constant
and they thus not constists of unknown parameters.

A.2 Introductory example

Following [6],we use the KF to estimate a random constant. We assume all matrices in Table B.1 and B.2
to be constant. By setting A = 1, we obtain Z,, = %3_1, i.e. we skip the updating step. By setting H =1,
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we get z;, = x, + vg, i.e. the measurements come directly from the state ;. We set Q = 1E — 05. Now
we have to choose an initial state to begin with. Since a random variable is normally distributed with
mean zero, we take zo = 0 to be the initial state. Accordingly we must start with an initial state for P,
Py. It turns out that we can arbitrary choose Py # 0 and the filter will eventually converge. Take Py =1,
by taking P, large enough, the choice of x¢ does not influence the Kalman filter [7]. The crosses in the
following figures are generated by the matlab function

y=-0.37727+normrnd2 (0, 0.025"2, samples, 1) ;

A.2.1 Simulation results

By randomly choosing R = 0.0238 we get,

0.2
0.1

on

Figure A.1: Simulation of a random constant, with R = 0.0238. The true value of x = —0.37727 is given
by the green line, the Kalman filter by the red line and the crosses are the noisy measurements.

Changing the choice of R is made clear by Figures A.2 and A.3. In Figure A.2 we take R = 1, this will
cause a much slower converging behaviour than in Figure A.1. This is because the filter responds slower
to the noisy measurements. However the filter will eventually converge to the true value of z. In Figure
A.3 we take R = 0.0001, as we can see the filter quickly responds to the measurements and tries to fit it.
With the choice of this R we can expect that it will take very long for the filter to converge to the green
line.
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L L L L L L L L L
0 10 20 30 40 50 60 70 80 90 100
Iteration

Figure A.2: Simulation of a random constant, with R = 1. The true value of x = —0.37727 is given by
the green line, the Kalman filter by the red line and the crosses are the noisy measurements.

Figure A.3: Simulation of a random constant, with R = 0.0001. The true value of x = —0.37727 is given
by the green line, the Kalman filter by the red line and the crosses are the noisy measurements.

A.2.2 How to choose R

Consider for simplicity @ = 0, so (A.2) can be written as z; = Hx; or Iy = z, — Hyxy, where I, is usually
referred to as the innovations. If we plot I; in Figure A.4 we see that the crosses are distributed around
zero. This is expected because Ry, is statistically equal to the variance of the error term of v;, R. We
assumed v; is A (0, R). But from the literature [7] it is also known that R;, = H;P, H, + R. We first
choose R randomly, to say R = 0.10. If we plot both the statistically innovations and the theoretical ones
we should have that 68 percent of the crosses lies inside the theoretical boundary. In Figure A.4 we can
see that only 54 percent of the crosses lies inside the boundary.

It is therefore necessary to change the value of R, say R = 0.16. We see that 71 percent of the red crosses
lies between the blue lines. If we now plot the Kalman filter using this R we see that this is one of the
best choices for R.
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Figure A.4: Comparison between the theoretical innovations (blue lines) and the statistical innovations
(red crosses). The number of red crosses between the blue lines is 54 percent. R = 0.10.

051

Figure A.5: Comparison between the theoretical innovations (blue lines) and the statistical innovations
(red crosses). The number of red crosses between the blue lines is 71 percent. R = 0.16.

Figure A.6: Simulation of a random constant, with R = 0.16. The true value of v = —0.37727 is given by
the green line, the Kalman filter by the red line and the crosses are the noisy measurements.
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Appendix B

Pricing of options on commodity
futures

In this appendix, the closed form solution of a European option with strike price K and maturity time
t written on a futures contract with maturity time 7" is derived. Although we considered determinis-
tic interest rates throughout the previous chapters, we include a stochastic interest rate in this chapter.
The purpose of doing this is to show what kind of problems arise when dealing with stochastic interest
rates. The derivation of the formula follows the work by Schwartz [11]. However, we give a more de-
tailed derivation, where lengthy proofs are moved to the appendix C.

In the introduction the difference between forward and futures contracts have been made. Schwartz, in
[11], showed that, considering this distinction will lead to differences in the option prices. Since we are
only interested in the case where the interest rates are deterministic we give the fully derivation of the
call option on a futures contract and highlight the difference between the call option on a forward con-
tract. Definitions like change of numeraire, Radon-Nikodym derivative and the equivalent martingale
measure are briefly explained. However, these definitions are only used and are not proven because this

would deviate from the main goal of this thesis.

B.1 Back to basics

Consider a probability space (€2, .#,IP), where .%, is the filtration (i.e. all available information up to
time t). We consider three adapted (i.e. filtered) stochastic processes: the spot prices S;, the convenience
yield, J, and the interest rate, 7, and we assume that the probability space is chosen such that the first
and second moments of these processes are well defined. From (4.4) we see that the risk adjusted drift
of the commodity price process should be r — d,. Since, as noted earlier, the CY can not be hedged, the
risk-adjusted CY process will have a market price of risk associated with it. For the derivation of the
closed form solution, we assume for now that the interest rate is stochastic and follows, for simplicity a
mean-reverting pattern. We have the joint-stochastic process

dSt = (Tt — (5t)dt + O'S(t)th,
A8, = k(o — 8,)dt + o (t, )dW;, (B.1)
dry =ky(m —ry)dt + oy (¢, t)dW,.

In (B.1), @ and m are the mean-reverting parameters of the CY and interest rate, respectively. After the

derivation of the closed form solution, we set r constant (o ¢(¢,t) = 0).
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The future price, G(t,T'), for delivery at date T' > t is given by
G(t,T) = E[Sp|#], (B.2)

that is, given that the spot price at time T is a random quantity S viewed from date ¢, G(¢,T) is the
expectation taken under an equivalent martingale measure!, conditional on the information up to time
t (). The non-arbitrage conditions assumed in this thesis imply the existence of a probability measure
Q, such that the price of any basic security at time ¢ is equal to, what is called, the Q-expectation of
its discounted future payments. Futhermore, the discounted price of these securities is a -martingale
between two payments dates. The mathematical explanation is given in the following sections.

B.1.1 Basic principles of change of numeraire

In order to find the formula for the forward prices, we must first explain what a change of numeraire

technique is. Consider a tree

SOua fu

SOd, fd

We start with Sy, the price of the commodity at ¢ = 0. In one step the price can go up, denoted as Syu
with u > 1 or can go down with d < 1 denoted as, Sod. After n steps we got our price att = T, Sr. If the
price goes up, the payoff is given by f,, and visa versa as fq. Given a portfolio consisting of II shares in
the long position and one derivative in the short position. If the price goes up, the value of the portfolio
is Syl — f, and if it goes down the price will be S4II — f4. This portfolio is riskless if and only if the
prices are equal, that is if,

_ fu - fd
H—m. (B'3)

The present value of the portfolio is (Spull — fu)e T, because since it is riskless, it must earn the risk-
free interest rate r (note that, in contrast to the beginning of this chapter, r is now assumed constant).
Since setting up the portfolio costs SyII — f we have

(Soull — f,)e™™ = SoIl — f, orequivalently, f =e " (pf, + (1 —p)fa), (B.4)
where
et —d
p= (B.5)

Under the quivalent martingale measure we see that, together with (B.5)

E[St] = pSou + (1 — p)Sod = Spe™™, or equivalently, Sy = e "TE[S7]. (B.6)

IThe term, an equivalent martingale measure, is made clear in the following section.
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In general, it holds that, S; = ¢“S}", ;, + ¢?S¢, ;,, where for simplicity we write S}, for Sou and S, ,,
for Spd. This also holds for a bond, B; = ¢“Byat + ¢ Biai. For a portfolio v, consisting of x shares of
S; and y bonds, we have

v = @(¢"Sta + ST ar) + y(8" Berar + ¢ Biiar)
= ¢"viyq + (bdvngdt' (B.7)

So we can interpret ¢* and ¢¢ as the prices in the up and down states of the tree, respectively. Let L be

a linear price functional and v 4; the payoff, we have
ve = L(verar) = 0"y + 0" ar = (Vesar, 9) (B.8)
where ¢ = [¢" $?]. For a stock and a bond, this holds as well, i.e. let
L:X — R orequivalently L :payoff — price (B.9)
be the pricing functional. For a stock and bond we therefore have
L(St) =Sy and L(Br)= By. (B.10)
Using the Riesz representation formula, i.e.

Theorem B.1. Riesz representation formula [cf. [15]]
Let L(-) : L*(P) — R be a continuous linear functional, then there exists a unique ¢ € L*(P) such that

L) = [ fode
¢ is known as the pricing Kernel or the stochastic discount factor.

Using this we have
T
L(Sr) = / Sr¢dP = S, (B.11)
0

T
L(Br) = /0 Br¢dP = B,. (B.12)

Since pricing options using a tree, it is common to start with S and calculate back to Sy. So for T tree

steps we have, in the continuous limit,

T T
So=Y Sro~ / SredP. (B.13)
0 0

B.1.2 An equivalent martingale measure

To show what is meant the term ‘equivalent martingale measure” we note that

T
j=Bo_ [P B (B.14)

By o Bo

So it seems that %ﬁqﬁdﬂ” acts like a probability density, since it integrates to one. We define

dQP = == pdP. (B.15)
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Q is referred to as the forward risk neutral measure. Also

So /T St /T St Br /T Sr g
_ dP = L bdP = == dQ”", B.16
By Jo Bo¢ o Br Bo ¢ o Br 0 (B.16)
or equivalently,
So B, ST
=g AL .
5 =B 5] (B.17)

Now assume constant interest rate, r, and By=1 we have

T
%o [ 2an = B ) (B15)
1 0 e’

which is the same as (B.6). This same trick holds for the stock price

So /T St s St
1= = | Z-¢dP = dQ° = == ¢dP, B.19
% ) S ¢ Q S ¢ (B.19)
and so,
By /T T Br Sr /T Br , ¢
= BrSypdP= | —F="—¢dP= | ——dQ, B.20
5 ; TS0 | STSO¢ S Q (B.20)

which implies,

By _ ot

By Br
So

s,

! (B.21)

In brief, normalizing the bond means that everything is measured in units of the bond and normalizing
in the stock means that everything is measured in units of the stock. This is called change of numeraire.
In general the pricing formulas for S; and P; are given by

St B
2t RO
By [

St
Br

| % and % :EQS[%|%}] respectively. (B.22)

It is known that: all assets normalized by the numeraire are martingales under the forward risk neutral
probabilities with respect to the numeraire, [12]. The forward risk neutral probability is also referred to
as the equivalent martingale measure. From this it follows that the martingales of the pricing formulas for
Sy and P, are respectively

%’i and % (B.23)
Using the result in Subsection B.1.1,
S rs 5.8
= /0 Frd0® =¥ [F1], (B.24)
accordingly
So = E2” [exp {— /0 ! rsds} Stl, (B.25)

which implies

T
Sy = EQ” lexp {/ rsds} St|F]. (B.26)
t
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B.2 Back to pricing an option

Consider a market value M;, where
dM, = rMdt, with Co=1 = M, =elom, (B.27)

We see that M, is not riskless since r is evolving over time. The stochastic discount factor is given by

6= 3 —exp { / rsds} . (B.28)

The price of an option, V;[v], at time ¢ under the equivalent martingale measure, can be generally written

as
T
Vilv] = EF[vexp {— / rsds} EAR (B.29)
t

where v is a random variable (in this case it is the payoff). Note: if v and r are independent we have

Vilv] = Ep[uexp{—/t Tst}cg‘\t]

T
= Eflexp {—/ rsds} AL
t

= P(t.T)EF[/| 7, (B.30)
which is a good results because P(t,T") (zero coupon bond) can be observerd directly from the markt.
However the two random variables, v and r are in general not independent, that is why the change of
numeraire is important, in order to calculate the expectation in (B.29).
B.2.1 Change of numeraire and the Radon-Nikodym derivative
From [13] it follows that the change of numeraire works as follows

* choose as numeraire P(¢,T'), that is the zero coupon price,

e choose as probability measure the T-forward risk neutral probability measure, Q7, defined by its
Radon-Nikodym derivative with respect to P

dQT  exp {—ftT rsds}

dP P(t,T) (B:31)

To understand what is meant by the Radon-Nikodym derivative we give the theorem below and the
proof of (B.31).

Theorem B.2. Radon-Nikodym derivative [cf. [14]]

Let Q and P be two probability measures on a space (2, F). Assume that for every A € F satisfying P(A) = 0,
we also have Q(A) = 0. Then we say that P is absolutely continuous with respect to Q. Under this assumption,
there is a nonnegative random variable Z such that

Q(A) = /A ZdP, VA€ .Z, (B.32)

and Z is called the Radon-Nikodym derivative of P with respect to Q.
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Looking at (B.15) we see, that over a period [¢, T it holds, using (B.28)

dQP o P(Ta T) Mt
P~ P(T) My
1 T
_ P(t)T)exp{_ / rsds}. (B.33)

An important difference between the discount factor ¢ from the market account M; and the zero-copuon
bond, P(t,T), resides that P(¢,T) must be known at time ¢ while ¢ depends on the evolution of ;. For
deterministic interest rates, ¢p=P(t,T'), but since our interest rate is expected to be stochastic we have

T
P(t,T) = E¥[exp {— / rsds} |F], (B.34)
t
which is consonant with (B.30).

B.2.2 Relation between the future and forward price

Next we substitute (B.33) into (B.29) and we define v = St, i.e. the price of an asset at time 7', making
Vilv] = Vi[Sr] being its purchase price today (S;). This results in

Vilv] = EP[yexp{/Trsds} EA

T
_ P
d T
= P(t,T)Ef[v (%) |. %]
= P, T)EY [v|.%]
VilSr] = Pt T)EY [Sr|#]
S = P(t.TEY[Sr|.7]
St T ST
— EQ B.
since P(T,T) = 1. Next we note that % is the forward price of a non-dividend-paying stock that

does not pay convenience yield. Since we do have convenience yield, specifically stochastic convenience

T T
S = EP[STexp {—/ 6Sds} exp {—/ rsds} |-Z]. (B.36)
t t

Next we proof that the forward price of the commodity can be written, under the equivalent martingale

yield we have?,

measure as

Sy — cov (exp {ftT 5Sds} , exp {— ftT rsds} Sﬂﬁt)
P(t,T)Elexp {ftT (5st} | ]

F(t,T) = (B.37)

and that the future price of the commodity can be written as

Gt,T)=Ft1T) — P(ftT) cov (exp { /tT rsds} , 2|ﬂt> . (B.38)

2This results, i.e. bringing in the stochastic convenience yield into the expectation is not proven here. However, it can be found
in [12]
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Remark: From here on, we assume that everything is calculated under the equivalent martingale mea-
sure and we will therefore skip the measure subscript on the expectation.

Proof. We summarize the results from Appendix B. We have

P(t,T) = Elexp { /t : rsds} EAll (B.39)

S, = E[Srexp {— /tT 6Sds} exp {— /tT rsds} Al (B.40)
|G(t,T) = E[Sr|. 7], (B.41)

F(,T) = Elep {]fj:t?’;d)s} orl7 (B.42)

Rewriting the second equility gives

T T
Sy = E[Srexp {—/ 6Sds}exp {—/ rsds} |-Z:]
t t
T T
= Elexp {/ 5Sds} |- #:|Elexp {—/ rsds} St|-F]
t t
T T
+cov (exp {/ 55ds} ,exp {/ rsds} STﬁt>
t t
T T T
= Elexp {/ 5sds} |Z | P(t, T)F (¢, T) + cov (exp {/ 5sds} ,exp {—/ rsds} Sﬂﬂ,:) .
t t t

(B.43)

Rewriting (B.42) results in

Elexp {— j;T rsds} S| %]
PULT)

p(tl7 T) (COV (exp {_/t Tsds} 75T|ﬁt)> + Elexp {—/t rsds}]E[Sﬂﬁt]
1 T _
P@T) (cov (exp {—/t rsds} ,ST|ft>> +G(t,T) (B.44)

Now the substitution of (B.44) into (B.42) results in

T T T
Sy = Elexp {/ §Sds} | #)P(t, T)G(t,T) + Elexp {/ 6Sds} |:#] - cov (exp {—/ rsds} ,ST|9}>
t t t
T T
dsds ¢, - sds » S7|F4 | . B.45
+cov <exp {/t s} exp{ /t T s} | F ) (B.45)

F(t,T)
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(B.43) and(B.45) implies that (B.37) and (B.38) holds.
Remark: Note that for the derivation of this proof we use a standard results, namely, for two dependent
random variables, X and Y it holds that

EXY] =E[X]E[Y] + cov(X,Y). (B.46)

The dependency of the random variables el s and e~ )i reds g, (used in (B.43)) and between the
random variables St and e~ [Frads (used in (B.44)) clearly holds. O

B.3 Instantaneous forward interest rate and the Heath-Jarrow-Morton
framework

The Heath-Jarrow-Morton (HJM) framework is a general framework to model the evolution of interest
rates. The main idea of this framework is that the drift of the instantanuous interest rate depends on
the volatility, i.e. no drift estimation is needed. The HJM is applicable to long rate models because it
captures to whole dynamics of the interest rate curve.

Theorem B.3. H/M-framework, [cf. [27]]
The instantanuous forward interest rate prevailing at time t for the maturity T > t is denoted by f(¢,T) and is
defined by

olnP(t,T)

FT) = iy P67, 8) = =7

(B.47)
which gives the well-known result
P(t,T) = e~ I J(t)ds, (B.48)

Intuitively we can say that the instantanuous forward interest rate f(¢,7) ~ F(t;T,T + AT), that is, its
maturity is very close to its expiry T (considering AT small). For pricing the forward prices we would
like the same approach for the forward prices of commodities (see (B.37)). So

F(t,T) = S(t) o= I 8(ts)ds _ g of T (F(t5)=6(t,5))ds

P(t,T) ’

where §(¢, s) is the continuously compounded forward convenience yield which, as noted in the intro-

(B.49)

duction, only accrues to the holder of the physical commodity and not to the holder of the contract on
the commodity. From (B.37) and (B.49) it follows that we have

1 —cov (exp {LT 5Sds} ,exp {— ftT rsds} Sﬂft)
Elexp {ftT 5sds} |- Z4)

To get a feeling of the economical interpretation of 6(¢, s) consider buying one forward contract at date

e~ ftT o(t,s)ds _

(B.50)

t for future delivery of the commmodity at maturity 7" and selling one forward contract at date ¢ for
future delivery of the commodity at date 7"+ A. So in this period you own the physical commodity and
s0 d(t, s) is the premium of the difference between the value of the commodity at date 7" to 7' + A per
unit time per unit of the commodity. To see this mathematically, we have

S,e~ Sl 6(t,s)ds Sie~ SR 6(t,s)ds

P(t,T) Pt,T +A)

F(t,T)— F(t,T+A) =

Ft,T)P(t,T)— Ft,T+A)Pt,T+A) = S~ I 8(t,s)ds Sie~ Jr o(t,s)ds ,— JET25(¢,5)ds

= F{,T)PE,T)(1—e Jr = 0tsdsy (B.51)
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dividing LHS by A and taking limits (A | 0) we have

. F(t,T)P(t,T) — F(t, T+ A)P(t,T+A) 9
lmn < = 5 (F(LT)P(,T)

0 T
_ _7(St€_ft 6(t,s)ds)

or

= 6(ta T)ST€7 ftT 3(t,s)ds
= P, T)F,T)stT). (B.52)

In other words we have

o FTP(LT) = F(LT + A)P(t T + A)

AT0 Pt T)F (6, T)A =9o(t,T), (B.53)

which corresponds to the economic interpretation.
Relation (B.48) is performed under no-arbitrage conditions. We therefore should have the relation

flt,t) =ry. (B.54)

We can see this by (step 1) differentiating the LHS and RHS of (B.48) with respect to T, (step 2) dividing
by P(¢,T) and (step 3) taking the limit (T" | t).

aP(t,T) _ 0 _ fTrSds a1 0 — fo(t7s)ds
“or .~ are TP =gpe
0 T
_ 7ft rsds| - —
Bl me 07 .7]) = (. T)P(t.T)

= rpP(t,T) = f(t,T)P(t,T)

rr = f(taT)
re = f(tt) (B.55)

In order words, considering an infinitesimal interval (T | t) we should have that the instantanuous
interest rate is equal to the forward interest rate at time ¢. If this was not true, arbitrage possibilities can

arise by lending money with one interest rate and putting money on the bank with the other one.

3In step 1 we assume all usual rules of interchange derivative operator and expectation.
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A similar task can be done for (B.50) and (B.60) (note that step 24 is not needed). For the former we have

0 Tsads O 1—cov (exp {ftT §Sds} , exp {7 ftT Tsds} ST|3Q)

—e ft =

or or Elexp {ftT 5Sds} |- Z4]

T - T - - T
E[e‘lt ‘55‘15|ﬁt] (—COV (6%6_ ft 65(187 6%€_ft TSdS%LQ}))

—5(t, T)€7 ftT 5(t,s)ds
Efeli %45 7,]2

(1 — cov (e‘ S 0eds o= I “ds%\ﬁ})) E[a%eftT beds| 7]
Efeli 9:d5| %,]2

T T
Sprocov <eft Sods o= [T dQST L%) — (1 — cov( = J" 0sds o=, rsd“’ss—ﬂﬁ}))

[ 6ds|J]

5(t,t) = o, (B.56)

where is step 3 we made use of the fact that cov(1,1) = 0. For the latter we have the same procedure
which together results into

o(t,t) = e(t,t) = dy. (B.57)
And so we have, consonant with the no-arbitrage principle
F(t,t) = G(t,t) = 5. (B.58)

A similar task, which resulted in (B.50) can be done for the future prices

S,
G(t, T) _ P(t tT) e ftT e(t,s)ds _ SteftT(f(t,s)—e(t7s))ds’ (B59)

accordingly (from (B.38))

1 — cov (exp {ftT 5sds} ,exp {— ftT rsds} %ﬂ%)
Elexp {ftT 5Sds} |- Z4)

T ST
— cov | exp —/ rsds p, —| % |, (B.60)
t t

where €(t, s) is the future convenience yield.?

eftT e(t,s)ds

4In step 2 we assume all usual rules of interchange derivative operator with the covariance.

5The future convenience yield is just a definition. The economical interpretation is difficult to give. Since we are only interested
in deterministic interest rates, we do not even use this definition and so we do not devote too much attention to all the economical
interpretations of these definitions.
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B.4 Drift calculation for the forward interest rate, future convenience
yield and the spot price

For the three stochastic processes we have (cf. e.g. [28], [29] or [11])

t t

flt,s) = f(0,5)+/0 uf(u7s)ds+/0 of(u,s) - dWy, (B.61)

ts) = 0.9+ [ it [ ous)-aw, (B.62)
t t

S, = 8§ S (u)d Suos(u) - dW,, B.63

o+/0 ps(u) u+/0 s(u) (B.63)

where we used for all three processes the same k-dimensional Brownian motions, which explains the
possible correlations among the processes.® This notation will be used further on in this chapter.

It follows that working under an equavalent martingale measure and assuming no arbitrage possibilities
that we can write an explicit form of the drift terms of the above processes. From Section 2.2 and (B.57)
it follows that

ns(t) = e — 80 = f(t,1) — e(t,t) (B.64)

Furthermore

t
us(t.9) = ostt.s) - [ apttonie). (B.65)
Before we give a mathematical proof, we first give some facts about the forward interest rate. From
Theorem 8.3

_ OInEl[e” Ji rads)
or ’

Since f(t,T) depends on an expectation, it implies some kind of dynamics for the forward interest rate.

[, 1) = (B.66)

Heath, Jarrow and Morton [28] showed that this dynamics is given by
d(f(t,s)) = ps(t,s)dt +os(t,s) - dWy, (B.67)

where f1£(t, s) can not be chosen arbitrarly but must equal a some kind of relationship with o (¢, s).
That is, there is no need to estimate the drift terms and one can only pay attention to how to calibrate
the volatility.

Proof. The proof can be found in Appendix C.1. O

For p.(t, s) we have the relationship

T T
pe(t,s) =os(t,T)- (/t ofl(t, s)ds) + (0f(t,T) —0c(t,T)) - (05(75) —I—/t (op(t,s) — oe(t, s))ds) (B.68)

[ oswo ) “
—/Ot P(u,T) </uT of(u,s)ds> AW, (B.69)

®Here (,-,) is the inner product, i.e. [j 27, o’ (u, s)dW.

Furthermore, from (C.6) it follows (see e.g. [28] or [11])

t T
Pt,T) = P(O,T)—F/O P(u,T) (f(u,u)—/ uf(u,s)ds—i—%
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Proof. The proof can be found in Appendix C.2. O

Now we have derived explicit formulas for every drift term of the three stochastic processes given in
the beginning of Section B.2.2. We can now price a K-strike call option on a futures contract using the

formula
CC¢ = Ele Jo I=9)ds (G2, 5) — K)T). (B.70)

In the following section, a closed form solution of this expression is derived.

B.5 Closed form solution of a call option on a futures contract

This section is again based on the calculations in [11]. However a detailed derivation is reproduced and
given below. To stay in the same notation as in [11] define

t
op,(u) = —/ of(u,s)ds, (B.71)
b T
ogr(u) = os(u)+ / (of(u,s) — oe(u, s))ds. (B.72)
We can write
e Jo fs,s)ds _ Ae= X, (B.73)
if we define’, with (B.61),
t gt t
X = / / of(u,s) - dWyds = —/ op,(u) - dW,, (B.74)
o Jo 0
and in A the non-stochastic terms are hidden. The exact form is not important. Similar, we can write
G(t,T) = Be?, (B.75)
where, with (C.11),
t T t
Z = / <Js(u) Jr/ (of(u,s) — aé(u,s))ds> ~dW,, = / oGy (u) - dW, (B.76)
0 u 0

and in B the non-stochastic terms are hidden. Again the exact form of B does not come up. Since X and
Z are both desribed using the same Brownian motion and since o¢, and op, are deterministic, we can
conclude that (X, Z) is jointly normally distributed with mean zero and variances and covariance given

by

% = / o, ()2 ds, (B.77)
t

o} = / o (w2 du, (B78)

oxz = —/ op,(w)og, (u)du. (B.79)
0

"Where the approbation of interchanging stochastic with integral operator is assumed.
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Via the tower rule® and (B.70) we get
C% = AE[e X (Be? — K)T]
= AE[E[e ¥ |Z](Be? — K)T]. (B.80)

The closed-from solution for the price of a European call option with maturity ¢ and exercise price K

written on the commodity future prices with maturity T, and is given by

Oz Oz

log(CO.I)y _ 1.2 log(E0T)y _ _ 1.2
cG_p<o,t><G<o,T)em/V (Og( CalbLERS A = = iy ) )

(B.81)

Proof. The proof is given in Appendix C.3. O

B.6 Relation between forward and future prices

This section will briefly highlight the relation between the forward and future prices, but we will not

derivate the formula. However, every detail of the derivation can be found in [11].

Lemma B.1. Relation between forward and future prices
Ft,T)=G@tT)H(tT), (B.82)

where

T T T
H(t,T) = exp {—/t (/ or(u, s)ds) : (as(u) —|—/ (op(u,s) — O’E(U,S))d$> du} . (B.83)

In (B.1), o¢(t,t) = 0 if we consider deterministic interest rates resulting in H(¢,T) = 1 and thus F'(¢,T) =
G(t,T). In the next chapter, (B.81) will be used to calibrate the prices.

8Tower rule: let X be an integrable random variable (i.e. E[|X|] < oo0) and Y is any random variable living on the same
probability space, then E[X] = E[E[X|Y]].
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Appendix C

Proofs

C.1 Proof of equation (B.65)

Define
w(t,s) = —/ ft,u)du,
0
and so via Ito’s lemma

do(l,s) = f(t,t)dt—/sdf(t,u)du

= rudt— / (st w)dt + o¢(t,u) - dW]du.
t

(C.1)

(C.2)

Assume that the Stochastic Fubini Theorem is fullfilled, i.e. we can interchange stochastic and the inte-

gral operator and define

i) = [ st i
t

o%(t,s) = /S of(t,u)du
¢
and get
dw(t,s) = rydt — py(t, s)dt — o (t,s) - dWy.
Furthermore
P(t,s) = =),

Applying It0’s lemma we have

dP(t,s) = e"dw(t,s)+ %ewﬁvs) (dw(t, s))?

= P(t,s)(re — pp(t, s) + 1a]’i(t7 s) - op(t,s))dt — P(t,s)o}(t,s) - AW,

2
Implying no arbitrage conditions we must have dP(t, s) = r.dt and so

/ or(t,u)du
¢

Differentiating LHS and RHS of (C.7) with respect to s gives

p(tys) = o5t 5) ( / t af<t7u>du) ,

2

* 1 * *
:u‘f(tas) = §Uf(t75) 'O'f(tas) =5

which is the desired result.

(C.3)

(C.4)

(C.5)

(C.6)

(C.7)

(C.8)
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C.2 Proof of equation (B.68)

From equation (C.6) we have in other words, P(t, T') is defined by P(0,T’) + P times the interest rate drift
term + P times the interest rate volatility!. This also holds for Y (¢, T), defined by e~ JE () —e(te))ds,
using the dynamics of the forward interest rates and the future convenience yields, so

T T

Y(,T) = Y(O,T)—&-/OtY(u,T)(—f(mu)—i-e(u,u)—|—/ Mf(U,S)dS—/ pe(u, s)ds

T 2 T
/ of(u,s)ds / oc(u, s)ds
u u

2 — (/uT af(u,s)ds> . (/uT Je(u,s)ds>>du

+/OtY(u,T) (/uTaf(u, s)ds—/uT oe(u, s)ds> - dW,. (€9)

In defining Y (¢, T') in this way, the future price of the commodity can be written as

1
4+

!
2

2

G(t,T) = S,Y (t,T). (C.10)

Using the two-dimensional It6 lemma, it yields?

G@t,T) = SY(0,T)+ /Ot S Y (u, T) (—f(u,u) + e(u, u) + /uT ps(u, s)ds — /UT pe(u, s)ds

/UT or(u,s)ds 2 /uT oc(u, s)ds 2 - (/uT of(u,s)ds> . (/uT Ue(u7s)ds>>du
+/0t SuY (u,T) (/uT os(u,s)ds — /uT O'E(U,S)d8> -dW,

t t
—|—/ Y (u, T)Syps(u)du + / Y (u,T)Syos(u) - dWy,
0 0

t T
—|—/0 Y (u,T)Sy, (US(U) . </u (o7(u,s) — oe(u, s))ds)) du

correction term due to Ito’s lemma

1
4+ Z

L1
2

2

2
1
+

T 2 T
/Uf(u,s)ds 5 / oe(u,s)ds

. ( / ' afm,s)ds) - ( / ' ae<u,s>ds> T os(u) ( / (s 5) - ae<u7s>ds>>)du

+/0 G(u,T) (as(u) +/u (of(u,s)ae(u,s))ds> - dW,. (C.11)

- G(O,T)—&-/OtG(u,T) <_ /uT,ue(u,s)ds—i—

Since we are working under an equivalent martingale measure, the future price process is a martin-
gale, that is, the drift term should equal zero (E[G(-,T)] = G(0,T)). In fact, any zero-drift process is a

Note that the same explanation holds for the dynamics for the forward interest rates, future convenience yield and the spot
prices, see e.g. (B.61).
2Note that in the second equality we substituted (C.10), (B.65) and (B.64).
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martingale process.

2

1
+ =

T 2 T
/of(u,s)ds 5 / oc(u,s)ds

T T T
_ (/ af(u,s)ds> . (/ Jé(u,s)ds> +os(u) - (/ (of(u,s) — cre(u,s)ds)> =0 (C12)

Differentiating with respect to T, substituting « = ¢ and gathering terms it follows

T
[ e

/Je(tv T)

T T T
20f(t,T)/t of(t,s)ds—&-ae(t,T)/t Uf(t,s)ds—af(t,T)/t oc(t, s)ds

T
—oe(u, s)/t of(u,s)ds+og(t) - (o, T) —oe(t,T))

T T
op(t,T) - (/t Jf(t,s)ds> + (o (tT) — 0c(t, T)) - (as(t) +/t (0s(t,s) ae(t,s))ds> .
(C.13)

C.3 Proof of equation (B.81)

We want to calculate E[E[e~*|Z]] and in doing so we must know what the conditional distribution of X

given Z is, i.e. we proof

Oxz o2
X|Z=z~JV<z Q,Oi(l—;'z)). (C.14)

Proof. Firstly, the joint density function of X and Z is defined by

_ 1 . 1 T — P ’ 2T He 2_ (x — pa)(z — p2)
f(‘”’z)‘zmmazﬂ“p{ 21— 7 [( o) () e }‘“5’

Since (X, Z) are two zero-mean random variables having a bivariate normal distribution we must cal-

culate

oo

EX|Z =2 = / rfx|z(v|z)dr, (C.16)

— 00
i.e. we have to determine the conditional density of X|Z = z and in doing so we collect all factors that
do not depend on z, which be denoted as the constant Cj.

_ f(=,2)

= le(xa Z)

= (Csexp {_

= Cyexp {203(1_,02) {ﬁ - 2x(pz(z))} }

2
= Cyexp {—M(l T — paz(z)} } , (C.17)
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since (C.17) is proportional® to a

s (zp;’””,aiu - p2>) , (C.18)

z

we have that, together with

~ Cov(X,Z) 042

) (C.19)
050 050
the final result
Ozz 2 95,
X|Z=z~N > z,05(1— 0503) . (C.20)
O
From this we can calculate the conditional expectation as
_%zz Z+Lo.2(1_ ‘712;2 )
Ele™®|Z=2l=¢ o2 7270 A2 (C.21)
Hence, equation (B.70) can be written as
1(,2(1, o2 ) _ 7%z
CY% = Ae*’ 732 Ele ~ % (BeZ — K)*]. (C.22)
Note*
lo?(1- Zhe)  _zoa
C% = Ae*”" E2Ele © 7% (Be? — K)T]
bo2(1- ) 2% o
= A %%z E[IZ>log(%)e z (Be _K)]
bo2(1-5i) z2(1-2)
= ABe Tz ]E[IZ>log(%)e 7 ]
AketHOFg i c23
€ Tz [ Z>log(%)e z ]7 ( . )

where 7).,z is the indicator function.
Now calculate the two expectations. For the former introduce b = (1 — Z2#) for notational convenience.

2
Iz

3Again, uz and p, are zero.
4(Be? — K)T = max(0, (Be? — K)) and so it only counts for Z > log(%).
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85

We have

E[IZ>log(%)ebZ] =

and via the same way

Since

and

We have

1.2
Be29=7%%= =

Consequently,

B 1
log(—=) + 502 — 03, = log

K

o 1 22
o Vamo, 27est) P | T ) 42

Integrate against the density of a random variable with .47(0, o)

ooy 70 ()
e ex - z
log(Z>E£) 270, P 20’3

° 1, 2
—e’7 T2 du
/log(z>g)/gz ous

Substitute z = o, u

> 1 1,2 2 2
/ ebaz(v+baz)—§(v +2vbo,+b Uz)dv
1

og(Z>%)/0.~bo. V2T

Substitute u = v + bo,

K
14252 bo.—log(5)/0- 1 1,
e2” 9= e 2V dv

_ ]E[€7 I f(s,s)ds]

= P(0,t)

e 2 = ABe3(oatoi—20s)

= ABE[e *17]

= E[e lo oGt T)]
= G(0,t,7).

Ble” o S04 G (1, 7))
P(0,1)

Ele~ o /945G (¢, 7))
P(0,t)K

(C.24)

(C.25)

(C.26)

(C.27)

(C.28)

(C.29)
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From (C.27) we have
G(O7t7T> = Be%(ai'i‘o'i—Qsz) — AE[Q_X]BE[QZ}Q_UTZ
= P(0,)E[G(t,T)]e 7 = P(0,t)  G(0,T) e 7. (C.30)
~——

G(t,T)is a martingale

Inserting (C.28) and (C.30) into (C.23) results into the closed-from solution for the price of a European
call option with maturity ¢ and exercise price K written on the commodity future prices with maturity
T, and is given by

Oz

1 GO,T)y - 1. 2 1 GO, T)y acz_l 2
CG:P(O,t)<G(O,T)e_%Z'/V<Og( K O a0n) gy (l8TRT) o 502 ) ) |

(C.31)
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