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Abstract

So-called rough stochastic volatility models constitute the latest advancement
in option price modeling. In contrast to popular bivariate diffusion models
such as Heston, here the driving noise of volatility is modeled by a fractional
Brownian motion (fBM) with scaling in the rough regime of Hurst parameter
H < 0.5. A major appeal of such models lies in their ability to parsimo-
niously recover key stylized facts of market IV surfaces such as the exploding
power-law behaviour of the ATM volatility skew near zero, a crucial feature
Markovian models fail to reproduce. On the flipside, as a consequence of
fBM being neither a semimartingale nor a Markov process for H # %, most
currently prevalent numerical pricing and calibration routines do not (eas-
ily) carry over to the rough setting. This thesis addresses this problem and
contributes to the existing literature as follows.

In chapter 2, we sharpen the large deviations results of Forde-Zhang (2017)
in a way that allows us to zoom-in around the money while maintaining full
analytical tractability. More precisely, this amounts to proving higher order
moderate deviations (MD) estimates, only recently introduced in the option
pricing context. In particular, we derive small-time asymptotic formulae for
log call prices and Black-Scholes implied volatility. This in turn allows us
to push the applicability range of known ATM skew approximation formulae
from CLT type log-moneyness deviations of order t2 to the wider MD regime.

In chapter 3, we present a novel Monte Carlo (MC) pricing scheme for
rough volatility models based on a Karhunen-Loeve-style approximation of
White Noise. This complements theoretical results by Bayer et al. (2017).
Our numerical experiments confirm a theoretical strong rate of H for a central
object of interest and indicate a weak rate of 2H for the option price.

In chapter 4, we introduce a novel model calibration routine for (rough)
stochastic volatility models dubbed deep calibration. Standard model cal-
ibration routines rely on the repetitive evaluation of the map from model
parameters to Black-Scholes implied volatility, rendering calibration of many
(rough) stochastic volatility models prohibitively expensive since often the
map can only be approximated by costly MC simulations. As a remedy,
we propose to combine the popular Levenberg-Marquardt optimization algo-
rithm with neural network (NN) regression, replacing expensive MC simula-
tions with cheap forward runs of a NN trained to approximate the implied
volatility map. Numerical experiments confirm the high accuracy and speed
of our approach.
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Zusammenfassung

So genannte raue stochastische Volatilitdtsmodelle (rSV) stellen die jlingste
Weiterentwicklung der Optionspreismodellierung dar. Im Gegensatz zu biva-
riaten Diffusionsmodellen wie Heston wird das treibende Rauschen der Vo-
latilitat hier durch eine fraktionelle Brownsche Bewegung (fBB) modelliert,
welche im rauen Regime mit Hurst index H < 0.5 skaliert. Mit nur wenigen
Parametern konnen nun Kerneigenschaften von empirischen impliziten Volati-
litatsoberflachen, wie z.B. das explodierende Potenzgesetzverhalten der ATM
volatility skew fiir t — 0, abgebildet werden. Da die fBB fiir H # % weder ein
Semimartingal noch Markov ist, lassen sich gédngige numerische Preis- und
Kalibrierungsverfahren nicht (einfach) tibertragen. Diese Arbeit setzt hier an
und tragt auf folgende Weise zur Fachliteratur bei.

In Kapitel 2 entwickeln wir die Large Dewviations Ergebnisse von Forde
und Zhang (2017) dahingehend weiter, dass wir am Geld nah heranzoomen,
gleichzeitig aber die analytische Berechenbarkeit beibehalten. Genauer ge-
sagt beweisen wir Abschiatzungen hoherer Ordnung im Kontext der Moderate
Deviations (MD), welche erst kiirzlich in die Optionsbewertung eingefiihrt
wurden. Konkret leiten wir fiir kurze Maturitdten asymptotische Formeln
fir Log-Call-Preise und Implizite Volatilitdt her. Dies ermoglicht uns, den
Anwendungsbereich bekannter ATM-Skew-Approximationsformeln von log-
moneyness Abweichungen des CLT-Typs der Ordnung t'/? auf das breitere
MD Regime zu erweitern.

In Kapitel 3 stellen wir ein neuartiges Monte Carlo Verfahren zur Op-
tionspreisbewertung bei rSV Modellen vor, das auf einer Karhunen-Loeve-
ahnlichen Naherung des Weiflen Rauschens basiert. Dies erginzt die theore-
tischen Ergebnisse von Bayer et al. (2017). Unsere numerischen Experimente
bestéatigen eine theoretische, starke Rate von H fiir ein zentrales Objekt von
Interesse und zeigen eine schwache Rate von 2H fiir den Optionspreis.

In Kapitel 4 entwickeln wir ein schnelles Kalibrierungsverfahren fiir rSV
Modelle basierend auf Neuralen Netzwerken (NN). Die Funktion, welche Input
Parametern eine Implizite Volatilitiat zuweist, lasst sich im Kontext von rSV
Modellen meist nur durch teure MC Simulationen approximieren. Wir lassen
ein NN diese Funktion erlernen, sodass deren Auswertung einem schnellen und
ginstigen Vorwartslauf des NN entspricht. Durch eine Kombination mit dem
beliebten Levenberg-Marquardt Algorithmus, der die wiederholte Evaluation
dieser Funktion bedingt, lassen sich nun beliebige rSV Modelle schnell und
genau kalibrieren, wie verschiedene numerische Experimente belegen.
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1 Introduction

Almost half a century after its publication, the option pricing model by Black
and Scholes (1973) remains one of the most popular analytical frameworks
for pricing and hedging European options in financial markets. A part of its
success stems from the availability of explicit and hence instantaneously com-
putable closed formulas for both theoretical option prices and option price
sensitivities to input parameters (Greeks). This comes at the expense of as-
suming that wvolatility — the standard deviation of log returns of the underly-
ing asset price — is deterministic and constant. Still, in financial practice, the
Black-Scholes model is often considered a sophisticated transform between
option prices and Black-Scholes (BS) implied volatility (IV) o;, where the
latter is defined as the constant volatility input needed in the BS formula to
match a given (market) price. It is a well-known fact that in empirical IV sur-
faces obtained by transforming market prices of European options to I'Vs, the
implied volatilities vary across strikes and maturities, exhibiting well-known
smiles and at-the-money (ATM) skews and thereby contradicting the flat sur-
face predicted by Black-Scholes (Figure 1.1). In particular, Bayer, Friz, and
Gatheral (2016) report empirical at-the-money volatility skews of the form

|a?naiv(m, T)’ ~T7% T =0 (1.0.1)
for log moneyness m and time to maturity 7'

While plain vanilla European Call and Put options often show enough lig-
uidity to be marked-to-market, pricing and hedging path-dependent options
(so-called Fzotics) necessitates an option pricing model that prices European
options consistently with respect to observed market IVs across strikes and
maturities. In other words, it should parsimoniously capture stylized facts
of empirical IV surfaces. To address the shortcomings of Black-Scholes and
incorporate the stochastic nature of volatility itself, popular bivariate diffu-
sion models such as SABR (Hagan, Kumar, Lesniewski, & Woodward, 2002),
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Figure 1.1: SPX Market Implied Volatility surface on 15th February
2018. Implied volatilities have been inverted from SPX Weekly European
plain vanilla Call Mid prices and the interpolation is a (non-arbitrage-free)
Delaunay triangulation. Axes denote log-moneyness m = log(K/Sy) for strike
K and spot Sy, time to maturity 7" in years and market implied volatility

Uiv(m,T).

Heston (1993) or Hull and White (1993) have been developed to capture some
important stylized facts. However, according to Gatheral (2011), diffusive
stochastic volatility models in general fail to recover the exploding power-law
nature (1.0.1) of the volatility skew as time to maturity 7" — 0 and instead
predict a constant behaviour.

Since the seminal work of Gatheral, Jaisson, and Rosenbaum (2018) (a
preprint had been available since 2014), the past four years have brought
about a gradual shift in volatility modeling, leading away from classical diffu-
sive stochastic volatility models towards so-called rough stochastic volatility
models. Coined by Gatheral et al. (2018) and Bayer et al. (2016), the term
essentially describes a family of continuous-path stochastic volatility mod-
els where the driving noise of volatility is modeled by a fractional Brownian
motion' (fBM) (Mandelbrot & Van Ness, 1968) with scaling in the regime
of Hurst index H € (O, %) The terminology rough here stems from the fact
that the driving noise of the volatility has Holder regularity H ~, hence smaller

than that of Brownian motion. This modeling choice is empirically based on

nstantaneous volatility is not a traded asset, so loss of semimartingality (when H # 1/2)
does not imply arbitrage.



time series analysis conducted by Gatheral et al. (2018) who find that for all
indices in the Ozxford-Man Institute’s Realized Library?, the distribution of in-
crements of log realized volatility is approximately Gaussian and log realized
volatility exhibits Holder regularity in the order of H = 0.1. Further analyses
by Bennedsen, Lunde, and Pakkanen (2016) confirm the seminal discovery of
rough volatility for over 5000 individual equities worldwide, suggesting that
rough volatility is indeed a ubiquitous phenomenon. From an option-pricing
point of view, a major appeal of such rough volatility models is that they
allow to recover the characteristic exploding power law behaviour (1.0.1) of
the ATM volatility skew for short maturities. A notable example is the rough
Bergomi model introduced by Bayer et al. (2016) which can numerically be
shown to exhibit said characteristic behaviour of the ATM volatility skew
near zero. Once its only three model parameters have been calibrated to
market data, it is able to approximate the empirical ATM skew quite closely
(Bayer et al., 2016). At this point, we would also like to mention pioneering
works by Alos, Leén, and Vives (2007) and Fukasawa (2011). Quite some
time before there existed any empirical evidence to consider rough volatility,
they analytically derive a skew formula in rather restrictive rough volatility
setting as an application example of a general framework.

The technical ability of rough volatility models to price European options
consistently with respect to observed market Vs across moneyness and ma-
turities makes them conceptually interesting for practitioners. On the other
hand, for this new class of models to be of any practical use, efficient numeri-
cal pricing and model calibration schemes need to be developed. In fact, with
some notable exceptions such as the Black and Scholes (1973) model, even
for most diffusive stochastic volatility models no closed formulas for option
prices are known. Indeed, drawing ideas and mathematical machinery from
many areas of (applied) mathematics, a multitude of numerical methods have
been developed over the years to approximate prices. These include but are

not limited to:
(I) PDEs (Finite difference schemes etc.)

(IT) Transforms (Fourier pricing etc.)

2For more information, check https://realized.oxford-man.ox.ac.uk.


https://realized.oxford-man.ox.ac.uk

1 Introduction

(III) Large/Moderate Deviations (Small noise/time asymptotics etc. )

(IV) Stochastic simulation and related approaches (Monte Carlo (MC), Multi-
Level Monte Carlo (MLMC), Quasi Monte Carlo (QMC) combined with

variance reduction etc.)

Since fractional Brownian motion for H # 1/2 is neither a semimartingale
nor a Markov process, currently prevalent option pricing techniques do not
easily carry over to the rough setting. In particular, the non-Markovianity
of fractional Brownian motion rules out any PDE related methods (I). More-
over, (off-the-shelf) Freidlin-Wentzell large deviation estimates are also not
immediately applicable (II). Regarding transform methods (III), recall that
the classical Heston (1993) model is amenable to Fast Fourier Pricing because
the characteristic function of the log price is explicitly known. In a rough ana-
logue of the Heston model dubbed rough Heston (Euch & Rosenbaum, 2018),
it turns out that while the characteristic function of the log price is no longer
explicitly known, it depends on the solution of a fractional analogue to the
Riccati equations arising in the standard Heston case. These can be solved
numerically, so Fourier Pricing is also applicable here. In summary, for a
large class of rough stochastic volatility models, only pricing approaches in
the direction of categories (III) & (IV) seem within reach at the moment and
in fact, the majority of research conducted prior and also in parallel to this
dissertation belongs to one of these two categories.

This thesis is dedicated to the development of novel pricing and calibration
techniques in the context of rough volatility. For each chapter, we shall now
provide an overview of existing works along the relevant research direction,
followed by a quick summary of our approach and the results achieved in each

piece of work.



1.1 Short-time near-the-money skew in rough fractional volatility models (Chapter 2)

1.1 Short-time near-the-money skew in rough

fractional volatility models (Chapter 2)

This chapter is based on joint work with Peter K. Friz, Christian Bayer,
Archil Gulisashvili and Blanka Horvath. It is a slightly revised version of
an accepted manuscript of the article (Bayer, Friz, Gulisashvili, Horvath, &
Stemper, 2018) published by Taylor & Francis in Quantitative Finance on
13 Nov 2018, available online: https://www.tandfonline.com/doi/full/
10.1080/14697688.2018.1529420.

In this chapter, we rely on small-maturity approximations of option prices.
This is a well-studied topic for which we mention (with no claim to complete-
ness) a number of works, either based on large deviations or central limit type
scaling regime, that inspired this work: (Alos et al., 2007; Fukasawa, 2011;
Deuschel, Friz, Jacquier, & Violante, 2014b, 2014a; Fukasawa, 2017), (Hagan
et al., 2002; Berestycki, Busca, & Florent, 2004), also (Medvedev & Scail-
let, 2003, 2007; Osajima, 2007; Guennoun, Jacquier, Roome, & Shi, 2014;
Osajima, 2015; Mijatovi¢ & Tankov, 2016) and especially (Forde & Zhang,
2017). Rather recently, Friz, Gerhold, and Pinter (2018) introduced another
regime called moderately-out-of-the-money (MOTM), which, in a sense, effec-
tively navigates between the two regimes mentioned above, by rescaling the
strike with respect to the time to maturity. This approach has various advan-
tages. On the one hand, it reflects the market reality that as time to maturity
approaches zero, strikes with acceptable bid-ask spreads tend to move closer
to the money (see the original paper by Friz et al. (2018) for more details).
On the other hand, it allows us to zoom in on the term structure of implied
volatility around the money at a high resolution scale. To be more specific,
our paper adds to the existing literature in two ways. First, we obtain a gen-
eralization of the Osajima (2015) energy expansion to a non-Markovian case,
and using the new expansion, we extend the analysis of Friz et al. (2018)
to the case where the volatility is driven by a rough (H < 1/2) fractional
Brownian motion. Indeed, Laplace approximation methods on Wiener space
in the spirit of Azencott (1982, 1985), Ben Arous (1988) and Bismut (1984)
can be adapted to the present context, so that our analysis builds upon this

framework in a fractional setting. Unlike many other works in this field, we do
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not rely on density expansions. We derive a small-time asymptotic expression
for log call prices in the moderate deviations regime, and using a framework
of Gao and Lee (2014), transform it into a term structure for Black-Scholes
implied volatility. This in turn allows us to push the applicability range of
known ATM skew approximation formulae from CLT type log-moneyness de-
viations of order t'/2 to the wider moderate deviations regime. Finally, using
a version of the rough Bergomi model by Bayer et al. (2016) with constant for-
ward variance curve, we demonstrate numerically that our implied volatility
asymptotics capture very well the geometry of the term structure of implied

volatility over a wide array of maturities, extending up to a year.

1.2 Monte Carlo pricing under rough stochastic
volatility (Chapter 3)

This chapter is based on joint work with Peter K. Friz, Christian Bayer, Paul
Gassiat and Jorg Martin. Its contents have been partially reproduced from
(Bayer, Friz, Gassiat, Martin, & Stemper, 2017). A preprint of the article
has been made available at https://arxiv.org/abs/1710.07481.

With the problems pertaining to categories (I), (II) and also (III) in mind,
it does not come as a surprise that a large part of research prior and in par-
allel to this thesis is concentrated around stochastic simulation schemes. For
a large class of rough stochastic volatility models — this in particular includes
the rough Bergomi model (Bayer et al., 2016) — the stochastic structure is such
that Monte Carlo pricing requires an efficient joint simulation scheme for the
bivariate Gaussian process of a Brownian motion and a (rough) Volterra pro-
cess constructed from it. Numerical estimates for the stock price at maturity
(and therefore also for the fair price of a European Call) then follow easily
by for example an Fuler discretization of the SDE describing the stock price
dynamics. For the numerical simulation of the discussed bivariate process
on some equidistant grid with n steps, a range of methods have been pro-
posed. The original scheme discussed by Bayer et al. (2016) is the Cholesky
method (Glasserman, 2003) which has a complexity of O(n?) for the one-time

Cholesky decomposition of the joint covariance matrix but then produces ez-
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1.2 Monte Carlo pricing under rough stochastic volatility (Chapter 3)

act samples at a cost of O(n?). Using FFT, the Hybrid scheme of Bennedsen,
Lunde, and Pakkanen (2017) pushes the complexity of obtaining a single
bivariate path down to O(nlogn) at the cost of the scheme no longer be-
ing exact. Recently, McCrickerd and Pakkanen (2018) have "turbocharged"
the Hybrid scheme by employing a mix of variance reduction methods such
as control variates and antithetic variates. Finally, Horvath, Jacquier, and
Muguruza (2017) provide a rough Donsker type approximation of the joint

process.

In our work, we consider a general class of rough stochastic volatility mod-
els. We assume that the instantaneous volatility is given explicitly in terms
of a fBM W which is constantly correlated with the Brownian driver of the
SDE describing the stock price dynamics. For such a model, a straightfor-
ward application of the conditioning formula of Romano and Touzi (1997);
Willard (1997) reduces the Call price functional to the expectation of the
Black-Scholes formula for some stochastic input parameters. Numerically, ef-
ficient simulation of the latter proves to be challenging task. In particular,
this involves the efficient simulation of an object .# which is given by the
integration of White Noise W against a functional of the Volterra fBM w
constructed from it.® By integrating a Karhunen-Loeéve-style approximation
of W against the fractional Volterra Kernel of W, we first retrieve a joint
approximation (WE, Ws) of White Noise and its corresponding Volterra pro-
cess. It turns out that an approximation of . using (W‘E, W€> leads to the
approximate integral not converging to the It6 integral .# as the approxima-
tion becomes finer. In fact, even for the Brownian case H = 1/2, a famous
result by Wong and Zakai (1965) shows that the limit of the approximate
integral is the Stratonovich version of .# which is given by the Ito integral
plus an It6-Stratonovich correction term. For H < 1/2, this correction term
does not exist. As is argued in (Bayer et al., 2017), the theory of regularity
structures introduced by Hairer (2014) provides an appropriate framework to
address this issue and to derive correction terms that remormalize the ap-

proximative integral such that it converges to the desired object of interest.?

3The methods discussed above come to help here but we pursue a different approach.

4In this thesis, we provide the numerical counterpart to the theoretical results obtained in
(Bayer et al., 2017). A reader more interested in the derivation of the correction terms
is advised to study the original paper.
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Several numerical experiments then confirm that the renormalization works
as planned. In particular, with H being the Hurst index of the considered
fBM, our numerical rates are consistent with a theoretical strong rate of con-
vergence of almost H for the approximate integral across the full range of
0 < H < % Moreover, some weak approximation results point towards a
weak rate of 2H for the option price approximation across the full range of

0<H <1

1.3 Deep calibration of rough volatility models
(Chapter 4)

This chapter is based on joint work with Christian Bayer. Its contents have
been reproduced (almost) verbatim from (Bayer & Stemper, 2018). A preprint
of this work can be accessed at https://arxiv.org/abs/1810.03399.

In this chapter, we introduce a novel model calibration scheme Model cal-
ibration describes the optimization procedure of finding model parameters
such that the IV surface induced by the model best approximates a given
market IV surface in an appropriate metric. In the absence of an analyti-
cal solution, it is standard practice to solve the arising weighted non-linear
least squares problem using iterative optimizers such as Levenberg-Marquardt
(LM) (Levenberg, 1944; Marquardt, 1963). However, these optimizers rely on
the repetitive evaluation of the function ¢ from the space of model & option
parameters (and external market information) to model BS implied volatility.
If each such evaluation involves a time— and/or memory—intensive operation
such as a Monte Carlo simulation in the case of rough Bergomi (Bayer et
al., 2016) or other (rough) stochastic volatility models, this makes efficient
calibration prohibitively expensive.

Made possible by theoretical advancements as well as the widespread avail-
ability of cheap, high performance computing hardware, Machine Learning
has seen a tremendous rise in popularity among academics and practitioners
in recent years. Breakthroughs such as (super-) human level performance in
image classification (Krizhevsky, Sutskever, & Hinton, 2012; Simonyan & Zis-
serman, 2014; Szegedy et al., 2015) or playing the ancient Chinese board game


https://arxiv.org/abs/1810.03399

1.3 Deep calibration of rough volatility models (Chapter 4)

Go (Silver et al., 2017) may all be attributed to the advent of Deep Learning
(Goodfellow, Bengio, & Courville, 2016). Fundamentally, its success stems
from the capability of multi-layered artificial neural networks to closely ap-
proximate functions f only implicitly available through input-output pairs
{(z4, f(z:))}Y,, so-called labeled data.

The fundamental idea of this paper is to leverage this capability by train-
ing a fully-connected neural network on specifically tailored, synthetically
generated training data to learn a map ¢ny approximating the true implied

volatility map ¢.

Remark 1.3.1. In a related but different approach, Hernandez (2017) proposes
to use a neural network to learn the complete calibration routine — denoted ¥
in our notation in (4.2.1) — taking market data as inputs and returning cali-
brated model parameters directly. He demonstrates numerically the prowess
of his approach by calibrating the popular short rate model of Hull and White
(1990) to market data.

Both generating the synthetic data set as well as the actual neural network
training are expensive in time and computing resource requirements, yet they
only have to be performed a single time. Trained networks may then be
quickly and efficiently saved, moved and deployed. The benefit of this novel
approach is twofold: First, evaluations of ¢ny amount to cheap and almost
instantaneous forward runs of a pre-trained network. Second, automatic dif-
ferentiation of pnn with respect to the model parameters returns fast and
accurate approximations of the Jacobians needed for the LM calibration rou-
tine. Used together, they allow for the efficient calibration of any (rough)
stochastic volatility model including rough Bergomi.

To demonstrate the practical benefits of our approach numerically, we ap-
ply our machinery to Heston (1993) and rough Bergomi (Bayer et al., 2016)
as representatives of classical and (rough) stochastic volatility models respec-
tively. Speed-wise, no systematic comparison is made between the proposed
neural network based approach and existing methods, yet with about 40ms
per evaluation, our approach is at least competitive with existing Heston
pricing methods and beats state-of-the-art rough Bergomi pricing schemes by
magnitudes. Also, in both experiments, pny exhibits small relative errors

across the highly-liquid parts of the IV surface, recovering characteristic IV



1 Introduction

smiles and ATM IV skews. To quantify the uncertainty about model parame-
ter estimates obtained by calibrating with ¢y, we infer model parameters in
a Bayesian spirit from (i) a synthetically generated IV surface and (ii) SPX
market IV data. In both experiments, a simple (weighted) Bayesian nonlin-
ear regression returns a (joint) posterior distribution over model parameters
that (1) correctly identifies sensible model parameter regions and (2) places
its peak at or close to the true (in the case of the synthetic IV) or previously
reported (Bayer et al., 2016) (in the case of the SPX surface) model param-
eter values. Both experiments thus confirm the idea that ¢y is sufficiently

accurate for calibration.

10



2 Short-term near-the-money skew in rough

fractional volatility models

The chapter is organized as follows: In Section 2.1 we set the scene, describing
the class of models included in our framework ((2.1.1) and (2.1.2)) and recall-
ing some known results ((2.1.4) and (2.1.7)), which are the starting point of
our analysis. Most importantly, we argue that for small-time considerations it
would suffice to restrict our attention to a class of stochastic volatility models
of the form (2.1.3) with a volatility process driven by a Gaussian Volterra
process such as in (2.1.2). We formulate general assumptions on the Volterra
kernel (Assumptions 2.1.1 and 2.1.5) and on the function ¢ in (2.1.3) (As-
sumption 2.1.4) under which our results are valid. In Section 2.2 we gather
our main results, concerning a higher order expansion of the energy (Theorem
2.2.1), and a general expansion formula for the corresponding call prices. We
derive the classical Black-Scholes expansion for the call price, using the latter
result mentioned above. In addition, in Section 2.2 we formulate moderate
deviation expansions, which allow us to derive the corresponding asymptotic
formulae for implied volatilities and implied volatility skews. Finally, Section
2.3 displays our simulation results. Sections 2.4, 2.5 and 2.6 are devoted to
proofs of the energy expansion, the price expansion and the moderate de-
viations expansion, respectively. In the appendix, we have collected some

auxiliary lemmas, which are used in different sections.

2.1 Exposition and assumptions
We consider a rough stochastic volatility model, normalized to r = 0 and
So = 1, of the form suggested by Forde and Zhang (2017)

ds;

o - o(B)d (pW, + pBy) . (2.1.1)

11



2 Short-term near-the-money skew in rough fractional volatility models

Here (W, B) are two independent standard Brownian motions, p € (—1,1) a
correlation parameter, and p? = 1 — p%. Then pW + pB is another standard
Brownian motion which has constant correlation p with the factor B, which
drives the stochastic volatility

Ostoen (t,w) := 0(B; (w)) = o(B).

Here o(.) is some real-valued function, typically smooth but not bounded, and
we will denote by g := ¢(0) the spot volatility, with B a Gaussian (Volterra)

process of the form
R t
B, :/ K (t,s)dB,, t>0, (2.1.2)
0

for some kernel K, which shall be further specified in Assumptions 2.1.1 and
2.1.5 below. The log-price X; = log (.S;) satisfies

1 ~ ~
Recall that by Brownian scaling, for fixed ¢t > 0,
(Bts, Wis)s>0 law e(Bs, Ws)s>0, where e=¢(t) = /2,

As a direct consequence, classical short-time SDE problems can be analyzed
as small-noise problems on a unit time horizon. For our analysis, it will
also be crucial to impose such a scaling property on the Gaussian process B
(more precisely, on the kernel K in (2.1.2)) driving the volatility process in

our model:

Assumption 2.1.1 (Small time self-similarity). There exists a number ¢,
with 0 < tg < 1 and a function t — & = £(t), 0 < t < £y, such that

In fact, we will always have

E=8t) =t =M,

12



2.1 Exposition and assumptions

which covers the examples of interest, in particular standard fractional Brow-
nian motion B = B or Riemann-Liouville fBM with explicit kernel K (¢, s) =
V2H|t — s|H=1/2_ (This is very natural, even from a general perspective of

self-similar processes, see (Lamperti, 1962).)

We insist that no (global) self-similarity of B is required, as only B 10,4 for

arbitrarily small ¢ matters.

Remark 2.1.2. It should be possible to replace the fractional Brownian motion
by a certain fractional Ornstein-Uhlenbeck process in the results obtained in
this chapter. Intuitively, this replacement creates a negligible perturbation
(for t < 1) of the fBm environment. A similar situation was in fact encoun-
tered in (Cass & Friz, 2010), where fractional scaling at times near zero was
important. To quantify the perturbation, Cass and Friz (2010) introduced an
easy to verify coupling condition (see Corollary 2 in (Cass & Friz, 2010)). It
should be possible to employ a version of this condition in the present chapter
to justify the replacement mentioned above. We will however not pursue this

point further here.

Remark 2.1.3. Throughout this article, one can consider a classical (Marko-
vian, diffusion) stochastic volatility setting by taking K = 1, or equivalently
H = 1/2, by simply ignoring all hats ( =) in the sequel. In particular then,

éz 1 in all subsequent formulae.

General facts on large deviations of Gaussian measures on Banach spaces
(Deuschel & Stroock, 1989) such as the path space C([0, 1], R?) imply that a
large deviation principle holds for the triple {&(W, B, B ) : € > 0}, with speed

£2 and rate function

LRIy + S UF1% . foh e H and F = K f,

400, otherwise,

(2.1.4)

where

Kf(t) = [ K (t,5) f(s)ds

13



2 Short-term near-the-money skew in rough fractional volatility models

for f € H}, the space of absolutely continuous paths with L? derivative

Hj = {f :[0,1] — R continuous ||f||12qé = /01|f(s)|2ds < oo, f(0) =
(2.1.5)

This enables us to derive a large deviations principle for X in (2.1.3): the

(local) small-time self-similarity property of B (Assumption 2.1.1) implies
that X, '& X{ where

~ 1 ~
dX; = o(EB;)ed (pW; + pBy) — 55202(5&)&, X =0.
For what follows, it will be convenient to consider a rescaled version of (2.1.3)
—~ g ~ 1 ~ —~
IX = (5)(5) = o(EB)Ed (pW, + pBy) — 5e20*(EB)dt, X5 = 0.
3

Under a linear growth condition on the function ¢, Forde and Zhang (2017)
use the extended contraction principle to establish a large deviations principle

for (X%) with speed 2. More precisely, with

-~

()=l f )= [ o(Dd@h+en,  (@16)

the rate function is given by

I(ZE):h’}lé%é{l/lifdt—f—;/ldetigol(h,f) :x}
1( < f ; (2.1.7)
N1

— inf {= /2dt
in +g by

renl | 2 < 2(§)
where (-, -) denotes the inner product on L? ([0,1],dt). Several other proofs
(under varying assumptions on ¢) have appeared since (Jacquier, Pakkanen,
& Stone, 2017; Bayer et al., 2017; Gulisashvili, 2017).

As a matter of fact, this chapter relies on moderate - rather than large -

deviations, as emphasized in (iiic) below. To this end, let us make
Assumption 2.1.4.

(i) (Positive spot vol) Assume o : R — R is smooth with o := ¢(0) > 0.

14



2.1 Exposition and assumptions

(ii) (Roughness) The Hurst parameter H satisfies H € (0,1/2].
(iiia) (Martingality) The price process S = exp X is a martingale.

(iiib) (Short-time moments) Vm < oo 3t > 0: E(S}") < 0.

While condition (iiia) hardly needs justification, we emphasize that con-
ditions (iiia-b) are only used to the extent that they imply condition (iiic)
given below (which thus may replace (iiia-b) as an alternative, if more tech-
nical, assumption). The reason we point this out explicitly is that all the
conditions (iiia-c) are implicit (growth) conditions on the function o(.). For
instance, (iiia-b) was seen to hold under a linear growth assumption (Forde
& Zhang, 2017; Gulisashvili, 2017), whereas the log-normal volatility case
(think of o(x) = €”) is complicated. Martingality, for instance, requires p < 0
and there is a critical moment m* = m*(p), even when p < 0. See (Sin, 1998;
Jourdain, 2004; Lions & Musiela, 2007) for the case H = 1/2 and the forth-
coming work (Friz & Gassiat, 2018) for the general rough case H € (0,1].
We view (iiic) simply as a more flexible condition that can hold in situations

where (iiib) fails.

(iiic) (Call price upper moderate deviation bound) For every 5 € (0, H), and

every fixed x > 0, and Z, := xe! 2028,

2
XE T\ _ +o(1)
E[(eXt — ™) ]gexp< Do2ei—13 |

This condition is reminiscent of the “upper part” of the large deviation esti-
mate obtained in (Forde & Zhang, 2017)

E[<€Xf o e:ps1—2H)+] = exp (_W) . (2_1_8)

If fact, if one formally applies this with x replaced by xe2?, followed by Taylor

expanding the rate function,

I(2e?) ~ 11"(0)2%e" = Lra?e?’
0

15



2 Short-term near-the-money skew in rough fractional volatility models

one readily arrives at the estimate (iiic). Unfortunately, o(1) = o0,(1) in
(2.1.8), which is a serious obstacle in making this argument rigorous. Instead,

we will give a direct argument (Lemma 2.6.1) to see how (iiia-b) implies (iiic).

In the sequel, we will use another mild assumption on the kernel.
Assumption 2.1.5. The kernel K has the following properties

(i) B, = [l K(t,s)dB, has a continuous (in t) version on [0, 1].

(ii) vVt € [0,1] : J§ K(t,5)%ds < oo.

Note that the Riemann-Liouville kernel K (¢, s) = V2H(t—s)", v = H—1/2

satisfies Assumption 2.1.5.

Remark 2.1.6. Assumption 2.1.5 implies that the Cameron-Martin space H
of B is given by the image of H} under K, i.e.,

H={Kf|fe H}

See Lemma 2.4.3 and Remark 2.4.4 for more details. A reference and also a
sufficient condition for Assumption 2.1.5 (i) can be found e.g. in (Decreusefond,
2005, Section 3).

2.2 Main results

The following result can be seen as a non-Markovian extension of work by
Osajima (2015). The statement here is a combination of Theorem 2.4.10 and
Proposition (2.4.14) below. Recall that g = o (0) represents spot-volatility.

We also set of, = o’ (0).

Theorem 2.2.1 (Energy expansion). The rate function (or energy) I is
smooth in a neighbourhood of x =0 (at-the-money) and it is of the form

1 2 ! 1t 3

[(z)= =% — 6p‘ig/ / K(t,s)dsdt | = + O(a).
o5 2 oy Jo Jo 3!
The next result is an exact representation of call prices, valid in a non-

Markovian generality, and amenable to moderate- and large-deviation analysis
(Theorem 2.2.4 below).

16



2.2 Main results

Theorem 2.2.2 (Pricing formula). For a fized log-strike x > 0 and time to

maturity t > 0, set T := Sx, where ¢ = t/2 and & = t" = 2H | as before.
Then we have
c(z,t) = E{(exp (X;) —expZ) }
i@ ¢
= ¢ 2e: J(eg2), (2.2.1)
where
'@ e . o
J(e,x) =FE [e =V (exp <§U€> - ) I'@) R 135>01
and U* is a random variable of the form
U® = &g, + E°R; (2.2.2)

with g1 a centred Gaussian random variable, explicitly given in equation (2.5.3)
below, and R5 is a (random) remainder term, in the sense of a stochastic Tay-

lor expansion in &, see Lemma 2.5.2 for more details.

Example 2.2.3 (Black-Scholes model). We fix volatility o () = ¢ > 0, and
H = 1/2 so that € = ¢ and all = can be omitted. Energy is given by I (z) = z

202

and
U¢ =eg +*R5 = coW, — %0%/2

with RS = Ry = —0%/2 independent of €. Moreover,

[ Il(@ € € !
J(e,x) = E|e 2 v (eU — 1) el'@E 1ye>0

[ ' (@) 20
= FEle = 9|2 —1] 1
i {91> }

_ E i —OéW1 80W1—(€;)2 1 1
B ° ) g

(c0)?

= e 2 M(—a+eo)—M(—a) (2.2.3)

with o := £&)e — 1(x/e), and, in terms of the standard Gaussian cdf @,

3

M) = B[ 1| = 50 (3 5)

17



2 Short-term near-the-money skew in rough fractional volatility models

2
for fixed x > 0, the asymptotic relation, as € — 0,

Using the expansion ®(—y) = yﬁe*?ﬂ/?(l—y’z—i—...), as y — oo one deduces,

671/2 e3g3
Vor x?

We will be interested (cf. Theorem 2.2.4) in replacing = by & = xze?® — 0

J(,2) ~ (2.2.4)

for 8 > 0. This gives @ = 1(z/e'7?") and the above analysis, now based on
& — 0o, remains valid' for 8 in the “moderate” regime 3 € [0,1/2) and we

obtain
1 g3 46453

Vor o

Let us point out, for the sake of completeness, that a similar expansion is not
valid for 8 > 1/2. To see this, first note that (2.2.1) implies that J(e, x)|.=o
is precisely the ATM call price with time ¢t = €% from expiration. Well-

Ve >0,0€0,1/2):J (5,9352/3) ~ (2.2.5)

known ATM asymptotics then imply that J(e,x)|,—0 ~ \/%50 as ¢ — 0.
These asymptotics are unchanged in case of o(t!/?) = o(¢) out-of-moneyness
(“almost-at-the-money” in the terminology of Friz et al. (2018)), which readily
implies

€0 = const X €

Vo >0,6>1/2: J(€,$€2B> ~

21

At last, we have the borderline case = 1/2, or T = ze. From e.g. (Muhle-
Karbe & Nutz, 2011, Thm 3.1), we see that c(xe, e?) ~ a(x; 0)e with positive
constant a(z;0). A look at (2.2.1) then reveals

932
Ve >0:J(e,xe) ~ a(z;0)cez? = const X € .

For the call price expansion in the large / moderate deviations regime, § €
[0,1/2), the polynomial in e-behaviour of (2.2.5) implies that the J-term
in the pricing formula will be negligible on the moderate / large deviation
scale, in the sense for any 6 > 0, we have ¢’log J(e,2e??) — 0 as ¢ — 0.
Consequently, with k, = kt®, for t = €% k > 0, B € [0,1/2), we get the

“moderate" Black-Scholes call price expansion,

1R
126202

—log cps(ky, t) (140(1)) ast 0.

IMore terms in the expansion of ® are needed.

18



2.2 Main results

While the above can be confirmed by elementary analysis of the Black—Scholes
formula, the following theorem exhibits it as an instance of a general princi-

ple. See (Friz et al., 2018) for a general diffusion statement.

Theorem 2.2.4 (Moderate Deviations). In the rough volatility regime H €
(0,1/2], consider log-strikes of the form

ke = ftz—H+B for a constant k > 0.

(i) For 5 € (0, H), and every 6 > 0, we have

" 2
I"0) ¥ +O@P2HYy ot  ast 0.

—log e(ky, t) = SH-25 5

(it) For § € (0,2H), and every 6 > 0, we have

B I// (0> ]{;2 I/// (0) kS

—logc(ki, t) = i3 5 T pss g T Ot My + Ot™%) ast 0.

Moreover,

I// (0> _ i

o}’
" (0) = —6p20 /1 /tK(t $)dsdt — —6p70 (K1, 1),
o Jo Jo ’ og

where (-,-) is the inner product in L*([0,1]).

Remark 2.2.5. In principle, further terms (of order t#=2# i =45 ...) can be
added to this expansion of log call prices, given that the energy has sufficient
regularity, see Theorem 2.2.6. We also note that, for small enough [, the
error term O(t7%) can be omitted. In any case, one can replace the additive
error bounds by (cruder) ones, where the right-most term in the expansion is
multiplied with (1 + o(1)), as was done in (Friz et al., 2018).

Proof of Theorem 2.2./. We apply Theorem 2.2.2 with & = k, = kt'/>=H+5,

i.e., with z = kt? = ke?$. In particular, we so get, with & =t and ¢ = /2,

I(x)

c(ky,t)y =e =2 Bl (5, k’sw) :
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2 Short-term near-the-money skew in rough fractional volatility models

The technical Proposition 2.6.3 asserts that, for fixed £ > 0, the factor J is
negligible in the sense that, for every 6 > 0,

log J(e,ke®) -0 ase—0.

The theorem now follows immediately from the Taylor expansion of I(x)
around z = 0 (see Theorem 2.2.1), plugging in x = kt’. Indeed, replacing
I(x) by the Taylor-jet seen in (i),(ii), leads exactly to an error term O(¢3%=2H),
resp. O(t*F2H) O

Fix real numbers £ > 0,0 < H < %, 0 < B < H, and an integer n > 2. For

every t > 0, set
key = kt2HH8

and denote
On.mp0(t) = max {1&2H—25—97 t(n—l)ﬁ} '

Here, 8 > 0 can be arbitrarily small. It is clear that for all small ¢ and 6 small

enough,

2H
O po(t) =t & 2H -2 < (n-1)5 & I
n

while

2H
Onipot) =tV S 2H 28> (n—- 1) B < PR
n

The following statement provides an asymptotic formula for the implied

variance.

Theorem 2.2.6. Suppose 0 < B <
t — 0 (and for k> 0),

% and 0 > 0 small enough. Then as

& ik 1) = 3
+ O (Pnmpo(t)). (2.2.6)

The O-estimate in (2.2.6) depends on n, H, 3, 0, and k. It is uniform on

compact subsets of [0,00) with respect to the variable k.
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2.2 Main results

Remark 2.2.7. Using the multinomial formula, we can represent the expression
on the left-hand side of (2.2.6) in terms of certain powers of ¢. However, the

coefficients become rather complicated.

Remark 2.2.8. Let an integer n > 2 be fixed, and suppose we would like to use
only the derivatives 1 (0) for 2 < i < n in formula (2.2.6) to approximate

Oimpl (K¢, t)?. Then, the optimal range for 3 is the following: i—fl < B < %

On the other hand, if 3 is outside of the interval [f—fl, %), more derivatives

of the energy function at zero may be needed to get a good approximation of

the implied variance in formula (2.2.6).

We will next derive from Theorem 2.2.6 several asymptotic formulas for the

implied volatility. In the next corollary, we take n = 2.

Corollary 2.2.9. Ast — 0,
Timpi(kt, t) = 00 + O(P2.m,560(t)). (2.2.7)
Corollary 2.2.9 follows from Theorem 2.2.6 with n = 2, the equality
I"(0) = 052 (2.2.8)

given in Theorem 2.2.4, and the Taylor expansion v1+h = 1+ O(h) as
h — 0.

In the next corollary, we consider the case where n = 3.

Corollary 2.2.10. Suppose 3 < % Then, ast — 0,
O_/
Uimpl(kt; t) =09+ p;O<K1, 1>kt5 + O(ng’H,g,g(t)). (229)
0
Corollary 2.2.10 follows from Theorem 2.2.6 with n = 3, formula (2.2.8),
the equality

/
1"(0) = —6;%(}(1, 1) (2.2.10)
0

(see Theorem 2.2.4), and the expansion 1+ h =1+ th+ O(h?) as h — 0.
Using Corollary 2.2.10, we establish the following implied volatility skew

formula in the moderate deviation regime.
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2 Short-term near-the-money skew in rough fractional volatility models

Corollary 2.2.11. Let 0 < H < %, 0<pB< %H, and firy,z > 0 with y # z.
Then ast — 0,
iyt~ ") = G227 1) o

(o _1
(y — 2)tz—H+P ~ p;Z<K1, L=z, (2.2.11)

Remark 2.2.12. Corollary 2.2.11 complements earlier works of Alos et al.
(2007) and Fukasawa (2011, 2017). For instance, the following formula can
be found in (Fukasawa, 2017, p. 6), see also (Fukasawa, 2011, p. 14):

1 1

it (412, ) — T (282, ¢ 01}

Timpl (Y12,1) — 0 1pl(z 2, 1) NpC(H)&tH 3 (2.2.12)
(y — 2)tz 70

In formula (2.2.12), we employ the notation used in the present chapter. Our
analysis shows that the applicability range of skew approximation formulas
is by no means restricted to the Central Limit Theorem type log-moneyness
deviations of order t'/2. It also includes the moderate deviations regime of

order t'/2=H+8_The previous rate is clearly > t'/2 as t — 0.

Remark 2.2.13 (Symmetry). Write ®,(W, B, B; p; o) for the “Ito-type map”
~ 1 ~
®,(W, B, B) ::/0 o(B)d (W + pB).

It equals, in law, ®;(W,—B, —B; —p;o(—+)), and indeed all our formulae
are invariant under this transformation. In particular, the skew remains un-

changed when the pair (p, o) is replaced by (—p, —0oy).

2.3 Simulation results

We verify our theoretical results numerically with a variant of the rough
Bergomi model (Bayer et al., 2016) which fits nicely into the general rough
volatility framework considered in this chapter. As before, the model has been
normalized such that Sy = 1 and r = 0. We let (W, B) be two independent
Brownian motions and p € (—1,1) with p?> = 1 — p? such that Z = pW + pB
is another Brownian motion having constant correlation p with B. For some
spot volatility oy and volatility of volatility parameter 7, we then assume the

following dynamics for some asset S:
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2.3 Simulation results

as,
St
o(x) = ogexp (;nx> (2.3.2)

— o(B,)dZ, (2.3.1)

where B is a Riemann-Liouville fBM given by
_ t
B, = \/2H/ It — s|-1/24B,.
0

The approach taken for the Monte Carlo simulations of the quantities we
are interested in is the one initially explored in the original rough Bergomi
pricing paper (Bayer et al., 2016). That is, exploiting their joint Gaussianity,
we use the well-known Cholesky method to simulate the joint paths of (Z, E)
on some discretization grid D. With (2.3.2) being an explicit function in
terms of the rough driver, an Euler discretisation of the Ito SDE (2.3.1) on
D then yields estimates for the price paths.

The Cholesky algorithm critically hinges on the availability and explicit
computability of the joint covariance matrix of (Z, LA?) whose terms we readily

compute below.?

Lemma 2.3.1. For convenience, define constants v = L — H € [0,1) and

2 2
Dy = ﬁ and define an auziliary function G : [1,00) — R by

Y + v 2~ (1)
1—7 1—x 2—rx

Cla) = 20 ( NS w—1>)

(2.3.3)

where o denotes the Gaussian hypergeometric function (Olver, 2010). Then

the joint process (Z, B) has zero mean and covariance structure governed by

2Note that expressions for the exact same scenario have have been computed before in
the original pricing paper (Bayer et al., 2016), yet in that version the expression for
the autocorrelation of the fBM B was incorrect. We compute and state here all the
relevant terms for the sake of completeness.
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2 Short-term near-the-money skew in rough fractional volatility models

Var[B2] = 21, fort >0,
Cov|B,B)] = t*#G (s/t) fors>t>0,
Cov[B,Z;| = pDy (sHJ“% — (s — min(t, s))HJr%) , fort,s>0,
Cov[Z;Zs] = min(t, s), fort,s > 0.

Numerical simulations® confirm the theoretical results obtained in the last
section. In particular - as can be seen in Figure 2.1 — the asymptotic formula
for the implied volatility (2.2.9) captures very well the geometry of the term
structure of implied volatility, with particularly good results for higher H
and worsening results as H | 0. Quite surprisingly, despite being an asymp-
totic formula, it seems to be fairly accurate over a wide array of maturities

extending up to a single year.

2.4 Proof of the energy expansion

Consider

1
dX = —502(Y)dt + 0 (Y)d(pdW + pdB), Xo=0
dY = dB, Yy=0
where B, = [ K (t,s) dB, for a fixed Volterra kernel (recall (2.1.3) in the pre-

vious section). We study the small noise problem (X¢,Y*) where (I/V, B, E’)
is replaced by <5I/V, eB, 5@) The following proposition roughly says that

I
]P’(Xf ~ ;JZ) R exp (— g)> .

Proposition 2.4.1 (Forde and Zhang (2017)). Under suitable assumptions
(cf. Section 2.1), the rescaled process @Xf te > O) satisfies an LDP (with

speed £2) and rate function

= = inf 7, 24.1
fGHé 252}7 (f) 2 fEHé (f) ( )

I(z)= inf [

3The Python 3 code used to run the simulations can be found at
github.com/RoughStochVol.
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2 Short-term near-the-money skew in rough fractional volatility models

where

B(f) = /\ o) ds=(f.f)

The rest of this section is devoted to analysis of the function I as defined
n (2.4.1). First, we derive the first order optimality condition for the above

minimization problem.

Proposition 2.4.2 (First order optimality condition). For any x € R we
have at any local minimizer f = f* of the functional T, in (2.4.1) that

p(@—pG (f) {{o (Kf*) Ton) + (o' (KF7) 7, K1)}
P°F(f*)
(z — pG (7))
F R A

I =

o) (Kf*), Klpg), (24.2)

for all t € [0,1].

Proof. We denote a ~ b whenever a = b+ o (§) for a small parameter §. We

expand

E(f+5g) ~ E(f)+25(f)
F(f+89) =~ F (1) +5((o) (). k)
G(f+09) ~ G +o{{o(Kf).5)+ (o' (KF)F Kq)}

If f = f*is a minimizer then § — Z, (f 4+ d¢) has a minimum at 6 = 0 for all
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2.4 Proof of the energy expansion

g. We expand
( — pG (f + dg))”
2p°F (f + dg)
(2 =G (1) = dp{(o (KF) .a) + (o' (K1) J. Ka)})"
202 [F () +0((c*) (Kf).K§)]
B +5(f.5)
(x = pG (£))* = 02p (x = pG () {{o (Kf) ) +

T.(f +0g) = + ;E(f +4g)

~

Q

(K1) f Ka)y

~

20°F (f) |1+ 755 (0% (K ) K§)
+SE(D +6(f.5)
(x = pG ()’ =020 (x — pG (/) { (o (Kf).9) + (o' (K f) f. )}

[E—

~
~

20°F (f)
(x=pG(1)> 6 [N (i) e\, L .
T PF(f) F(f)<(0)(Kf)’Kg>+2E(f)+5<f>9>-

As a consequence, we must have, for f = f* and every ¢ € L?[0, 1]

pla =G (N {(o (K).9) + (o' (KF) F. Kg))
P*F(f)

d
0 = AL (f+09)}s0 = -

(= pG (f))

P2F2(f) <(00/) (Kf>’Kg>+<f’g>'

Recall f§ =0, any x. We now test with ¢ = 1 for a fixed ¢ € [0, 1] and

obtain
fo_ p(@—pG (f) {{o (Kf*) Toa) + (o' (KF7) 2, K1)}
t P*F (%)
(x _ G (fw> ? / T
- p2£2 G ) ((00") (K f7), K1) 0

2.4.1 Smoothness of the energy

Having formally identified the first order condition for minimality in (2.4.1),
we will now show that the energy = +— I(x) is a smooth function. More pre-
cisely, we will use the implicit function theorem to show that the minimizing

configuration f* is a smooth function in x (locally at z = 0). As Z, is a
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2 Short-term near-the-money skew in rough fractional volatility models

smooth function, too, this will imply smoothness of x +— Z,(f*) = I(x), at
least in a neighborhood of 0.

As the Cameron-Martin space H of the process B continuously embeds
into C'([0,1]), K maps H] continuously into C ([0, 1]), i.e., there is a constant
C > 0 such that for any f € H} we have

1K flloo < CII - (2.4.3)

This result will follow from

Lemma 2.4.3. Let (V; : 0 <t < 1) be a continuous, centred Gaussian process
and H its Cameron-Martin space. Then we have the continuous embedding
H — C|0,1]. That is, for some constant C,

1Allee < ClRl3

Proof. By a fundamental result of Fernique, applied to the law of V' as Gaus-
sian measure on the Banach space (C'[0, 1], ||-||.), the random variable || V||

has Gaussian integrability. In particular,
ot = E(||V]%) < oc,

On the other hand, a generic element h € H can be written as h; = E [V, Z]
where Z is a centred Gaussian random variable with variance ||h||3d, see,
e.g., (Friz & Hairer, 2014, page 150). By Cauchy—Schwarz,

he| < E[Vi]" |kl < o [|Blly

and conclude by taking the sup over on the Lh.s. over ¢ € [0, 1]. O]

Remark 2.4.4. Assume V is of Volterra form, i.e. V; = [J K (t,s) dB,. Then
it can be shown (see (Decreusefond, 2005, Section 3)) that #H is the image of

L? under the map
L t .
K:fos fom (tl—>/ K(t,s)fsds>
0

and HKfHH = Hf . In particular then, applying the above with h = Kfe

L2
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2.4 Proof of the energy expansion

H, gives
|5, <clxs], =l

= Clf .

2.4.1.1 The uncorrelated case

We start with the case p = 0 as the formulas are much simpler in this case.
By Proposition 2.4.2, any local optimizer f = f* of the functional Z, :
H} — R in the uncorrelated case p = 0 satisfies for any ¢ € [0, 1]

12

Ji= F2(f) ((00) (K ). K1py).

We define a map H : H} x R — H} by

5132

- F2(f)

H(f,z)(t) = f, ((00") (K f) K1pz) (2.4.4)

Hence, for given x € R, any local optimizer f must solve H(f,x) = 0. As
one particular solution is given by the pair (0,0), we are in the realm of the

implicit function theorem. We need to prove that
o (f,x)— H(f,x) is locally smooth (in the sense of Fréchet);
e DH(f,x) = %H(f, x) is invertible in (0, 0).

Note that invertibility should hold for x small enough, as DH(f, x) = id H] —2°R
for some R, which is invertible as long as R has a bounded norm for sufficiently

small z.

Remark 2.4.5. The method of proof in this section is purely local in H}.
Hence, we only really need smoothness of o locally around 0. Note, however,
that stochastic Taylor expansions used in Section 2.5 will actually require

global smoothness of o.

Lemma 2.4.6. The functions F': H} — R and R, : Hy — C ([0,1]) defined

by
Ri(f)() = ((00") (Kf) . K1ps), te0.1]

are smooth in the sense of Fréchet.
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2 Short-term near-the-money skew in rough fractional volatility models
Proof. For N > 1 we note that the Gateaux derivative of F' satisfies

1 N .
By Lemma 2.4.3, we can bound
1
DYE(F) - (g1, )| < const [ £ (s)] -+ [ Egiv (s)]ds

< const || K g1l - [[Kgn |l

< const CNHQIHH(} e ||9N||H3,

for const = ||-£20?||..* Thus, DN F(f) is a multi-linear form on H} with op-
erator norm ||DNF( DI € [1-£-6%||«C" independent of f. As f — DNF(f)
is continuous, we conclude that DV F(f) as given above is, in fact, a Fréchet

derivative.

Let us next consider the functional R;. Note that

(DVR(f) - (g1, ,90)) (8) = (s (K ) Kin -+ K, Ko

for sy(z) = d‘ﬁv o(x)o’(x). Hence, Assumption 2.1.5 implies that

HDNR1<f>-<gl,...,gN>u§{01:/01(/tl (1) TL 000 K 1)
< flanllZ Huw [ ws.tyasi
< flanllZ c”Huganl [ s y2aas
<Jswlz o [ [ K (s, t)2deds T ol
1=1

We see that the multi-linear map DY R;(f) has operator norm bounded by

1 s
IDYR ()] < sl CW [ [ Ks,tyeauas
0 JO

4More precisely, since neither o nor its derivatives need to be bounded, we need to actually
work with a local version of the above estimate, for instance by replacing the max with
a sup over a compact set containing {(Kf)(¢) : 0 <¢ < 1}.
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2.4 Proof of the energy expansion

independent of f. From continuity of f — DY R{(f), it follows that DY Ry (f)
is the N’th Fréchet derivative. O]

Theorem 2.4.7 (Zero correlation). Assuming p = 0, the energy I(z) (as
defined in (2.4.1)) is smooth in a neighborhood of x = 0.

Proof. By construction, we have
DH(f,z) = idyy; —*A(f)
for A: Hy — L(H}, Hy) defined by
A(f) = Ru(f) ® DF*(f) + F*(f)DRu(f).

Here,

(B1(f) @ DF2(f)) -9 = (DF(f) - g) Ra(f) -

As verified above, H is smooth in the sense of Fréchet. Trivially, DH(0,0) =
idpy is invertible and H (0,0) = 0. Therefore, the implicit function theorem
implies that there are open neighborhoods U and V of 0 € H} and 0 € R,
respectively, and a smooth map x — f* from V to U such that H(f*,x) =0
and f” is unique in U with this property.

For the energy, we prove that I(x) = Z,(f") in a neighborhood of = = 0.
First of all, we show that a minimizer exists. If not, there is a function g € H;
with Z,(g) < Z,(f*). For small enough z such a g must be inside a ball with
radius € around 0 € H}, as Z,(g) > %Hg\ﬁ{é and lim,_,oZ,(f*) = 0. Then
note that for any g € H]

D?Zy(0) - (9. 9) = llgllin > 0,

where D?Z,(f) denotes the second derivative of f — Z.(f). By continuity,
D?Z,(f) stays positive definite for (z, f) in a neighborhood of (0,0). As noted,
for x small enough, both g and f* (and the line connecting them) lie in this

neighborhood. For h = g — f*, this implies

T(g) ~ L") = DL£) bt [ DYLF -+ th) - (h ) di > 0,
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2 Short-term near-the-money skew in rough fractional volatility models

since DZ,(f,) - h = 0 and D?Z,(f* + tsh) - (h,h) > 0. This contradicts
the assumption that Z,(g) < Z,(f*), and we conclude that f* is, indeed, a
minimizer of Z,, implying that [(z) = Z,(f*) locally.

Finally, as z — f* is smooth and (f,z) — Z,(f) = #(Zf) + %HfH%{é is
smooth, we see that x +— [(x) = Z,(f*) is smooth in a neighborhood of 0.
(Note that this arguments relies on ¢(0) # 0, implying that F(f) # 0 for f
in a neighborhood to 0.) O

Remark 2.4.8. Classical counter-examples in the context of the direct method
of calculus of variations show that the step of verifying the existence of a

minimizer should not be taken too lightly. For instance, the functional

J(u) = /01 [(u’(s)2 —1)%+ u(s)ﬂ ds

does not have a minimizer in H}, but J can be made arbitrarily close to 0 by
choosing piecewise-linear functions u with slope |u/| = 1 oscillating around
0. We refer to any text book on calculus of variations. In the situation
above, local “convexity” in the sense of a positive definite second derivative
prevents this phenomenon. An alternative method of proof for the existence

of a minimizer is to show that J is (lower semi-) continuous in the weak sense.

2.4.1.2 The general case

In the general case (cf. Proposition 2.4.2), we define the function H : H} xR —
H} by

(x = pG (M) {(o (Kf) 1on) + (o' (Kf) [, K1)}
P (f)

H(f,2)(t) = f, -~

et (o) (57) K1)
= f- Pt ()0 + R 0) + T EE D R0
(2.4.5)
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2.4 Proof of the energy expansion

where Ry, Ry : Hy — Hj are defined by

Ro(f)(t) = (o(K ), i) (2.4.6)
Ry(f)(t) = (o' (Kf)f, K1), (2.4.7)

t € [0,1].
One easily checks that GG, Ry, R3 are smooth in the Fréchet sense.

Lemma 2.4.9. The functions G : Hy — R, Ry : Hy — Hy and Ry : Hy —

Hg are smooth in Fréchet sense.

Proof. The proof of smoothness is clear. We report the actual derivatives.

For G we get

N
DYG(P) o) = (o) (57) . T K+
i=1
N .
+3 <a<N—1> (£7).a 11 Kg> .
k=1 i#k
For R, and, respectively, R3, we obtain

(DYRalf) - (g1 o0w) () = | o™ (K £)(s)) TT(Kg)(s)ds.

1=1

and

(DRl (o) (0 = (0% (6 F) TR0, TT K ) +

i=1

N
+> <0(N) (Kf) K1y, a1 ]] Kg'i> -0
k=1 i#k
Theorem 2.4.10. Let o be smooth with o(0) # 0. Then the energy I(x) as
defined in (2.4.1) is smooth in a neighborhood of x = 0.

Proof. The proof is similar to the proof of Theorem 2.4.7. In fact, the only
difference is in establishing invertibility of DH(0,0) and the existence of a
minimizer.

Note that (2.4.5) contains three terms. The derivative of the first term
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2 Short-term near-the-money skew in rough fractional volatility models

(f = f) is always equal to idy;. For the second term, we note that

(2= PG scp, o0 = 0.

Hence, the only non-vanishing contribution to the derivative of the second
term evaluated in direction g € H} at z =0, f =0 and t € [0,1] is

2

pP"DG(0) -g O
P2F(0) (R2(0) + R3(0)) = 5202 (oot 4+ 0) 2g(1)t.

RS

For the same reason, the derivative of the third term at (f,z) = (0, 0) vanishes

entirely. Hence,

(DH(0,0) - g)(t) = g(¢) + Zigmt.

It is easy to see that g — DH(0,0) - g is invertible. Indeed, let us construct
the pre-image g = DH(0,0)™! - h of some h € H}. At t =1 we have
P’ +p

7 9(1) = n(1),

implying g(1) = p?h(1). For 0 < ¢ < 1, we then get

g(t) + ﬁgmt — g() + ZAh(1)t = g(t) + pPh()t = h(b),

)

or g(t) = h(t) — p*h(1)t.

For existence of the minimizer, note that

0

D*Jo(0) - (9.9) = ?9(1)2 +lgllz;
which is again positive definite. O]

Remark 2.4.11. Though only formulated in terms of “smoothness”; it is easy
to show that o € C* implies that I € C*¥~1 (locally at 0).

2.4.2 Energy expansion

Having established smoothness of the energy I as well as of the minimizing

configuration x — f* locally around x = 0, we can proceed with computing
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2.4 Proof of the energy expansion

the Taylor expansion of f* around x = 0. We will once more rely on the first
order optimality condition given in Proposition 2.4.2. Plugging the Taylor

expansion of f* into Z, will then give us the local Taylor expansion of I(x).

2.4.2.1 Expansion of the minimizing configuration

Theorem 2.4.12. We have

ﬁ:am+&f+0@ﬂ,
i

/

B = 22‘5 [0 (K1, 1) + (K1, 1) = 3p% (K1,1)] .

Remark 2.4.13 (Non-Markovian transversality). In the RL-fBM case, K (t,s) =
V2H |t — s|” with v = H — 1/2 one computes

1
1+ 2+7)

(1,Klpy) = {1-a-p*}eco].

Interestingly, the transversality condition known from the Markovian setting
(@1 = 0, which readily translates to ff = 0 there) remains valid here (for

p =0), at least to order z?, in the sense that

2

. T
ﬁz&EZ@WWH—W”mfﬂ

Proof of Theorem 2./.12. First order expansion:

35



2 Short-term near-the-money skew in rough fractional volatility models

Up to the order needed in order to get the first order term, we have

fi = v + O(a%),
fi = a + O,
o(K f*) = oo + opKa x + O(2?),
o' (Kf*) = oh + oy Ké x4+ O(z?),
F(f*) = (*(K["),1)
o+ O(x),
G(f*) = (o (K f*), f)
= (09, &) x + O(a?).

Therefore,
(0(K f7),1j0.9) = oot + O(),
(0 (K ") f*, K1pg) = O(x),
(00" (K f*), K1p.) = O(1),
z — pG(f*) = (1 — pogon)z + O(a?),

(z = pG(f7)* = O@?).
This yields for the first order term in (2.4.2)

p(1— pUOOél)t

e p*o0
Setting t = 1, we get ,
Q1 = % - %0417
p~0o P
which is solved by a; = J%. Inserting this term back into the equation for oy,
we get
a, =Lt (2.4.8)
0o

Second order expansion:

Using (2.4.8) and the ansatz ff = ayx + 302* + O(a*), we re-compute the
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2.4 Proof of the energy expansion

relevant terms appearing in the (2.4.2). We have

U(Kf"“"(s)) =09+ 000_0 (K1)(s)x + O(z?)

and analogously for o replaced by ¢’, oo’. This implies
<0‘(Kf ) 1[Ot]> = 0‘0t+o'0 p <K1 1[0t]>:13+0( )
<UI(fo)fx, Kl[O,t]> — p= <K1[0,t], 1> z + O(a?),
0o
<O'O' (Kf*), K1 0t}> = 0¢0, <K1[07t], 1> + O(x).
Using the notation introduced earlier, we have

F(f*) = o5 +200p (K1,1) 2 + O(a?),

G(f*) = px + <laoﬁl+p (K1, 1>> 2?4+ O(z?).

This directly implies
— Ty — 52 — 1 216 2 3
T = pG(f") = p'w = p| 50061 + p"— (K1,1) | o* + O(a”),
0

(z — pG(f7))* = —2p%p <1aoﬁl + p (Kl 1>> 2+ O(x?).

We next compute some auxiliary terms appearing in (2.4.2).

Ny = p(z — pG(f7)) ((o(K f7), 1) + (o' (K f7)f*, K1p01)))

= ppPoots + lp2p2 z (<K1, 1[07t]> + <K1[07ﬂ, 1>)

1
- p4ggt (K1,1) — 2p203t61] z® + O(2%)

The corresponding denominator is p?F(f*). Using the formula

amz +agr? + O(2°)  ay asby — arby 5
b0+b1;p+(’)(x2) = b0.17+ b% xr +O(ZU )7
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2 Short-term near-the-money skew in rough fractional volatility models

we obtain

N
2F(1fw) apot” [p p 3 (K1 100) + (K1pg.1))

4 / 2
P 2\ %0 lp 2 3
(/)2 o 2p?
For the second term in (2.4.2), let

Ny = (= pG (") (00" )(K %), K1) = 5loocy (K1, 1) 2® + O(2%).

The corresponding denominator is p?F(f*)? = p*og + O(z). Hence,

N. o}
Wj‘“’”? —7 ;g (K1gg,1) 2 + O(a?). (2.4.10)

Combining (2.4.9) and (2.4.10), we get

N

= ;Otx + [pgag (<K1, 1[0,t]> + <K1[O,t]7 1>) - %gét (K1,1)

0° 0

s
=)

X

1p
_*75t—2 2 Ot<K1 1)4—?; <K1[0t],1>‘|$ —|-O( )

Sw

We shall next compute ;. Taking the second order terms on both sides and
letting £ = 1, we obtain

4

200 P
—B1 = 2K11 - =— (K1,1
ﬁl p < > p200< >

0_/ /
2P g 200220 k1 1) + 220 (K11
M o3 (KL + 7" 25 (KL1).

Moving (3; to the other side with 1+ 2 5= ,2 and collecting terms on the right
hand side, we arrive at

11 ot o 1—2p% 0]
—— B =9 (K1,1 <2p2 —2p2+p2> = — 0 (K1,1
22 0'8’< ) P P’ Uo< )
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2.4 Proof of the energy expansion

Hence, we obtain

B, = 2;;2 [p2 <K1, 1[0,t]> + <K1M, 1> — 3p%t (K1, 1>} . O

2.4.2.2 Energy expansion in the general case

Now we compute the Taylor expansion of I(x) as defined in Proposition 2.4.1.
We start with the second term. Plugging in the optimal path f = oz +
1Bix? + O(2®) (and using <6, 1> = (1 as y = 0) we obtain

p2
<f:c fx>:0_0 +——511L' +O( )

N | —

Inserting 3; = 2(1—2,02)2—@ (K1,1) into the above formula for (z — pG(f*))?,
0
we get

(2= G =72 = 208 (K1, 1)+ O,

Recall the denominator
20°F(f*) = 2p°0 + 4p°ogp (K1, 1) o + O(a?).
Using the expansion of a fraction

asr? + azr® + O(x?) a_» asby — azby
bg + blfL‘ + 0(1’2) N bo b%

z° + O(x4),

we obtain from
(x —pG(f7)* _ 7
2p°F(f*) 2p*og
(—20*p% (K1,1)) 2p%02 — p* (4p%00p (K1,1))
0

3 4
+ ol z® + O(z%)
ﬁ2 /
= a2’ —2p°p—23 (K1,1) 2° + O(a")
20§ o

We note that

——ﬁ 9% ‘70 KL L) = ((1-2p% —2(1—/)2))/)3% (K1,1) = —p 61([(1 1)
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2 Short-term near-the-money skew in rough fractional volatility models

Adding both terms, we arrive at the

Proposition 2.4.14. The energy expansion to third order gives

/
1 o

I(z) = —2% — p-2(K1,1) 2° 4,
(@) = 577" = p (KL a" + O

2.4.2.3 Energy expansion for the Riemann-Liouville kernel

Let us specialize the energy expansion given in Proposition 2.4.14 for the
Riemann-Liouville fBm. Choose v = H — % and recall that the kernel K
takes the form K(t,s) = (t — s)?. We get

t1+’7

1+

(Kl)(t):/OtK(t,s)ds:/Ot(t—s)Vds:

The key term (K1, 1) appearing in the energy expansion now gives

1 1 1+ 1 1
L) = | 00 = [t = 6 = e i a7

Plugging formula (2.4.2.3) into the energy expansion, we obtain the energy

expansion for the Riemann-Liouville fractional Browian motion

/

L P 90,3 4
I(x)zf‘%x _(H+1/2)(H+3/2);§$ + O(z%).

For completeness, let us also fully describe the time-dependence of the
second order term [3; in the expansion of the optimal trajectory f;. Unlike
the first order time, here we do not have a linear movement any more. Indeed

t Sl+’Y t2+’)’

<A1,yw0::4%31x5m3:i4 ds = (2.4.11)

147 (T+7)(2+7)’
1

Ty L-=-9).  (412)

(K1jy,1) =
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2.5 Proof of the pricing formula

2.5 Proof of the pricing formula

Fix z > 0 and T = S2 where e=tY2 and €=t = 27 We have

c(Z,t) = E (exp (X;) —expz)*
= E (exp (X}) —exp@)"
_ +
=F (exp (EX{) — exp (i:c))
E g

where we recall

Consider a Cameron-Martin perturbation of Xt. That is, for a Cameron-
Martin path h = (h, f) € H} x H} consider a measure change corresponding
to a transformation & (W, B) ~» £(W, B) + (h, f) (transforming the Brownian

motions to Brownian motions with drift), we obtain the Girsanov density
1 1. 1 1. 1 1,. .
Ge=exp (2 [ W, -2 [ fap - 5 [ (24 £2)ds). (252
P §0f 2§QO(S+JCS>S ( )

Under the new measure, X| becomes Z7, where

1

- T o _ 1 o -
Z7 = /0 o(EBi + fi) [Ed (pW, + pBy) + d (phy + pfi)] — 586/0 o(EB; + fi)?dt.

Definition 2.5.1. For fixed z > 0, write (h, f) € K* if ®; (h, £, f) = z. Call
such (h, f) admissible for arrival at log-strike z. Call (h*, f*) the cheapest

admissible control, which attains

I(z)= inf {;/Oliﬂdm—;/Oldet:q)l(h,f,ﬂ:x},

h,feH}
where we recall that f = K f and
~ 1 ~
(b £, F) = [ o(Pdph+ o).

For any Cameron-Martin path (h, f), the perturbed random variable Zf

admits a stochastic Taylor expansion with respect to &.
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2 Short-term near-the-money skew in rough fractional volatility models

Lemma 2.5.2. Fiz (h, f) € K* and define Zf accordingly. Then
78 =1+ Eg +E°R;, (2.5.2)
where g1 is a Gaussian random variable, given explicitly by

g1 = /0 o (F)A@Ws + pBy) + o' (F)Bud (5hs + o)), (2.5.3)

and

1

1 N\ A~ le o~ -~
Ry = / o' (ft) Byd (pWy + pBy) — *1/ o(EB; + fo)dt
0 2¢Jo

252// "(CBi+ fi) B} [6d (0Wi + pBy) + d (i + p )] (£ = ¢) dC.
(2.5.4)

Proof. By a stochastic Taylor expansion for the controlled process Zf with
control (h, f) € K® as in Definition 2.5.1 and thanks to o € C?, we have at
t=1

1

7: = /1 o(EB + f)[Ed (pW + pB) + d (ph + pf)] — 155/ o(EB, + f,)%dt
0 2 0
1 N 1 ~ ~ ~
= [ o(Pd(ph+pf) +& [ {o(FdEW + pB) +'(HBd (ph+ pf)}+
+ é\g /1 OJ (ﬁ) Btd (ﬁWt ‘I— th) — ;Eé\/ol O‘(é\ét + ﬁ)gdt
2 [ [ (CBit ) BEEA Wi+ pBo) + d b+ )] (6 - C) e

Collecting terms in powers of € and with the random variable g; as in (2.5.3)
(recalling that e € O(&?)), we have

~ LS
Zi = | o(Pd(ph+ pf) + &g + OE),

furthermore, since (h, f) € K%, by the definition of ®;, it holds that

[ otPrah+pf) ==

This proves the statement (2.5.2) and the statement that g; is Gaussian is
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2.5 Proof of the pricing formula

immediate from the form (2.5.3). O

Finally, we determine an explicit form of the Girsanov density G. for the
choice where (h®, f*) in (2.5.1) are chosen the cheapest admissible control
(cf. Definition 2.5.1. Similarly to classical works of Azencott, Ben Arous
(1988) and others,we show that the stochastic integrals in the exponent of G.
are proportional to the first order term ¢, (with factor I'(z)) when evaluated

at the minimizing configuration (h*, f*).

Lemma 2.5.3. We have
1, 1,
/0 hedW, + /0 frdB, = T' (z) g1.
Proof. See Lemma 2.8.2. [

With these preparations in place, we are now ready to prove the pricing

formula from Section 2.2.

Proof of Theorem 2.2.2. With a Girsanov factor (all integrals on [0, 1])
. — e-%fde-%ff’dB—é J(h247%)dt

and (evaluated at the minimizer)

_L@) @)@
Gelo=e 22e <

we have, setting U® .= Z5 — & = &g, + £2R;

c(Z,t)=F Kexp (;Zl‘g) — exp (gx )+ G€|*]

™

Sz € ~ +

=e: I (exp (AUE> — 1) Gel.
5

_I@ ¢ ~ + _I'(x)g

=e¢ e E [(exp iU5> — 1) e - 1]
5

@) ¢ £ _IL@Fe e

—=e 2e F||ex AU5> — 1) e 2 el'@h5y
[( Pz Ue20
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2 Short-term near-the-money skew in rough fractional volatility models

2.6 Proof of the moderate deviation expansions

In Section 2, we pointed out that (iiic) is exactly what one gets from (call
price) large deviations (2.1.8), if heuristically applied to x£%*. We now give a

proper derivation based on moderate deviations.

Lemma 2.6.1. Assume (iiia-b) from Assumption 2.1.J. Then an upper mod-
erate deviation estimate holds both for calls and digital calls. That is, we

have

(iiic) For every 3 € (0,H), and every fived x > 0, and &, := xe'~2H+25,

B[(¢XF — ¢)*] < exp <_M>

203c4H—46
and also 2 4 o(1)
. ‘- +o(l
Proof. Recall ¢(.) smooth but unbounded and recall 7. := xe!=21+28 In

case of § = 0 and H = 1/2 a large deviation principle (LDP) for (X5&/¢)
is readily reduced, via exponential equivalence, to a LDP for the family
of stochastic Ito integrals given by [o¢(EB)&dZ for some Brownian Z, p-
correlated with B. There are then many ways to establish a LDP for this
family. A particularly convenient one, that requires no growth restriction on
o, uses continuity of stochastic integration with respect to the rough path
(B,Z, [ BdZ) = (B, Z, fEdZ) in suitable metrics, for which a LDP is known
(Friz & Hairer, 2014, Ch 9.3). It was pointed out in (Bayer et al., 2017) that
a similar reasoning is possible when H < 1/2, the rough path is then replaced
by a “richer enhancement” of (B, Z), the precise size of which depends on
H, for which again one has a LDP. A moderate deviation priniple (MDP) for
(X$E/e) is a LDP for (e 2 X5é/e) for 3 € (0, H). This can be reduced to a
LDP, with & := ¢7202 = £2H-28 for

1 =N 1 ~ 1 ~
e2 / o(EB)2dZ = / 0(EB)EdZ = / 0.(ZB)zdZ
0 0 0
with speed 2. Since 0.(-) = o(¢%#-) converges (with all derivatives) locally

uniformly to the constant function oy, and one checks that the above is ex-

ponentially equivalent to the (Gaussian) family given by o0¢zZ;, with law
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2.6 Proof of the moderate deviation expansions

N(0,022%) = N(0,02e*48) which gives (2.6.1), even with equality. (By
localization, exponential equivalence can again be done for ¢ without growth
restrictions.)

We have not yet used either assumption (iiia-b). These become important
in order to extend estimate (2.6.1) to the case of genuine call payoffs. We can
follow here a well-known argument (e.g. ((Forde & Jacquier, 2009; Pham,
2010; Forde & Zhang, 2017)) with the “moderate” caveat to carry along a
factor €2, In fact, this follows precisely the argument of (Forde & Zhang,

2017) where the authors carry along a factor £/ = £2H -1,

(This provides
a unified view on rough and moderate deviations.) The remaining details
then follow essentially “Appendix C. Proof of Corollary 4.13., part (ii) up-
per bound” of (Forde & Zhang, 2017), noting perhaps that the authors use

their assumptions to show validity of what we simply assumed as condition

(iiib), and also that one works with the quadratic rate function I”(0)z? = %
0
throughout. O]

Remark 2.6.2. By an easy argument similar to “Appendix C. Proof of Corol-
lary 4.13., part (i) lower bound” of (Forde & Zhang, 2017) one sees that
validity of the call price upper bound (iiic) implies the corresponding digital
call price upper bound (2.6.1.) For this reason, we only emphasized (iiic) but
not (2.6.1) in Section 2.

In a classical work, Azencott (1982) (see also (Azencott, 1985), (Ben Arous,
1988, Théoreme 2)) obtained asymptotic expansions of functionals of Laplace
type on Wiener space, of the type “Flexp(—F(X¢)/e?)]”, for small noise dif-
fusions X¢. This refines the large deviation (equivalently: Laplace) principle
of Freidlin—Wentzell for small noise diffusions. In a nutshell, for fixed Xy = z,
Azencott gets expansions of the form e~/ (o + aqe...). His ideas (used by
virtually all subsequent works in this direction) are a Girsanov transform,
to make the minimizing path “typical”, followed by localization around the
minimizer (justified by a good large deviation principle), and finally a local
(stochastic Taylor) type analysis near the minimizer. None of these ingre-
dients rely on the Markovian structure (or, relatedly, PDE arguments). As
a consequence (and motivation for this work) such expansions were also ob-
tained in the (non-Markovian) context of rough differential equations driven

by fractional Brownian motion (Inahama, 2013; Baudoin & Ouyang, 2015)
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2 Short-term near-the-money skew in rough fractional volatility models

with H < 1/2.

And yet, our situation is different in the sense that call price Wiener func-
tionals do not fit the form studied by Azencott and others, nor can we in
fact expect a similar expansion: Example 2.2.3 gives a Black-Scholes call
price expansion of the form constant times e~ (% 4 ...). Azencott’s ideas
are nonetheless very relevant to us: we already used the Girsanov formula in
Theorem 2.2.2 in order to have a tractable expression for J. It thus “only”

remains to carry out the localization and do some local analysis.

Proposition 2.6.3. Let x > 0 and B € (0, H). Then the factor J is negligible
in the sense that, for every 6 > 0,

elog J(e,2e?) =0 ase —0.

Proof. Step 1. Localization Write x, := xe?%, 7, 1= x.e' 720 = ! 72H+28 By

definition,
. —~ I(ze) —~
El(e*l —e*)Te @ e = J(g,1.) .

Fix z,0 > 0 and write 5. = de?’. We claim that (the positive quantity)

I(ze) —~ - ~
J(e,xe) = Jo. (e,0) = e @ e " E[(e™ —e™)1

Resars) (2.6.2)

is exponentially small, in the sense that, for some ¢ > 0 and g2 = ¢*#—45,

J(e,xe) — Js5. (e,2:) = O (e’c/ﬁ) )

I(ze)
There is a battle here between the exploding factor e =2 | with exponent

I(z) I"(0) (z.)? _ I"(0)z?
2 T 2@ 2

and on the other hand

(x4 6)*+ o(1)>

X5 TV —
El(e™ —€” )1Xf>$s+5s] < exp ( 205e4H—48

where the given estimate is an easy consequence of Lemma 2.6.1. Since

I"(0) = 1/02 we see that the last factor “exponentially over-compensates”
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2.6 Proof of the moderate deviation expansions

the rest, so that the difference is indeed exponentially negligible.

Step 2. Upper bound. For any x > 0, recall that Uee = Ue decomposes
into a Gaussian random variable g; = ¢f and remainder Ry = R5. In order
to control this remainder without imposing a boundedness assumption on
o(+), we will crucially use a "localized remainder tail estimate” as given in

Proposition 2.6.4 below. We have, for any ¢ € (0, 1],

Js(e,x) = E leléz)ﬁs (eXp (%{75) _ ) I'(z)R§ 1356[06 ]1 (2.6.3)

< 5—1E*1@91U” 0,0
< (e JE| € [0,0]].

To proceed, recall £1g% = e20e" — R5” so that, for any x > 0,

1 (Jv) (@) o
——97 ——=9g
& 1 = e £ 1 1 o~
EB| >k
;[0,1]
Il(x)/\ez
— Ue / £,
2 I'(z) Ry -~
+ e - € 1|EB| <K
00;[0,1]

Since I'(z) > 0 for small enough = > 0, it follows that —%ﬁ”’ < 0 on the
event {U** € [0, 4]}, which leads us to

1’ (z)

Js (e,x) < (e —1)Ele = 9. |€B]0001 >/§]+(e —1)Ele I'(x)R |€B]0001 < K]
2[(1)
< (1) 9t \/P ]63]00[01]>/§} (e —1)C

where, by Proposition 2.6.4, the constant C' = C(x) is uniform in small € and

z. The square-root terms are computed resp. (Fernique) estimated by

. ((I’ (2)/V(g7)

= ) x exp(—ck? /&%)

for some ¢ > 0 which depends on the law of B (hence H), but is uniform in ¢

and x. Hence, for z small enough, the resulting exponent (I’ ())*V(g?) — cx?

is negative, which is more than enough to conclude the upper bound.

Step 3. Lower bound. Write Es, [] = E[- 15eecpsnl 5Bl < | and esti-
] g0, "
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2 Short-term near-the-money skew in rough fractional volatility models

mate

1
< Js (5:33)% Es, [671/(“@)%} ’

where we used Cauchy Schwarz and discarded the event {|ZB |oos0,1] < K}
The localized remainder estimate provides an upper bound on Ej [e‘l /(x)Rg} ,
uniformly over small (enough) € and z. It then suffices to get a suitable lower
bound of the left-hand side above. Indeed, for u € [0,&2n] = [0,&*® Varn],

with 7 small enough, not dependent on ¢,

™ '@, 1/2
wr (et = 1)re” 2 % > 4 (fu> (2.6.4)
£

for a constant v > 0 which can also be taken uniformly in small z,e. Then

estimate

;/\ _I’(m)’\
Esul(es” —1)7e 28]

> el 2HE|UFV2 [O,E?n]llsB\oo;[o,n“]'

Use

As a quick sanity check, pretend zero remainder so that Ue = €gy: dropping
further the (exponentially close to probability one) event {|eB| 1, < K}, a
Gaussian computation then shows that we are left with (ye/2~# times £'/2
times)

El|g1"% g1 € [0,8]] ~ (const)g¥? .
In general, set V¢ = ﬁa/é?: g1 + ERys°, so that?
B, |02 0° € [0.8%]] = 2 E[Ve|*: v € [0.a)] .

At this stage, it is difficult to treat £€R° as perturbation of g since, on the
given event {V° € [0,&n]}, all terms are of order & We can solve this is-

sue by realizing that we can replace, throughout, by z. = xe?’. Since

SWrite E,, for the expected value restricted to the event {|eB loos0,1] < K}
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2.6 Proof of the moderate deviation expansions

I'(x.) ~ (const)z., with see from (2.6.4), that in the above estimate the
event U* € [0,82] = [0, e* ] (resp. V= € [0,8n] = [0,2Hn]) can be replaced
by U¢ € [0, -2y (resp. V< € [0,e2H~28y)), possibly with an insignificantly
modified constant 7. It is now straight-forward to show that the behaviour of
E.[|VE|? Ve € [0,e2H-289)]] is of the same order as E[g'/2; g € [0, e2H-28y]],
the correct behaviour (i.e. positive power of €) is obtained by spelling out the
(Gaussian) integral.

]

Proposition 2.6.4 (Localized remainder tail estimate). For every x > 0,

there exists c1,co > 0 such that, for all r and uniformly in small €,z we have
P UR§| > 7, |EB o] < ﬁ] < ¢y exp (—cor)
Proof. We decompose £2R5 = M¢ + N¢ in terms of the (local) martingale
Mo i=¢ [ [0 (2B + F) = o (F)] dlgW + BB
e[ lo(EB+ 1)~ o (F)]dlpW + pB)
and the (bounded variation) process
~ ~ ~ ~ 1 ~ -
e ~ _ o ~ - PP NN
N .—/O[a (5B—|—f> a(f) o (f) 53} d[ph+pf] 288/00' (5B—|—f) dt .

Let 75" be the stopping time when EB first leaves the uniform ball of radius
k. Then
M = My e

still yields a (local) martingale. The point is that {|§§|oo;[o,1] < /45} ={r" > 1}.
On this event, M€|[071] = M"%|jp) and we can thus replace M*, in the def-
inition of the remainder, by M"°. Let K = K"" be the rk-fattening of
{f () :0<t<1}, recall f= f* then, for ¢t € [0, 1],

d[M*2), Jdt = E((EB, + J) — 0(f))* <8 0|2 1Bl -

Clearly, we can replace K by K* which contains all K% for small z. To

summarize, we have, on the event {|§B|oo;[0,1] < /{},

RE () — éPQMn,s 4 éPQNs
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2 Short-term near-the-money skew in rough fractional volatility models

with [£72M"¢] = O (|§ |go;[071]) and, as seen by a similar (but easier) reason-
ing, £2N¢ = O (|§|§O;[071]), always for fixed x > 0, but uniformly in small
e (equivalently, £) and small z > 0. This clearly shows that £72N°¢ has ex-
ponential tails. The same is true for the martingale part, whose bracket is
O(Gaussian®). This is exactly the situation for the “model” martingal in-
crement 2 fol BdB = B} — 1 which clearly has exponential tails. To make
this rigorous, recall that Gaussian resp. exponential tails are characertized
by O(\/p) resp. O(p)-growth of the LP-norms. The statement is then an
easy consequence of the sharp (upper) BDG constant (Carlen & Kree, 1991),
known to be O(y/p). O

2.7 Proof of the implied volatility expansion

With Theorem 2.2.2 in place, we now turn to the proof of the implied volatility

expansion, formulated in Theorem 2.2.6.

Proof of Theorem 2.2.6. We will use an asymptotic formula for the dimen-

sionless implied variance
V? = toimp (ki  t)?, ¢ >0,

obtained in (Gao & Lee, 2014). It follows from the first formula in Remark
7.3 in (Gao & Lee, 2014) that

k2 k2
Vi-gr =0 (Lg(kt + | log k| + log Lt)) , =0, (2.7.1)
t t

where L; = —logc(ky, t), t > 0.

We will need the following formula that was established in the proof of

Theorem 2.2.4:
I(kt?)
tQH

L; = + 0t (2.7.2)

ast — 0, for all x > 0 and 5 € [0, H) and any 6 > 0. Let us first assume
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2.7 Proof of the implied volatility expansion

<p< 2H . Using the energy expansion, we obtain from (2.7.2) that

n+1
L; = Z ( )kztzﬁ—QH +0 (t—e) _ ( )kztzﬁ—w
= 2
n 2[(i)(0) . ‘
1 k=228 L o (¢2H-20-6 2.7.3
2 510) +o( ) (2.7.3)

as t — 0. The second term in the brackets on the right-hand side of (2.7.3)
disappears if n = 2.

Remark 2.7.1. Suppose n > 2 and =% < 3 < ﬁ. Then formula (2.7.3) is

optimal. Next, suppose n > 2 and O < B < 3—}:11 In this case, there exists

m > n—+1 such that 2H < B < 22 and hence (2.7.3) holds with m instead of
n. However, we can replace m by n, by making the error term worse. It is not

hard to see that the following formula holds for all n > 2 and 0 < 8 < = +1

:il(i) LB 2H+O( n+16 2H) _ I”éo) L2428—2H
=2 :
n 27 O i—2,(i—2)8 18
1+Z 0 ) gt +0 (t17) (2.7.4)

as t — 0 provided we choose 6 small enough.

Let us continue the proof of Theorem 2.2.6. Since k; ~ t2~H+8 and L, ~
126721 a5 t — 0, (2.7.1) implies that

L241-2H+28

2 1+2H—23-6
V=L +0(t ), t—0. (2.7.5)
Next, using the Taylor formula for the function v +— + , and setting
par '1 "(0)

we obtain from (2.7.3) that

(2H—28 [n-2

- sz”((]) Z:(—l)juj + O<un_1)

(2L,)7 1
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2 Short-term near-the-money skew in rough fractional volatility models

as t — 0. It follows from f—fl <pB< % that (n —1)8 > 2H — 23, and hence

(2L )71 _ '[,‘2H*2B ni2<_1)]uj + O(t4H74ﬁ—9>
t k21"(0) =
tZHfQﬁ n—2 ‘ n 2](2) 0 i j o
J= 1= .

as t — 0. Now, (2.7.5) gives

, " n—2 i n 2](i)(0) i—2,(i—2 ’
Ve = 7o) [Z(_l) (Z i )ﬂ”

j=0 i=3
+0 <t1+2H—26—9)

ast — 0. Finally, by cancelling a factor of ¢ in the previous formula, we obtain
formula (2.2.6) for j—fl < B < % The proof in the case where g < 3—}:[1 is
similar. Here we take into account Remark 2.7.1. This completes the proof

of Theorem 2.2.6. O]

2.8 Auxiliary lemmas

In this section we provide and prove some auxiliary lemmas, which are used
in the preparations to the proof of Theorem 2.2.2. We start with a technical

Lemma, that justifies the derivation.

Lemma 2.8.1. Assume o (.) > 0 and |p| < 1. Then K* is a Hilbert manifold
near any b == (h, f) € K* C $ = H} x H}.

Proof. Similar to Bismut (1984, p. 25), we need to show that D¢y (h) is
surjective where ;1 (h) : $ — R with

~

o1 (0) = o1 (h,1) = [ o(Prd o+ pf).
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2.8 Auxiliary lemmas

From

e1(h+3b) = /qdf+6ﬁmum+wf+5mﬁ+pf»
= o1 ( +6/ )d(ph' + pf’)

+q/ AFd@h+ pf) +0(5).

the functional derivative De; (h) can be computed explicitly. In fact, even

the computation
(De1 (h) =p / F)an’
is sufficient to guarantee surjectivity of D (). O]

We now give the proof of Lemma 2.5.3, which determines the form of the

Girsanov measure change (2.5.1) for the minimizing configuration.

Lemma 2.8.2. (i) Any optimal control h° = (h*, f*) € K® is a critical point
of
h=(hf)——1I(g})+ fuhuﬁ,

(i) it holds that
1, 1,
/ hedw + / f2dB =TI' () g1
0 0
Proof. (Step 1) Write h = (h, f) and

o1 (0) =01 (0 )= [ o(Nd(ph+ ).
Let b = (h®, f*) € K* an optimal control. Then
feeDgy (8°) = Tyok” = {h € 9" : Dipy (h) = 0} .
(This requires K® to be a Hilbert manifold near h°, as was seen in the last

lemma.)

(Step 2) For fixed h € 9, define
wt) = =1 (&) + 2 [0+ oo > 0

with equality at ¢ = 0 (since z = o and I () =1 ||f)0H52,)) and non-negativity
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2 Short-term near-the-money skew in rough fractional volatility models

for all ¢ because h° + th is an admissible control for reaching 7 = gph +b (s

that 1 (z) =inf {...} < $][p° +tb||ﬁ.)
(Step 3) We note that « (0) = 0 is a consequence of u € C'' near 0, u (0) = 0

SO

and u > 0. In other words, h° is a critical point for

1
Y el GRS LI

(Step 4) The functional derivative of this map at h must hence be zero. In

particular, for all h € ),

0 = —I’< )<D¢1<h0>7h> < >
= —I'(x <D901( >,f)> < >

(Step 5) With h° = (h, £%) and b = (h, f)

(D (1).0) = &

7 /01 o(f*+ef)d (ph® + pf” + e (ph + pf))

e=0

1 N 1 ~ o~
= [o(F)h+ o)+ | o' (FIFd(Eh" + pf)
By continuous extension, replace b = (h, f) by (W, B) above and note that
<D801 ([JO) , (W, B)> =g

since indeed g1 = [ o(f,)d (pW; + pBy) + o' (fo) Bid (phy + pfy). Hence

1. 1,
/ hedw + / fdB = T' () 1. 0
0 0
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3 Monte Carlo pricing under rough stochastic

volatility

This chapter is organized as follows. In Section 3.1, we set the scene, intro-
duce notation and state assumptions. In Section 3.2, we present the novel
Monte Carlo pricing scheme. In Section 3.3, we collect the results of our nu-
merical experiments in which we look at numerical strong and weak rates of

convergence of different objects of interest.

3.1 Exposition and assumptions

Throughout this chapter, we shall be working on a filtered probability space
(Q, F,{Fi}+>0,P) satisfying the usual conditions and supporting two inde-
pendent Brownian motions under the pricing measure P. We consider a finite
time horizon 7" < oo and assume that the asset price process S = (S¢)icpo,1)
has been normalized without loss of generality such that spot Sy = 1 and the
risk-free rate r = 0.

We are interested in stochastic volatility models of the form

dS;

< = f(Wy, t)dB,, te€[0,T] (3.1.1)

where B is a Brownian motion. Following Bayer et al. (2016), for fixed Hurst
index H € (0, 1) and another Brownian motion W, the process W = (Wt)te[O,T]
is a Volterra or Riemann-Liouville (RL) fractional Brownian motion (fBM)

with integral representation
_ t t
w, ;:/ K(s,t)dWs:/ V2H |t — s/ 2 aw,, s e [0,4].
0 0

Here, we work with a RL fBM but other choices such as the classical {BM by
Mandelbrot and Van Ness (1968) for suitably modified kernel K are also pos-
sible. The leverage effect d (B, W), = pdt between stock and volatility drivers
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3 Monte Carlo pricing under rough stochastic volatility

is incorporated by working with a 2D standard Brownian motion (VV, W) and
setting
B = pW +pW = pW + /1 — p2WV.

Note that, in contrast even to many classical stochastic volatility models such
as Heston (1993), the stochastic volatility is explicitly given and no rough /
stochastic differential equation needs to be solved. In the terminology of Bayer
et al. (2017), this class of rough stochastic volatility models is called simple.
Throughout this chapter, we further assume that f : R?> — R, is smooth
in its first argument and such that the asset price is a (local) martingale, as
required by modern financial theory. We remark that the function f admits
in particular an explicit time dependence such that for example the rough
Bergomi model (Bayer et al., 2016) with non-constant forward variance curve

is also covered by our framework.

We are interested in pricing a European Call with spot Sy > 0, strike K > 0
and time to maturity 7" > 0 in the context of a simple stochastic volatility

model. Let the Black-Scholes pricing function for said option be given by
o? *
Cps (so, K, U2T) =F [50 exp (m/fz - 2T> - K]
where Z denotes a standard normal random variable. By an elementary
conditioning argument, introduced in a Markovian context by Romano and
Touzi (1997); Willard (1997), on the sample path Wi 7y, the fair price of a
European Call in the context of a simple rough volatility model can be reduced

to the expectation of a Black-Scholes (Black & Scholes, 1973) formula with

random inputs. More precisely, one can show that
e
CR\/(K, T) =E [CBS (exp <pﬂ - 27) , K, p27/>] (312)
with the bivariate object (%, %) defined as follows

(I, V) = (F(T), ¥(T)) = (/OT f(Wr,r)dWT,/OT fZ(WT,r)dr>. (3.1.3)

From a numerical perspective, this is a step forward as it avoids any simu-

lation of the second Brownian motion W. In order to sample from (3.1.3),
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3.2 Monte Carlo pricing

an immediate idea would be to sample the two-dimensional Gaussian process
(W, W)te[o,T} on some fine (equidistant) discretization grid and then approx-
imate (&, %) by an Euler discretization of the respective integrals (3.1.3).
Recall from the introduction that for the joint simulation of (W, W)te[O,T]a ex-
act and approximate numerical schemes have been proposed in the literature
(Bayer et al., 2016; Bennedsen et al., 2017; McCrickerd & Pakkanen, 2018;
Horvath et al., 2017). A remaining problem however with that approach is
that the convergence of an Euler approximation of .# is very slow since w
has little regularity when H is small (recall that Gatheral et al. (2018) re-
port H as low as 0.05). In fact, Neuenkirch and Shalaiko (2016) show (in a
slightly different setting) that the strong rate for the standard Euler scheme
(or, more precisely, left-point rule) is no better than H in general even when

the fractional process is exactly simulated.

3.2 Monte Carlo pricing

The aim of this section is to propose a novel approximation scheme for the
bivariate object (£, %) as defined in (3.1.3). For fixed N € N, let us first
define a level N Haar grid to be one with step size given by ¢ = 27V, With
¢ = 1) the so-called father wavelet, the Haar system given by the set of

functions
{¢1,N =2V (- 2N — 1) = 2V oy ey | L € Z}

then forms an orthonormal basis of L?(R). While the Paley-Wiener-Zygmund
theorem states that Brownian motion is almost surely nowhere differentiable
(in a classical sense), it does have a derivative in a distributional or generalized

sense. This derivative is given by White Noise which we shall denote W

The basis of our approach is a Karhunen-Loeve-style approximation of
White Noise. Mathematically, for NV fixed and with {Z,; };cz some standard iid

normal random variables, let ¢ be an approximation of White noise given
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3 Monte Carlo pricing under rough stochastic volatility

[t2V]-1

Wet)= 3 Zign®t) = Y. Z2Y 1w 1M (t), t€0,T).

l=—00 =0
(3.2.1)

By integration against against the Kernel K (s,t), this then induces an ap-

proximation of the Riemann-Liouville fBm w given by

[t2V] -1

WS(t):/OtK(s,t)Ws(s)ds: Sz, teln,T] (322

=0

where for all [ € [O, [tZN W — 1}, the functions €j are given by

_ V2H2N?

e(t) = FENYE (yt—mNyH“/2—|t—min((l+1)2N,t)\H“/?). (3.2.3)

Recall that it is our fundamental interest to devise an approximation scheme
for the bivariate object (.#,7#') defined in (3.1.3). Having constructed a joint
approximation (WE, WE) of (W, W), a mathematical analysis by Bayer et
al. (2017) however reveals that

T . T
f:/o f(Wa(t),t)WE(t)dt—Hﬂ:/o (W) AWy, &0, (3.2.4)

This does not come as a surprise as even when considering a standard Brown-
ian motion (H = 1/2), a well-known result by Wong and Zakai (1965) states
that #¢ converges to the Stratonovich version of .# which is given by .# plus
an Ito-Stratonovich correction term. The latter is given by the quadratic

covariation, defined (whenever possible) as the limit, in probability, of

S (FW) = FIVL) (W, — W), (3.2.5)

[u,v]em

along any sequence (m) of partitions with mesh-size tending to zero. But,
disregarding trivial situations, this limit does not exist for H < 1/2. For
instance, when f(x) = z fractional scaling immediately gives divergence (at

rate H — 1/2) of the above bracket approximation.
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3.2 Monte Carlo pricing

Bayer et al. (2017) argue that the theory of reqularity structures (Hairer,
2014) provides a convenient, yet technically advanced framework to address
this issue and to remormalize the approximative integral .#¢ such that it

converges to the desired It6 integral .# in the limit.

Definition 3.2.1 (Bayer et al. (2017)). For the specific case of the Haar

basis, let us first define a renormalization object €*(¢) which can be one of

2NVoH |4 N| o-N|H+1/2 1

)~ | T ¢t — [e2N] 27N He (0,3
V2H N(1/2—H

eV T AR H >

(3.2.6)

1
1

where the second expression only valid for H > 1/4 is the time average of the

first equation. One approach towards renormalization of .#¢ is then given by

Qﬁ@:fﬂW%WMWM—[%m&MWMﬂM (3.2.7)

0

for t € [0, 7.

The next theorem then provides quantitative estimates for the convergence
of 7% towards the desired Ito integral .#. More precisely, a strong rate for

the integral approximation is given below.

Theorem 3.2.2 (Bayer et al. (2017)). Let f be a smooth and bounded func-
tion with bounded derivatives. Alternatively, let f and its derivatives be of
exponential growth. With 9% as defined in Definition 3.2.1, for any § € (0,1)
and any p < oo, there exists C' such that

L%@—Avﬁwwmwm < e (3.2.8)

sup
t€[0,T]

Lp

Remark 3.2.3. With regards to the mentioned results of Neuenkirch and Sha-
laiko (2016), this shows that the scheme described in Definition 3.2.1 is almost

optimal with a strong rate of almost H.

Remark 3.2.4. Readers interested in the derivation of the correction terms
are advised to study the original paper. In this work, we exclusively provide
the numerical counterpart to the theoretical results obtained in (Bayer et al.,
2017).
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3 Monte Carlo pricing under rough stochastic volatility

Substituting the terms of the renormalized integral approximation defined
in (3.2.7) by the respective expressions (3.2.1) and (3.2.6) for the approxi-
mation of the White Noise and the non-constant renormalization object, we
arrive at the following expression which has been transformed into a form

more convenient for simulation:

[T2¥] (+1)2=N

7=y 22V (). 1

= i
V2H2N

- mlt—lTN!H“”alf(Wg(t),t) dt (3.2.9)

and similarly for the other integral (which does not exhibit convergence issues)

[T2V] -1 LGN
v = 3 /l( 2 e, . (3.2.10)

—N
1=0 2

A vectorized numerical procedure for computing Monte Carlo samples of
(.#5,7%) based on (3.2.9), (3.2.10) is then collected in Algorithm 1.

3.3 Numerical results

In this subsection, we will discuss strong convergence of the approximative
object ¢ to the actual object of interest .# as well as weak convergence
of the option price as the Haar grid interval size ¢ — 0. Specifically, we
will be looking at Monte Carlo estimates of our errors, that is, in order to
approximate some quantity E[X] for some random variable X, we will instead
be looking at ﬁ M X; where the X; are M iid samples drawn from the
same distribution as X. In other words, we need to generate M realisations
of the bivariate stochastic object (ﬁ , ”//€>, a task that can be vectorized
as described below, thus avoiding expensive looping through realizations.!

Without loss of generality, we set time to maturity 7" = 1.
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3.3 Numerical results

Algorithm 1: Simulation of M samples of (.#=, ¥°)

Ju

W N

10

11

Parameters: # Monte Carlo simulations M, Haar grid level N,
# discretisation points of trapezoidal rule in each Haar
subinterval d -
Output: M samples of bivariate object (&<, 7°)
initialize £ = ¥< = 0 € RM;
simulate array Z € RM*IT2¥1 of jid standard normals;
for each Haar subinterval [I127, (I + 1)27) where
1€{0,...,[T2Y] — 1} do
choose discretization grid D' with d points on the Haar subinterval;
evaluate functions € defined in (3.2.3) for k =0,...,l on D' to
obtain e € RU+1)xd,
compute W¢ = Z* x & € RM*d where Z* € RM*(+D) g the
truncation of Z to its first { + 1 columns such that W< is an
approximation of the fBM on D';
evaluate integrands from equations (3.2.9, 3.2.10) on D! using We
and the last column of Z*;
approx. respective integrals on subinterval by trapezoidal rule ;
add obtained estimates to running sums 7 and Ve
end

return ﬁ, Ve
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3 Monte Carlo pricing under rough stochastic volatility

Strong error: non-constant renormalization

10
10°
6x10 '
6x10 "
4x10"
5 4x10""
& 3x10"" 5
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2x10”"
d H =0.3: strong rate = 0.35 210"
..... Reference rate 0.3
X H=0.2:strongrate = 0.25
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(a) Non-constant renormalization

Strong error: constant renormalization

H =0.3: strong rate = 0.33

..... Reference rate 0.3

X H=0.2: strong rate 0.24

u

..... Reference rate 0.2

107" 10°

(b) Constant renormalization

Figure 3.1: Numerical strong rates of convergence of the renormalized integral approximation e, Depicted
are strong errors on a log-log-scale as ¢ — ¢ = 278, obtained through M = 10° Monte Carlo samples with trapezoidal rule
delta of A = 2717, Solid lines visualize empirical rates of convergence obtained by least squares regression, dashed lines
provide visual reference rates. Shaded colour bands show interpolated 95% confidence levels based on normality of MC

estimator.
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3.3 Numerical results
3.3.1 Strong convergence of the renormalized integral

With the help of several Monte Carlo experiments we can verify part (i) of
Theorem 3.2.2 numerically as follows. We fix p = 2, i.e. look at convergence
in L?(Q), and choose f (z,t) = exp(x) because this closely resembles models
such as the rough Bergomi model by Bayer et al. (2016). Note that for
simplicity we have excluded an explicit time dependence. We are concerned

with Monte Carlo approximations of
N 1 _
|.7% — /0 exp(W,)dWi | 2

and in line with Theorem 3.2.2, we expect an error almost of order 7.

Remark 3.3.1. We also checked the simplest non-trivial choice, f (z,t) = x
but here the discretization error is overshadowed by the Monte Carlo error,

even for very coarse grids.

As has been mentioned before, (W, W) is a two-dimensional Gaussian
process with known covariance structure, it is therefore possible to use the
Cholesky algorithm (Bayer et al., 2016) to simulate the joint paths exactly
on some grid and then use standard Riemann sums to approximate the inte-
gral. The value obtained in this way could serve as a reference value for our
scheme. However for strong convergence we need both objects to be based on
the same stochastic sample. For this reason, we find it easier to construct a
reference value by the wavelet-based scheme itself, i.e. we simply pick some

¢’ <« e and consider
175 = 7 |20 (3.3.1)

as ¢ — &. As can be seen in Figures 3.1a and 3.1b, both renormalization
approaches stated in (3.2.6) are consistent with a theoretical strong rate of

almost H across the full range of 0 < H < %

!Documented Python 3 code has been made available at the URL
https://www.github.com/RoughStochVol.
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3 Monte Carlo pricing under rough stochastic volatility

3.3.2 Weak convergence

An analysis that — for suitable test functions ¢ : R — R — yields a weak rate

of convergence for

Bl (7)] ~E[e ([ ewpaw)]

, €¢—0

remains an open problem.? Hence, we shall perform two numerical experi-
ments in this section. First, picking p(x) = 22, Tto’s isometry conveniently

yields

E K/ol exp(Wt)thY] = /OIIE {exp (2171\@” dt = /01 exp (2t2H> dt (3.3.2)

which can be approximated numerically. So we can consider

E[(7)] - [ e (227

Our preliminary results indicate that for both renormalization approaches the

) (3.3.3)

weak rate seems to be around the strong rate H.
In another experiment, we pick a simplified version of the rough Bergomi

model (Bayer et al., 2016) where the instantaneous variance is given by

f* () = o5 exp (nz)

with oy and 1 denoting spot volatility and volatility of volatility respectively.
Let Cqy(K,T) denote the approximation of the call price (3.1.2) based on
(ﬁ , 7/€>, fix some &’ < ¢ and consider

Ciy (K, 1) = Ciy (K, 1)

, e—¢. (3.3.4)

The empirical results displayed in Figure 3.2 indicate a weak rate of 2H across
the full range of 0 < H < %

20f course, for ¢ Lipschitz, strong convergence implies weak convergence with the same
rate or better.
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3.3 Numerical results

Option price: Weak error

10~
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Figure 3.2: Numerical weak rates of convergence of the approximative
option price. Depicted are weak errors on a log-log-scale as ¢ — &' = 278,
obtained through M = 10° MC samples with spot Sy = 1, strike K = 1,
correlation p = —0.8, spot vol oy = 0.2, vvol n = 2 and trapezoidal rule delta
A = 2717 Dashed lines represent LS estimates for rate estimation, shaded
colour bands show confidence levels based on normality of the MC estimator.
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4 Deep calibration of rough volatility models

This chapter is organized as follows. In Section 4.1, we set the scene, intro-
duce notation and revisit some important machinery that lies at the core of
our proposed calibration scheme. In Section 4.2, we state the model calibra-
tion objective and introduce deep calibration, our approach of combining the
established Levenberg-Marquardt calibration algorithm with neural network
regression to enable the efficient calibration of (rough) stochastic volatility
models. In Section 4.3, we outline practical intricacies of our approach, rang-
ing from considerations related to generating synthetic, tailored labeled data
for training, validation and testing to tricks of the trade when training neural
networks and performing hyperparameter optimization. Finally, in Section

4.4, we collect the results of our numerical experiments.

4.1 Background

We now set the scene and introduce notation. Throughout the chapter, we
shall be working on a filtered probability space (€2, F, {F:}i>0,P) satisfying
the usual conditions and supporting two (or more) independent Brownian
motions under the pricing measure P. We consider a finite time horizon
T' < oo and assume the asset price process S = (S¢):e[o,7] has been without
loss of generality normalized such that spot Sy = 1 and risk-free rate » = 0.

We define moneyness M := K /Sy and log moneyness m := log(M) = log(K).

4.1.1 Construction of a model IV surface

The concept of an implied volatility surface is an important idea and tool
central to the theory of modern option pricing. In the introduction, we saw
how such a surface arises from market prices of liquid European Call options
on the S&P 500 Index SPX (cf. Figure 1.1). We now formalize the construc-

tion of such a surface from model prices. In a first step, we define the pricing
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4 Deep calibration of rough volatility models

function that maps model & option parameters (and possibly external market

information) to the fair price of a European option at time ¢ = 0.

Definition 4.1.1 (Pricing map). Consider a (rough) stochastic volatility
(market) model for an asset S with model parameters p € M C R™ and
possibly incorporated market information ¢ € & C R¥. The fair price of a

European Call option at time ¢t = 0 is then given by

E [ST(Ma 6) - M]Jr

where (M, T) € © C R? denote moneyness and time to maturity respectively.

Letting
T:={(,&) x (M,T) | pe M, £ & (MT) €0y CR™ 2 (41.1)
be the pricing input space, we then define the pricing map Py : Z — R, by

(1,€) x (M, T) = E [Sp(1,€) — M]* . (4.1.2)

Example 4.1.2. In the rough Bergomi model by Bayer et al. (2016), the
dynamics for the asset price process S and the instantaneous variance process

v = (V¢)sejo,r) are given by

ds
?: = /v (th +4/1- PQWtL>

1
vy = &o(t) exp <77WtH - 2n2t2H> , te€]0,T].
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4.1 Background

Here, (W, WL) = (Wt7WtJ—)te[0,T] are two independent Brownian motions
and p € (—1,1) is a constant correlation parameter introducing the leverage
effect — the empirically observed anti correlation between stock and volatility
movements — at the driving noise level. The parameter 7 > 0 denotes volatil-
ity of variance and &y(t) : R, — R, given by &(t) = E(vy),t € [0,T] is a
so-called forward variance curve which may be recovered from market infor-
mation (Bayer et al., 2016). Moreover, W is a Riemann-Liouville fractional

Brownian motion given by
t
Wi = \/QH/ (t—s)T=kaw,, tel0,T]
0

with Hurst parameter H € (0,1). By Kolmogorov, sample paths of W# are
locally almost surely H-¢ Holder for € > 0. With respect to Definition 4.1.1,
hence p = (H,n, p) and § = &.

Example 4.1.3. In the Heston model (Heston, 1993), with independent
Brownian motions W and W+ and model parameters p,n defined as in Ex-
ample 4.1.2; the dynamics of the asset price S and the instantaneous variance

process v = ('Ut)te[o,ﬂ starting from spot variance vy > 0 follow

dS;

S, Vud (PWt +/1- PthL>

dUt = )\(@ — 'Ut)dt + T]\/U_tth, te [0, T]
Here, 7 > 0 is the long-run average variance and A > 0 is the speed of mean
reversion. Feller’s condition 2A\0 > n? ensures that v, > 0 for ¢ > 0. In

this model, we thus have u = (A, 7,vg,p,n) and no market information is

incorporated into the model.

Let BS(M, T, o) denote the Black-Scholes price of a European Call with
moneyness M, time to maturity 7" and assumed constant volatility o of the
underlying and let Q(M,T) be the corresponding market price. The BS
implied volatility oy, (M, T') corresponding to Q(M,T') satisfies

Q(M,T) — BS(M, T, 01,(M,T)) = 0.

and the map (M, T) — oy, (M,T) is called a volatility surface.
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4 Deep calibration of rough volatility models

Figure 4.1: Schematic of a fully-connected neural network (FCNN).
Depicted FCNN has a single hidden layer consisting of three neurons and may
learn to represent a subset of general functions f : R? — R3. In the directed
acyclic graph above, vertices denote nodes and directed edges describe the
flow of information from one node to the next. If number of hidden layers
higher than one (typically dozens or hundreds of layers), a neural network is
considered deep.

Definition 4.1.4 (IV map). Let u,&, M, T be defined as in Definition 4.1.1.
The Black-Scholes IV oy, (1, &, M, T) corresponding to the theoretical model
price Py (i, &, M, T') satisfies

Py (g, &, M, T) —BS(M, T, o1y (11, £, M, T)) = 0. (4.1.3)
The function ¢ : Z — R, given by
(1,6, M, T) = o3y (1, §, M, T) (4.1.4)
is what we call the implied volatility map.

4.1.2 Regression with neural networks

Given a data set D = {(xz,yl) cx; €RYy; € ]R}

responding scalar, continuous response variables y;, the statistical procedure

é ) of variables x; and cor-
1=
of estimating the relationship between these variables is commonly called re-
gression analysis. Here, we will introduce neural networks and outline their
prowess as a regression tool.

The atomic building block of every neural network is a node, a functional

that performs a weighted sum of its (multi-dimensional) inputs, adds a bias

term and then composes the linearity with a scalar non-linear function « :
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4.1 Background

R — R that is identical across the network. Formally, for some input = €

R?, d € N, the output of an individual node is given by
y:a(wa+b) elR

where w € R? and b € R are individual weight and bias terms. An artificial
neural network is then a collection of many such nodes, grouped into non-
overlapping sets called layers together with a rule of how the information
flows between the layers.

Over the years different architectural styles have been developed to suit the
specific needs of different domains such as speech, text or vision. Arguably
the simplest neural network topology not adapted to any particular domain
is that of a fully-connected neural network (FCNN). An FCNN consists of
sequentially ordered so-called dense layers followed by a linear output layer.
Any two nodes of a dense layer act independently of each other and do not
share weights and biases. Their input is given by the output of all nodes in
the previous layer — or all input features if it is the first layer — and their
output serves as an input to all nodes in the following layer, see Figure 4.1
for a depiction of a small example.

FCNNs serve as powerful regression tools because they are able to repre-
sent large families of functions. In his Universal Approximation Theorem,
Hornik (1991) proves that FCNNs can approximate continuous functions on

R arbitrarily well.

Theorem 4.1.5 (Universal Approximation Theorem). Let N(«) denote the
space of functions that a fully connected neural network with activation func-
tion o : R — R, a single hidden layer with a finite number of neurons | € N

and a linear output layer can represent, i.e.

N(o) = {f R = R| f(z) i (Zd: +b))+bi

for some w,b € R" and w(i),g(i) eRL1<i< l}

where w,b € R' are weights and biases of the output layer and w(i),g(i) €

R? 1 < i < 1 are the weights and biases of the | individual neurons in the
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4 Deep calibration of rough volatility models

hidden layer. Assuming the activation function a : R — R is non-constant,
unbounded and continuous, N(«) is dense in C(X) for compact X C R in
the uniform topology, i.e. for any f € C(X) and arbitrary € > 0, there is
g € N(a) such that

sup |f(z) —g(z)| <e.

The Rectified Linear Unit (ReLU) nonlinearity o : R — R, given by
a(x) := max(0,z) fulfills the conditions of being non-constant, unbounded
and continuous and so in theory ReLU FCNNs allow for approximation of con-
tinuous functions to arbitrary accuracy. However, the reason the ReLLU has
become a de facto standard in recent years (LeCun, Bengio, & Hinton, 2015)
is that in comparison to first generation nonlinearities such as the sigmoid or
tanh, ReLLU networks are superior in terms of their algorithmic learnability,

see more in Section 4.3.

Remark 4.1.6. Over the years, various alternative activation functions have
been proposed such as Leaky ReLU (He, Zhang, Ren, & Sun, 2015), ELU
(Clevert, Unterthiner, & Hochreiter, 2015) or lately the SiL.U (Elfwing, Uchibe,
& Doya, 2018; Ramachandran, Zoph, & Le, 2017). To date, none of these acti-
vation functions have been shown to consistently outperform ReL.Us (Ramachandran
et al., 2017), so a systematic comparison of the effect of different activation

functions on training results has been left for future research.

4.2 Calibration of option pricing models

The implied volatility map ¢ : Z — R, defined in (4.1.4) formalizes the
influence of model parameters on an option pricing model’s implied volatility
surface. Calibration describes the procedure of tweaking model parameters
to fit a model surface to an empirical IV surface obtained by transforming
liquid European option market prices to Black-Scholes IVs (cf. Figure 1.1).
A mathematically convenient approach consists of minimizing the weighted
squared differences between market and model IVs of N € N plain vanilla

European options.

Proposition 4.2.1 (Calibration objective). Consider a (rough) stochastic

72



4.2 Calibration of option pricing models

volatility model with model parameters p € M C R™ and embedded market
information £ € £ C R¥ (recall Def. 4.1.1). Suppose the market IV quotes of

N European options with moneyness M® and time to maturity T are given

by
Q= (Q (MW, 7MY, Q (MM, T™))" ¢ RY

and analogously the model IV quotes of the same options under said pricing

model are given by

0 (1.6) = (o (& MO, TD) o (&, MY, TV)) " e RV,

Given market quotes Q and market information &, we define the residual
R(p): M — RY between market and model IVs by

so that the calibration objective becomes

. . 1 . 1
p = arg min||[ Wz R(p) |3 = arg min|[Wz [p (1, ) — Q][5 := ¥ (W, €, Q)
nemM HeM

(4.2.1)

where W = diag|wy, ..., wy] € RY*N s a diagonal matriz of weights and

|I-|l2 denotes the standard Euclidean norm.

Since R(p) : M — R¥ is non-linear in the parameters € M C R™ and
N > m, the optimization objective (4.2.1) is an example of an overdetermined
non-linear least squares problem, usually solved numerically using iterative
solvers such as the de-facto standard Levenberg-Marquardt (LM) algorithm
(Levenberg, 1944; Marquardt, 1963).

Proposition 4.2.2 (LM calibration). Suppose R : O — RY is twice continu-
ously differentiable on an open set O C R™ and N > m. LetJ : O — RV*m

denote the Jacobian of R with respect to the model parameters p € R™, i.e.
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4 Deep calibration of rough volatility models

its components are given by

[31{1(#) [a‘f’l(“’@

Ouj |i<isn, | Opy;  |1<isN,

1<j<m 1<j<m

[Jijhi<i<n, =
1<j<m

With regards to the objective in (4.2.1), the algorithm starts with an initial pa-
rameter guess pg € R™ and then at each iteration step with current parameter

estimate p, € R™, k € N, the parameter update A, € R™ solves
T () W T (i) + M| B = T (i)W R ) (42.2)
where I, € R™*™ denotes the identity and A € R.

It is hence necessary that the normal equations (4.2.2) be quickly and accu-
rately solved for the iterative step A,. In a general (rough) stochastic volatil-
ity setting this is problematic: The true implied volatility map ¢ : Z — R
as well as its Jacobian J : O — RY*™ are unknown in analytical form. In

the absence of an analytical expression for A, an immediate remedy is:

(I) Replace the (theoretical) true pricing map Fy : Z — R, defined in
(4.1.2) by an efficient numerical approximation Py : T — R, such as
Monte Carlo, Fourier Pricing or similar means. This gives rise to an

approximate implied volatility map ¢ : Z — R,..

(IT) Apply finite-difference methods to ¢ : Z — R to compute an approxi-
mate Jacobian J : O — RN*m,

In many (rough) stochastic volatility models such as rough Bergomi, expensive
Monte Carlo simulations have to be used to approximate the pricing map. In
a common calibration scenario where the normal equations (4.2.2) have to
be solved frequently, the approach outlined above thus renders calibration

prohibitively expensive.

4.2.1 Deep calibration

In a first step, we use the approximate implied volatility map ¢ : Z — R, to

synthetically generate a large and as accurate as computationally feasible set
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4.2 Calibration of option pricing models

Algorithm 2: Deep calibration (LM combined with NN regression)

Input: Implied vol map ¢nn and its Jacobian Jyy, market quotes @,
market info &

Parameters: Lagrange multiplier Ao > 0, maximum number of
iterations n.., minimum tolerance of step norm &,,;,,
bounds 0 < By < ;1 < 1

Result: Calibrated model parameters p*

initialize model parameters p = o and step counter n = 0;

compute R(u) = onn(i,€) — Q and Jyn () and solve normal

equations (4.2.2) for A;
while n < Ny, and ||A,|l2 > € do

4 compute relative improvement c,, =

N =

w

IR Rt A2
TR =R +Ian (AT With

respect to predicted improvement under linear model;
if ¢, < By then reject A, set A = 2);

if ¢, > 01 then accept A, set p=p+ A, and A = %)\;
compute R(u) and Jyn(p) and solve normal equations (4.2.2) for
A
8 set n =n+41;
9 end

of labeled data
D= {(a:(i),é ($(i))) |z € I};l €E(IZxRy", meN.

Here, it is sensible to trade computational savings for an increased numer-
ical accuracy since the expensive data generation only has to be performed
once. Using the sample input-output pairs D, a ReLU FCNN is trained to
approximate ¢ : Z — R, in other words, we use a ReLU FCNN to regress
response variables @ (:C(i)) = (,u(i), €0 M@, T“’) on explanatory variables
(/N),g @ M (i),T(i)). We denote this function that the network is now able
to represent by ¢ony @ Z — R,. With respect to the repeated solving of the

normal equations (4.2.2), the benefit of this new approach is twofold:

(I) Evaluations of ¢oxy @ Z — R, amount to forward runs of a trained
ReLLU FCNN. Computationally, forwards runs come down to highly
optimized and parallelizable matrix-matrix multiplications combined
with element-wise comparison operations — recall the ReLLU activation

is given by () = max(0, -) — both of which are fast.
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4 Deep calibration of rough volatility models

(IT) In order to perform backpropagation, the standard training algorithm
for neural networks, industrial grade machine learning software libraries
such as Google Inc’s Tensorflow (Abadi et al., 2016) ship with built-
in implementations of automatic differentiation (Baydin, Pearlmutter,
Radul, & Siskind, 2015). This may easily be exploited to quickly com-
pute approximative Jacobians Jyy : O — RYX™ accurate to machine

precision.

It is also important to stress that trained networks can be efficiently stored,

moved and loaded, so training results can be shared and deployed quickly.

Remark 4.2.3. Hernandez (2017) calibrates the Hull and White (1990) short-
rate model by directly learning calibrated model parameters from market
data, i.e. the total calibration routine ¥ in (4.2.1). Extending his approach
to equity models necessitates a network topology that allows to learn from
empirical IV point clouds. Here, adaptations of Convolutional Neural Net-
works (CNNs) invented for computer vision problems might be worthwhile to

explore.

4.3 Neural network training

While theoretically easy to understand, the training of neural networks in
practice often becomes a costly and most importantly time—consuming ex-
ercise full of potential pitfalls. To this end, we outline here the approach
taken in this chapter, briefly mentioning important tricks of the trade that
have been utilized to facilitate or accelerate the training of the ReLU FCNN

networks.

4.3.1 Generation of synthetic labeled data

The ability of a neural network to learn the implied volatility map ¢ to a high
degree of accuracy critically hinges upon the provision of a large and accurate
labeled data set

1=

D— {(M(i),f(i),M(i),T(i), % (,u(i),f(i), M(i)7T(i))>}n € (ZxR,)", neN.

76



4.3 Neural network training

Table 4.1: Marginal priors of model parameters p for synthetically generating
D. The continuous uniform distribution on the interval bounded by a;, b; € R
is denoted by Ula;, b;] and Nirune|as, b;, A, o] stands for the normal distribution
with mean A € R and standard deviation ¢ € R, , truncated to the interval
la;, b;] with a;, b; € R.

Heston rough Bergomi
Parameter Marginal Parameter Marginal
n U|0, 5] n Nirune[1,4, 2.5, 0.5]
p Ul—-1,0] p Nirune[—1, —0.5, —0.95, 0.2]
A U0, 10] H Nirune[0.01,0.5,0.07,0.05]
v Ulo, 1] Vo Nirune[0.05,1,0.3,0.1)?
Vo Z/{[O, ].]

Knowledge of the parametric dependence structure ¢ : 7 — R, between
inputs and corresponding outputs allows us to address these requirements
adequately. First, trading computational savings for increased numerical ac-
curacy, we ensure that ||¢ — ¢||e < € for € small. Second, we can sample
an arbitrarily large set of labeled data D, allowing the network to learn the
underlying dependence structure ¢ — rather than noise present in the training
set — and generalize well to unseen test data. In the numerical tests in Section
4.4, we draw n = |D| = 10° iid sample inputs from a to be specified sampling
distribution G on Z and compute the corresponding outputs as follows: For
Heston, we use the Fourier pricing method implemented in the open-source
quantitative finance library QuantLib (Ametrano et al., 2015) which makes
use of the well-known fact that the characteristic function of the log asset
price is known. For rough Bergomi, we use a self-coded, parallelized imple-
mentation of a slightly improved version of the Monte Carlo scheme proposed
by McCrickerd and Pakkanen (2018). Black-Scholes IVs are inverted from
option prices using a publicly available implementation of the implied volatil-
ity solver by Jéckel (2015). The full dataset D is then randomly shuffled and
partitioned into training, validation and test sets Diruin, Doaria and Dies of
SIZES Nirain, Mvalid aNd Niese TESpectively.!

An important advantage of being able to synthetically generate labeled data

is the freedom in choosing the sampling distribution G on Z. Prior to calibra-

!The code has been made available at https://github.com/roughstochvol.

7


https://github.com/roughstochvol

4 Deep calibration of rough volatility models

tion, little is known about the interplay of model parameters and particular
model parameter regions of highest interest to be learned accurately. Con-
sequently, we assume zero prior knowledge of the (joint) relevance of model
parameters p in the Heston experiment in Section 4.4. An ad-hoc approach is
to sample individual model parameters independently of each other from the
uniformly continuous marginal distributions collected in Table 4.1. A similar
reasoning also applies in the rough Bergomi experiment in Section 4.4, except
that here we do assume some prior marginal distributional knowledge and use
truncated normal marginals instead of uniform marginals.

On the other hand, it is reasonable to increase the number of samples in
option parameter regions with high liquidity since these are given more weight
by the calibration objective (4.2.1) and as such require to be more accurate.
To that end, we postulate a joint distribution of moneyness and time to
maturity based on liquidity and estimate it using a weighted Gaussian kernel
density estimation (WKDE) (Scott, 2015): Let L; denote the market liquidity
of an option 7,7 € N, with time to maturity 7) and moneyness M®. We
proxy liquidities by inverse bid-ask spreads of traded European Call Options
on SPX and then run a wKDE on samples {(M(i),T("))}é

{L;}?_, and a smoothing bandwidth. In a similar vein, one may also derive a

with weights

=1

multivariate distribution K¢ of external market data ¢ € R.
With regards to the individual marginals collected in Table 4.1, the sam-
pling distribution Gieston on Z C R™¥+2 is given by

gHeston = u®m [ai, bz] & IC,;: X IC(M,T) (431)
and analogously for the rough Bergomi model, we have

grBergomi = M?ch [ai7 bia )\h Ui] ® ICg X IC(M,T)- (432)

4.3.2 Backpropagation and hyper parameter optimization

Consider a ReLU FCNN with L € N hidden layers as described in Section
4.1.2. Let n;,1 <1 < L denote the number of nodes of the hidden layers
and Sy,

parameters Ayoder = (L,n1,...,n5). Let X : Q — 7 denote a random input

the function space spanned by such a network with model hyper

model

and consider hpeqe fixed. Then the fundamental objective of neural network
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4.3 Neural network training

training is to learn a function that minimizes the generalization error:

f]:: = arg mln Hfhmodel (X) - @(X) "%2(9)7 X ~ g (433)

model
h ESh

model model

where G € {GHeston, GrBergomi }» depending on experiment. In many calibration
scenarios, ¢ is a Monte-Carlo approximation to ¢, so ¢(+) = ¢(-) + ¢ for €
some homoskedastic error with E(¢) = 0 and Var(e) = 02 > 0. The MSE loss

in (4.3.3) admits the well-known bias-variance decomposition

| Frmoses (X) = B F2(0) = (B [Fhrmaa (X) = @(X)])* + Var [ f 00 (X)] + o
(4.3.4)

where in addition to a bias and variance term we also have the variance of the
sample error, the irreducible error. The empirical analogue to (4.3.3) relevant

for practical training is given by

Tyvalid

* ~ :
Sy & argmin
n €Sn

[Fomoa (27) =3 (z)]" (4.3.5)

Nali .
model model valid =1

where (m(i), v (:c(i))) € Dyaiia- The optimization in the function space Sy, |
corresponds to a high-dimensional nonlinear optimization in the space of net-
work weights and biases, similarly to (4.2.1) typically addressed by gradient-
based schemes. Backpropagation (Goodfellow et al., 2016), a specific form of
reverse-mode automatic differentiation (Baydin et al., 2015) in the context of
neural networks, prevails as the go-to approach to iteratively compute gradi-
ents of the empirical MSE loss with respect to weights and biases of all nodes
in the network. The gradients are then often used in the well-known Mini-
Batch Gradient Descent (Goodfellow et al., 2016) optimization algorithm, a
variant of which called Adam (Kingma & Ba, 2014) we use in our experiments.
Adam incorporates momentum to prevent the well-known zigzagging of Gra-
dient Descent in long and sharp valleys of the error surface and adaptively
modifies a given global step size for each component of the gradient individu-
ally to speed up the optimization process. It in turn has its own optimization
hyper parameters hqp, = (J, 3) where 6 denotes the mentioned global learning
rate and [ denotes the mini-batch size used. In the following, we denote the

learning algorithm Adam mapping training data Dy, to a local minimizer
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4 Deep calibration of rough volatility models

fz;model Of (435) by Ahopt : In — Shmodel'

Up to know, we treated the hyper parameters (hopt, Amodel) as fixed whereas
in reality they may be varied and have a crucial influence on the training
outcome. Indeed, for all other variables besides (hopt, Amodel) fixed, let us

define a hyper parameter response function H by

H(hopta hmodel) = o 11.d nvzal:id l:[Ahopt (Dtrain):|h . (fE(l)) - QE (IE(Z)>:| i .
valid ;=1 mode

(4.3.6)

In practice, it then turns out the real challenge in training neural networks to
high accuracy lies in the additional (outer) optimization over hyper parame-

ters:

( ;pw :nodd) = arg min H(hopta hmodel)- (437>
(hoptvhmodel)
The scope of effect of hyper parameters Amodel and hqpy does not overlap: The

former determines the capacity of S, the latter governs which local mini-

model 7
mizer f;  the optimization algorithm Ay, converges to and the speed with
which this happens. This allows us to treat their optimization separately. A
coarse grid search reveals that adding additional layers beyond 4 hidden layers
does not consistently reduce errors on the validation set. Rather, networks
become harder to train as evidenced by errors fluctuating more wildly on the
validation set. We suspect this is a consequence of what loffe and Szegedy
(2015) call internal covariate shift: First-order methods such as Gradient De-
scent are blind to changes in the weights and biases of the layers feeding into
a given layer and so with deeper networks the propagating and magnifying
effects of changes in one layer to subsequent layers worsen and slow down the
training. On the other hand, our locally available compute resources max out
at 4096 = 2'2 nodes per layers, so we fix hyoda = (4) X (4096)*. Each evalu-
ation of the hyper parameter response function H in (4.3.7) requires a ReLLU
FCNN to be fully trained from scratch which is a very costly operation in
terms of time and computing resources. Moreover, gradient-based optimiza-
tion approaches are ruled out by the fact that gradients of H with respect to

hopt are unavailable (after all, batch sizes are discrete). In our experiments,
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Figure 4.2: Schematic of IV ReLU FCNN. Depiction of 4-layer ReLLU
FCNN used to learn IV maps. It consists of 2'2 = 4096 nodes at each hidden
layer. Note the output layer is a linear layer with no activation function.
Rectangles denote tensors and circles denote operations, MatMul is matrix
multiplication. The number of parallel IV calculations is given by n € N.

we explore the use of Gaussian Regression (Rasmussen & Williams, 2006;
Snoek, Larochelle, & Adams, 2012) which is an adaptive gradient-free mini-
mization algorithm. Postulating a surrogate Gaussian model for H, it takes
existing function evaluations into account and — balancing exploitation and
exploration — iteratively proposes the next most promising candidate input
in terms of information gain. As is common in applied sciences, we use a
Matérn Kernel for the covariance function of the Gaussian model and the

Lower Confidence Bound (LCB) acquisition function.

4.3.2.1 Tricks of the trade

Feature scaling or preconditioning is a standard preprocessing technique
applied to input data of optimization algorithms in order to improve the speed
of optimization. After the data set D has been partitioned into training,
validation and test sets, we compute the sample mean Ziam € R™TF+2 of
the inputs across the training set and the corresponding sample standard
deviation Sy € R™H*+2. For each input z(¥ € T from D, its standardized
version 2 is given by
706) .— 2 — Tirain

1< <n.

9
Strain
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4 Deep calibration of rough volatility models

where the operations are defined componentwise. We then use these stan-
dardized inputs () — which have zero offset and unit scale — for training and
prediction. It is important to stress that all n inputs from the complete set D
are standardized using the training mean and standard deviation, including
those of the validation and test sets.

Weight initialization is an important precursor to the iterative optimiza-
tion process of Adam. Initialization is a delicate task that may speed up or
hamper the training process all together: If within (but not necessarily across)
all layers, weights and biases of all nodes are identical, then the same is true
for their outputs and the partial derivative of the loss with respect to their
weights and biases, impeding any learning on the part of the optimizer. To
break the symmetry, it is standard procedure to draw weights from a symmet-
ric probability distribution centered at zero. Suppose wg-) denotes the weight
of node 7,1 < ¢ < nyin layer 1 <[ < L being multiplied with the output of
node 7,1 < 7 <n;_; in layer [ — 1 and ny denotes the number of network in-
puts. He et al. (2015) suggest the weights and biases be independently drawn

as follows

ny—1

2
wy) ~ N <0, ) , b =0.

Adapting an argument by Glorot and Bengio (2010) for linear layers to ReLU
networks, they can show that — under some assumptions — this ensures that,
at least at initialization, input signals and gradients do not get magnified
exponentially during forward or backward passes of backpropagation.
Regularization in the context of regression — be it deterministic in the
case of L? or L' or stochastic in the form of Dropout (Srivastava, Hinton,
Krizhevsky, Sutskever, & Salakhutdinov, 2014) — describes a set of techniques
aimed at modifying a training algorithm so as to reduce overfitting on the
training set. With regards to (4.3.4), the conceptual idea is that a modified
optimizer allows to trade an increased bias of the estimator for an over pro-
portional decrease in its variance, effectively reducing the MSE overall. In our
experiments, we only regularize in time in the form of early stopping: While
optimizing the weights and biases on the training set, we periodically check
the performance on the validation set and save the model if a new minimum

error is reached. When the error on the validation set begins to stall, training
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4.4 Numerical experiments

Table 4.2: Reference model parameters pf for Heston and rough Bergomi.
Obtained from (Gatheral, 2011) and (Bayer et al., 2016) respectively.

Heston rough Bergomi

Parameter Value Parameter Value

n 0.3877 n 1.9
p -0.7165 p -0.9
A 1.3253 H 0.07
v 0.0354 vy 0.01
Vo 0.0174

is stopped.

Batch normalization (BN) devised by Ioffe and Szegedy (2015) is very
popular technique to facilitate and accelerate the training of deeper networks
by addressing the mentioned internal covariate shift. It alters a network’s
topology by inserting normalization operations between linearities and non-
linearities of each dense layer, effectively reducing the dependence of each
node’s input on the weights and biases of all nodes in previous layers. Our
numerical experiments confirm a strongly regularizing effect of BN as is well-
known in the literature, reducing the expressiveness of our networks consider-
ably and hence leading to worse performance. Despite its success in allowing

to train deeper networks, we hence decided to turn it off.

4.4 Numerical experiments

Here, we examine the performance of our approach by applying it to the
option pricing models recalled in Section 4.1: First, we consider the Heston
model as a test case and then the rough Bergomi model as a representative
from the class of rough stochastic volatility models. Specifically, we look at
the speed and accuracy of the learned implied volatility map ¢nn : Z — R,
A systematic comparison of performance metrics between existing methods
and our approach has been left for future research.

The Gaussian hyper parameter optimization and individual network train-
ing runs are performed on a local CPU-only compute server. Unless otherwise
stated, all computations and performance measures referenced in this section

are performed on a standard early 2015 Apple Mac Book with a 2.9 GHz Intel
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4 Deep calibration of rough volatility models

Core 15 CPU with no GPU used.

4.4.1 The Heston model

Following the approach outlined in Section 4.3.1, we estimate K¢y 7) using
SPX Option Price data’ from 15th February 2018. Empirically, we observe
that a majority of the liquidity as proxied by inverse bid-ask spreads is con-
centrated in the small region given by —0.1 < m < 0.28 and 3—(155 <T<0.2
which is why for this test case we exclusively learn the IV map on this bounded
domain. The size of the labeled set data D is n = 990000 of which we allocate
Nirain = 900000 samples to the training set and nyaiq = Niest = 45000 to test
and validation sets.

Single evaluations of the learned implied volatility map ¢nn @ Z — Ry
and the associated Jacobian Jxy : O — RYX™ are extremely fast with
about 36ms on average to compute both together, making this neural network
based approach at least competitive with existing Fourier-based schemes. To

determine the accuracy of Ny, we define

M, Vo, em’ T) - @(M? Vo, €m7 T)’
@(“7 Vo, €m> T)

RE(u, m, T) = 13 (4.4.1)
to be the relative error of the output of N with respect to that of a Fourier-
based reference map @ for model parameters u, option parameters (m,T') and
fixed spot variance vy. Figure 4.3a shows a normalized histogram of relative
errors on the test set where p and (M, T') are allowed to vary across samples,
demonstrating that empirically, ¢ony approximates @ with a high degree of
accuracy. In typical pricing or calibration scenarios, we are interested in the
accuracy of pnn for some fixed model parameters p which is why in Figures
4.3b, 4.3c and 4.3d, we fix p = p' with uf the reference model parameters
in Table 4.2. In Figure 4.3b, we compute an IV point cloud using ¢,
interpolate it using a (not necessarily arbitrage-free) Delaunay triangulation
and recover a characteristic Heston-like model IV surface. Indeed, as the
heatmap of interpolated relative errors in Figure 4.3c shows, these are small

across most of the IV surface, with increased relative errors only for times on

2Option prices for SPX Weeklys can be retrieved from a publicly available database at
www.cboe.com/DelayedQuote/QuoteTableDownload.aspx.
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4 Deep calibration of rough volatility models

the short and long end which may be attributed to less training because of
less liquidity. Finally, in Figure 4.3d, we plot three different approximations
to the Heston ATM volatility skew for small times: A reference skew in blue
obtained by a finite difference approximation using ¢, another skew in orange
obtained by the same method but applied to ¢nn and finally the exact ATM
skew of NN in green, available by automatic differentiation. As is to be
expected, ¢nn recovers the characteristic flat behaviour for short times, the

general drawback of bivariate diffusion models such as Heston.

4.4.2 The rough Bergomi model

For simplicity, we consider the rough Bergomi model as introduced in Example
4.1.2 with a flat forward variance curve &y(t) = vy € Ry for ¢t > 0. For the
remainder of this work, we shall consider vy an additional model parameter.
Again, following the approach outlined in Section 4.3.1, we estimate K(a1)
using SPX Option Price data, this time from 19th May 2017°. We do not
restrict the option parameter region considered and learn the whole surface
with parameter bounds given by —3.163 < m < 0.391 and 0.008 < T < 2.589.
Of the one million synthetic data pairs sampled, 90% are allocated to the
training set and 5% to validation and test sets respectively.

Recall that in this experiment we use the same network topology as in the
Heston example. As is to be expected, the speed of single evaluations of the
learned rough Bergomi IV map ¢ony @ Z — R, and the associated Jacobian
Jan 0 O — RYX™ are hence of the same order with about 36ms to com-
pute both objects together, beating state of the art methods by magnitudes.
Intuitively, the non-Markovian nature of rough Bergomi manifests itself in
an increased model complexity and so it is unsurprising that the general ac-
curacy of the rough Bergomi IV map ¢ny on the rough Bergomi test set is
lower than its counterpart on the Heston test set (cf. 4.4a). On the other
hand, for fixed model parameters y = u' (cf. Table 4.2), the implied volatility
map pnn recovers the characteristic rough Bergomi model IV surface (Figure
4.4b) with low relative error across most of the liquid parts of the IV surface
(Figure 4.4c). It also exhibits the striking power law behaviour of the ATM

volatility skew near zero (Figure 4.4d).

3Thanks to Jim Gatheral for providing us with this data set.
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4 Deep calibration of rough volatility models

On the contrary, measuring the accuracy of the neural-network enhanced
Levenberg-Marquardt scheme introduced in Section 4.2.1 is not a straightfor-
ward task. To see why, consider the small-time asymptotic formula for the
BS implied volatility oy, of rough stochastic volatility models as derived by
Bayer et al. (2018). With scaling parameter < %H , their expansion applied

to our setting yields
1
o (e ) = /oy + Sl C(H)kt? + O(t) (4.4.2)

for small times ¢t — 0, time-scaled log moneyness k; = ktz=H+8 and constant
C(H) depending on H. Hence, at least for small times, all three model
parameters enter multiplicatively either directly (p and 1) or indirectly (H)
into the second term in (4.4.2) which corrects the crude estimate given by
spot volatility. A decrease in |p| could hence for example be offset by an
adequate increase in 1 and still yield the same IV. Mathematically speaking,
for fixed moneyness and time to maturity, it is thus to be expected that the
map NN is non-injective in its model parameters on large parts of its model
parameter input domain. Quantifying the accuracy of the deep calibration
scheme by computing any form of distance between true and calibrated model

parameters in model parameter space is hence nonsensical.

4.4.2.1 Bayesian parameter inference

Intuitively, we are interested in quantifying the uncertainty about model pa-
rameter estimates obtained by calibrating with the approximative IV map
onN- To this end, we switch to a Bayesian viewpoint and treat model pa-
rameters p as random variables. The fundamental idea behind Bayesian pa-
rameter inference is to update prior beliefs p(u) formalised in (4.3.2) with the
likelihood p(y | ) of observing a given IV point cloud y € RY to deduce a

posterior (joint) distribution p(u | y) over model parameters .

Formally, for pairs (]\/[ @.T (i)) of moneyness & time to maturity, let an IV

point cloud to calibrate against be given by

y = [y1 (M(l),T(U) o (M(N)jT(N))}T c RN
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4 Deep calibration of rough volatility models

and analogously, collect model I'Vs for model parameters p as follows

$NN (ﬂ) = [SONN (,ua M(1)7 T(l)) 7+ PNN (ﬂa M(N)a T(N))}T € RN'

We perform a liquidity-weighted nonlinear Bayes regression. Mathematically,

for heteroskedastic sample errors o; > 0,7 = 1,..., N, we postulate

y=on (1) +e e~N(0,diaglo?,...03))

so that for some diagonal weight matrix W = diag [wy, ..., wy] € R¥*V  the

liquidity-weighted residuals are distributed as follows
W [y — gx ()] ~ NV (0, diaglwio?f, ..., wyo?]) .

In other words, we assume that the joint likelihood p (y | ) of observing data
y is given by a multivariate normal. In absence of an analytical expression
for the posterior (joint) probability p(u|y) o« p(y|u)p(n), we approximate
it numerically using MCMC techniques (Foreman-Mackey, Hogg, Lang, &
Goodman, 2013) and plot the one- and two-dimensional projections of the
four-dimensional posterior by means of an MCMC plotting library (Foreman-
Mackey, 2016).

We perform two experiments. First, fixing u = uf, we generate a synthetic

IV point cloud
Yoy = [@ (1, MO, TO) G (uf, MY, T € RY

using the reference method ¢. Next, we perform a non-weighted Bayesian
calibration against the synthetic surface and collect the numerical results in
Figure 4.5a. If the map pny is sufficiently accurate for calibration, the com-
puted posterior should attribute a large probability mass around uf. The
results in Figure 4.5a are quite striking in several ways: (1) From the uni-
variate histograms on the diagonal it is clear that the calibration routine has
identified sensible model parameter regions covering the true values. (2) His-
tograms are unimodal and its peaks close or identical to the true parameters.
(3) The isocontours of the 2d Gaussian KDE in the off-diagonal pair plots for

(n, H) and (n, p) show exactly the behaviour expected from the reasoning in
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4.4 Numerical experiments

the last section: Since increases or decreases in one of 1, H or p can be offset
by adequate changes in the others with no impact on the calculated IV, the
Bayes posterior cannot discriminate between such parameter configurations
and places equal probability on both combinations. This can be seen by the
diagonal elliptic probability level sets.

In a second experiment, we want to check whether the inaccuracy of pnn
allows for a successful calibration against market data. To this end, we per-
form a liquidity-weighted Bayesian regression against SPX I'Vs from 19th May
2017. For bid and ask IVs a; > 0 and b; > 0 respectively, we proxy the IV
of the mid price by m; := # With spread defined by s; = a; — b; > 0, all
options with s;/m; > 5% are removed because of too little liquidity. Weights
are chosen to be w; = ﬁ > 0, effectively taking inverse bid-ask spreads
as a proxy for liquidity. Finally, o; are proxied by a fractional of the spread
s;. The numerical results in Figure 4.5b further confirm the accuracy of pnn:
(1) As can be seen on the univariate histograms on the diagonal, the Bayes
calibration has again identified sensible model parameter regions in line with
what is to expected. (2) Said histograms are again unimodal with peaks at
or close to values previously reported by Bayer et al. (2016). (3) Quite strik-
ingly, at a first glance, the effect of the diagonal probability level sets in the
off-diagonal plots as documented in Figure 4.5a cannot be confirmed here.
However, the scatter plots in the diagrams do reveal some remnants of that

phenomenon.
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