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SERIES EXPANSION OF THE SABR JOINT DENSITY

Q1 Wu

Columbia University

Under the SABR stochastic volatility model, pricing and hedging contracts that
are sensitive to forward smile risk (e.g., forward starting options, barrier options) re-
quire the joint transition density. In this paper, we address this problem by providing
closed-form representations, asymptotically, of the joint transition density. Specifically,
we construct an expansion of the joint density through a hierarchy of parabolic equa-
tions after applying total volatility-of-volatility scaling and a near-Gaussian coordinate
transformation. We then establish an existence result to characterize the truncation er-
ror and provide explicit joint density formulas for the first three orders. Our approach
inherits the same spirit of a small total volatility-of-volatility assumption as in the
original SABR analysis. Our results for the joint transition density serve as a basis for
managing forward smile risk. Through numerical experiments, we illustrate the accu-
racy of our expansion in terms of joint density, marginal density, probability mass, and
implied volatilities for European call options.
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1. INTRODUCTION

In the derivative markets for interest rates and currencies, smile risk is a key component
that one needs to manage. The SABR stochastic volatility model introduced by Hagan
et al. (2002) is a widely used model by practitioners in these institutional markets as the
model not only fits the implied volatility smile well, but also generates correct comove-
ments between the underlying level and its smile curve. The implied volatility result for
European call options in the original work of Hagan et al. (2002) is adequate for manag-
ing single-period smile exposures and has become one of the most widely used formulas
in the fixed income market due to its accuracy, simplicity, and clear interpretations of
model parameters.

However, as yesterday’s exotic products become today’s vanilla flow, markets expect
simple formulas to manage forward smile risks reflected in the liquidly traded products
where the payoff functions involve the underlying states at multiple future temporal
points, not just at the maturity. Conditional forward smile exposures, from one future
state to another future state, arise from this multiperiodicity feature in the payoff’s
structure. For instance in the interest rate market, the strike of a forward starting call
option on 3 month LIBOR rate with 1 year maturity is set as the future level of the
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3 month LIBOR rate at a certain future time between now and the option maturity. In the
currency market, a barrier option on an exchange rate has payoff functions depending
on the underlying states at a few intermediate or a whole continuum of intermediate
temporal points throughout the life of the contract. Holding positions of such liquid
products with forward starting or barrier features exposes one to forward smile risks,
which depends on the transition density from one future state to another future state.
Specifically, if a stochastic volatility model is used, the joint transition density of both the
underlying and the volatility are necessary. Marginal transition densities are not enough
to price and hedge such products.

Unfortunately, the following three properties of the SABR model prevent one from
obtaining a strictly closed form solution to the evolution equation that the joint tran-
sition density function satisfies. Namely, the nonlinearity from the constant elasticity
variance (CEV)-type local volatility function, the coupling between the underlying se-
curity process and the lognormal volatility process, and finally the correlation between
the two driving Brownian motions. When a diffusion becomes multidimensional and
furthermore with the presence of correlation and coupling effect, only a few results are
available for the nonaffine class. We therefore turn to asymptotic methods to approximate
the joint transition density.

To put our approach in context, we first briefly discuss earlier approaches to the SABR
model: the singular perturbation, heat kernel asymptotics, and Malliavin calculus. The
singular perturbation method was first applied in Hagan et al. (2002) where their keen
observation of the total volatility-of-volatility as a scaling parameter led to a remarkably
accurate implied volatility formula for European call options with clear interpretations
of how each of the model parameters in the formula affects the shape of a smile curve.
Other successful applications of perturbation techniques applied to multiscale stochastic
volatility models include Fouque, Papanicoluou, and Sircar (2000) and Fouque et al.
(2003, 2004). Further, an important existence and uniqueness result for implied volatility
function was established in Berestycki, Busca, and Florent (2004) for a general class of
two factor level-dependent stochastic volatility models including the SABR and Heston
model. A differential geometry approach based on heat kernel asymptotics on Rieman-
nian manifolds was developed in Henry-Labordére (2005) targeting a wider range of
stochastic volatility models, including the Heston model and SABR model with mean-
reversion in the volatility process, the A-SABR model. In particular, the A-SABR model
was shown to correspond to the hyperbolic Poincaré half-plane whose geodesic distance
is known and a formula for the first-order asymptotic smile was explicitly calculated.
Hagan, Lesniewski, and Woodward (2005) used the geometric approach and analyzed
specifically the original SABR model and obtained the marginal transition density under
various boundary conditions. Bourgade and Croissant (2005) applied the heat kernel
asymptotics approach for the same family of generalized SABR models as in Henry-
Labordére (2005). In a third approach, Osajima (2007) used the Watanabe—Yoshida
theory of the Malliavin calculus and proved the implied volatility formula developed in
Hagan et al. (2002) for the dynamic version of the SABR model. In Osajima (2007), a
second-order asymptotic expansion in terms of the same total volatility-of-volatility pa-
rameter as Hagan et al. (2002) is characterized for both European call prices and implied
volatilities.

Given the historical development on the subject, the aim of this paper is to look
for a systematic approach of calculating explicitly the joint transition density up to
arbitrarily high-order expansions with particular focus on two aspects: the tractability
of calculations and the characterization of finite-order truncation error. Our method
comprises the following steps.
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312 Q. wu

First, we start with the same assumption as Hagan et al. (2002) in that the total
volatility-of-volatility for the entire contract horizon is considered as a small quantity so
that it can be treated as a perturbation parameter to scale the problem.

Next we apply a coordinate transformation that greatly simplifies our expansion.
After this transformation, in the limit of the total volatility-of-volatility scaling, the
SABR generator converges to the generator of a correlated two-dimensional Brownian
motion which admits a bivariate Gaussian transition density. Without scaling, it is not
possible to completely standardize the SABR model due to presence of coupling effect
in the dynamics.

Then with this scaling limit result, we seek a perturbation expansion in the solution
of the transformed PDE and obtain a parabolic hierarchy at arbitrary order of scales.
By construction, the leading order solution is a bivariate Gaussian distribution and
all other higher order expansions are explicitly obtainable through convolutions of the
leading order solution against its spatial derivatives. The tractability stems from the
convolution structure of Gaussian functions against their moments. And the ultimate
form of a finite order expansion at arbitrary order will be of a product of the lead-
ing order bivariate Gaussian distribution multiplied by polynomial functions of state
variables.

Finally, we show by Duhamel’s principle and Young’s inequality that the expansion
series forms a global L' solution with finite-order truncation error of order £"*! where ¢
is the total volatility-of-volatility scaling parameter and  is the highest order to which
the expansion is carried out.

Relating to the earlier work on the subject, our methodology is closest to the singular
perturbation approach in Hagan et al. (2002). In terms of results obtained, Hagan,
Lesniewski, and Woodward (2005) derived an explicit marginal density approximation
with free boundary condition and discussed in detail its relationship with solutions
for Dirichlet (or absorbing), Neumann (or reflecting), and Robin (or mixed) boundary
conditions at zero forward, as well as their impact on the implied volatilities at small
and large strikes. On the other hand, the heat kernel framework of Henry-Labordére
(2005) is set out to be more general for a wider class of stochastic volatility models.
Given the historical development in Hagan, Lesniewski, and Woodward (2005) and
Henry-Labordeére (2005) and our motivation of pricing products with forward starting
and barrier features, the scope of this paper is specifically on the joint transition density
with free boundary condition. In particular, results developed in this paper are more
explicit and easier in terms of calculating higher order terms to refine the approximation.
Further, our results are supplemented by an error-bound proof that guarantees the
convergence of the proposed expansion. Other work involving the SABR model includes
extending interest rate market models to include SABR-consistent smile features (Hagan
and Lesniewski 2006; Henry-Labordére 2007, Morini and Mercurio 2007; Rebonato
2007), its moment properties (Andersen and Piterbarg 2007; Lions and Musiela 2005),
local time for the SABR model (Benhamou and Croissan 2007), and alternatives to the
SABR dynamics (Rogers and Veraart 2008). See Gatheral (2006) for an overview of
volatility surface modeling.

The rest of the paper is structured as follows. In Section 2, we state the SABR model
and its associated Kolmogorov equations. In Section 3, we introduce the total volatility-
of-volatility scaling and the near Gaussian transformation and show that the transformed
density function converges to a bivariate Gaussian under the scaling limit. In Section 4, we
seek a solution expansion around the limiting distribution and derive the corresponding
equation hierarchy. We then show that the expansion converges globally in L' and further
characterize the truncation error in terms of the order of the scaling parameter. In
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Section 5, we provide explicit formulas of the leading, first- and second-order expansion.
We conclude the paper in Section 6 with numerical examples to illustrate the accuracy of
the results.

2. THE SABR MODEL

We review the definition of the SABR dynamics and the evolution of its joint transition
density.

2.1. Transition Probability

The SABR model specifies the joint risk neutral dynamics of a security’s forward price
and a volatility process on a measurable space (22, F) equipped with the 7-forward mar-
tingale measure QT (Musiela and Rutkowski 1997) and a filtration {F;, t > 0} generated
by the o-algebras of the two T-forward Brownian motions F;, £ o (( W nw?),0<s < 1)

On the probability space (2, F, F;, QT), the SABR dynamics reads: Yz > 0

dF, = a,F aw!, Fy >0, Bel0,1]
2.1 da;, = va, dW?, ap>0,v>0
EQ [dW! dw?] = pdt, p e (~1,1),

where F, is the T-forward price of the considered security with risk-free zero coupon
bond as the numéraire. The volatility function is of the form &, F ,ﬁ with F f corresponding
to the CEV component and d, following a lognormal process. (W!, W?) are correlated
Brownian motions under the measure QT.

To study the SABR dynamics, we first construct its infinitesimal generator and then
solve for the joint transition probability density from its associated Kolmogorov equation.
To fix notation, we take horizon T as the contract exercise date and call ¢ the current time
suchthat0 < ¢ < T. Wecall f and « backward variables which denote the state values of
F, and &,. Accordingly, T is the future time and F and A are forward variables denoting
the state values of 7 and &7. The forward Kolmogorov equation (FKE) evolves with
respect to f, o and the backward Kolmogorov equation (BKE) with respect to F, A.

Assuming the existence of a transition density function for the conditional probability
measure to (2.1), we have them relating to each other in the following sense:

P(F<Fr<F+dF, A<ar < A+dA|F, = f,& =a)=p(t, f,o; T, F, A dF dA

and p(¢, f, a; T, F, A) denotes the associated joint transition density. The SABR
dynamics are time homogeneous, so the joint transition density depends on 7" and ¢ only
through their difference which we denote by s = 7' — ¢. We thereafter write the joint
transition density as p(s, f, o; F, A).

2.2. Kolmogorov Equation

We rewrite the SABR dynamics from (2.1) in vector form as

dF, 0 aFf 0\ [faw!
)= dr + ;
da, 0 0 va,) \dw’
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314 Q. wu

with its drift vector, diffusion matrix, and correlation matrix between two Brownian
motions denoted by A, X, and

A 0 A &,ﬁf} 0 1 p
A(F;, ) = o) S(F,, &)= 0 el Q= o)
t

For a general multidimensional diffusion process driven by correlated Brownian mo-
tions, the infinitesimal generator A and its adjoint operator A* relate to each other
through an inner product such that for any function pair f, g € C*(R?) that vanishes at
+o00, we have (A f, g) = (f, A*g). In our case when A and A* act on the joint transition
density p(t, f,a; T, F, A), they take the form

Ap(t, foa: ) a) = ACf0) - Vplt. frao)

FSTS(/, QT (f, @) x Hp(t, /0]
2 2
0P o on(f )22

1
=2 [a(f’ e 3 foa
A p(5 T, F, ANF, A) = =V - p(; T, F, AN(F, 4)

82
+dﬂw&£]

+ %Tr[H x p( T, F, AZ(F, AQTT(F, A)]

1 8%a(F, Ap 2sz(F, Ap  c(F, Ap
2 F? AFdA a4

with V, H, Tr denoting the gradient vector, Hessian matrix and trace operator for a
symmetric matrix, and -, x denoting operator products for vectors and matrices. Further
the diffusion coefficients a(f, @), b(f, @), c¢(f, «) and a(F, A), b(F, A), c(F, A) are
calculated as

a(f.a)= fFa’,  b(f.e)=pvfPa®,  o(f a)=1a?
a(F, A= F*P 42, b(F, A) = pvFP A2, c(F, A)=v> A

Associated with A4* and A, respectively, the FKE and BKE pair for the joint transition
density p(t, f, a; T, F, A) then takes the form

] . .
[BT — A*]p(-; T,F, A =0, T>t, startingat 1T1m p( T, F, A)=8(F— )8(A— )
>t

ad .
[8[ + .A]p(t, f,a;:)=0, t < T, terminating at hrr}p(t, fia;)=8(f— F)é(a — A)
t—

and the equation we will analyze onwards for p(t, f, «; T, F, A) is with respect to the
backward variables f, @ where the forward variables F, A4 are treated as constants. With
s = T — t, the BKE becomes
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o 1 9’ > "
[as -3 <a(f, @) 75 + 26U @)y el OOM)]

pGs, f,a; F, A)=0,s € (0, T
ps, foa; F, A)=8(f — F)é(a — A), s=0.

2.2)

When time to maturity 7" — ¢ shrinks to zero, backward variables ( f, «) coincide with
forward variables (F, A). This is the terminal condition at t = T before the change of
variable s = 7' — ¢ and the initial condition at s = 0 for (2.2) and it is represented by a
two-dimensional delta function, the point measure on a plane.

It is important to point out that although p(s, f, a; F, A) is a function of both f, «
and F, A, it is a probability density only in the forward variables F, 4 with backward
variables f, « fixed. The solution to the BKE as a function of f, « with F, A4 fixed is not
in general a probability function. This is particularly true for the BKE associated with
the SABR model as one can check that A is not self-adjoint.

Equation (2.2) is a linear second-order partial differential equation of parabolic type in
nondivergence form with coordinate-dependent coefficients. A set of sufficient conditions
for the existence of a unique fundamental solution to (2.2) are boundedness, uniform
ellipticity, and Holder continuity in the diffusion coefficient functions a( f, «), b(f, «),
c(f, @), see page 3 in Friedman (1983). Unfortunately, the coefficients of (2.2) are neither
bounded nor uniformly elliptic, as is very often the case with PDEs arising from diffusion
processes. Nor do they satisfy relaxations of these conditions as in Aronson and Besala
(1967) and Chen (1986). To the best of our knowledge, equation (2.2) falls outside known
regularity conditions for existence and uniqueness of a fundamental solution. We will
therefore proceed on the assumption, standard in the mathematical finance literature,
that the model admits a transition density satisfying the BKE. In subsequent sections, the
equations we derive through scaling and transformation of (2.2) inherit the solvability
properties of (2.2) without further assumptions.

3. SCALING AND TRANSFORMATION

We first introduce the total volatility-of-volatility scaling and the near-Gaussian transfor-
mation. We then show that due to the correlation and coupling effect, SABR diffusion is
not able to be either strictly standardized nor completely decoupled. Instead, the bivari-
ate random vector of the SABR process at any given time will only become a bivariate
normal vector in the limit when the scaling parameter vanishes to zero.

3.1. Total Volatility-of-Volatility Scaling

The difficulty of applying typical solution construction methods to equation (2.2) stems
from two aspects: the arbitrarily noninteger-valued CEV component S and complex-
valued characteristic curves due to the presence of the correlation parameter p. The
spatial part of equation (2.2) is always elliptic for the range of SABR parameters except
at p = 1, [ac — B2I(f, @) = v2a* f2P(1 — p?) > 0,V f > 0, > 0, v > 0. Thus the two
characteristic ODEs for the parabolic operator in (2.2) have complex-valued solutions.
Seeking a closed-form representation of the solution to (2.2) with real value operations
faces limited options, and very likely the only option is a series representation.
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The asymptotic expansion method is based on the fact that in a wide range of market
scenarios, the total volatility-of-volatility v2 T is not very large and can be considered as
a small quantity (Hagan et al. 2002). This complies with the spirit of the original SABR
methods. It then can be treated as a perturbation parameter ¢ := +/v2T assuming ¢ < 1.
We take this as the starting point of our power series expansion analysis.

The scaling parameter ¢ corresponds to the following change of variables:

w(s):=s/T
(3.1) x(foa):=f
wf, ) =afv

and we denote x(F, A), y(F, A) by X, Ywhichis F, A/v. Applying (3.1) to equation (2.2)
through the chain rule

a 9 dr 10

ds  adtds Tot
92 8(8dx>dx_82

af> ox\oxdf)df — ox
3.2
o ¢ _o (o dyyds_1 5
dfda  x\dyda) df  voxdy

8o’ 3y

P o0 (ad\d_ 10
dyda ) da — v? da?

then equation (2.2) becomes

0 VT [ 4 9 9 E
L (-7 T DAV 2
|:Br 2 (x arr +opxy 9x0y ty 8y2)]

(3.3) p(T, x,vy; X,vY)=0, 7€(0,1]

1
pT, x,vy; X,vY)= -8(x— X)8(y—Y), t=0.
v
Define a new quantity p.(z, x, y; X, Y) as

(3.4) ﬁg(r,x,y;X,Y)éup(rT,x,uy;X,uY)

and substitute (3.4) into (3.3) together with ¢> = v> T, we have p.(z, x, y; X, Y) satisfying
0 &y, 2 2
_ _ B2 4 2oxPr— 27

[ar 2 <x e Hipxy 3x8y+ Byz)]
Pe(t,x, ¥; X, Y)=0,7 € (0, 1]

ﬁ&(lz X, Y X1 Y):(S(X—X)(S(y— 1/)7 T=0.

(3.5)

The quantity p.(z, x, y; X, Y) satisfying (3.5) is the transition density function of the
following scaled process, denoted by (X%, ¥%)
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(
(3.6) dYs =eVdW?, Y5 =ao/v

[dW!dW}] = pdt, pe(=1,1), tel0,1]

with generator A*

a2 Mo fob -t bt
= , = = | Ao\ X, 5 (X, — Co\ X, V)
%y T3 ey Y oxay )2

a(x, ) =Xy, be(x, ) =pxX Y7, co(x, y) =)

The family Zi_, , 1s of Laplacian type with correlation and coordinate-dependent coef-
ficients. The subscript (x, y) indicates that it acts on the spatial coordinates (x, y) and
the subscript ¢ indicates it is considered as an operator parameterized by €. Accordingly,
P:(t, x, y; X, Y) defines a family of scaled transition densities each satisfying a scaled
BKE

9
[a —Ei,}} De(T, X%, 3, X, ¥Y) =0, 0<t<l

i)s(tsxsy;va)Za(x_X)S(y_Y), T =0.

(3.7)

3.2. Near-Gaussian Transformation

Having introduced the scaling parameter ¢, we then define a point-wise coordinate
transformation which we call the near-Gaussian transformation, and we will show
that under this coordinate change, the resulting generator converges to that of a two-
dimensional correlated Brownian motion as ¢,0. The corresponding transition density
at this limit is a bivariate Gaussian function around which we will seek a power series
expansion assuming the scale parameter ¢ is small.

The reason that we could not simply find a particular set of change of variables
such that A can be transformed into a standard Laplacian and why instead we need a
scaling first is because neither a standardization transform nor a decoupling transform
is possible for the original SABR process; the analysis is detailed in the Appendix. The
best alternative is then our notion of near-Gaussian transformation.

THEOREM 3.1. Let x, y, X, Y be the scaled coordinates in (3.1). Define the following
point-wise transformation from coordinate (x, y) to a new coordinate (u, v) as:

. a [YodxX  xTP X
s wmetnn 2 [ =T
v::x//(x,y)é/y dy :lny—lnY

Y /Ce(x.y) €

and denote (p(X, Y), ¥(X, Y)) by (U, V) which becomes a constant vector (0, 0).
Let p.(t,u,v; U, V) denote the transition density in the new coordinates, shortened as
Pe(t,u, v). Then p.(t,u, v) converges a.e. for T, u, v and in Ly with respect to u, v for each
T to a bivariate Gaussian function po(t, u, v):
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1 u? = 2puv +v?
pe(t,u,v) = po(t,u,v) = ——exp| - ————«— as ¢ 0.
’ ’ 2rt/1 — p? 2z (1 - p?)

Proof'. To show the statement in Theorem 3.1 requires proofs of the following three
parts. First we calculate explicitly the solution to equation (3.7) after applying (3.8) at the
limit e = 0. Then we show that the sequence of scaled solutions indexed by & converges to
the limit as ¢ | 0 using the semigroup property and further show the sequence is bounded
above by an integrable function, thus concluding the convergence.

First we verify the inverse map x(u, v), y(u, v) exists, i.e., it is locally invertible. In
fact, for ¢ > 0, x > 0, y > 0, the inverse map of (3.8) admits a Jacobian with nonzero
determinant

Ve>0, x>0, y>0

’8(& )
o(u, v)

Xy Xy
y u y v

=e’xPy* £0.

Therefore the inverse map of (3.8) is one to one and explicitly given by

= — &V 1_ﬂﬁ
(3.9) {X(M,V)—[s(l e + X'

y(u,v) = Ye.

Let us denote by [Z;\ the resulting operator of ﬁi » upon applying (3.8). Through
chain rule, £¢ | is calculated as follows:

‘CAZ,V é %[aé‘ (x(uv V)v J’(”, V)) 8,\‘): + Zbé‘ (x(u, V), y(u’ V)) 8«\‘_1? + CS (X(l/l, V), y(u’ V)) 8}’}’]

with

oo\ 82 [Le00v] @ oy \*| 82 [9%] @
ey = |:<8x> ] 2 * [28xax] duav © {(ax) } T [axz] du
Py o
+[ax} v

[so00] 7 [owdy oo v Toviv] &
dx dy dy dx  dx dy | dudv ax dy

Xy —

ou? av?

3207 9 Py o
+[8x3y]8u+[8x8yi|8v
| ee\| 9 g oy o2 ay\*| 92
%—Uw)kw+hwwhwﬂ[@ﬁ o

247 o 32 3
I A B e
9y? | du a9y | av
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and
09 _ | W _,
ax exPy 9x
9¢p  x'"F— x'7F <—1>_—u wy 1
ay  e(1-p) \ /) dy ey
2% B v,
x> exPtly ax2

2 _ 92

¥y -l ¥ _y
axy exPy? dxy
32 XPF_XF 2N\ 2u 3y —1

Organizing terms, we then have
A 1
‘Ci).v = D) Ue(u, v) Buy + 2me(u, v)0yy + ne(u, v)3yy + Jje(u, )9y + ke(u, v)o,],

where 1. (u, v), me(u, v), ne(u, v), je(u, v), ke(u, v) are

r 2 2
le(u,v) = |a.(x, y) (8¢) + 2b.(x, y)z—(iz—(i + c.(x, p) (Z;(i) :| =1-2pue + u’e*

I dx
- 96 9 dp 0 dg 0 d¢ 0
o) = | a5 2 4 b, ) (aiaﬁ * aiaﬁ) e y)aiaﬂ S
i v\ 2 Y 9 oy \?
ne(u,v) = | a.(x, y) (aﬁ) + 2b.(x, y)%% +c:(x, p) (al)/j) } =1
_ i 2 3%¢ | 2
Je(u,v) = | a.(x, y)ﬁ + 2b(x, y)axay + ¢ (x, y)8yz:| = —Q2p+B"" y)e + 2ue
r 82 82 82
b 9) = a5 )55 + 2050 y Tetey h;jﬁ] -

Then (3.7) becomes an equation in coordinates (u, v)

[; - c] PelT, x(u,v), Y, v); X, ¥)=0, 0<t<1
(3.10) v |

P X, ),y v X V) = s

S(u)s(v), =0

with (x(u, v), y(u, v)) given by (3.9).
Next define a new quantity p.(t,u, v; U, V) as

(3.11) Pe(t,u, v; U, V)2 2 XP Y2 po(t, x(u, v), y(u, v); X, Y)

and plug (3.11) into equation (3.10), we have p.(z, u, v; U, V) satisfying
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07
Pe(t,u, v; U, V) = 8u)d(v), =0

0 N
|:—£f”,i|i)g(f,u,v;U, )=0, 0<t<l1
(3.12) '

with £¢ , and X~y in terms of u, v given by

92 92 92
| (1 —2,oue+82uz)—2 +2p—euw)—+ —
feo— du duv ~ dv
) o1 5, 9
(3.13) +[=Q2p + BX" " y)e + 2ue ] — + (—e)—
ou v
B Yesu
B 1y

~ e(1— BuYer + X1B

We will shorten p.(t,u, v; U, V) as p.(t, u, v) from now on.
Setting ¢ = 0 in (3.13), we obtain the limiting generator as

o 1] 8% 2 9
0
= | —42p— +
A=3 [au2 T T aﬂ}
with po(t, u, v) denoting the solution to the corresponding limiting equation of (3.12).
Then py(z, u, v) solves

dPo 3% Do 3?po  9%po

—_ = 2 ,u,v)=0, € (0,1

ot |:8u2+p8uv+8v2 (®u.7) re@.
Po(T, u, v) = 8)d(v), =0

and is explicitly given by

bo(z. 0. v) = 1 exp u? = 2puv +v?
e 2rt4/1 — p? 27 (1—p?)

The associated semigroup sequence 77 defined via p.(t, u, v) as
(Tff)(u, v) & /f(u, Wpe(t,u,v;u' ,vydu' dv' € C,, VfeC
is a strong continuous contraction semigroup. ThenV f € Cg(Ri),
(Tf) > (L.f) on Ci(RY) as e—0
which implies the convergence of the kernel Ethier and Kurtz (1986)

De(t,u,v) = po(t,u,v) ae. as &— 0.

Further at each fixed ¢, there exists a constant K > 0 such that for all £ = (£, &) € R?
and all (u, v) € R?, we have

a:(u, VIEL + 2bo(u, v)E1E + co(u, v)E < (1 — epu + *u)el + (p — eu)(E] + &) + &
< K1 +u* +v)(E] + &),
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then each p.(r,u, v) is bounded above by Gaussian kernel (Fabes and Stroock 1984,
1986; Fabes 1992) which is clearly integrable

2 2
bo(e, )| < X exp (-2
~ 2nt 2t Ck

for some constant Cx depending only on K. Thus not only p. — pg as ¢ | 0 but also the
sequence P, is bounded by a integrable function for all e. Taking (u, v) as a continuity
point, Lebesgue Dominated Convergence Theorem then concludes the convergence. 0O

4. SERIES EXPANSION
4.1. Convergence of Expansion

With the total volatility-of-volatility scaling and near-Gaussian transformation estab-
lished in Section 3, we have successfully transformed the original problem (2) into (3.12)
which we will rewrite here as

d R
|:8 — Ci_v] Pe(t,u,v)=0, 0<t<Il
De(t,u,v) =8w)é(v), =0

5 5 92 2 52
4.1 1 (1 =2pue +eu’)— +2(p —eu)— + —
where £f | = 3 ou duv 9y

ad ad
H=Q2p + B p)e + 2ue”] - + (o)
ou av
xﬂfly _ YeSv
e(1 — BuYes” + X1-F

and so far everything is exact and no approximation is made. To prepare for a power
series expansion, we further expand x#~!y to the first order of &

Ty = [ XTIV 18 — DXV Y+ (X Yv]e + O(e?).

With the limiting solution py(t, u, v) established in Theorem 3.1, we will show that
the following proposed power series representation of p.(z, u, v) converges in the sense
that the finite partial sum of this expansion is a global L! solution to (4.1) with x#~!'y
expanded the second order of . By a global L' solution, we mean that the infinite power
series expansion has bounded L' norm for every t € (0, 1).

Plugging the following expansion ansatz:

42) Pe=potepi eyttt

into (4.1) for positive integer n > 1, and equating like orders of ¢ for both the equation
and the initial condition, we obtain the following hierarchy:

B 1 R R

[8 — 2£2i| Po(t,u,v)=0; P00, u, v) = 8(u)8(v)
B L o]. | S R
o 5k | muy) = E[ESPo](r, u,v); pi(0,u,v)=0

LUONIPUOD U SWe | 8U 88S *[6202/20/52] uo Ariqiauliuo AB11m ‘Buox BuoH JO Aisiealun A1D Aq X'09700°0T0Z'S966-29vT [TTTT OT/I0pALI00 A8 |1 AIq Ul U0/ SdNY WOl papeoumod ‘2 ‘ZT0Z ‘S966.97T

foym A

35U9017 SUOWILOD dAIIERID 3ot |dde a3 Aq pauenob ae SpILe YO 9sn Jo Sa|nJ 10} ARid 1T aulUQ 431N UO (SUOIPUOD-P



322 Q. wuU
o 1,7, Iee o .
37 - i’cé‘ p2(ts u, V) = E[’Cspl + £5p0](f, u, V), PZ(O’ u, V) =0
“3) _
0 1,7, T .. .
87 - iﬁp pn(tv u, V) - E[L"gpﬂfl + Egpnfz](rs u, V)s pl’l(os u, V) = O

with £2, £land £! denoting the source operators at each order of ¢

92 92 92
L= —420—+ —
e = 9 TP huay T a2
92 92 3 3
4.4 L= -2pu— -2 -2 Xly— - —
“4) ¢ P2 oudy o +8 Y)au v
2 2 9’ 2(B—1) 2 B—1 0
L=u W+[(2+ﬁ(l—/3)X Yu—(BX Y)v]eTu'

We call py(z, u, v) the leading order expansion to p, and it is the solution to the
first equation in the hierarchy (4.3). pi(t, u, v) is called the first-order expansion which
solves the second equation in (4.3) and is explicitly obtainable by applying Duhamel’s
principle once po(z, u, v) is obtained. Similarly p,(z, u, v) is the second-order expansion
which solves the third equation in (4.3) once p; and p, are obtained. Progressively, the
expansion hierarchy in (4.3) up to finite order n can be obtained explicitly.

Let us denote the partial sum truncated at the nth order expansion by

4.5) pr=po+epr...+¢e"p,, for n>1

We then introduce the mixed norm L2((0, 1)) x L} (R?) to make precise the expansion
and convergence

1

2 3
d{|

A function f(z, u, v) is further said to be in the space of LZ((0,1)) x L, (R?
N C"*((0, 1) x R?)

/ | f(z,u,v)| dudv
R2

1
I /(T u, )20, 11, ®2):= |:/
0

o=

/ | f(t,u,v)| dudv
R2

1 2
£ Ch((0, 1)><R2)—>R‘ [/ dri| <00
0
if it is differentiable once in 7 and twice in u, v and further it has finite Z! norm in the

spatial variables «, v on R? and finite L? norm in the temporal variable T on interval
(0, 1). We then have the following result.

THEOREM 4.1. Let . :(0,1) x R2+— R be a C'? function that solves (4.1). Let
Pi:(0,1)xR>—R,i=1,...,nbeahierarchy of C"> functions that solves the equation
hierarchy in (4.3) and let p? be the partial sum of p; defined in (4.5), then there exists a
constant C > 0, independent of e, such that Ve > 0
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(4.6) ||f7£(t, u,v)— pi(t, u, v)|| L2(0,1)x L] < Ce"tl,

“u,v

(R)

Proof. The proof consists of the following three steps. The first step is to find an
integral representation for the truncation error after nth-order expansion. We denote the
truncation error as

S;l = i’s —ﬁg

This requires an evolution equation that £/ satisfies and it is obtained by summing up the
expansion hierarchy. Then by Duhamel’s principle, we will show that we can represent
the solution to the error equation as a convolution of a correlated bivariate Gaussian
kernel with source terms that involves only the nth and (z — 1)th order expansion.

In the next step, we observe that for expansion at any given order n other than the
leading order, the corresponding equation in hierarchy (4.3) involves the source oper-
ators L£!, £2 (4.4) which are differentiations of expansions at order n — 1 and n — 2.
Specifically, the highest order effect of the source operator acting on the fundamental so-
lution of hierarchy (4.3) will be multiplication by spatial polynomials #”"v" and temporal
polynomials t—/. All (m, n, [) are positive integers.

Finally, through Young’s inequality, we are able to obtain L' control for the spatial
convolution as both of the kernel as functions in the spatial domain is of Gaussian and
Gaussian moments type and hence L? for p > 1. For the temporal integration, the kernel
as functions in the temporal variable does not have enough decay within the subinterval
of (0,1) and in fact one of them is only L? above, hence we obtain a L? control on the
temporal integration. m]

Step I: Equation for &/

Recalling that we have an expansion ansatz as in (4.2), let us formally complete the
expansion as

4.7 Pe=potepi+eprt oty + 8 = pl+E

with £/ denoting the truncation error after the expansion to the nth order. Plugging (4.7)
into (4.3) and with some algebra, we find all the “lower-order” terms in the subtraction
cancel and what remains is the equation for the error term &/

(4.8)

|:;r — ;£8i| El(t,u,v) = %8”“ [E;f)n + L?i)n_l + sﬁgﬁn] (t,u,v), &'O0,u,v)=0.
The solution to the error equation will then be established in the following proposition
as a direct consequence of applying Duhamel’s principle to (4.8) for an inhomogeneous
evolution equation with [3, — %ﬁ(g)] as the evolution operator. And indeed, the full equa-
tion hierarchy shares the same left-hand side as [0, — %Eg] and the solution structure of
the truncation error will be similar to that of the expansions.

PROPOSITION 4.2. Consider the inhomogeneous Cauchy problem

d 1/ 9 0 R .
|:8T—2(8u2+2p8uv—}—avz)]pg(r,u,v):f(t,u,v), >0

(4.9)
i)S(TV u, V) = g(uv V), T = 0
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the solution to (4.9) is represented via that of the homogeneous problem through the initial
condition g(t, u, v) and the source terms f(t, u, v) as

(4.10) De(t,u,v) = / Gr,u—u',v—v)gW',v)du dv
R2
+/ / G —s,u—u,v—v)f(s,u,v)du dv' ds,
0 Jr2

where the kernel G(.) in (4.10) is the fundamental solution of (4.9) solving the following
the homogeneous problem

a 1/ 9 0] 0
2 (L 20t L) G u vy =0, 0
[8r 2(3u2+ p3uv+8v2)] (= u,v) t=

G(t,u,v)=38wu)s(v), =0

and is given by

1 2_2 2
@.11) Glr,uv)= ——_exp [ 2PV
2rty/1 — p?

2t (1 - p?)

Proof. Equation (4.10) is simply Duhamel’s principle and (4.11) follows from recog-
nizing the equation as the generator for two-dimensional Brownian motion with corre-
lation p.

Equation (4.11) is the bivariate Gaussian limit that we saw in Theorem 3.1
as the limiting density function to a correlated bivariate Brownian motion. With
Proposition 4.2, the solution to the error equation (4.8) is given by

1 T
4.12) gl(t,u,v) = 58”“ / / Gt —s,u—x,v—1y)
0o Jr
x [Lip" + L2 p 4 sﬁgp”] (s, x, y)dxdyds.

For instance, the truncation error after the first-order expansion will be

1 T
g = 582/0 A@’ Gt —s,u—x,v—1y) [Eipl + L2 p° +8£§p1](s,x, y)dxdyds.

Thus we have successfully obtained an equation for the truncation error and observe it
is of order £"*! from the coefficients in (4.12). What remains is to show that the integral
in (4.12), aside from the coefficient ¢"*!, is bounded. O

Step I1: Effect of Source Operator on the Green’s Function.

To control the size of the integral in (4.12), we need an analysis of the effect of the source
operator £! and £? on the expansions, precisely at order n and n — 1. In fact £!, £? are
differentiations in the spatial variables whose effect can be characterized as multiplication
by a polynomial function in the state variables t, u, v. The complication in our case is
the fact that G(z, u, v) is of Gaussian type only in u, v, but not in t; further it is bivariate
with correlation.

For now let us first write down explicitly the solution representation to the expansion
hierarchy up to order n in (4.3). Invoking (4.10) in Proposition 4.2 and identifying
individually the initial condition and the source term at different expansion order, the
solutions to the hierarchy up to order n in (18) can be represented by
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Doz, u,v) = G(t,u,v); forn =0
f)l(r,u,v)zf / G(t—s,u—Xx,v—1y)
0 Jr2
o
X EﬁgG (s, x, y)dxdyds; forn =1

f)z(r,u,v)=/ / Gt —s,u—x,v—1y)
(4.13) 0 Jr

1 1
X Eﬁiﬁl + zﬁgi)o] (s,x,y)dxdyds; forn=1

’ 1
i’n(r,u,v)zf / Gt —s,u—x,v— )=
0 Jre 2

X [‘C:“i’n—l + Eﬁi)n_z] (s, x,y)dxdyds; forn>2.

To shorten notation, we use “®” to represent this specific form of integral where
convolution in the spatial variables u, v is defined for the full domain while in the
temporal variable 7 it is a partial convolution on an interval

[f®gl(t,u,v) ::/0 A;{Z f(t—s,u—x,v—y)G(s, x, y)dxdyds.

Then (4.13) in this simplified notation becomes

Dot u,v) = G; forn=0

1
i)l(r,u,v)=G®|:2 ;G]; forn =1

1 1 1
pr(ru,y)=G0® EL‘; [G ® [246]] +G® [2£§G}

1
Pltuv)=G0® 3 [clp"' +C2p" 2] forn > 2

with the solution to the hierarchy written down, we can now examine the effect of the
two source operators £, £2 in (19) on p"(z, u, v) where G is given by (4.11).

On explicit calculation, we see the exact form of the first-order derivative 9,G, 9,G
and the second-order derivative 9,,G, 9,,G. They are the four core components of the
effect of the source operator £! and £? on G.

0G(t,u,v) [ u—pv
ou o |:(1 — pz)t] G, u,v)

_ 1 u—pv x u?> — 2puv + v?
T zma=p 2] e TP\ T 2e = )
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0G(t,u,v) [ v—opu

_ 1 v u? = 2puv +v?
T2 e TP\ (- )

3G (r,u,v)  [w—pv) + (=14 p)1 .
wr | a-pp ] (w0
[ 1 (u—pv)> +(=1+pHt u? = 2puv +v?
~ Lani- p2)5/2] [ o ]e"p (_ 2e(1— p?) )
37G(r,u,v) [ (=p?+v?)+ 1+ pHuv) + p(l — pz)r] Gt 1)
dudv | (1 — p?)22 T
T 1 ] [(—p(u2 + )+ (1 + pHuv) + p(1 — pz)f]
- | 27(1 — p2)3/2 3

 ex u? = 2puv + v?
P\T 20—y )

As we see, 9,,G is of the form u exp (—u?) in its highest order of u, the same for v up to
a constant with a different sign. In terms of 7 it is of the form 2 exp(—%) in the highest
order of . Further 9,,G and 9,,G are of the form u’exp (—u?) in the highest order of
u and % exp(—%) in the highest order of r. Here we single out the highest order term in
7 for analysis of the size due to the fact that Vr € (0, 1), % is an increasing function in
n. More generally, when % acts on G(t, u, v), the result is a polynomial coefficient
with ™" and v""*" as the highest order terms in the numerator and " as the highest
order term in the denominator. Without losing generality, we consider the highest order
effect in terms of v and

9 m-+n

1
~ p,mtn
Sy G(t,u,v)~u e G(t,u,v),

where (m, n) are positive integers and by ~ we mean the highest order effect of the source
operator.
anH»n

If we can control the size of the mixed convolution type quantity =~ & G, then

the size of expansion p’(t,u,v) can be bounded as it consists of a finite number of
items which are equal or smaller than the above quantity. The same argument applies to

PN, u,v).

Step I11: Convolution Control.

Pertaining the analysis in step II, we next seek control for the following quantity:

’ 1
4.14) I(t,u,v) = Grt—s,u—x,v—1Y) x’”+”ﬁG(s, x, V)| (s, x,y)dxdyds
0 R2 st

and claim the following.

PropoSITION 4.3, || 1|l 20, 1))z, (R} < 0.
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Proof. Recall the classical Young’s inequality states the following. Let f € L? and
g € L7, then the convolution

fre2 [ for- o ds

satisfies inequality

IS xgle < WSl fliz

for

1 1 1
l+-=—+—- and 0< p,q,r < +o0.
r P g

The first observation is that (4.14) is an integral of convolution type. More specifi-
cally with G of two-dimensional Gaussian form in mind, the integration in the spatial
variables x and y, omitting nonvariable dependent coefficients, is a full two-dimensional
convolution on R?

(4.15) [exp (—(x* = 2pxy + P )]* [ exp (—(x* = 2pxy + y))].

In contrast, the integration in the temporal variable s is of the form of a partial convo-
lution as the range is a subset of finite interval (0, t) on (0, 1)

o e[l )]

[T3052]

Here “x” stands for the standard convolution on the full domain.

The second observation is that (4.15) and (4.16) as functions of space and as functions
of time converge in different spaces. In fact exp (—(x> — 2pxy + »?)) and x" " exp (—(x?
— 2pxy + %)) have finite L”(IR?) norm for p > 1 since they are Gaussian and Gaussian
moments while for 1 'exp (—¢~') and r~*Dexp (—¢~") we do not have such a unform
result on the whole temporal domain R,. Indeed ¢~ 'exp (—¢~') is not L'(R,) as the
integration doesn’t converge on the half open interval R, its L”(R?) norm is finite only
for p > 2. Here we will stay with an L> argument as our purpose in the section is to
show boundedness rather than obtain an explicit solution. The case for t~¢*Dexp (—¢~!)
is nicer, it is always a L? function for p > 1 and even for the half open real line R since
! + 1 is always larger than 1 due to the source effect and the L” integration converges
uniformly for p > 1.

Therefore both G and (u, v)"*"G are L' in R%. By Young’s inequality with p = 1, ¢ =
1, we have r = 1 for

| G(t—s,u, v)* )" G(s, u, v) I pwey | G(r—s,u, v) | pgey - | " G(s,u, v) || o gey

C <—Cz> C3 (—C4>
< exp -—exp| —
T—3s T—3S K S
1 -1 1 -1
< Cs exp( ) - —exp (),
T—3 T—s5/) s s

where C;, C;, C3, Cy4, Cs are constants chosen to ensure the inequalities follows and they
are all bounded below from zero.
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Then as t~/*Vexp (—¢~") is uniformly bounded in L? for p > 1 and t'exp(—t~!) is
only L? and above, the best one will obtain is the case for p = 1, ¢ = 2, hence r =2 as

L | -1 1 -1
H C5[ exp () * 7 €Xp ()ds
0o T—S T—S S N 12([0,1])
< 1 -1 1 -1
< C5/ exp -——exp| — )ds
0 T—S T—s5) st S
1 -1 1 -1
=||Cs—exp| — | *x —exp| —
T T it s e,

1 (! 1oL
T P T s+l P S

<Cs-C-Cs.
Again Cg, C7, Cg are constants bounded away from zero.
Finally,

LA(R.)

<G

I2(Ry) LY(Ry)

Il 2 qo, =z, ) < Co - C7 - Cg < +00.

5. JOINT DENSITY FORMULAS

Having proved the convergence of the expansion, we will calculate explicit expansion
formulas up to the second order and illustrate the accuracy by numerical examples.

5.1. Leading Order

Recall the solution to the leading order problem is given by a bivariate normal distri-
bution

2 2 2
(5.1) Do, u,v) = G(z, u, v) = ”p””)

1
7e —
2nty/1 — p? *P ( 2t (1 - ,02)

5.2. First Order

Then the first-order system solves the following inhomogeneous problem with source
term involving leading order solution. Together with zero initial condition, it reads:

d 1 ol 1 1A
- — = = — Y < 1
|:81 2£{| Di(z, u,v) 2[[:5[70](7’ u,v), 0<rt

c! 2 ” 2 ’ 2p+ XY o _ 3
= 2pu—s —2u — —_—
€ P ou? oudv P ou v

210, u,v)=0.

By Duhamel representation, we have p;(t, u, v) as

t 1
(52) pi(t,u,v) = / / 3 [£LDo] (s, x, »)G(x —s,u — x,v — y)dxdyds.
0 Jr2
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SERIES EXPANSION OF THE SABR JOINT DENSITY 329

As po(t,u, v) = G(t,u, v) from (5.2), we first calculate %ﬁiG as

1
|:2£iG:| (r,u,v) = fio(tr,u, v)G(t,u,v), with

Qo+ BXTI V= pr) (v — pu)} ! [uvw - pv)] 1

in(Tv u, V) = |: 2(_1 + ,02) T (—1 + ,02) 72’

Then pi(z, u, v) is obtained as

pi(t,u,v) = / / [fi0G1(s, x, v)G(t —s,u — x,v — y)dxdyds
(5.3) 0 I |
=C [an(u, v) + ajo(u, V)T] Do(T, u, v),

where the coefficents Cy, a;(u, v), ajo(u, v) are

1
Cl=
LT (=140
(54) a”(u,v)z —IBXB_IY(U_,OV)
Lll()(u, V) = uv(u - pV).
Finally,
1 u> — 2puv + v?
. _ B—1 W mepuv Ve
Pi(r,u,v) = T [(u— pv)(uv — BXP~" YT)]exp ( 20 (1— p?)

5.3. Second Order

In the second-order expansion, the inhomogeneous problem will have two source terms
involving solutions at both the first order and the leading order.

a 1 . 1 R R
|:8 - 252] Pt u,v) = E[ﬁipl + EEPO](E u,v), V0<r<l

2 2 9

Cl Xﬂfl
£ uauz uauav ( au av

L= uzi2 +[2+ 81 =X DY — (X! nv]i
u Ju

220, u,v)=0.

With [1£!p11(r, u, v) and [$£2 pol(, u, v) calculated as

&

1
|:2Eiﬁ1:| (t,u,v)= fii(r,u,v)G(t,u,v),
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where
find ) = (a—2p)a—p) i 2utv? — 4udv3p 4 2uPvip?
Y= vy T o 4—1+p2)
1 —2u* —3aw’v + Tudvp — 3uv3p(—=1 4+ ap) + u>v*(=5 + 6ap — 3p?)
5 41+ p?)?
1 v(a — p)p(=2 4 ap) + u*(5 + a*> — 3ap — 3p?) + uv(5a — 2(4 + a®)p + ap® + 4p%)
i 4(—1+ p?)?
and
1
8170 (t,u,v) = frlt,u, v)G(t,u,v),
where
1 u*(u—vp) 1 (1 + b’ +cevip —uvic+ b,o)
Saolt, u,v) =

72 2(—1 + p2)2 =1+ p?)

Then p»(z, u, v) is obtained as

palr, u, v) =/ f [/1G + f0G(s. % 9)G(x — 5,1 — %, v — y)dxdyds
(5.5) oI 1 1
=G |:a23(u, V)T + an(u, v) + ax(u, V); + ax(u, V)Tz} Do(t, u, v),

where the coefficients C,, ax3(u, v), an(u, v), a (u, v), ax(u, v) are
= =y
axn(u, v) = (8 — 3a®> — 6b) + (12a)p + (=28 + 3a* + 12b)p> + (—12a)p> + (20 — 6b)p*
an(u,v) = u’[3a®> — 12ap + 2(5 + p*> + 3b(—=1 + p?))]
—2uv[—3(a + ¢) + (10 4 3a> — 3b)p + 3(=3a + ¢)p* + (2 + 3b)p°’]
V=24 (24 3(a — 2p)")p* + 6cp(—1 + p?)]
an(u,v) =u* + p*v* + 2[=3a + 4plu’y + 2[p*(=3a + 4p)luv?
+2[=2 + 6ap — Tp*u*v?

ar(u,v) = Juty? — 6u3v3,0 + 3142\)4,02
with a, b, ¢ given by

a=2p+ XY, b=2+B1-pXPF VY, c=pX""Y

5.4. Explicit Formulas

Summarizing the result obtained so far, we start from the total volatility-of-volatility
scaling in (3.1) and introduce the scale parameter ¢ = v/T so p(T — ¢, f, «; T, F,
A) becomes p.(t, x, y; X, Y) as in (3.4). We then applied the near Gaussian transfor-
mation (x, y) — (u, v) in (3.8) to partially standardize the scaled SABR density from
Pe(t, x, y; X, Y) to p.(t,u,v; U, V)asin (3.11). Finally, p.(z, u, v; U, V) is expanded in
terms of ¢ (4.5) around the limiting solution py(z, u, v) (5.1).
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SERIES EXPANSION OF THE SABR JOINT DENSITY 331

Based on Theorem 4.1, the joint transition density p(T — ¢, f, «; F, A) at time to
maturity 7 — ¢ conditional on the current state values f, @ has the following series
expansion:

(5.6) | .,
(T —1t, fia; F, A) = vTFﬁAzZ(V\/_kf’k<
k=0

T—t fl=F_F-F ln(a/A))
T " a(l-pNT T )

As we solve the expansion hierarchy (4.3) to the first three orders with pg, pi, P2
obtained in (5.2), (5.3), and (5.5), we express explicitly the density approximations in the
following in terms of the original forward and backward variables (¢, f, «; T, F, A) and
model parameters (8, p, v).

(i) Approximation up to zero, first, and second order

1
(5.7) po(T —1, f,o; F, A) vTFﬂAzpo(t,u,v)
T FA) = 1 2 JTh
(5.8) pl( — 1, f,Ol, s )—m[ﬁo(f,u, V)—i—u pl(t,u, v)]
1 w/T
= 1 n ’
vITFP A2 |: + 2(=1+ p?) (a1 +“10/7):| Do(t, u,v)

(5.9) p(T—t, f,a; F, A)
1 3 o A
- W[PO(“ w,v) + vV Thi(r,u, v) + v Tha(t, u, v)]
T
1+ —
_ L Tactg it aeo .
 WTFBA VT ; po(T, u, v).
+m(a2sf +an +axn /Tt + ax/t)

In (5.7), (5.8), and (5.9), transformed variables (t, u, v), zero-order expansion
Po(t, u, v), spatial coefficients at first order a1, a9 and second order a3, ax, asi,
ay are explicitly given in terms of original variables (¢, f, o, T, F, A) and model
parameters 8, p, v as follows:

(i1) Transformed variables (z, u, v), po(t, u, v) and zero-order expansion po(t, u, v)

(5.10)
T—1t PP ,_ In@/4

, U= =
T a(l = VT v/T
u? —2puv + v2:|

. 1
R [‘zru-pa

1

Y <1 - 1T>
(f‘*f‘ - Fl’ﬁ>2 , (fH* - F‘*‘S) <ln(a/A)) N <ln (a/A))z
o -pvT) _ "\ati—pvT )\ WIT T

t
2(1 —p2)<1 - ?>

T =

X exp | —
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332 Q. wu

(iii) Spatial coefficients at first and second order
(5.11)

ap = —ﬂFﬁ_lAv_l(u —pv), ajp= v — puv2
ary = p*(20 — 6b) + p>(—12a) + p*(—28 + 3a” + 12b) + p(12a) + (8 — 3a> — 6b)
ar» = u’[3a® — 12ap + 6b(—1 + p?) + 2p> + 10]

—2uv[p*(2 + 3b) + p*(=9a + 3¢) + p(10 + 3a> — 3b) — (3a + 3¢)]

+ 9[22 + 3(a — 2p)*)p> + 6cp(—1 + p*) = 2]
ary = ut +v*p? +uPv(8p — 6a) + uv3(8p’ — 6ap?) + uPv (—14p> + 12ap — 4)
ay) = 3uty? — 6u3v3,0 + 3u2v4,02

a=2p+BFF a7, b=24+B0-BF P VLY c=BFF 1l

Through (5.7)—(5.10), expressions are explicit up to algebraic, logarithmic, and expo-
nentiation operations. For p(T — ¢, f, a; F, A) to be a conditional probability function,
the variables will be the time to maturity 7" — ¢, the future price F, and the future volatility
A. The model parameters (8, p, v) and current level of underlying and volatility ( f, «)
are constants.

6. NUMERICAL EXAMPLES

To evaluate the accuracy of our result, we report numerical comparisons between ours,
that of finite difference solver, and those from earlier work in Hagan et al. (2002) and
Hagan, Lesniewski, and Woodward (2005). In particular, the comparisons are made in
terms of four aspects: joint density, marginal density, conservation of probability mass,
and implied volatility for European call options.

6.1. Joint Transition Density

Both point-wise /> error and global /> error are compared for system (4.1) between
expansions obtained at second-order expansion (5.5) and finite difference solver where
ADI scheme is used to discretize (4.1), see page 64 in Morton and Mayers (2005) for
details. The scheme is unconditionally stable and the discretization error is second order
in both temporal and spatial variables with Dirichlet boundaries.

Equation (4.1) has Dirac initial mass centered at (u#, v) = (0, 0) and the solution to
(4.1) decays very rapidly as the domain tends from the center (0, 0) to R?. We choose the
domain under numerical evaluation to be 7 (t) x Q(u, v) = [0, 1] x [-6, 6] x [-6, 6] in
absolute values with a partition of 100 time steps in t and 101 x 101 spatial grids in (u, v).
Dirichlet boundary conditions are imposed at p.(t, u, v) lsou,n= 0, VT € [0, 1] together
with the discrete Dirac initial condition being p.(0, u, v) |,0= ﬁ at the center and
zero elsewhere p.(0, u, v) |ou,v)/0,00= 0. The domain chosen as such is consistent with
discretizations in the sense that the numerical solution outside Q(u, v) is observed to
be below the level of discretization error. At each step of temporal marching, we have
a 10201 x 10201 sparse matrix and we use a Bi-conjugate Gradient solver to solve the
resulting linear system to precision 1072,
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SERIES EXPANSION OF THE SABR JOINT DENSITY 333

TABLE 6.1
Point-wise /> Error and Global /> Error between Joint Densities from Second-Order
Expansion in Equation (5.9) and Joint Densities from Finite Difference Solver at T’
Equal to 1, 3, 6, 12 Months and v Equal to 10%, 40%, 80%, 100%

” i’&‘ - (ﬁo +

epr 4 &2p) |l B = 0.0001 B = 0.5000 B = 0.9999

v T(months) [~ log(lll2) Il logyolllz) M-l logyo(ll-ll2)
0.1 1 0.2204%  —3.4093 0.2204% —3.4093 0.2204%  —3.4089
04 1 0.2206%  —3.4066 0.2206% —3.4066 0.2216%  —3.4023
0.8 1 0.2219%  —3.3352 0.2219% —3.3352 0.2219%  —3.3209
1.0 1 0.2234%  —3.2009 0.2234% —3.2008 0.2234%  —3.1845
0.1 3 0.2204%  —3.4092 0.2204% —3.4092 0.2204%  —3.4065
04 3 0.2214%  -3.3727 0.2214% —3.3726  0.2214%  —3.3385
0.8 3 0.2292%  —=2.7376  0.2292%  —2.7375 0.2292%  —2.7055
1.0 3 0.2408%  —2.2746 0.2437% —2.2746 0.3009%  —2.2569
0.1 o6 0.2205%  —3.4089  0.2205% —3.4089 0.2205%  —3.3988
04 6 0.2232% —3.2186  0.2232% —3.2183 0.2232%  —3.1287
0.8 6 0.3460% —1.9985 0.3511% —1.9984 0.4509% —1.9744
1.0 6 0.6527%  —1.4938 0.6587%  —1.4937 0.7856%  —1.4817
0.1 12 0.2205%  —3.4078 0.2205%  —3.4077 0.2206%  —3.3700
04 12 0.2292%  —=2.7376  0.2292% —2.7372  0.2293% —2.6214
0.8 12 0.9123% —1.2176  0.9227% —1.2175 1.1267% —1.2103
1.0 12 1.6355%  —0.7247 1.6495% —0.7246 1.9166%  —0.7165

The comparisons are made in three different market conditions categorized by the
value of 8, where 8 = 0.0001 corresponds to “normal” market, 8 = 0.5 for “CIR”
market, and 8 = 0.9999 for “lognormal” market. As the expansion accuracy mostly
depends on the perturbation parameter ¢ = v+/T, we vary volatility-of-volatility v from
10% to 100% and maturity 7 from 1 month to 12 months and fix other parameters in
(4.1)as p =0, F =100, A = 0.1. It takes about 30 milliseconds for one evaluation of
(5.5) on a machine with 2.93 GHZ Xeron CPU while the computation time for one call
of the finite difference solver is about 6—7 minutes on the same machine. The potential
savings in computation time are thus enormous.

Results are reported in Table 6.1. The point-wise /> error ranges from 0.2% to 2%
in absolute values for all three 8 cases, and the global /%> error ranges from —3.4 to
—0.7 in base 10 logarithm for all 8 cases. While the errors are all small across different
values of v and T, they increase monotonically as the perturbation parameter ¢ = vy/T
increases, which is consistent with the small total volatility-of-volatility assumption for
the expansions.

6.2. Marginal Transition Density

Earlier work on the marginal transition density from f to F is available in Hagan,
Lesniewski, and Woodward (2005). To evaluate the accuracy of our method, we take the
marginal density result in Hagan, Lesniewski, and Woodward (2005), which is readily
available, as the benchmark and report comparisons to ours across a wide range of
underlying levels f, time-to-maturities 77 — ¢, and model parameters («, 8, p, v). In
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Marginal Density p = - 0.7 Joint Density p=-0.7
DGy T T = = —
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FIGURE 6.1. Marginal densities when correlation p equals to —0.7 and 0.7. The upper
two figures correspond to p = —0.7 and the lower two figures correspond to p = 0.7.
Other parameters are f = 100, « = 60%, 8§ = 0.5, v =40%, T — ¢t = 3 months.

the case of Hagan, Lesniewski, and Woodward (2005), the marginal density is given by
equation (90) which is analytically obtained by integrating the joint density expression
from equation (83). In our case, we obtain the marginal density by numerically integrating
the second-order joint density formula in equation (40) along the dimension of future
volatility state 4. Noted also that it is in the forward variable F that the marginal
transition density pp(T — ¢, f, a; F) is a probability distribution function, not the
backward variables f, «.

To illustrate an important point that relates to the impact of parameter changes on
the shape of densities, we also plot the corresponding joint transition distributions along
with the marginals for the same model parameters used. The point we want to make by
adding the joint density next to the marginal is that a change in the model parameter can
lead to a dramatic change in the shape of joint density function but not so in the shape of
marginals. And one should not wrongly imply that Hagan, Lesniewski, and Woodward
(2005) did not provide a joint density expression. In fact, it is given by equation (90) in
Hagan, Lesniewski, and Woodward (2005).
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Marginal Density v = 20% Joint Density v =20%
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FIGURE 6.2. Marginal densities when volatility-of-volatility v equals to 20% and 80%.
The upper two figures correspond to v = 20% and the lower two figures correspond to
v = 80%. Other parameters are f = 100, « = 60%, 8 =0.5, p =0, T — t = 3months.

Results are illustrated in Figures 6.1-6.3 in which HLWO0S5 refers to results from
Hagan, Lesniewski, and Woodward (2005). Figure 6.1 reports comparisons when the
correlation parameter p change signs from —0.7 to 0.7. Other parameters are fixed at
f =100, = 60%, B =0.5,v=0.4, T — t = 3months. Figure 6.2 reports comparisons
when volatility-of-volatility v increases from 20% to 80%. Other parameters are fixed at
f =100, ¢ = 60%, B =0.5, p =0, T — t = 3months. Figure 6.3 corresponds to time to
maturities 7 — ¢ at 1 year and 5 years with f = 100, « = 20%, 8 = 0.9999, p = —0.3,
v = 10%.

The truncated domain for numerical evaluation in Figures 6.1 and 6.2 is Q(F, A)
€ [0.8f, 1.2 f] x [0.0001, 3] with 2001 x 2001 spatial grids for the joint density in
(5.9) and Q(F) € [0.8f, 1.2 f] with 2001 spatial grids for the marginal density from
Hagan, Lesniewski, and Woodward (2005). For Figure 6.3, the same number of spatial
grids are used and the truncated domain is [0.0001 £, 2.5 f] x [0.0001a, 24] for the joint
density in (5.9) and [0.0001 £, 2.5 f] for the marginal density from Hagan, Lesniewski,
and Woodward (2005).
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FIGURE 6.3. Marginal densities for time to maturity 7' — ¢ at 1 year and 5 years. The
upper two figures correspond to 7' — 1 = 1 year and the lower two figures correspond
to T — 1 = 5 years. Other parameters are f = 100, @ = 20%, 8 = 0.9999, p = —0.3,
v = 10%.

Through Figures 6.1-6.3, our results match very well with Hagan, Lesniewski, and
Woodward (2005) for different values of correlation p, volatility-of-volatility v, and time
to maturity 7 — ¢. What is particularly noticeable in Figures 6.1 and 6.2 is that when p and
v change, the drastic changes in the shape of the joint density are not obvious simply by
looking at the changes in the marginal densities. Further, the correlation parameter p has
a rotating effect on the joint density while increasing the value of volatility-of-volatility
v spreads out the joint density. This is an important feature when pricing derivatives
with forward-starting and barrier features. Also for time to maturities as longas 7' =5
years, marginal densities generated from both Hagan, Lesniewski, and Woodward (2005)
and our equation (5.9) agree well for reasonable values of model parameters so that the
perturbation parameter ¢ is smaller than 1.

6.3. Probability Mass

The probability mass of a density approximation is an important measure to gauge
the accuracy of results obtained from expansions. We report total probability mass in the
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SERIES EXPANSION OF THE SABR JOINT DENSITY 337

second-order expansion formula (5.9) as (T — ¢, f, «, B, p, v) changes. For a comparison
with the marginal formula in Hagan, Lesniewski, and Woodward (2005), we also include
results obtained from equation (90) in Hagan, Lesniewski, and Woodward (2005). In
terms of marginal density, the probability mass is numerically calculated as

Nr

| Tt PR Y pi(T =t fa BIAF
0 n=1
and for joint density, the mass is
00 00 Nr Ny
/ / p(T—t foo, F, A)dFdA~Y "> p(T—1, f.a F;, 4;)AFAA.
o Jo

i=1 j=1

The spatial support for pp(T — ¢t, f, «, F) and p(T — ¢, f, a, F, A) is R, and Ri
respectively, which are truncated for numerical integration such that the absolute values
of densities outside the truncation are smaller than 107, As different values of model
parameters will result in drastically different distributions, so are the domains we choose
for truncation to match the precision at the fixed number of grid points at N = 2001
and N, = 2001.

Results are reported in Tables 6.2-6.4 in which HLWOS5 refers to results obtained
from Hagan, Lesniewski, and Woodward (2005). Probability mass larger than 105% and
smaller than 95% are shaded. In Table 6.2, we report results when time to maturity 7
— t ranges from 1 month to 12 months and volatility-of-volatility v ranges from 10% to
100%. In Table 6.3, we vary correlation p from —0.9 to 0.9 and volatility-of-volatility
v from 10% to 100%. Finally in Table 6.4, results are reported for different values of
current underlying price f at 0.1, 1, 100 and current volatility & at 0.01, 0.1, 0.2, 0.3, 0.5.

What is remarkable to notice is that results from both Hagan, Lesniewski, and Wood-
ward (2005) and equation (5.9) preserve probability mass very well across the wide ranges
of parameters tested, except at the small forward case which corresponds to the numer-
ical experiments at f = 0.1 for § = 0.5 and 8 = 0.0001 in Table 6.4 where most of the
shaded values occurred. In the zero forward case we tested, the probability masses are
very concentrated around the current underlying price f for both joint densities and
marginal densities. However, one should note that the densities we tested throughout
Tables 6.1-6.4 for equation (90) in Hagan, Lesniewski, and Woodward (2005) and for
equation (5.9) in this paper are finite order asymptotics under free-boundary conditions,
mass-losing at zero forward is a expected phenomenon. Refer to Hagan, Lesniewski, and
Woodward (2005) for a detailed discussion of how to relate joint densities under various
boundary conditions to the solution from free-boundary condition.

6.4. Implied Volatility

As the SABR model is widely used to fit implied volatility curves in interest rate
derivative market, we report results on two typical cases: futures options on Libor rate
where the underlying is the forward Libor rate quoted on 100(1 — r1j»or) and European
swaptions with the underlying quoted on ryyor. Technically, futures options correspond
to a large forward level case and and European swaptions correspond to a small forward
case.
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TABLE 6.2
Probability Mass of Second-Order Expansion in Equation (5.9) (Left Column) and
Hagan, Lesniewski, and Woodward (2005) (Right Column) and When Time to
Maturity 7' — ¢ and Volatility-of-Volatility v Changes

Other Parameters: f = 100, =0.1, p =0

Equation (5.9) B =0999 HLWO05 p=0999
T—1\v 10% 20% 40% 80% 100% T —r\v 10% 20% 40% 80% 100%
1 month 1.00 1.00 1.00 1.00 1.00 1month 1.00 1.00 1.00 1.00 1.00

6 months 1.00 1.00 1.00 1.00 1.00 6 months 1.00 1.00 1.00 1.00 1.00
12 months 1.00 1.00 1.00 1.00 1.01 12 months 1.00 1.00 1.00 1.01 1.01

Other Parameters: f = 100, =0.1, p =0

Equation (5.9) p=05 HLWO05 p=05
T—1\v 10% 20% 40% 80% 100% T —r\v 10% 20% 40% 80% 100%
1 month 1.00 1.00 1.00 1.00 1.00 1month 0.99 0.99 0.99 0.99 0.99

6 months 1.00 1.00 1.00 1.00 1.00 6 months 0.99 0.99 0.99 0.99 0.99
12 months 1.00 1.00 1.00 1.00 1.01 12months 1.00 0.99 0.99 1.00 1.00

Other Parameters: f = 100, = 0.1, p =0

Equation (5.9) p = 0.0001 HLWO05 p = 0.0001
T—1\v 10% 20% 40% 80% 100% T —r\v 10% 20% 40% 80% 100%
1 month 1.00 1.00 1.00 1.00 1.00 1month 0.99 0.99 0.99 0.99 0.97

6 months 1.00 1.00 1.00 1.00 1.00 6 months 0.99 0.99 0.99 0.98 0.99
12 months 1.00 1.00 1.00 1.00 1.01 12 months 1.00 0.99 0.99 0.99 0.99

Comparisons from Monte Carlo simulation, Hagan et al. (2002), and equation (5.9)
are plotted in Figure 6.4 in which HKLWO2 refers to results from Hagan et al. (2002).
The left figure corresponds to the swaption case with f = 8%, a = 20%, 8 = 0.9999,
p =0,v=20%, T — t = 1year. The right figure corresponds to the option case where
weset f =95 a =80%,8=0.50=0,v=30%, T —t =1 year. For Monte Carlo
simulation, we generate one million SABR paths with 100 time steps per day using Eurler
discretization. To use our expansion result, we first obtain option prices by numerically
integrating the second-order joint density (5.9) against the payoff of a European call on
a truncated domain with 2001 x 2001 spacial grids and then invert the resulting option
prices to implied volatilities. For large forward case f = 95, « = 80%, the truncated
domain for integration is (¥, 4) € [0.0001 f, 2 f] x [0.0001¢, 4«]. For small forward case
f=8%,a=20%,itis (F, A) €[0.001 f, 3 ] x [0.001e, 3«]. And finally to compare with
Hagan et al. (2002), we take the implied volatility formula directly and plot the results
against those obtained from Monte Carlo simulation and equation (5.9).

It should be stressed that the implied volatilities HKLWO02 are provided by a closed-
form expression, whereas our results require numerical integration and inversion of the
Black formula. This is an important advantage of Hagan et al. (2002) and a reason for the
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TABLE 6.3
Probability Mass of Second-Order Expansion in Equation (5.9) (Left Column) and
Hagan, Lesniewski, and Woodward (2005) (Right Column) and When Correlation p
and Volatility-of-Volatility v Changes

Other Parameters: f = 100, « = 0.1, T — ¢t = 0.5 year

Equation (5.9) B =09999 HLWO5 p=09999

P\ 10% 20% 40% 80% 100%  p\v  10% 20% 40% 80% 100%
~0.9 1.00 1.00 1.00 1.00 0.99 —0.9 1.00 1.00 1.00 1.00 1.00
~0.3 1.00 1.00 1.00 1.00 0.99 —0.3 1.00 1.00 1.00 1.00 1.00
0.0 1.00 1.00 1.00 1.00 0.99 0.0 1.00 1.00 1.00 1.00 1.00
0.3 1.00 1.00 1.00 1.00 0.99 0.3 1.00 1.00 1.00 1.00 1.00
0.9 1.00 1.00 1.00 1.00 0.99 0.9 1.00 1.00 1.00 1.00 1.00

Other Parameters: f =100, = 0.1, T — t = 0.5 year

Equation (5.9) p=05 HLWO05 p=05

o\v 10% 20% 40% 80% 100%  p\v  10% 20% 40% 80% 100%
-0.9 1.00 1.00 1.00 1.00 1.00 —-0.9 1.00 1.00 1.00 1.00 1.00
—-0.3 1.00 1.00 1.00 1.00 1.00 —-0.3 1.00 1.00 1.00 1.00 1.00
0.0 1.00 1.00 1.00 1.00 1.00 0.0 1.00 1.00 1.00 1.00 1.00
0.3 1.00 1.00 1.00 1.00 1.00 0.3 1.00 1.00 1.00 1.00 1.00
0.9 1.00 1.00 1.00 1.00 1.00 0.9 1.00 1.00 1.00 1.00 1.00

Other Parameters: /= 100, « = 0.1, T — t = 0.5 year

Equation (5.9) p = 0.0001 HLWO05 p = 0.0001

P\ 10% 20% 40% 80% 100% p\v  10% 20% 40% 80% 100%

—-0.9 1.00 1.00 1.00 1.00 1.00 —-0.9 1.00 1.00 1.00 1.00 1.00

—-0.3 1.00 1.00 1.00 1.00 1.00 —-0.3 1.00 1.00 1.00 1.00 1.00
0.0 1.00 1.00 1.00 1.00 1.00 00 1.00 1.00 1.00 1.00 1.00
0.3 1.00 1.00 1.00 1.00 1.00 03 1.00 1.00 1.00 1.00 1.00
0.9 1.00 1.00 1.00 1.00 1.00 09 1.00 1.00 1.00 1.00 1.00

success of the SABR formula. It is also the reason why we choose it as the benchmark.
One could, in principle, apply numerical integration to either the joint density expression
(equation (83)) or the marginal density expression (equation (90)) in Hagan, Lesniewski,
and Woodward (2005) to calculate option prices and implied volatilities. We perceive the
advantage of our joint density representation as more amenable to numerical integration
in the sense that it is explicitly expressed in terms of current state variables f, «, future
state variables F, A, and model parameters 8, p, v as well as the time-to-maturity 7" — ¢.

In both cases, equation (5.9) agrees well with Monte Carlo simulation and Hagan et al.
(2002) across strikes around at-the-money region. Given the fact that implied volatility
is a sensitive measure of both option strikes and model parameters, this is remarkable
given the fact that both the joint density result in equation (5.9) and the implied volatility
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TABLE 6.4
Probability Mass of Second-Order Expansion in Equation (5.9) (Left Column) and
Hagan, Lesniewski, and Woodward (2005) (Right Column) and When Current
Forward Level f and Current Volatility « Changes. Numbers Greater Than 105%
and Smaller Than 95% Probability Mass are Shaded

Other Parameters: p =0,v=0.1, T — t = l year

Equation (5.9) p=0999 HLWO05 p=0999

e 001 01 02 03 05 fl\a« 00l 01 02 03 05
0.1 1.00 1.00 1.00 1.00 1.00 0.1  1.00 1.00 1.00 1.00 1.00
1 1.00 1.00 1.00 1.00 1.00 1 1.00 1.00 1.00 1.00 1.00
100 1.00 1.00 1.00 1.00 1.00 100 0.99 1.00 1.00 1.00 1.00

Other Parameters: p =0,v=0.1, T — t = l year

Equation (5.9) p=05 HLWO05 p=05

e 001 01 02 03 05 fl\a 00l 01 02 03 05
0.1 1.00 1.00 0.96 0072 0551 0.1 1.00 1.00 0.99 0.96 [0:70
1 1.00 1.00 1.00 1.00 0.99 1 1.00 1.00 1.00 1.00 1.00
100 1.00 1.00 1.00 1.00 1.00 100 1.00 1.00 0.99 0.99 0.99

Other Parameters: p =0, v =0.1, T — ¢t = 1 year

Equation (5.9) p = 0.0001 HLWO05 p = 0.0001

e 001 01 02 03 05 fl\a 00l 01 02 03 05
0.1 1.00 [0:84 (0569 [0063 0557 0.1  1.00 [0:84 [0:63 [0:63 [0:58
1 1.00 1.00 1.00 1.00 098 1 1.00 1.00 1.00 1.00 0.98
100 1.00 1.00 1.00 1.00 1.00 100 1.00 0.99 0.99 0.99 1.00

formula in Hagan et al. (2002) are obtained from small-time asymptotics which often fail
in the tails of a model’s probability distribution with finite-order terms. For the two sets of
parameters reported, it is also interesting to notice that at small strikes, implied volatilities
obtained from equation (5.9) agree well with those from Monte Carlo simulation while at
large strikes, implied volatilities from Hagan et al. (2002) agree well with those from with
Monte Carlo simulation. Work on the extreme strike behavior under the SABR model
can be found in Morini and Mercurio (2006) and Obloj (2007). For general results of
implied volatility at extreme strikes, please refer to Lee (2004) and Benaim, Friz, and Lee
(2008).

7. CONCLUDING REMARKS

In conclusion, we have constructed a converging expansion series for the joint transition
density of the SABR model and derived explicit results up to the first three orders. An
existence result is then established to characterize the size of a finite order approximation.
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European swaption on 3 month Libor quoted onr, Futures option on 3 month Libor quoted on 100[1=r___ ]
1=8%, x=20%, [1=0.9999, p=0.0, v=20%, T-1=1 yr | =85, 0=B0%, [i=0.5, p=0.0, v=30%, T-1=1 yr
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FIGURE 6.4. Implied volatilities. The left figure corresponds to European swaption on
3 month Libor rate quoted on 100(1 — rjpor) With f = 8%, a = 20%, 8 = 0.9999, p =
0, v =20%, T — t = 1 year. The right figure corresponds to future option on 3 month
Libor rate quoted on rpjpor With f =95, & =80%, 8=0.5,p=0,v=30%, T — ¢t =
1 year.

We finally test the accuracy of our results in terms of joint transition density, marginal
transition density, probability mass, and implied volatility for European call options.

APPENDIX

In the following, we precise the difference between the notion of “standardization” and
“decoupling” for general multidimensional diffusion process driven by Brownian motion
and use only It6’s lemma to show why the two-dimensional SABR process can neither
be standardized or decoupled.

Standardization versus Decoupling. Consider a driftless vector process X!, ..., X!
driven by n-dimensional Brownian motion W}, ..., W' with each of the component
process given in terms of SDE as

dXi = fi(X;,....X))dwi, i=12,...,n,
then we find a set of change of variables ¥;( X!, ..., X7) for every component i such that
the resulting process Y := ¥;(X!, ..., X7) has constant diffusion coefficient

dYﬁ :Mi(t, Yf)dt—i—ch-deﬁ, i=1,...,n,
=1

where {c; Vi) are real-valued constants and p'(#, Y') is the resulting drift term from the
transform (X!, ..., X”). We call this operator a transformation to near Gaussian in
the sense that with this set of change of variables, if they exist and further are invertible,
the original process is transformed into one that is composed of linear combination of
the driving Brownian motions. The term “near” is to emphasis the fact that the resulting
drift term may be nontrivial.

We did not use the more common terms “standardization” and “decoupling” because
there are subtle differences between them. More importantly, the SABR process cannot
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be either standardized or decoupled which we will see later. A strict “standardization” is
to seek the change of variables v; so that

Y =Y e dw!

i=1
while a strict “decoupling” means we would like ¥/ to be only function of W/, i.e.,
dY = (1. ) + fi(Y) W',

The term “decoupling” emphasizes the fact that individual component process, after
change of variables, does not enter into other dimensions while “standardization” em-
phasizes that the resulting component process is a linear combination of Brownian mo-
tions. However, as we will see later, neither of the above transformations can be obtained
for the SABR process, which then motivates us to see a weaker form of transformation
as in our notion of “near Gaussian deformation.”

If both standardization and decoupling can be achieved for the two-dimensional cou-
pled SABR process F,, & in the SABR model

dF, =& FPaw!; da, =va,dw? Fo ép,v>0

then the change of variables ¢(F,, &) and v (F,, &) that we are seeking will result in the
processes U, := ¢(F;, &) and V; := ¢ (F,, &,) of the form

dU,:cudW[l; dV,:cvde, ¢, ¢y € R

To answer the question that whether invertible functions ¢(-), ¥(-) exist or not and
further, if they exist, what is their explicit form, we use It6’s lemma to derive a system of
equations that ¢(-) and vr(-) should satisfy.

Assume that ¢(-), ¥(-) satisfy the required regularity conditions, by It6’s lemma,

. a9 ¢ ( ¢ 3¢ ¢ )
do(Fy, ;) = a; + = dF+2 dF,da, + —
o(F:,ay) BF &, a; b F% aFtaot, Aoy 80([ o

1 . 2 82 2
= E [a(F[’&l)aF('ﬁ +2b(F1,Ol[) ¢ +C(F1,0l[) fg]dl

! 1051

. 0]
+ [a(F,,&,)% ¢ ] dw! + [C(F,,a,)zd)} dW?,
oF;
where a(F,, &), b(F,,&,), c(F,, &) are entries of diffusion matrix of original SABR
process as given by

N A2 2B SN A B A A ~
a(F,,oe,):ot,zF, , b(F,,oe,):pvot,zF,, c(F,,ozl)zvzoz[2

and v (-) has the same form as that of ¢(-)

. 1 82 82 2
dy(F;, &) = [a(F,,a,) v +2b(F,, &) ——— v +c(F,, &) w} t
8F,ozf Ot,

[a(F,,a,) ;;ff} aw' + [C(F,,a,) 81/’] dw?.

t
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To transform £, &, into U,, V;, it is to require that ¢(-), v (-) satisfy (written as functions
for change of variables ¢(x, y), ¥ (x, y))

200

¢ ¢ ¢ ¢
BT — =0 28 2 B2 2,27 7 =0
Py TG VY T g ey s T
oy oy 9%y 9%y 9y
BT =0 T — 28,2 2 B2 2.2 = 0.
I 0% ’ Uyay A Tepvay 8x8y+v Y 9?2

If the above six equality constraints satisfy simultaneously, we will have F,, &, trans-
formed into U,, V;. However, we will see in the following this is not possible.

Transformation of &,. v y%—‘f = ¢,, we have the general form of solution to ¥ (x, y),up
to a constant, as ’

Cy
v(x, y) = m Iny+ Cyg(x),

where Cy is a arbitrary constant and g(x) is an arbitrary function of x only. We then
have % = Cyg/(x). Now consider yx* % = 0, then following equality needs to be valid
forall x, y

yx'Cyg'(x)=0, Vux,p

which means g’(x) = 0, hence g(x) is constant. Now ¥ (x, y) has the form of
v(x, y) = %lny+ Cy,

where C, is another constant. Then immediately, we can verify

92 9’ 9’
xzﬁyz—w + 2pvxﬁy27w + vzyz—l/f =

=0
dx? ax0y 92

will not be valid if ¢, is nonzero. This means it is not possible to find a change of variable
¥(.) such that the component process &, can be “standardized” into W?. There will be
a nonzero drift term after the change of variable w(EF,, &)= “lne; + C;/. Hence, we
could only arrive at

dU, = u(t, Uy dt + ¢, dW?.

Transformation of F ;. From yxﬂ% = ¢,, we have

1-p
i{ﬁ XT + Co f (),

where Cj is an arbitrary constant and f(y) is an arbitrary function of y only. Plugging
it into the second equation v y‘;—f = 0, we need the following equation to be valid for all

X,y

(x,y) =

1

cux' 7P —1 ,
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thus, we need
f(»=0 and ¢, =0.

This means it is not possible to find a change of variable ¢(F,, &) to “decouple” the
component process F, into one that is driven only by one Brownian motion, either W}
or W2. Then

yxﬁ—(i =c,, vy— =0

cannot be satisfied simultaneously. The best we will be able to do is to “standardize” the
coefficient in front of dW and the resulting ¥; will be

dV; = pu(t, Uy, Vi) dt + ¢, dW| +o(t, U, V) dW7.

There will be nonzero drift term 1(.) and nonzero diffusion coefficients (.) for dW?.
Not only we cannot decouple £, but also we cannot completely standardize it.

Based on the above analysis, our choice is the following that we seek change of variables
#(.), ¥(.) such that the resulting process U, has constant diffusion coefficient in W! and
¥, has constant diffusion coefficient in W2. As the resulting process U,, V; is neither
strictly standardized nor decoupled with this choice, we will show in the following that
only in the limit of ¢ we will have a standardized process which is a bivariate Brownian
motion. Precisely, we will show that transition probability density function p.(z, x, y) of
scaled SABR process £, G¢ converges to a bivariate normal distribution as ¢ | 0 and

A

further F%, &% converges in distribution to a bivariate Brownian motion.
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