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Foreword

My first encounter with Brazilian derivatives and securities arose when I was a
doctoral student in finance at UCLA 32 years ago. I was fortunate enough to
share an office with a gentleman named Eduardo Facé Lemgruber, whose disser-
tation covered the valuation of executive stock options (ESOs). In the mid 1980s,
a strong theory had developed for pricing exchange-traded options. However,
the applicability of this theory for off exchange ESOs was far from immediate.
In his UCLA dissertation, my enterprising office-mate showed how to adapt the
standard theory to cover ESOs. Dr. Lemgruber is now a much sought after man-
agement consultant, after spending 31 years as a distinguished academic. We
meet from time to time at international conferences, and reminisce about the
glory days, a past time especially appealing to people of our vintage.

Fast forward 32 years and the Brazilian derivatives market has become the
largest in Latin America. BM&FBovespa is the only Latin American exchange
to crack the top ten largest derivatives exchanges in the world. The prominence
of the Brazilian derivatives and securities market tracks larger trends. The Feder-
ative Republic of Brazil is the largest country in both South America and in the
Latin American region. Brazil is the world’s fifth largest country, both by geo-
graphical area and by population. It is the largest Portuguese-speaking country
in the world, with roughly 20 times the population of Portugal. The 2014 FIFA
World Cup was held in Brazil and the next summer Olympics are scheduled for
Rio in 2016.

Given these trends, it is only fitting that we have now been blessed with the
first book to take a serious look at the Brazilian derivatives and securities market.
Brazilian financial markets have been criticized in the past for a lack of trans-
parency, so it is exciting to see the curtain pulled back by our two esteemed
co-authors. It is quite rare to find a pair of practitioners with the requisite energy
needed to share their deep understanding of financial markets in book form,
while somehow managing to keep the lights on in their day jobs. It is equally
rare to find a pair of financial institutions willing to stand up to the culture of
closedness that permeates typical institutional mindsets.

This book adapts the theory of mathematical finance to the realities of the
Brazilian financial marketplace. Since its development at MIT in the early 1970s,
mathematical finance has led to a deepened understanding of derivatives mar-
kets, which in turn has had a profound impact on financial markets as a whole.
The pioneers in the field of mathematical finance were compelled to posit sev-
eral simplifying assumptions, in order to expose the basic intuition underlying
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Foreword  xix

derivatives pricing. While not necessarily relevant to Brazilian financial markets,
these assumptions included price transparency and the continuity of asset prices
over time. Price or rate jumps of Poisson type were later added to extend the
theory, but price or rate jumps occurring at known times are not considered
part of the mainstream. These latter type of jumps have come to be known as
events, which are all too important in Brazilian securities markets. Included
in events are discrete changes in interest rates or jumps in FX rates that arise
due to skipped interest and principal payments on sovereign borrowing. While
the Brazilian government’s credit has substantially improved over time, there
remains a vibrant market in hedges against a possible default. About ten years
ago, I co-authored a paper with Liuren Wu that compared the implicit pricing
of sovereign default event risk in both credit default swap (CDS) and foreign
exchange (FX) markets. Our research led to a Bloomberg function called CDFX
that compares the implied risk-neutral probabilities from the two markets.

The interest in applying mathematical finance to Brazilian financial markets
is stronger than ever. My former Bloomberg colleague Bruno Dupire studied
in Brazil for three years and has for the last nine years co-organized a highly
regarded annual conference called Research in Options (RIO!) at IMPA with Jorge
Zubelli. It is just a matter of time before specialized journals emerge to cover this
growing field. The contents of this book reflect almost half a century of com-
bined experience of the two co-authors. I truly hope that the current generation
of traders and risk managers will take the lessons of the ensuing pages to heart.
Our shared financial future depends on it.

Peter Carr, PhD,
Managing Director at Morgan Stanley, Global Head of Market Modeling, and
Executive Director of NYU Courant’s Masters in Mathematical Finance.



Preface

Brazil is not a simple country; one could say that for any other country, but
Brazilians seem to utter this evocation with a quite peculiar sort of resignation, as
if giving up hope that the country will ever change to become more standardized.
Anyone who sees the electrical plugs mandated by law will understand that.

And yet it is a fascinating country, where you could find double-digit interest
rates and an investment grade (maybe not for long). The history and products
of this financial market are quite unique, and we are glad to help the reader
understand this corner of the world a bit better.

This book will refer to other books that already explain concepts like managing
option risks and stochastic calculus instead of repeating them, but once we delve
into the details of the products we will provide the mathematical background
and the heuristics for these, in a level somewhat beyond an undergraduate
course. In fact, we used the draft of this book as the reference for a Masters’
course.

Chapter 1 introduces the history of the markets over the past 20-30 years, and
some definitions and concepts will be detailed later. In Chapter 2 we define the
main fixings, for which the markets and curves described in Chapters 3 through
6, 9 and 15 will provide a framework for trading and hedging.

Chapters 7 and 13 cover IR and FX options, respectively. Much more could
have been written on FX options, but again we defer to other excellent books on
this subject.

The link between local fixings and offshore markets is discussed in Chapters
8 and 10; Chapter 11 covers the opposite case (onshore markets and offshore
fixings).

We briefly cover cash products in Chapter 14, mainly worried about market
dynamics rather than trying to exhaust all possible cash instruments available.

The microstructure of the Brazilian markets has been sadly underrepresented in
the literature, and Chapter 16 is a brief introduction to our work in this subject.

The (hopefully satisfied but still curious) reader should finish the book at
Chapter 17 with the reminder that some of the rules, products and markets
described in the book are subject to sudden and puzzling changes, and we swear
that these are not our fault. In fact, they will provide us with an opportunity
to publish further editions of the book, and we will be glad to receive any feed-
back that might improve those future versions. The publisher’s website will help
with that.

XX
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The views represented are the authors’ own and do not necessarily represent the
views of Morgan Stanley or its affiliates, and are not a product of Morgan Stanley
Research.

The information herein has been prepared solely for informational purposes
and is not an offer to buy or sell or a solicitation of an offer to buy or sell any secu-
rity or instrument or to participate in any trading strategy. Any such offer would
be made only after a prospective participant had completed its own indepen-
dent investigation of the securities, instruments or transactions and received all
information it required to make its own investment decision, including, where
applicable, a review of any offering, circular or memorandum describing such
security or instrument, which would contain material information not contained
herein and to which prospective participants are referred. No representation or
warranty can be given with respect to the accuracy or completeness of the infor-
mation herein, or that any future offer of securities, instruments or transactions
will conform to the terms hereof. Morgan Stanley and its affiliates disclaim any
and all liability relating to this information. Morgan Stanley, its affiliates and
others associated with it may have positions in, and may effect transactions in,
securities and instruments of issuers mentioned herein and may also perform or
seek to perform investment banking services for the issuers of such securities and
instruments.

The information herein may contain general, summary discussions of certain
tax, regulatory, accounting and/or legal issues relevant to the proposed transac-
tion. Any such discussion is necessarily generic and may not be applicable to, or
complete for, any particular recipient’s specific facts and circumstances. Morgan
Stanley is not offering and does not purport to offer tax, regulatory, account-
ing or legal advice and this information should not be relied upon as such.
Prior to entering into any proposed transaction, recipients should determine, in
consultation with their own legal, tax, regulatory and accounting advisors, the
economic risks and merits, as well as the legal, tax, regulatory and accounting
characteristics and consequences, of the transaction.

Notwithstanding any other express or implied agreement, arrangement, or
understanding to the contrary, Morgan Stanley and each recipient hereof are
deemed to agree that both Morgan Stanley and such recipient (and their respec-
tive employees, representatives, and other agents) may disclose to any and all
persons, without limitation of any kind, the U.S. federal income tax treatment
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of the securities, instruments or transactions described herein and any fact relat-
ing to the structure of the securities, instruments or transactions that may be
relevant to understanding such tax treatment, and all materials of any kind
(including opinions or other tax analyses) that are provided to such a person
relating to such tax treatment and tax structure, except to the extent confiden-
tiality is reasonably necessary to comply with securities laws (including, where
applicable, confidentiality regarding the identity of an issuer of securities or its
affiliates, agents and advisors).

The projections or other estimates in these materials (if any), including esti-
mates of returns or performance, are forward-looking statements based upon
certain assumptions and are preliminary in nature. Any assumptions used in any
such projection or estimate that were provided by a recipient are noted herein.
Actual results are difficult to predict and may depend upon events outside the
issuer’s or Morgan Stanley’s control. Actual events may differ from those assumed
and changes to any assumptions may have a material impact on any projec-
tions or estimates. Other events not taken into account may occur and may
significantly affect the analysis. Certain assumptions may have been made for
modeling purposes only to simplify the presentation and/or calculation of any
projections or estimates, and Morgan Stanley does not represent that any such
assumptions will reflect actual future events. Accordingly, there can be no assur-
ance that estimated returns or projections will be realized or that actual returns or
performance results will not be materially different than those estimated herein.
Any such estimated returns and projections should be viewed as hypotheti-
cal. Recipients should conduct their own analysis, using such assumptions as
they deem appropriate, and should fully consider other available information in
making a decision regarding these securities, instruments or transactions. Past
performance is not necessarily indicative of future results. Price and availability
are subject to change without notice.

The offer or sale of securities, instruments or transactions may be restricted
by law. Additionally, transfers of any such securities, instruments or transactions
may be limited by law or the terms thereof. Unless specifically noted herein,
neither Morgan Stanley nor any issuer of securities or instruments has taken or
will take any action in any jurisdiction that would permit a public offering of
securities or instruments, or possession or distribution of any offering material
in relation thereto, in any country or jurisdiction where action for such purpose
is required. Recipients are required to inform themselves of and comply with any
legal or contractual restrictions on their purchase, holding, sale, exercise of rights
or performance of obligations under any transaction. Morgan Stanley does not
undertake or have any responsibility to notify you of any changes to the attached
information.

With respect to any recipient in the U.K., the information herein has been
issued by Morgan Stanley & Co. International Limited, regulated by the U.K.
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Financial Archeology

This chapter aims to give the reader a historical background on Foreign Exchange
and Interest Rate derivatives in Brazil, through tables, charts and anecdotes.

By studying the past, one can understand why some things are the way they
are. If you see a turtle on top of a post, you wonder: “Who put it there?”. Well,
in this book there are some turtles not only sitting on top of posts, but they’re
juggling chainsaws as well.

Here we'll show how the most important contracts work, with a formal
approach (Richard knows a martingale from a nightingale) and some tinker-
ing with numbers and charts (challenge the first two things Marcos says about
something and he might get it right on the third try).

The reader (you, also known throughout the book as “the one”) will learn that,
when looking at Brazilian data, it helps to look at events like someone study-
ing dinosaurs: Here a meteor extinguished several species, there the Real Plan
extinguished the huge overnight rates. It is quite helpful to break down Brazil’s
financial history into periods, and in the differences among strata, distinguish
volatility from structural changes.

We'll also introduce some of the tools used throughout the book, and we
encourage the reader to come along this exploration, test our results, and in the
process gather knowledge and increase skills in preparation to the next economic
plan, change of currency or whatever comes out of Brasilia next.

1.1 Interest rates and inflation

1.1.1 Record levels (the old days of overnight rates of 2% per day
and the Real Plan); desperate times call for desperate measures

When studying Brazil’s financial history, it's easy to be amazed by the number
(and nature) of events: Here the currency lost 3 zeros, the bank accounts were
frozen (the words “bank holidays” carrying an ominous feeling), here comes a
new finance minister, there goes another, and so on. Let’s go over the list of the
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Table 1 Presidents of Brazil’s Central Bank since 1965

Name Interim Start Years
Denio Chagas 12-Apr-65 1.94
Ruy Leme 31-Mar-67 0.87
Ary Burguer I 08-Feb-68 0.03
Ernane Galvéas 21-Feb-68 6.06
Paulo Lira 15-Mar-74 5.00
Carlos Brandao 15-Mar-79 0.42
Ernane Galvéas 17-Aug-79 0.42
Carlos Langoni 18-Jan-80 3.63
Affonso Pastore 05-Sep-83 1.52
Antonio Lemgruber 15-Mar-85 0.45
Fernao Bracher 28-Aug-85 1.46
Francisco Gros 11-Feb-87 0.21
Lycio de Faria I 30-Apr-87 0.01
Fernando Milliet 05-May-87 0.85
Elmo Camoes 09-Mar-88 1.29
Wadico Bucchi I 23-Jun-89 0.34
Wadico Bucchi 25-Oct-89 0.38
Ibrahim Eris 15-Mar-90 1.17
Francisco Gros 17-May-91 1.50
Gustavo Loyola 13-Nov-92 0.37
Paulo Cesar Ferreira 26-Mar-93 0.46
Pedro Malan 09-Sep-93 1.31
Gustavo Franco I 31-Dec-94 0.03
Persio Arida 11-Jan-95 0.42
Gustavo Loyola 13-Jun-95 2.19
Gustavo Franco 20-Aug-97 1.54
Arminio Fraga 04-Mar-99 3.83
Henrique Meirelles 01-Jan-03 8.00
Alexandre Tombini 01-Jan-11 3.40

presidents of Brazil’s Central Bank (BCB) (Table 1) and Finance Ministers since
12-Apr-1965 (Table 2) as of mid-2014.

The period from Mar-1985 to Jan-1995 saw more than 10 different people
commanding the BCB and also more than 10 people with the title of Finance
Minister; from 13-Jun-1995 to Jun-2014 we’ve had only 5 BCB Presidents and
3 Finance Ministers.

One can see the instability of the period by looking at the currency itself.
Named Real (although mostly used in the plural “Réis”) since Portugal discovered
Brazil in 1500, and used until 1942, Brazil’s currencies experienced name changes
and was divided by 1000 several times, and the last cut (division by 2750 in 01-
Jul-1994) brought its name back to Real (Table 3 shows the names and the factors
that divided the currency). Twice there was only a name change (Factor=1).
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Name Interim  Start Years
Otavio Bulhoes 15-Apr-1964 2.92
Delfim Netto 17-Mar-1967  7.00
Mario Simonsen 16-Mar-1974  5.00
Karlos Rischbieter 16-Mar-1979  0.84
Ernane Galvéas 18-Jan-1980 5.15
Franciscos Dornelles 15-Mar-1985  0.45
Dilson Funaro 26-Aug-1985  1.67
Luiz Carlos Bresser 29-Apr-1987  0.65
Mailson da Nobrega 21-Dec-1987  0.04
Mailson da Nobrega 06-Jan-1988 2.19
Zélia Cardoso 15-Mar-1990  1.15
Marcilio Marques 10-May-1991  1.40
Gustavo Krause 02-Oct-1992 0.21
Paulo Haddad 16-Dec-1992  0.21
Eliseu Resende 01-Mar-1993  0.22
Fernando Henrique 19-May-1993  0.86
Rubens Ricupero 30-Mar-1994  0.44
Ciro Gomes 06-Sep-1994 0.32
Pedro Malan 01-Jan-1995 8.00
Antonio Palocci 01-Jan-2003 3.23
Guido Mantega 27-Mar-2006  8.17
Table 3 Brazil’s currencies since 1942
Year Name Symbol Factor
1822 Real (plural Réis) Rs 1
1942 Cruzeiro Cr$ 1000
1967 Cruzeiro Novo NCr$ 1000
1970 Cruzeiro Cr$ 1
1986 Cruzado Cz$ 1000
1989 Cruzado Novo NCz$ 1000
1990 Cruzeiro Cr$ 1
1993 Cruzeiro Real CR$ 1000
1994 Real (plural Reais) R$ 2750

Indeed, the 1985-1995 period experienced 5 name changes and 4 cuts (so 1
Real at 1994 was equal to 2,750,000,000,000 Cruzeiros from 1985). One could
say that there’s no sense in a currency that has no cents (the “Centavos” were
abolished in 1964 and again in 1984, but life without commas lasted only three
and two years, respectively).

Brazil’s hyperinflation will be discussed later; for now let’s remember that those
currency conversions will probably be useful later.
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We will continue our journey through Brazil’s past at the BCB’s website
(http://www.bcb.gov.br/?ENGLISH). Here we can find some interesting time
series, while learning some of the formats used throughout the book. The envi-
ronment configuration: Idiom = English; Date format: European — dd/MM/yyyy
(we'll also use dd-Mmm-yyyy); Number format: American — 123,456,789.00
(although one will likely find the format 123.456.789,00 when importing data
from most Brazilian sources).

Fortunately, our curiosity is shared by many others, and the “Ranking” option
on the Time Series Management module reveals the most looked up series, which
include:

e CDI (the overnight interbank rate for unsecured lending and borrowing)
expressed as % per day.

e CDI as % per year.

o Selic (the overnight rate for secured lending and borrowing) as % per year.

o Selic target (the rate determined by the Monetary Policy Committee —
COPOM) as % per year.

We'll use all the data since 1986, and download a CSV file in english (instead
of using the website tools), and a quick look reveals that we'll have to deal with
incomplete data.

Now it’s a good time to introduce our approach to data:

o Spreadsheets are useful for looking at some of the data, quick calculations and
charts, but we’ll avoid them.

o Ideally results should include the data and the code also, in order to ensure
reproducibility.

A good alternative is to use Python (https://www.python.org/), an open-source
software that, with the addition of packages like numpy and pandas, provides an
environment for scientific, numeric and time-series analysis. If you have to read
one book in order to follow our use cases [12] would be perfect.

For those used to Matlab and/or Mathematica, the [Python notebook is a sim-
ilar experience. Your code (or text) goes into cells, you can get your results just
below your commands. Here [13] is the weapon of choice.

After some cleaning (notebook available at the book’s website), we can plot the
data to see the history of Brazil’s interest rates.

The Selic target rate is available since 1999 (the same year in which Brazil
adopted the Inflation Targeting Regime), as shown in Figure 1.

We'll go back to the period between 1996 and 1999 later to discuss the TBC
and the TBAN, but it is worth looking at the Selic rate itself (and its explosive
past) in Figure 2.
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Figure 3 Selic (log scale)

We need to put on some logarithmic glasses to see it better (Figure 3).

To bring this home, Figure 4 shows the daily CDI rate (2% per day? That will
keep real investment away).

Zooming in (Figures 5 and 6, still in Log10 scale), we can see that the Real
Plan (“Plano Real”) succeeded in bringing down interest rates to a lower level
(2 digits) quite permanently. As Figure 7 shows, even further increases (Mexican
crisis in 1995, EM crisis in 1997, Russia in 1998, the devaluation of the Real in
1999) lasted for a few months and the overnight rates approached lower values
(around 20% per year).

Now, one can explain those increases in the overnight rates as a reaction
against the possibility of investors taking money out of the country: increase
the return, and investors will bear the risk.

Because the level of foreign currency reserves was quite low, this risk was taken
quite seriously. Also worth noticing is that the currency was managed from mid-
1995 until Jan-1999, and therefore it could not easily devalue as a reaction to
shocks: interest rates had to increase a lot.

But after the 1999 devaluation another framework was put in place to deter-
mine the overnight Interest Rates, and we will describe these events in Subsection
1.1.2.
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1.1.2 COPOM (The Brazilian FOMC): behavior, language, influence, targets
and bands

From the BCB'’s website (http://www.bcb.gov.br/?OBJECTIVES):

“The Central Bank of Brazil’s (BCB) Monetary Policy Committee (COPOM) was
created on June 20th 1996, and was assigned the responsibility of setting the
stance of monetary policy and the short-term interest rate. The aim in creating
the COPOM was to enhance monetary policy transparency and confer adequate
regularity to the monetary policy decision-making process.”

There’s a history of interest rates decisions available at http://www.bcb.gov.br/?
INTEREST.

We can divide the decisions in four groups.

The first group can be seen as Pre-Inflation Targeting (Table 7), and lasts from
20-Jun-1996 to 04-Mar-1999. It was marked by 3 crises: Emerging Markets in
Oct/Nov-1997, Russia/LTCM in Aug/Sep-1998, Brazil’s Devaluation in Jan-1999.

Originally the meeting was held on the second half of the month, and the deci-
sions changed the rates that would be practiced for the following month; but,
in response to the market events, sometimes the script was changed. The deci-
sion of the 17th meeting was not implemented (an extraordinary meeting held
on 30-Oct-1997 increased rates for the following month). And another extraor-
dinary meeting on 10-Sep-1998 increased rates midway through the scheduled
duration of the previous decision.

Another interesting aspect of this table is how rates are defined up to 31-Dec-
1997: as effective rates for the period. How can we find the values on the table?

Going back to our Selic Time Series, we’ll filter all the rates for the month of
Jul-1996 and calculate the overnight discount factors (Figure 8). Therefore the
accrual of the Selic for the period is equal to the inverse of the product of the
discount factors, matching the result of 1.93% .

Also worth noticing is how rates were expressed. Let’s jump to the website of
CETIP (www.cetip.com.br) to get the CDI time series since 1986. Downloading
the data returns a spreadsheet that opens with a series of observations. About the
rates:

o Up to 30-Jun-1989, for the days that precede weekends and holidays rates are
divided by the number of calendar days between business days.

o Up to 31-May-1990, rates are published as linear, actual days/360.

o Between 01-Jun-1990 and 31-Dec-1997, daily rates were published as linear
per month (multiplied by 30) => discount factor.

o Starting from 01-Jan-1998, rates are published as exponential, business
days/252.

Figures 9 and 10 show a comparison of the different standards. The first
column comes from the CETIP database, and the last column matches the
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Date Selic (252) Discount Factor (Daily)

1-Jul-96 24.08 0.99914419
2-Jul-96 23.46 0.999164052
3-Jul-96 23.66 0.999157634
4-Jul-96 23.25 0.999170802
5-Jul-96 23.25 0.999170802
8-Jul-96 23.25 0.999170802
9-Jul-96 23.15 0.99917402
10-Jul-96 23.04 0.999177563
11-Jul-96 23.25 0.999170802
12-Jul-96 23.56 0.999160842
15-Jul-96 23.46 0.999164052
16-Jul-96 23.15 0.99917402
17-Jul-96 23.15 0.99917402
18-Jul-96 23.15 0.99917402
19-Jul-96 23.25 0.999170802
22-Jul-96 23.15 0.99917402
23-Jul-96 23.15 0.99917402
24-Jul-96 23.25 0.999170802
25-Jul-96 23.15 0.99917402
26-Jul-96 23.04 0.999177563
29-Jul-96 23.04 0.999177563
30-Jul-96 23.15 0.99917402
31-Jul-96 23.35 0.999167586

=(1+B25/100)7(-1/252)

Product 0.981081336
Inverse 1.019283481
Effective Rate 1.9283481

Figure 8 Effective Selic rate

series downloaded from the BCB, which is already standardized. It is always
worth remembering that in Brazil, after receiving a time series, one must ask:
“Standardized or raw?”.

The second group of decisions (Tables 5 and 6) is composed of the meet-
ings held with Arminio Fraga as BCB'’s helm, from 04-Mar-1999 to the end of
Fernando Henrique Cardoso’s second mandate as Brazil’s President.

Gone are the TBC and the TBAN (used as reference rates by the Central Bank
before inflation targeting), and the downward trajectory of the rates after the
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Standards for overnight rates

1. Up to 30-Jun-1989 100*({1+D6/36000)7252-1)

[ Date | cDI(%) [Calendardays| CDI* CalDays (%) [CDI (252, %)]
16-Apr-1986 23.35 3 23.35 17.75
17-Apr-1986 23.39 1 23.39 17.78
18-Apr-1986 5.76 4 23.04 17.50
22-Apr-1986 23:27 . 23.27 17.68
23-Apr-1986 23.34 1 23.34 17.74
24-Apr-1986 23.29 1, 23.29 17.70
25-Apr-1986 1.73 3 23.19 17.62
28-Apr-1986 23.33 1 23.33 17.73
29-Apr-1986 23.40 1 23.40 17.79
30-Apr-1986 11.62 2 23.24 17.66
2-May-1986 7.78 3 23.34 17.74
5-May-1986 23.50 1 23.50 17.87
6-May-1986

Figure 9 CDI standards in 1986

Standards for overnight rates

2. From 01-Jul-1989 to 31-May-1990 and
3. From 01-Jun-1990 to 31-Dec-1997
100*((1+D29/100)*252-1)

| Date | cDI(%) | Daycount [CDI/Daycount(%)|CDI (252, %)
25-May-1990 99.84 360 0.28 100.96
28-May-1990 100.32 360 0.28 101.63
29-May-1990 102.60 360 0.29 104.86
30-May-1990 103.08 360 0.29 105.55
31-May-1990 111.48 360 031 117.96
1-Jun-1990 10.96 30 0.37 150.67
4-Jun-1990 10.68 30 0.36 144.86
5-Jun-1990 10.51 30 0.35 141.40
6-Jun-1990

Figure 10 CDI standards in 1990

devaluation is hastened by the (quite frequent) use of a Downward Bias, which
allows the COPOM to act before the next meeting. Not all of those Bias were
acted upon, though. Sometimes the next move was Upwards (even with a
Downward Bias at the previous meeting).

As the BCB puts it: “Brazil implemented a formal inflation-targeting frame-
work for monetary policy in June of 1999. Under the inflation-targeting regime,
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16 Brazilian Derivatives and Securities

the COPOM'’s monetary policy decisions have as their main objective the
achievement of the inflation targets set by the National Monetary Council
(CMN).”

Among the changes implemented by Arminio Fraga: Two days of meetings
(starting in 2000; the rate decision is informed at the end of the 2nd day), and
a short-lived attempt to start and end meetings earlier (from May-2002 to Aug-
2003 meetings ended while the market was open; from Sep-2003 onwards, the
decision is informed when the market is closed).

Also noteworthy is the pause between the easing cycle ending at meeting 55
and the tightening cycle starting at meeting 57. In fact, there is a strong autocor-
relation between consecutive moves (the most probable move is one similar to
the previous move).

The third group of decisions (Tables 7 and 8) is composed of the meetings
held under Henrique Meirelles’s mandate, coinciding with the period where Luis
Inacio Lula da Silva was Brazil’s President. In 2006 the frequency of the meetings
changes from monthly to 8 per year (just like the FOMC). For the first time since
1986 we see the Selic rate in single digits (below 10). It stopped at 8.75%; why
was this level significant?

There’s a tax-free and government-guaranteed investment account in Brazil
named “Poupanca” (“Savings”), and until 2010 it payed 0.5% plus a variable
rate - the “TR” or “Taxa Referencial” — per month. If the Selic dropped below
8.75%, returns after tax would be lower than the Poupanca returns. To avoid a
migration from Government Bonds to the Poupanca, the government changed
later the rules for these Savings, limiting the maximum amount invested and
changing the rate from TR+0.5% per month to TR plus the lower of 0.5% per
month or a percentage of the Selic rate.

The fourth group of decisions (Table 9) is composed of the meetings held under
Alexandre Tombini’s mandate, simultaneous with Dilma Rousseff’s mandate as
Brazil’s President. Meeting 151 was historic: The Selic rate was lowered just after
a meeting in which rates were raised. And the 8.75% floor was breached, with
the Selic dropping to an all-time low of 7.25% in 2012. But this effort in lowering
real interest rates was short-lived, with the Selic back to 11% in 2014, and after a
brief pause, continuing to increase after the presidential elections.

1.1.3 The Brazilian Payment System (SPB): the end of the dual cash
regime; CDI and Selic

Let’s look at the week of 21/25-May-2001 (Table 10).

What is happening here? A dual cash regime. The CDI refers to banks receiv-
ing “checks” from other banks. In order for these checks to impact the reserve
accounts at the Central Bank, these checks would have to wait one day to be
cleared (this process was denominated “compensacao”). So if one bank had a
check at T+0, it could either give this check to another bank to receive another
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Table 9 Interest rate decisions under Alexandre Tombini

Financial Archeology 21

Meeting Type Date Start End Selic Selic Selic
Target (period) (average)

156 19-Jan-2011  20-Jan-2011 02-Mar-2011 11.25 1.27 11.17
157 02-Mar-2011 03-Mar-2011  20-Apr-2011  11.75 1.46 11.67
158 20-Apr-2011  21-Apr-2011  08-Jun-2011 12.00 1.49 11.92
159 08-Jun-2011  09-Jun-2011  20-Jul-2011 12.25 1.33 12.17
160 20-Jul-2011 21-Jul-2011 31-Aug-2011 12.50 1.40 12.42
161 31-Aug-2011  01-Sep-2011  19-Oct-2011 12.00 1.48 11.90
162 19-Oct-2011  20-Oct-2011  30-Nov-2011 11.50 1.21 11.40
163 30-Nov-2011 01-Dec-2011 18-Jan-2012 11.00 1.45 10.90
164 18-Jan-2012  19-Jan-2012 07-Mar-2012 10.50 1.30 10.40
165 07-Mar-2012 08-Mar-2012  18-Apr-2012  9.75 1.07 9.65
166 18-Apr-2012  19-Apr-2012  30-May-2012 9.00 0.99 8.90
167 30-May-2012 31-May-2012 11-Jul-2012  8.50 0.93 8.39
168 11-Jul-2012  12-Jul-2012  29-Aug-2012 8.00 1.06 7.89
169 29-Aug-2012  30-Aug-2012 10-Oct-2012  7.50 0.82 7.39
170 10-Oct-2012  11-Oct-2012  28-Nov-2012 7.25 0.88 7.14
171 28-Nov-2012 29-Nov-2012 16-Jan-2013  7.25 0.91 7.14
172 16-Jan-2013  17-Jan-2013  06-Mar-2013 7.25 0.90 7.12
173 06-Mar-2013  07-Mar-2013  17-Apr-2013  7.25 0.80 7.16
174 17-Apr-2013  18-Apr-2013  29-May-2013 7.50 0.82 7.40
175 29-May-2013 30-May-2013 10-Jul-2013  8.00 0.88 7.90
176 10-Jul-2013  11-Jul-2013  28-Aug-2013 8.50 1.13 8.40
177 28-Aug-2013  29-Aug-2013  09-Oct-2013  9.00 1.02 8.90
178 09-Oct-2013  10-Oct-2013  27-Nov-2013  9.50 1.22 9.40
179 27-Nov-2013 28-Nov-2013 15-Jan-2014 10.00 1.24 9.90
180 15-Jan-2014  16-Jan-2014  26-Feb-2014 10.50 1.18 10.40
181 26-Feb-2014  27-Feb-2014  02-Apr-2014 10.75 0.93 10.65
182 02-Apr-2014  03-Apr-2014 28-May-2014 11.00 1.53 10.90
183 28-May-2014 29-May-2014 16-Jul-2014  11.00 1.41 10.90
184 16-Jul-2014  17-Jul-2014  03-Sep-2014 11.00 1.45 10.90
185 03-Sep-2014  04-Sep-2014  29-Oct-2014 11.00 1.66 10.90
186 29-Oct-2014  30-Oct-2014 03-Dec-2014 11.25 1.05 11.15
187 03-Dec-2014  04-Dec-2014 11.75

Table 10 Interest rates before the SPB

Date SETA Selic CDI

21-May-2001 16.25 16.30 16.24

22-May-2001 16.25 16.30 16.25

23-May-2001 16.25 16.33 16.61

24-May-2001 16.75 16.77 16.72

25-May-2001 16.75 16.80 16.75
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Table 11 Interest rates after the SPB

Date SETA Selic CDI

15-Jul-2002 18.50 18.39 18.33
16-Jul-2002 18.50 18.39 18.35
17-Jul-2002 18.50 18.39 18.23
18-Jul-2002 18.00 17.89 17.89
19-Jul-2002 18.00 17.89 17.86

check at T+1 (with one day of CDI as interest - this was also known as ADM
rates/trades, and trades registered at Cetip were settled in this way), or it could
clear the check, receiving money on its reserve account at T+1 and therefore it
would be able to lend that money at the Selic rate from T+1 to T+2.

With the introduction of the SPB (local acronym for “Brazilian Payment Sys-
tem”) in April of 2002, the possibility of direct transfers was opened for the
general public (for values larger than BRL 5,000.00), and banks now settled every-
thing through their reserve accounts, ending this duality. This was reflected in
the rates behavior (Table 11).

This reform also brought additional safety mechanisms for the financial sys-
tem, as the Law 10214/2001 also gave legal support to systemically important
clearings to conduct multilateral clearing and also to have precedence in the
event of the failure of a participant. The combination of volatility and coun-
terparty risk contributed to concentrate the interbank market into 3 clearings:
Derivatives, FX (both controlled by BM&F) and Equities (CBLC, controlled
by Bovespa). A 4th clearing (Government Bonds, also controlled by BM&F)
never got enough volume. BM&F and Bovespa merged in 2008 and efforts to
consolidate the clearings are ongoing.

Typically local hedge and mutual funds do not trade with credit limits; instead
they trade futures, options and swaps guaranteed by the clearings.

The clearings were tested in 1999, when two banks (Marka and FonteCindam)
were caught in the wrong side of the FX devaluation. In a controversial decision,
the two banks were able to buy back contracts at a price lower than the market’s
price, limiting the amount owed to the CCP. Later, in 2008, no systemic issue
happened at the CCP, although several companies that were caught short USD
through OTC structured products found themselves in difficulties.

1.1.4 A new era? What has changed under Tombini? Coordination and
communication, or more subtle changes?

In 2011, the worst of the 2008 crisis was over, and Brazil was growing with the

government pumping credit into the system. There was a price though, as the
IPCA was already approaching 6% over 12 months (it would close 2011 at exactly
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Figure 11 Words of each COPOM statement (not counting the votes tally) since 2003

6.50%; just 1bp more would force an official pronouncement by the Central Bank
on why it had not fulfilled its duty). So it was quite surprising to see the COPOM
do a 180 degrees turn at the end of Aug-2011, not only interrupting a tightening
cycle (with the European crisis as the backdrop) but starting an easing cycle that
would stop only when the SETA was at an unheard-of 7.25% level. Since 2002
there was not zig-zag in consecutive COPOM meetings.

As the market started doubting the commitment to inflation targeting (espe-
cially when the government started referring to the upper band of 6.5%
as the target), it's not a surprise that the COPOM started struggling in its
communication (Figure 11).

After this date, the market’s projection for the IPCA (next 12 months) was
higher by 0.25% on average in the following 2 years, increasing by an additional
0.60% since mid-2013. The expected IPCA for 2014 is close to the upper limit of
the band (again). It was also not unusual to see the Central Bank dissent from
the official pronunciations in one report, only to return to an alignment with
government policy in the next report.

So the most puzzling behavior was really the decoupling of the interest rates set
by the COPOM during the easing cycle and the inflation expectations, as those
never got close to the 4.5% target again. The pause in the tightening cycle at
the 2nd half of 2014 was not unprecedented (Meirelles started a tightening cycle
one meeting later than expected, as rumors about his personal political projects
swirled around, and paused in September and October of 2010).
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1.2 Foreign exchange

1.2.1 Testing the waters

By now the reader must be quite wary about this country ... devaluation ?
Hyperinflation? What might they have invented in FX?

Well, you won't be disappointed — Brazil has been historically a very (commer-
cially) isolated country, by means of arcane regulations, subsidies, taxes — you
name it.

We should restrict ourselves to the 90s (for more into this history look for
Emilio Garofalo’s books: (Cambio, Ouro e Divida Externa — De Figueiredo a FHC,
2007) and (Cambio no Brasil — As Peripécias da Moeda Nacional e da Politica
Cambial, 500 anos depois, 2000)), which should give us some additional back-
ground for trading in Brazil. As a starting point, there’s some material at
the BCB (to be updated on local FX regulations is, of course, a necessity):
http://www.bcb.gov.br/?EXCHANGE

There one will find that the Brazilian Real is a type A currency, so quotes are in
Brazilian Reais per One US Dollar. This is not trivial, as sometimes stress method-
ologies will determine currencies devaluing against the dollar is US Dollar per
currency terms: a 50% loss corresponds in fact to a 100% devaluation in quoted
terms. Looking at some numbers:

If the USDBRL pair is quoted at 2.00 (BRL per USD), this is equivalent to 0.50
USD per BRL. A 50% loss in the USD per BRL quote will leave it at 0.25, which
corresponds to a 4.00 BRL per USD quote, a devaluation of 100% as measured by
the locals.

Examples of type B currencies include the Euro (EUR) and the British pound
(GBP).

And how have the Real and its past incarnations fared against the dollar? Well,
looking at series number 1 at the BCB’s website (with data available since 1986)
we find a puzzling chart (Figure 12).

We might need our logarithmic glasses again (Figure 13).

Now, where did we see these 1000 factors again? Yes, currency changes
(Table 3). Adjusting the quotes by the conversion factors, we find it hard to see
quotes before 1994 (Figure 14).

What is happening here? Where did we see these ramps? Maybe the chart
for the overnight rates (Figure 4)? The daily CDI (up to 1994) looks remarkably
similar to the rolling mean (over 21 business days) of the daily returns of USDBRL
(Figure 15).

So over that period the realized trend seems to be determined by the overnight
rate; as the (insert here the name of the currency at the time) was losing value,
the almighty USD kept its value.

After the Real Plan, there’s a brief period of BRL strength, followed by a period
of almost zero return. We’ll cover this on the next Section (1.2.2).
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1.2.2 Pegs and multiple currencies

The Cruzado Plan (1986) was famous for (trying to) fix prices by law. Among
those prices ... yes, the USDBRL. It can be seen on the USDBRL returns chart
(Figure 15) a small period starting in 1986 (from Feb to Nov) where the prices
do not move. After that, Brazil returns to a crawling peg (prices adjusted by
inflation), with a moratory and a maxi-devaluation (although a small one: 8.5%)
in 1987.

In 1989 Brazil started a dual FX market, with the creation of the “Mercado de
Cambio de Taxas Flutuantes (Turismo)”, which became known as the “floating”
market, which stood side by side with the official market (where rates were still
predetermined). The official market was later (1990) denominated “commercial”.

But this was not the only way to trade FX in Brazil — there was, of course, a
“black” market, a consequence of the Central Bank’s monopoly and the draco-
nian FX legislation. It was this market that the “floating” market was supposed to
substitute. Gold was also an important instrument, as the price of gold in Brazil
reflected the international market and a FX rate; in our case, the floating rate
(informally, practiced by the BCB) or the black/parallel rate (when gold was sent
illegally out of the country).
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In 1990 the BCB itself enabled a gold vs USD trade (trading spot physical gold
vs a future price set and settled in USD).

The Collor Plan (March 1990) started with a bang, confiscating most of the
available money while adopting a free floating regime for FX. That didn't last
long, with the Central Bank back to the market with a dirty floating regime; the
Collor II plan (1991) tried to fix the USDBRL parity (after previously devaluing it
30%), but — not surprisingly - it didn’t last long (2 months).

In Feb 1994 the URV was created, working as the index to rule them all (it was
equivalent to 1 USD at the ask rate). This was preparation for the Real Plan, and
at its inception we had 1 Real equal to 1 URV equal to 1 USD.

The dirty floating returned in Oct 1994, as the government, worried by the
quick appreciation of the BRL (the parity went as low as 0.83 BRL per 1 USD),
started buying at 0.83 and selling at 0.86 (an informal band).

A formal model of bands was officially adopted in March 1995 (0.86 vs 0.90).
Those values would go up (in 1998 they were 1.12 vs 1.22), until the devaluation
of 1999 (seen clearly in the chart) brought an end to the bands regime.

Although there was an adverse scenario in the background (the aftermath of
the Russian crisis of 1998 made it harder to get credit and negatively impacted
commodities prices), the substitution of Gustavo Franco by Francisco Lopes and
the poorly conducted acceleration of the devaluation implied in the bands did
not succeed.



28 Brazilian Derivatives and Securities

1.2.3 Indexing of local instruments

With all the restrictions and challenges in buying (physical) US Dollars, it was
expected that institutions that needed exposure to the USDBRL parity would look
for other ways. The BM&F (Bolsa de Mercadorias e Futuros = Commodities and
Futures Exchange) was created in 1986, and in the same year it started trading
FX contracts (USD, DM, JPY). In the same way, swaps (much more like NDFs
than traditional FX Swaps) were also used. Due to the volatility and uncertainty
around interest rates at the time, a FX Swap could be structured as a NDF (USD
Fixed vs BRL Fixed) or as a composite of a NDF and an IR Swap (USD Fixed vs
BRL Float), where the floating leg was an accrual of the CDI overnight rate.

NTN-Ds and NBCEs were local government bonds issued by the Treasury and
the BCB respectively, and their participation in the local government debt ranged
from 10% to 30%; but their role has been filled now by the FX Swap operations
conducted by the BCB. Just a residual exposure on NTN-As remains.

The PTAX is the FX rate of reference for those instruments.

The US Dollar futures traded at BVMF are currently the most liquid instrument
to trade the USDBRL pair, leading the movements in the fx spot market.

1.2.4 Floating, ballast and hot air (on the different mechanisms to
manage a floating currency)

Like a ship with a hole in the bottom, currencies sometimes needed a little help
to stay afloat. Or sometimes the ship needs enough ballast (in most cases, reserves
in strong foreign currencies) to keep it from capsizing.

If you're doing any monetary intervention, you have to ask yourself first: “Why
bother?”

Assuming that there is a good answer (something like “It’s not going to solve it
but we are expected to do something”), the next question is: “How are we going
to do it this time?”

Because, after all, your threat must be credible. Too many times emerging
markets have started an intervention and the market just divided the avail-
able reserves by the size of the intervention, counted the days and said (with
its money): “I call your bluff”.

A country can keep the bands playing, if it has the means, but this was not
the case with Brazil in 1999. Interventions in both spot and futures markets were
common (although the interventions in the futures markets were not official),
but the level of reserves was not as high as necessary to support the intervention’s
goals for enough time.

As we saw before, the 1999 devaluation was not exactly planned. One conse-
quence was that the DOL futures were not prepared to follow such volatility, and
the prices used for the daily margining process were somewhat delayed (Figure
16). One can also see the missing point on 25-Jan (exchange closed for the local
holiday).
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This pattern is also reflected in the number of contracts traded during that
period (Figure 17).

Why is this interesting? Because with the Feb contract bound by the daily
limits, trading at the maximum level permitted (figure), the fx spot market was
trading higher (as reflected by the PTAX). Figure 18 shows how from 13-Jan to
19-Jan the contract got stuck at the maximum.

After the devaluation, at the end of 1999 the Central Bank resumed inter-
ventions in the market, although not in an organized way. A typical case
happened in 21-Nov-2000, when Santander bought Banespa (a state bank pri-
vatized after being misused by former governors). The purchase price amounted
to approximately USD 3.7 billions. Santander started to sell dollars on 20-Nov-
2000 (a Monday), and on Tuesday the BCB announced that it would buy dollars
up to USD 3 billion; estimates indicate that it bought USD 2.5 billion at 1.91 on
this day.

Sales of US Dollars in the fx spot market were not the only weapons at the
BCB'’s disposal; the government could also issue dollar-linked local government
bonds (they represented about 20% of the local debt at the start of 2001).

In 2001 the government faced its share of problems (Argentina, 11 September,
energy shortage crisis), but 2002 forced the BCB to reach in the bag of tricks. To
avoid using currency futures (directly or indirectly), a new contract was devel-
oped, the SCC (a FX Swap cleared at BM&F, monthly at first and daily later). It



30 Brazilian Derivatives and Securities

70000

60000

50000

40000

30000

20000

10000

M T
/

/

.

N

-/

T

4

(bq,g r\(bcbg ’\ggcb

Q Q Q
6/\9‘39 g,’\gg ,'\gg r\(bg N
SRS AN NN SV SN o
G N A 5@0 Xb(\ \\

AMEECAN

Date

-

[e—e Feb o—o Mar]|

)
o
1 N

e

-

-

\‘bgq’

Figure 17 Contracts traded in DOL futures (expiries Feb. and Mar.) in Jan-1999

| Date | SettPrice | Open | Llast | High [ Low [Trades|ContractsTraded
04-Jan-99 1,222.494 1,223.000 1,222.400 1,223.000 1,220.600 492 33,920
05-Jan-99 1,220.903 1,222.000 1,221.000 1,222.000 1,220.700 533 46,000
06-Jan-99 1,220.406 1,220.100 1,220.400 1,220.650 1,220.100 386 29,915
07-Jan-99 1,221.629 1,223.000 1,221.900 1,223.000 1,221.100 787 64,815
08-Jan-99 1,221.934 1,221.300 1,221.850 1,222.200 1,221.100 496 46,501
11-Jan-99 1,222,196 1,222.000 1,222.000 1,223.200 1,221.900 594 42,265
12-Jan-99 1,225.393 1,222.400 1,227.000 1,227.000 1,222.100 609 57,456
13-Jan-99 1,237.646 1,237.646 1,237.646 1,237.646 1,237.646 F 4,323
14-Jan-99 1,250.022 1,250.022 1,250.022 1,250.022 1,250.022 8 2,571
15-Jan-99 1,275.022 1,275.022 1,275.022 1,275.022 1,275.022 31 7,180
18-Jan-99 1,351.523 1,351.523 1,351.523 1,351.523 1,351.523 39 8,415
19-Jan-99 1,500.190 1,500.190 1,500.190 1,500.190 1,500.190 31 7,100
20-Jan-99 1,574.616 1,550.000 1,577.000 1,579.000 1,550.000 712 16,640
21-Jan-99 1,668.436 1,575.000 1,660.000 1,669.092 1,574.000 472 11,917
22-Jan-99 1,682.453 1,640.000 1,620.000 1,740.000 1,640.000 841 16,995
26-Jan-99 1,774.375 1,783.400 1,775.000 1,900.000 1,730.000 723 12,189
27-Jan-99 1,855.138 1,810.000 1,860.000 1,865.000 1,775.000 981 14,801
28-Jan-99 1,883.579 1,860.000 1,890.000 1,910.000 1,830.000 784 14,493
29-Jan-99 1,983.200 1,940.000 1,980.000 2,000.000 1,930.000 800 19,021

Figure 18 DOL prices (Feb-1999 expiry)
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worked like a future, it walked like a future, it quacked like a future (especially
after the daily margining), being very very similar to the existing DDI contract.
The backdrop was not good, with the government candidate (José Serra) never
really taking off. Other opposition candidates had strong starts, but faded, and
Lula won at the end.

Even with Lula publishing an open letter promising to keep Brazil on the right
track and avoid a debt moratory, markets were quite afraid. Even the FX Swaps
could not prevent the BRL from reaching almost 4.0 and interest rates shooting
up. More on 2002 in the next Subsection (1.2.5).

But after Lula kept the policies of the previous government mainly intact, with
China bringing in demand for Brazilian exports, and with interest rates high, the
flow of US Dollars into Brazil turned the BCB into a dollars buyer in 2004 (the
“Reverse Swap Auctions”). One can see the rapid progress of the reserves since
2000 in Figure 19.

The period from 2004 to mid-2008 was marked by the attempts to stop the
appreciation of the BRL, with derivatives, fx spot, and by letting the local dollar-
denominated bonds expire without renewing them. But when the stress at the
2nd half of 2008 happened, the BCB was slow to react, letting the USDBRL reach
2.40 and allowing a 40% depreciation in one month. 2008 will be covered in
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more detail in Subsection 1.2.6, but we can see how it represents the exception
in the BCB'’s history of intervention in Figure 20.

Now, getting the data for the FX Spot interventions (at least the monthly
totals) is relatively easy, since it impacts the reserves. Lines in USD impact more
the availability of USD than the level of USDBRL, so they’re not in the picture.

Getting data for the derivatives interventions is a bit more complicated. From
2002 to 2006 they’re accessible directly on a web page (one for each month), even
though the layout changes over time, and the header is not easily accessible in
the 2nd half of 2006, making it hard to scrape the data. From 2007 on, you have
to download a spreadsheet inside the monthly press communicate of the BCB’s
Trading Desk. Getting data from the exchange is not easier, and the informa-
tion is incomplete (one will not know whether a particular contract is a normal
or a reverse swap). An intervention that doesn’t impact reserves is harder to
track.

And another difference of the two types of intervention: Derivatives have an
expiry date (and USD-denominated bonds also have it). So you can “issue” dol-
lars that you don’t have, but at some point they either expire (which has the
opposite effect of the initial intervention) or they are rolled, postponing the day
of reckoning. So if you're charting the effect of the intervention, you have to
consider the date of the auction, the date of the fixing at the start, and the date
of the fixing at the end. When rolling the existing stock, it is common to see a
big difference between the date of the auction and the date of the fixing at the
start.
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So yes, getting all that data is important if you want to track the BCB's inter-
ventions in the derivatives market. The implied rate on the USD leg of the swap
makes the FX risk at inception different than the FX risk at maturity, and clearly
the values in BRL at inception will certainly be different than those at maturity.

Producing the chart of the derivatives interventions is left as an exercise for
the reader, but the companion website will have it as well.

And the BCB was not the only currency warrior to pick up shield, sword and
pen. Guido Mantega, Finance Minister, made headlines in Sep-2010 by declaring
that "We're in the midst of an international currency war, a general weakening
of currency. This threatens us because it takes away our competitiveness".

It is not in the scope of this book to track all the taxes imposed and suspended
on the cash (Fixed Income, FX and Equities) markets, but we're delighted to
discuss an interesting battle in the midst of this war: the IOF tax on derivatives
imposed in July-2011.

Let’s ask the usual questions: What, Who, When, Where, Why?

What: Decree 7536, dated 26-Jul-2011, instituted a tax (1% over the “adjusted
notional value”) on the acquisition, sale or expiry of derivatives contracts in
which the payoff is influenced by the change in the FX rate and that result in
an increase of the “net short exposure” compared with the previous day. After
that: some definitions (“adjusted notional value”, “net exposure”); the respon-
sibility for calculating and collecting the tax is given to the institutions where
the contracts are registered (BM&FBovespa and CETIP); exposures can be offset
even if they’re registered in different venues (BM&FBovespa typically with listed
futures, CETIP with OTC trades between a bank and its customer); if the final net
short position is lower than USD 10 millions, the 1% becomes zero. From now
on BM&FBovespa will also be referred to as BVME

Who: This came quite out of the blue. Although there were some complaints
that the futures were used for speculating against the BRL, and the government
had taken some actions making it harder for foreign investors to trade futures
locally (forbidding the acceptance of bank guarantees as margin, and taxing the
FX trades used to buy government bonds (used then as margin). But it came from
the Finance Ministry, with the BCB and the Federal Tax Service left to go over
the details with the market.

When: Just after the BRL traded below 1.55 (on 25-Jul-2011) — this was the
straw that broke the camel’s back. So levels matter.

Where: Derivatives traded directly on the exchange which was indeed a nov-
elty. It was common knowledge that the derivatives were more liquid and led the
fx spot quote, but this was on a microstructure level. On longer timescales, there
are other factors in consideration, mainly macroeconomic; and the interest rate
differential is the main factor that attracted the flow. The government had put
forward lots of taxes to make the carry trade less attractive, but the flows kept
coming.
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Why: To try to do something, to be seen doing something, and to threaten
more actions. As mentioned before, credibility is everything when intervening.

Well, after the decree there were lots of questions and not a lot of answers. On
subsequent meetings with the market, terms like maturity were replaced with
more correct terms like fixing. Language is always important when defining con-
tracts and taxes, after all — otherwise, why are there so many tax lawyers? It was
now clear that the tax only applied to contracts where the goal was FX exposure
against the BRL (crosses like USD x EUR, where the MTM itself had a FX exposure,
were now clearly exempt; commodities derivatives, even though they typically
had an FX component (reference prices are usually in USD) were also exempt.

Most importantly, Decree 7563, dated 15-Sep-2011, allowed fx delta hedging.
One’s FX exposure could change due to changes in market rates (a forward or an
option are simple examples). If one is long a USD Call BRL Put, and the USDBRL
parity goes up, the rebalancing of the position asks for a sale of USD. The Decree
7536 would tax that fx delta hedge trade, but Decree 7563 now explicitly made
fx delta hedging possible.

In Mar-2012 Decree 7699 made the tax rate equal to zero for exporters, if the
volume was compatible with the value exported.

In 2013, just after bringing down to zero the tax on the purchase of local
government bonds by foreigners, the government capitulated and set the tax
rate on the Derivatives IOF to zero as well (Decree 8027, 12-Jun-2013). Why?
Because of a quick depreciation (Figure 21).

And so Brazil stumbles through new taxes and laws when its currency is strong,
and weakens controls when it tumbles. For the last 3.5 years (mid-2011 to the
end of 2014), the BRL has weakened, but the amount of the depreciation was
similar to the devaluation implied on the forwards.

1.2.5 Paganism (on how to avoid conversion, and the history of
offshore x onshore spreads)

Haven’t we already talked about Brazil’s FX legislation? Yes, we have. As the
reader can imagine, conversion has not been big in the agenda of a coun-
try which many consider to be one of the less open economies of the world.
Armies of Brazilians have been scouring shops in neighboring Paraguay and,
most recently, in the USA, looking for items which could be bought in stores
and sold at a profit in Brazil. Alas, your typical store in Europe or in the US won’t
accept BRL as payment — banks in Europe or in the US won't offer you an account
in BRL in the same way they offer accounts in currencies like EUR or USD.

And things are not much better in Brazil. Buying and holding foreign cur-
rency was never easy, and at times forbidden or limited. If you had dollars, you
were rich, and those dollars were a protection against inflation (remember the
chart comparing the appreciation of the USD with inflation and interest rates),
confiscation or other bad things that the government might think of.
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Figure 21 PTAX from 2011 to 2013

If you, as an investor, thought about investing in Brazil’s capital markets
directly, there was specific legislation governing how you could do it; the most
recent example is Resolution 2689. It is common to see equities and fixed
income using different accounts; also, when it comes to derivatives, exchange
traded derivatives (futures) can be treated one way, and OTC derivatives another
(especially for tax purposes).

It is not hard to see that there should be some (very important) differences
between buying a bond issued offshore (in USD) and bringing money into Brazil
(after opening an account in the local market) to buy a USD-indexed government
bond; these are very different markets.

But, even with all these problems, the interest rates available in Brazil (both
in BRL and also on the onshore USD-indexed instruments) always managed to
bring in those looking for the classic carry trade or for the “arbitrage” of high
rates in local USD-indexed instruments against cheaper USD offshore funding.

With the development of the NDF (non deliverable forward offshore) mar-
ket, another opportunity like that appeared: Selling USD (buying BRL) offshore
through NDFs and buying USD (selling BRL) onshore (hopefully matching matu-
rities). In times like 1998 (July) and 2002 (1st half), these traded at single digits
(expressed in % per year).

It all looked fine, money in the bank, etc, especially when you're a Brazilian
and think that you have an informational edge (when in fact most of the time
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you have selective recall and tunnel vision). But reality seems to have a way of
consciously trying to wreck our plans ... in both cases this NDF premium (NDF
offshore quote — NDF onshore quote) went as high as 40% per year, testing risk
appetites, stop losses and liquidity. The trigger in Aug 1998 was the Russian crisis,
and in 2002 the rise of Lula.

The 2002 case was interesting, mainly because of the belief that rules wouldn't
change within the current government — but what is the meaning of this? Up
to 2002, the NDF premium was seen mainly as a convertibility premium; people
were always worried about the definitions of the settlement rate in NDFs in the
case something happened (the fallback fixing rates); the idea is to be able to
follow what the market is pricing instead of what an entity like the government
or a central bank would publish as the official settlement rate (see Argentina or
Venezuela circa 2014 for example).

Settlement of the NDF meant receiving USD, clean and green. To ensure
that, the party losing money over the life of the trade(s) would have to deposit
collateral (in USD).

As for the onshore trade ... let’s start with the tax that you might pay when
sending money to Brazil. Why would you have to send money to Brazil? If you're
opening a position in futures contracts at BVMF, you'll have to deposit margin
(cash or securities). Cash will not receive any interest, so it’s not a good option
(unless taxes for buying bonds are higher than the expected interest). This is why
most of the collateral deposited at BVMF is composed of government bonds.

So you now have added to your sovereign exposure, possibly paid taxes, and
nothing has happened yet.

After you actually trade (buying USD), imagine that the BRL is weakening.
We're talking about a time where Brazil’s reserves could (and were) still be
counted in terms of “days of intervention it can support before running out”.
As the daily margining happens, you're the happy owner of a bunch of BRL.
Now, what do you do with it? Would you feel comfortable with that money in
Brazil? Is the exchange increasing the initial margin?

Now, you’ve decided to send this money to your home country. Volatility is
probably high, and spreads also. So on the next day there’s a strengthening of
the BRL, so you have to bring money in. This process is very likely to produce a
lot of friction, inefficiency and costs, but it sounds better than increasing your
sovereign exposure to a country that is, perhaps, unraveling.

Now, the previous paragraph is an optimist’s view of the process. The pessimist
would think about the credit risk involved in facing the exchange (basically
exposure to big banks and local sovereign debt). He would also think that the
settlement rate can be determined by the government to be lower than that
practiced by the market. He would also worry that the FX rate used to send the
money out might not be well matched with the rate used to price the futures.
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All that was packaged into the NDF premium. In 2002 those NDFs did converge
to the onshore settlement price, and there was much rejoicing.

After Lula continued the economical policies of his predecessor, and kept the
market relatively untouched, the party started. High interest rates, and the FX
appreciation that was a consequence of investment coming back to Brazil and
the China/commodities boom, made the short USD long BRL forwards a very
popular trade.

In fact, it was so popular that the demand for NDFs changed what was a con-
vertibility premium to a negative (although small) spread. Since then, the spread
has fluctuated according to demand and taxes. As convertibility seems no closer
than it was 10 years ago, the NDF spread will be there in the market and in the
models for some time still.

1.2.6 A bit of a fit (on the 2008 crisis)

Local corporates were very interested in the strength of the BRL from 2003
onwards. Exporters wanted hedges, and treasurers wanted bonuses. With a lot
of companies hiring former traders, the aggressiveness of the trades put forth as
“hedges” increased.

Some of the derivatives were sold together with loans, so the rates on the
loans looked good. As for the derivatives: if the realized payoff was in favor of
the company, nice work from the treasurer. If not, well, it was a hedge, wasn't it?

Popular derivatives were:

1. Series of forward starting options
2. Series of out-of-the-money USD calls
3. Target Redemption Forwards

The problem with the first product for the corporates became clear in May 2005,
when the BRL depreciated by about 10%. Most of the previous monthly payoffs
of the 1m USD calls were either zero or small. So, no big check was written, but
in mid 2005, it was time to ask for the money. This product was not necessarily
easy for the bank, as a simple analysis shows:

PremiumATMF(%) ~0.4-¢ -/t 1)

For a 3 years trade, there would be 36 monthly options. Expressing the term
of the trade as the number of months n (and therefore the numbers of monthly
options), the sum of all the premia is:

1
TotalPremiumATMF (%) ~n-0.4 ¢ - \/; =0.4.-0-vn )

Showing that the bank has an incentive to transform one 3 years option into 36
monthly options.
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Figure 22 Gamma profile of hedged forward options

Vega scales up with the square root of time, and gamma scales down with the
square root of time.

So 36 times the vega of a one month option is equal to six times the vega of a
3 years option.

And the gamma of a one month option is equal to six times the gamma of a 3
years option.

So the obvious hedge is selling a 3 years option with a notional equal to 6 times
the notional of each monthly option: premia, vega and gamma are matched

. well, at least at inception they’re matched.

But if there’s a move in spot big enough, the gamma of the 1m option dis-
appears quickly. The other 35 options contribute only with vega, not with
gamma.

The resulting gamma profile is shown in Figure 22.

So, a simple pricing of the portfolio of forward starting options can give you a
price related to a hedge that only works in certain states of the world; unfortu-
nately, in the states of the world where the hedge doesn’t work, you're short
gamma when you've moved away from the current spot price (likely a high
volatility scenario). How should the bank control for that? How to price this
ongoing hedge? It is an interesting problem.

Back to the customer, he is likely to suffer realized losses from time to time,
and there’s also a MTM (mark-to-market) loss on the vega position of the options
that are still forward starting.
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The second product is more straightforward: just a series of OTM USD calls;
the customer is less likely to suffer realized losses, depending on the moneyness
and maturity of the options.

But the third product ... well, the consequences were pretty interesting.

At the end of 2007/beginning of 2008, a new product (but already known in
other places) got hold of banks and corporates alike. The TARF (Target Redemp-
tion Forward) played on the theme of the continued appreciation of the BRL; the
customer bought USD Puts and sold USD Calls (with the same strikes as the USD
Puts) with maturities every month for a period like one year; in a typical trade
the notional of the USD Calls would be twice the notional of the USD Puts. If the
cumulative payoff of the USD Puts reaches or exceeds a target, the deal expires
with this last payoff. Otherwise, the deal continues until TARF’'s maturity date.

With the strikes high enough, the BRL appreciation and with the interest rate
differential increasing the moneyness of the longer dated USD Calls, there was an
interesting situation: A positive PV (Present Value) for the bank (as calculated by
whatever model each bank used) at inception, and happy customers receiving
their 30 to 40 cents every 3 or 4 months. Until the BRL started to weaken in
Aug/Sep-2008, from about 1.6-2.0. At this point there was both a lack of decisive
action from the BCB and a moment in which each and every bank realized that
the problem was really huge; this took USDBRL to 2.40 before the BCB intervened
more decisively; October saw consecutive days in which limits were hit, both on
the high and the low. In one particular day, the market was at the high limit (and
probably trading higher at the OTC market) when the BCB intervened heavily,
bringing the market from the upper limit to the lower limit in 45 minutes.

Even with a lot of volatility, all the trading was happening with a 2 handle,
leaving a trail of destruction among corporates (and later at banks, when they
were unable to collect all the receivables). Most notably, two big listed companies
(Sadia and Aracruz) lost so much (hundreds of millions of dollars) that they had
to be acquired.

Later, one of the problems identified was the fact that one bank could not
assess correctly the risk of its customers, because customers were doing the same
trades all over the market. The companies mentioned above had TARFs with
approximately 10 banks. This led to the creation of CED, a central database of
exposures populated by data from both BVMF and CETIP. This also helps the
regulators to understand better the leverage of the system, something that it was
unable to do previously (up to 2008, trades were registered in a way that was not
helpful to the understanding of the structure).
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We Mean Business

In the good old days, when the overnight rates were 2% a day, losing one day
of interest in your calculation was a very serious business. Understanding how
Brazil’s Day Count calculations work, and knowing the different calendars, busi-
ness days standards and fixings is critical for anyone using Brazilian financial
instruments and references.

2.1 Calendars

2.1.1 Banking calendars and fixings

Most contracts where the underlying is a BRL fixed or float rate use frequently
what'’s called business 252 day count basis (DCB). This DCB will be called BUS252
throughout this book. Since this DCB is computed in business days, the next
natural question is: In which calendar is the number of business days computed?
To answer this question, we have to look at the schedule for the two available
floating interest rates indices for BRL denominated trades (CDI and Selic), and
also at the FX Fixing (PTAX). They are published (on the same day or at the latest
on the following business day) whenever it’s a Brazilian national business day
(see Table 12).

A calendar called CDI will be used throughout this book to take into account
the Brazilian national holidays. This calendar will cover day count calculations
done for Selic and CDI rates, and also any fixed exponential rate with BUS252
DCB.

If for some specific reason BCB is not able to publish the CDI or Selic fixing
on a particular Brazilian national business day, then the previous available fixing
will be repeated.

The next question is what is the start and end date for business days
computation in BUS252 day count basis. It’s defined as below:

40
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Table 12 Holidays (partial)

Date Holiday CDI PTAX

1-Jan New Year’s Day
Floating Shrove Monday
Floating Shrove Tuesday
Floating Good Friday
21-Apr  Tiradentes’ Day
1-May Labour Day
Floating Corpus Christi
7-Sep Independence Day
12-Oct  Our Lady of Aparecida
2-Nov All Souls’ Day
15-Nov  Republic Day
25-Dec  Christmas Day

222222222227 7Z
Z 2222222722727 2Z7Z

#BusDays; 7 is equal to the number of business days between date t inclusive
and date T exclusive computed using a chosen calendar, which in most situations
is the CDI calendar.

2.1.2 Trading and listed contracts

On the other hand, exchange traded contracts follow a different calendar for
cash settlement of futures and options contracts and for trading days of exchange
traded contracts. BVMF is headquartered in Sao Paulo, and is closed on Sao Paulo
holidays (like 09-Jul) and on the last business day of December. To represent
these holidays, a calendar called BMF will be used throughout this book. The cal-
endar for the current year is published at http://www.bmfbovespa.com.br/pt-br/
regulacao/calendario-do-mercado/calendario-do-mercado.aspx?idioma=pt-br#.

The 5 current holidays in the BMF calendar that are not in the CDI calendar
are: 25-Jan, 09-Jul, 20-Nov, 24-Dec and the last business day of the year (typically
31-Dec).

We can represent the holidays with Table 13, with impacts not only on fixings
but on daily volatility modeling as well.

2.1.3 New York, Rio, Sao Paulo - the FX combined calendar

There’s another type of calendar that is used on FX related trades. A standard FX
spot transaction of (B]% currency pair, specifies that an amount in BRL and USD
will be delivered in what’s called the FX settlement date, which occurs on T+2 on
a combined calendar of CDI with US national holidays. This combined calendar
is frequently described in OTC contract term sheets as a calendar that checks if

Sdo Paulo, Rio de Janeiro and New York have regular bank activities to define its
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Table 13 Holidays (total)

Date Holiday BVMF CETIP CDI PTAX
1-Jan New Year’s Day N N N N
25-Jan  Sao Paulo’s Foundation N Y Y Y
Floating Shrove Monday N N N N
Floating Shrove Tuesday N N N N
Floating Ash Wednesday (1/2 day) Y Y Y Y
Floating Good Friday N N N N
21-Apr  Tiradentes’ Day N N N N
1-May Labour Day N N N N
Floating Corpus Christi N N N N
9-Jul Constitutionalist Revolution N Y Y Y
7-Sep Independence Day N N N N
12-Oct  Our Lady of Aparecida N N N N
2-Nov All Souls’ Day N N N N
15-Nov  Republic Day N N N N
20-Nov  Black Awareness Day N Y Y Y
24-Dec  Christmas Eve N Y Y Y
25-Dec  Christmas Day N N N N
Floating Last Business Day of Year N Y Y Y

business days. In this book, we will use the notation of trx to represent the FX
spot date calculated for a given date t.

2.1.4 Notation used for moving forward or backward business
days in a specified calendar

In this book, the following notation will be used to move forward or backwards
X business days in a BMF or CDI calendar:

T + X: from date T, it's assumed to be moving X business days in a CDI
calendar.

T + X*: from date T, it’s assumed to be moving X business days in a BMF
calendar. Please note the superscript * on X to define the BMF calendar as the
one to be applying the shift.

This notation will be very useful in many futures contract cashflow computa-
tions later in this book.

2.2 Interest rate fixings

2.2.1 Selic target

The Selic Target Rate (SETA) is not used directly in contracts (unlike the Fed Funds
Rate). It is determined by the COPOM, as discussed previously, and it changes at
scheduled or extraordinary meetings.
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The SETA rate is officially published by the BCB and its history can be accessed
either through the Temporal Series section of the BCB'’s site or directly from the
COPOM section (there will be some code that scrapes data from the COPOM
page available on the book’s website).

The reader saw enough of the SETA in the chapter about Brazil’s financial
history, so we won'’t repeat the charts.

For modeling purposes, the main characteristics are:

1. Rates are multiples of 25 basis points.

2. Rates change by multiples of 25 basis points.

3. Almost all of the changes will happen on predetermined (and known) dates
(exceptions: extraordinary COPOM meetings).

4. One should model the changes; the last time the level was relevant was in
2009/2010, when the floor of 8.75% was relevant because of the “Caderneta
de Poupanca” impact; since then, with new rules, this floor is not important
anymore, and we'’re (at the time in which this book was written) still a long
way from the floor.

5. Changes follow regimes (easing, tightening, observing/doing nothing).

6. Changes have autocorrelation.

7. The sign of the changes has an even stronger autocorrelation.

This screams transition probabilities, it begs for matrices! Well, at least for shorter
maturities. Certainly those features will help to guide us later, in interpolation
and option pricing model choices.

Meanwhile, there’s space for one additional chart (the daily changes -
Figure 23).

2.2.2 Selic

The Selic rate is officially published by the BCB (http://www.bcb.gov.br/pec/sdds/
ingl/txselic_i.htm) and also through Sisbacen (the system used by the BCB to
communicate with the market participants). It is defined as the adjusted aver-
age rate of one-day repos of non-specific government bonds registered at Selic,
provided that participants are distinct. There are some statistical filters and a fall-
back (Circular 3671, 18-Oct-2013) allowing for its fixing as SETA - “residual base”
(spread) if the base is lower than 50% of the average of the bases of the previous
5 days; in this case the residual base is the average of the spread in those 5 days.

It typically trades below the SETA (most recently the spread is close to 10bp),
as shown in Figure 24.

There’s some noise — the end of the year might see some distortion due to
the lack of liquidity (addressed by the fallback), but overall you can model the
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Figure 24 Spread SETA-Selic

changes of the Selic in the same way as you model the changes in the SETA

(Figure 25).
Most of the volume will trade early in the day, synchronized with the

settlement windows of the other cash markets (FX, bonds, equities).



We Mean Business 45

100
3 H H
=)
0
(0]
()]
% | ‘ H||| HHH|
§ 0 } A T T e ||= .
% ||| HH ‘H|
(7]
-50
-100 i L -
qu% 11901 rLQgg 'LQ'\’\ rLQ’\(b

Figure 25 Daily changes in Selic

2.2.3 CDI

The CDI rate is published by CETIP (http://www.cetip.com.br/astec/series_v05/
paginas/web_v0S_template_informacoes_di.asp?str_Modulo=completo&int_Idi
oma=2&int_Titulo=6&int_NivelBD=2), but one can also find the historical series
at the BCB's site.

We've already covered the creation of the SPB and the alignment between CDI
and Selic, with changes driven by the changes in SETA now impacting both rates
on the same day. The methodology was updated recently (http://estatisticas.
cetip.com.br/astec/di_documentos/metodologial_il.htm), with lots of statistical
filters, a special procedure for certain holidays and a fallback to a linear function
of the Selic rate (it all comes back to the SETA in the end).

It is more noisy than the Selic (Figure 26 shows the spread between the Selic
and the CDI):

But it still can be modeled similarly to the Selic, as shown by Figure 27.

The spread against the Selic (or against the SETA) did increase in 2012/2013,
and the answer came with the BCB creating contracts indexed to the Selic instead
of the CDI, and switching all of its FX derivatives auctions to one of the new
contracts (the SCS).

One statistical analysis that can be performed to model the Selic-CDI spread is
to look at the realized spread over a time window. In this way, we know the influ-
ence of simple spikes and holidays in the spread on longer contracts or trades,
like a LFT government bond and a fixed x float (CDI) IR Swap.
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Figure 27 Daily changes in CDI

2.2.4 TJLP
TJLP stands for “Taxa de Juros de Longo Prazo” (“Long Term Interest Rate”). Now,
in Brazil, long term once meant 3 months ... and this rate, established in 1994
as the main rate for BNDES loans (BNDES is the National Development Bank,
known once as “hospital for companies” and now as the financing mechanism
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Figure 28 TJLP (monthly)

for the “national champions” policy), is fixed every 3 months (Figure 28). Orig-
inally it followed a formula (a function of inflation and a risk premium), but
looking at its chart against a monthly average of the SETA (Figure 29), one might
suspect it lost some of its correlation to other variables some time ago. In fact,
borrowing at TJLP meant borrowing at a negative real rate. Recently it has also
behaved like the SETA (increments are multiples of 25bp). Originally created as
an alternative to the TR (see 2.2.5), it has a similar status as a rate without a liquid
market.

Quite recently (Jan-2015) the government increased the TJLP to 5.5%, trying a
difficult balancing act of ending subsidies without increasing too much the costs
of the existing loans portfolio.

With all the political decisions that go into it, trade it at your own risk.

2.2.5 TR

Back in the 1985-95 period, high inflation led to a series of indexing mechanisms
that, by passing though past inflation, kept everything going up in a never-
ending race with the past. To change that, one of the ideas was the TR (Taxa
Referencial), referencing projected inflation instead of past inflation.

As the reader can imagine, plotting this rate since 1991 yields a chart with one
behavior up to 1994 and another after the Real Plan (Figure 30).

Looking at the rate from 2000 onwards (Figure 31), we see now that the rate is
not much different than zero (it was actually zero for some time — see Figure 32).
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Figure 29 TJLP and SETA (monthly average)

As discussed before, the Savings accounts pay TR plus the lower of 0.5% per
month or 70% of the Selic rate, and the banks can lend at TR + some rate on
housing loans to match the liabilities. There’s an option embedded in here, but
it’s not easy to capture this time value.

For more details (if one likes to trade with counterparties that have exposure to
the TR), the page http://www.bcb.gov.br/pre/portalCidadao/indecon/poupanca.
asp?idpai=PORTALBCB (in Portuguese) contains links to the savings rules, and
how the TR is calculated (a function of the TBF, a rate derived from term
deposits).

As of 2015, the TR is best seen as a spot mismatch and the coupons as a fixed
cashflow (subject to some prepayment models).

2.3 Inflation fixings

2.3.1 IPCA

When discussing inflation indices in emerging markets, it is always worth
remembering Goodhart’s Law, which in the most popular form reads: “When
a measure becomes a target, it ceases to be a good measure.” One doesn’t need
to go further than Latin America to see the truth of this statement when applied
to inflation indices, and even more when government debt depends on it.

The IPCA is the inflation index used by the COPOM in its inflation-targeting
framework, and therefore is the most closely followed index. Because there’s a
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Figure 32 TR in 2012 and 2013

significant volume of government (and also corporate) bonds that use the IPCA
as its index, there’s a market for the implied expectation of the IPCA, with funds
and banks also trading swaps (and sometimes futures).

Why are the futures not that liquid?

There are some reasons like lack of intraday volatility and unwillingness of
banks to put prices on screens only for other banks to trade against them, and
the truth is that these reasons all contribute something to the current market
structure.

Given an inflation targeting regime, one would expect interest rates to rise
when expected future inflation rises. Truly, there is a correlation between the
moves of nominal rates and the moves of real rates over a period of time (stronger
on a daily/monthly basis than intraday). Typically the real rates will rise (or
fall) as 30% to 40% over large movements. This works better when the moves
are somewhat large and distributed over some weeks. Do not expect to have
good prices for inflation-linked products if nominal rates are moving 100bp in a
single day.

Now, in the same way that once a famous fund manager in Brazil divided
the Ibovespa into state-run companies that were losing market value and private
sector companies that were doing Ok, one can look at the IPCA and separate it
into prices directly affected by the government (e.g. energy, gasoline, etc. — the
managed or supervised prices) and the free prices.
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Figure 33 IPCA yoy since 1980

Looking at the time series since 1980 (Figure 33), we are not surprised to see
that before 1994 inflation was quite high.

Things got better after the Real Plan (Figure 34).

Did we mention that the IPCA is run by the IBGE (http://www.ibge.gov.
br/home/estatistica/indicadores/precos/inpc_ipca/defaultinpc.shtm)? The other
inflation index covered in this book (the IGPM) is calculated by a private
entity, but being from Latin America and having .gov in your website does not
automatically disqualify your credibility (2 countries do not define a continent).

One can get past data at IBGE (see the calendar for publication here: http:
//www.ibge.gov.br/home/estatistica/pesquisas/indicadores.php) or at the BCB
(Time Series by subject — Economic activity — Price indicators - Consumer price
indices), including the components of the IPCA.

Although this is not a treaty in econometrics, it is worth outlining the com-
ponents of the IPCA as seen by the BCB in its Inflation Report (http://www.
bcb.gov.br/htms/relinf/port/2015/03/ri201503b7p.pdf): Free prices, inertia (ris-
ing from the dead), expectations (more and more disheartening), FX (just passing
through), offer shock, and supervised prices. Knowing how these factors might
change due to government decisions and due to seasonality (see Figure 36 for a
monthly chart) is important when judging implied or breakeven inflation.

As this book is concerned with the near future (2015 up to the second edition),
let’s zoom to the most recent inflation behavior (Figure 36).
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Figure 34 IPCA yoy after the Real plan

There is a V-shaped pattern common to each year, due to things like rising
school prices at the beginning of the year, seasonality in crops, demand for travel,
etc.

But the government can influence these monthly values a lot, as the recent
examples (a discount in electricity prices that backfired and led to a big increase
in those prices at the beginning of 2015; increases in gasoline prices; the delay
of increases in bus fares in 2013) show.

What is the main worry now (2015)? The rise of inertia, as this can snowball
into a lack of confidence that the Central Bank can bring inflation down. The
latest Inflation Report shows that Expectations have risen from 0.48% in 2012 to
0.63% in 2013 to 0.70% in 2014.

2.3.2 1GP-M

Different source (Fundacdo Gettulio Vargas or FGV - private, not govern-
ment), different prices and methodology, and a reputation of being a “known
unknown” (rumors of leaked fixings). It is more sensitive to FX than the IPCA
and it is more volatile, as seen in Figure 37.

The IGP-M has 60% coming from the IPA (Wholesale Price Index), 30% from
the IPC (Consumer Price Index) and 10% from the INCC (National Index of
Building Costs), and their recent behavior is shown in Figure 38. Please help in
making this book so popular that the next edition will have color graphics.
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It’s less popular than the IPCA because: The COPOM looks at the IPCA, the
IPCA is less volatile, more bonds are issued linked to the IPCA.

2.4 Foreign exchange fixings

2.4.1 PTAX

We've seen a chart of the PTAX before (Figure 12), and we’d rather save the space
for some words (not one thousand though).

The PTAX has an interesting history as a fixing: although the market feared a
government-induced failure of the PTAX reflecting the market (at least since the
mid-nineties), this event never came to pass. But the main change (driven by the
BCB) happened in 2011, and it could be seen as positive. Why?

Previously, the PTAX was defined as the weighted average of the standard FX
Spot trades registered at Sisbacen (the system managed by the BCB where FX
trades are registered). Since the weight was the notional of the trades, this seems
like a good idea ... until you focus on the word “registered”. The contracts regis-
tered could come from fx spot trades where one bank posted a price and another
bank executed a trade against this price, but the probability of a registered trade
belonging to this set is small. We’ll look at this in more detail later (5.1), but it is
enough to say that these kind of market-oriented trades (they can come from a
Central Limit Order Book — CLOB) represent a small part of the trades registered.

This leaves the old methodology vulnerable to a simple manipulation:

1. Assume that a small number of participants would benefit from a lower PTAX
on this particular date (e.g. there’s a significant notional of open contracts
with their fixing on this day).

2. At some time over the day, the currency will be traded at a price low enough
(this could be just the usual randomness or a consequence of a concerted
action by these participants).

3. When the price is low, trade a big notional of “casados” (Spot FX vs Futures)
among the participants, and the Spot leg will increase the weight of this lower
price in the PTAX calculation.

4. The participants distorted the VWAP (Volume Weighted Average Price) when
compared with the TWAP (Time Weighted Average Price).

5. Even if the price returns to upper levels, this distortion will have helped them,
at a relatively low cost (the “casado” has a negligible delta, and the mismatch
risk has a relatively low volatility).

The BCB changed the methodology with the Circular 3506 (23-Sep-2010), estab-
lishing a dry run from Jan-2011 to Jun-2011 where the new rates would be
published but not used; the new procedure would go live in 01-Jul-2011.
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What is this new procedure? Two-way prices will be collected 4 times (at each
collection, in a 2 minutes window randomly chosen within a 20 minutes cen-
tered at: 10h, 11h, 12h, 13h). For each of the four collections, an average of the
bids and asks will be calculated. The PTAX (bid and ask) will each be the aver-
age of the four averages. And the ask price continues to be the one used for the
fixings.

Another advantage is the time of the publication (just after the last collection,
typically up to 13h30 local time), instead of really late in the day.

This alone should tell the reader who is interested in options that modeling
the volatility of FX close to expiry is going to be interesting. There is a natural
discontinuity between the O/N (overnight) implied volatility in the morning and
at the close, just to start the fun. More on this later when we discuss FX options.

A simple trick to model this fixing mechanism (on a Monte Carlo simulation)
is to consider each trading day as composed of 9 hours with continuous trading,
sampled at each hour (from 9h to 18h), and a close-to-open (18h to 9h of the
following day) “jump”. In this case, just the observations at 10h, 11h, 12h and
13h would count towards the fixing. The volatility of the fixing intraday will
decrease both by the reduction of the time of variability and by the averaging of
the rates (after the 12h partial fix the unknown fixes — 13h — have only a 25%
weight on the final fixing).

2.4.2 EMTA

At the Emerging Markets Trade Association, traders discuss and recommend
standards for contracts, including (but not limited to) fixings, fallbacks and
observability of the rates and their impact on events such as barriers and trig-
gers (present in options such as knock-ins and knock-outs). For access to the
documentation on the website, you must be a member.

For Brazil, there’s always discussion about fallback fx fixings (as discussed
above), with polls among dealers being a natural solution to lack of observability
in an event. The difference in liquidity between spot and futures markets has also
led the EMTA to publish recommendations for the observability of the currencies
and the triggering of barriers and events, using the future and the casado instead
of the less liquid spot (it is much easier to publish and trade an off-market rate
on the spot market than in the futures market).

2.4.3 WMR

The WM/Reuters Closing Spot Rates service provides fixing spot rates for 160
currencies (21 trade currencies and 139 non-trade currencies; the reader must
guess by now that Brazil is a non-trade currency); on the established hour, the
snapshots of the quoted rates, taken from Reuters over a five-minute fix period,
are extracted; medians for the bid and the ask are then calculated and subject
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to quality checks. Although some customers might ask for these rates in OTC
contracts, they’re not widely used.

2.4.4 Observability for barriers

As discussed above about EMTA, observability of the fx spot is defined as the
observability of the relationship fx future — casado, with the future coming from
the exchange and the casado coming from brokers. But there might be con-
tracts (typically onshore and registered on the exchange) where the only variable
accepted for verification is the PTAX. Why?

In the equities world, the exchange (BVMF) concentrates all the negotiation
of the stocks and calculates the Ibovespa (and other indices) intraday; knowing
the minimum and maximum of the prices for all the days (including the present
day) and knowing that your sample is the whole population enables BVMF to
determine whether a particular price level was reached/breached. Alas, this is
not possible for FX (futures Ok but neither the FX Spot or the casado qualify).

2.5 The 3 Ts in FX option pricing: a more precise version of
the Black Formula

In the financial literature, it's quite common to use only one time variable
inside option and forward pricing formulas. This has been verifed, for instance,
in Options, Futures and Other Derivatives (Hull, 2005). Our goal in this section is
not to discuss the broad idea on how to price forward or option contracts, but
rather on how to use a more precise version of the frequently used Black For-
mula to incorporate a better definition of the time variables used. We refer the
reader unfamiliar with the Black formula to Options, Futures and Other Derivatives
(Hull, 2005) to gain some basic knowledge. The Black Formula is also displayed
on http://en.wikipedia.org/wiki/Black_model.

The extension of the Black Formula provided here will highlight the impor-
tance to distinguish 3 different times used for fx option pricing. The 3 times are
described below as:

1. Time of volatility -> This is computed from today’s date ¢ until fx option
expiry date Tey.

2. Time of expected cashflow discounting -> This is computed from fx option
price payment date t,4, to option payoff date Tpqy.

3. Time of fx forward calculation ->This is computed from fx spot date trx to fx
spot date obtained from fx fixing date (usually called settlement date) Teye

The idea is that when using a Black Formula, every time you find a term of 62 - T,
or ¢ - /T, it means that you are really interested in the effective variance from
today’s date f until T,x. So to be more explicit, in the more precise version of the
Black Formula we will use 62 - T, or o - /T, instead.
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Going now to item 3, the fx forward price. The idea is to perform the cash
and carry approach, but taking into account the fx spot settlement rule. Thus,
to come up with a fx forward price for currency pair %, you need to borrow
CCY1 only at tg, because this is the date where the fx spot transaction done at
t will deliver the 2 currencies. Then you will pay interest in CCY1 until Tgese,
which is the fx spot date from the fx forward fixing date where the fx forward
transaction will settle. Doing a fx spot transaction at t, will also enable you to
exchange CCY1 to CCY2 units at date t. So you earn interest on CCY2 by lend-
ing from fp to Tser. Following this approach, the no arbitrage price of a %

fx forward seen at t with settlement date at Ty, is given by:

CCY1
(1 +Rt’thrTSettle ' thX’TS"m")

CCY2
(1 +RtrtferSetﬂe ’ therSertle)

3

EXFWDy 7g,p,, = FXt

where,

FXFWD¢ 1,0 18 the % fx forward price seen at t for settlement date Tqe.
¢erl . is the rate you see at date t to borrow in CCY1 from fx spot date t5 to
trtfx' Settle

settlement date Tguj,-

CCY2 . js the rate you see at date t to lend in CCY2 from fx spot date Iy to
t/tﬁuTSetﬂe

settlement date Tpyje-

Tt Tsente is the day count fraction from tz to Tseye in any convention compati-
; CCY1 CCY2
ble with rates Rt:tfx:TSettle and Rt’th’TMﬂe.

So inside this more precise Black Formula, everytime you have a fx forward
price, (3) will define the correct dates to obtain its value using the cash and carry
argument.

Now going to item 2, the expected cashflow discounting. The expected payoff
of the option has to be discounted from its payment date Tj4 to the date you
are paying the option premium fpqy. This would collapse to the following Black
formula for a fx call option price ¢ with a given notional of CCY2 called Notccy»:

CCY1
¢ =Notccyz - (FXFWDy 1., - N(d1) — K- N(d2)) 'Pt,tpay,Tpuy (4)
with FXFWD
In(ilé’TS”me )+O.S-<72~TVOI
e FXFWD. 7 Tvo[
ln(it’TS"mf )—O.S-nZ»Tm]
4= Tt '
Egi/lepay: the forward discount factor in CCY1 seen at date t from fx option

premium payment date fpqy to fx option payoff date Tpqy.
Notccyz: fx option Notional amount in CCY2 units.
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1 X 1 42 . . R . .
N = 7= JZexp {_Z -t } -dt is the cumulative distribution function of the
standard normal distribution.

The put option formula would have the same corrections over its habitual
formula found in textbooks like Options, Futures and Other Derivatives (Hull,
2005).

To illustrate this particular feature on the 3 different Ts, we decided to provide
as an example the relevant dates for pricing as of 10-Jun-2014 of a fx listed option
on BMF for 55% with maturity date on 1-Oct-2014. The first thing we have to find
out is which date is the fx spot date for 10-Jun-2014. The answer, applying the
T + 2 settlement rule on a combined CDI and US calendar is 12-Jun-2014, as
there are no holidays within the T+ 2 period on both calendars. The payment of
the premium will occur on T+ 1 from trading date t in a BMF calendar. This date
is 11-Jun-2014. The payment of the payoff will occur at T+ 1 in a BMF calendar
of the contract’s maturity date T, which is in this example 01-Oct-2014. Thus the
payoff will be paid at 02-Oct-2014. The contract will fix its payoff based on PTAX
published at T —1 from maturity date T in a CDI calendar, which is 30-Sep-2014.
This is the FX Fixing Date T;,. The fx spot date from Trjy, commonly known
as settlement date will be at 02-Oct-2014. This is obtained with a T+ 2 rule in a
combined fx spot calendar from TF;y.

Thus, when using a Black Formula, the volatility period will be from ¢ to T,
namely from 10-Jun-2014 to 30-Sep-2014. The fx forward price will be computed
assuming the onshore curve for BRL and USD rates from fx spot date, which is
12-Jun-2014, to the settlement date, which is 02-Oct-2014. More details about
the construction of the curves can be found later in the book. And finally the
discounting of the payoff occurs from premium payment date 11-Jun-2014 to
payoff payment date 02-Oct-2014.
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Interesting BRL Interest Rates

3.1 3 months in the life of an IR Swap

Now, let’s keep it simple at first. We'll start with a nice curve, almost flat, as seen
in 01-Aug-2011 and shown in Figure 39.

But we are looking for a harmless 3-month swap, so let’s zoom in Figure 40.

First of all, why only points in the chart? Are we lazy? Have we run out of
ink? No, we still have a lot of ink to spill in our pursuit of interpolations, and
before that we are not connecting these points. But there’s one thing that we can
already say: not all the points are equal. Let’s look at Figure 39 again, but this
time our markers and axes will be different (Figure 41).

Now the x-axis is in years, expressing the time to maturity for each contract,
and the size (in points"2 <=> area) of each point is proportional to the con-
tracts traded multiplied by the modified duration for each maturity (which is the
equivalent RVO1, or Real Value of 1 bp — here Real (BRL) is the local currency).

So over time we're going to give more weight to the points that have more
liquidity.

Please accept for now that a swap is going to be priced using the DI futures.

So at inception a 3-month IR Swap will have the following characteristics:

Start Date: 01-Aug-2011

Maturity Date: 01-Nov-2011

Fixed Rate: 12.425% (equal to the rate in the DI1 maturing at the End Date)

Floating Rate: 100% of CDI (assume 100% as a default; later we will deal with
percentages different than 100%)

BRL Notional: has same value for both legs at the Start Date; this could be
a round number, or it could be calculated so that the value of the Fixed Leg
at maturity is a round number. In our case, we'll opt for the latter. There are
64 business days from the Start Date to Maturity Date using the Bank Holi-
days (CDI) calendar (not the Trading Days calendar). The discount factor is then

60
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64
(1 + %)—m or 0.970694 as reflected in the DI Unitary price published by
BVMEF. For a desired value of BRL 10 million at maturity on the Fixed Leg, the
BRL Notional is equal to 9,706,942.10 (expect some discussion about rounding
and truncating later).

Payoff: Let ¢ be equal to +1 for the one receiving Fixed and —1 for the one
receiving Floating:

Payoffr.[T] = ¢ - Notpgy - (CapFacgixeq(t, T) — CapFacjoq: (t, T)) ()

where,

Payoffr[T]: is the payoff in BRL paid at date T.

CapFacriyeq(t, T) = [1 + BRLpixeq) wr

BRLpjyeq: is the BRL fixed rate of the swap expressed in BUS252 DCB.

thgzz is the day count fraction between the first accrual date t (usually this is
the ’swap trade and start accrual date) and maturity date T in a CDI calendar. It's
computed as the number of business days between t inclusive and T exclusive in
a CDI calendar divided by 252.

CapFacgjoq (L, T) = ]_[%:t [1 + CDITi] ﬁ: is the product of overnight (O/N) cap-
italization factors from date t inclusive to date T exclusive. Thus, the last CDI
fixing applied in the formula will be from T — 1.

CDIr;: is the CDI fixings published at a particular date T;.
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How should we look at the swap during its brief but eventful life? Its present
value, one could say.
OK, let’s write:

_,252
PVy= (14Dl 1) "tT - Payoffgr[T] (6)

where,

PV;: is the present value of the BRL Fixed Float swap seen at date t. Later in the
book we will demonstrate why the PV is calculated based on (6).

DI; r: is the DI closing rate seen at date f for maturity date T (end date of the
swap mentioned above).

But the PV can change from one day to another due to two factors: the DI
rate DIyt changes every day and the projected CDIs being different from the
realized. There is also the accrual of the CDI to consider; one could have a big
change today, no further changes in the market, but the PV will increase due to
the accrual of the CDI (or the reduction of days in the discounting - in this case
it's the same thing).

Let’s try to find how to write PV; as a function of the realized accrual, the
difference between the realized and the projected (expected at inception) CDI
and the difference between the DI rate and the one expected at inception.

We can define:

T T 1
ft,«,T)=[] (1+CDIy,)%2 - ]| (1+CDIr,)? (7)
Tj=t Ti=1

where,

t: is the swap start date.

r: is a given pricing date. We are assuming that CDI hasn't been fixed yet for
date 7.

T: is the swap maturity date.

tTy’:tx [1+CDITi]2~1ﬁ: is the product of overnight (O/N) capitalization fac-

tors from date t, inclusive to date f, exclusive. Later in this book we will
explain why the product has been defined as exclusive for the last date, but
we anticipate for the reader that a heavier notation would have to be adopted
for formulas of Futures contract prices if the regular product definition were
adopted.

By breaking down Equation (7), it can be seen that the first product involves
only past CDI fixings and the second product involves future CDI projections
given a yield curve. This breakdown helps to understand that we're going to
deal with realized and unrealized fixings, and with comparisons between the
expected path of the CDI at the Start Date and the realized CDI plus the
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DI rate, which gives us a new projection for the future realizations of the
CDL
So the payoff at maturity can be written as:

Payoff = ¢ - Notgge - (f (t,t, T) = (t, T, T)) ®)

So the Fixed Leg (payoff given by f (t,t,T)) is seen as a path of projected CDIs
and the Floating Leg (payoff given by f(t,T,T)) is seen as the path of realized
CDIs (which is fully known at maturity).

The PV at the time ¢ is written as:

B f(t,t,T)—f(t,r,T))
PV, =¢ - Notprr < Fe,o,T) 9)
Dropping the Principal and looking at the PV of someone long the Fixed Leg:
_(f&tT) —f(t,r,T))
rv=( F(e,e,1) (10
Which we can rewrite as:
PV, — ftt,of (z,t,7T) _f(t,r,r)f(r,r,T) 11
f(z,7,T) f(z,7,T)

Where the realized and unrealized parts get separated.
We want the realized accrual f (£, 7, 7) to appear in the formula as a multiplier,
so we'll write:

PV, — (f(t,r,f)- fGto0f (1) _f(t,m),M> (12)

f(t,T,T)’f(T,T,T) f(TITIT)

Which is equivalent to:

f&t0)f (@, tT)
f(t;T;T)'f(T,T,T)_1> (13)

We want to monitor how the realized CDI f (¢, 7, 7) has differed from the pro-
jected CDI at the Start Date f (t,t,7) up to 7. The ratio L ((tt;;)) can be defined as
the realized “drift”, and it will be different from 1 if the CDI has drifted away
from the expected path.

We also want to know how date ¢ expectations of future CDIs [ (z, 7, T) differ
from the expectations at the Start Date f (¢, t, T). The ratio ’;((’T:%) can be viewed
as the change (Delta) in unrealized MTM (mark-to-market) of the trade.

We then write the PV as:

A]\/I’H\/[UnreaIized _ 1)
Drifteatized

PV, :f(t,r,r)(

PV, =AccrualR€a1,-Z€d . ( (14)

Now the need for a good interpolation is clear, since any methodology that
presents an unrealistic CDI path will present a Drift very different from 1 after
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Figure 42 3 DIs maturing in our 3m window

some time; although this could be compensated by the unbalance at the change
in MTM, it doesn’t look like an interpolation that behaves in this way would be
good.

We can look at our example for some guidance. The last COPOM meeting
before the Start Date was in 20-Jul-2011, with a 25bp increase in the SETA, and
the CDI reaching 12.40% on the following day. The CDI was 12.40% (give or take
1bp) throughout the rest of July and the whole of August. It would be reasonable
to expect our interpolation to reflect that the CDI would be around 12.40% util
the next COPOM meeting.

If we are lazy, we can rewrite (14) as:

ft,T)

PVe = Accrutipeaiizea (AccrualRealized f(z,7,T) - 1) (15)

Which has the advantage of using as inputs just the accrual and the DI rates
(easily available in the particular case of a swap maturing in the same as the DI1
Futures. In our particular case, it will be interesting to monitor the 3 DIs that
expire within these 3 months (Figure 42).

One can see that the curve seems to have lost its flatness, becoming downward
sloping (at least for the very short rates). Why? The CDI (following the SETA)
went down, as Figure 43 shows.

The values for the Realized Accrual are shown in Figure 44.



66 Brazilian Derivatives and Securities

12.5

12.0

10.5

A
N
5\)\,'?« p&g’q’ %Q’Q QY

Figure 43 CDI for the 2nd half of 2011

0r\'\ qpr\'\ ()9»\'\

o\
N0 oeo' yo©

1035 T T T

1030 |-

1025

1020

1015

Realized Accrual

1010

1005

Figure 44 Realized Accrual for the 3m window

AN AN AN
O 00\39



Interesting BRL Interest Rates 67

1035 T T T T T T r

1030

1025

1020

1015

f(Tau, Tau, T)

1010

1005
1000
0 ) 99 5 1 1 1 I L L 1
gﬂp\'\ p 0r\’\ p 0r\’\ ’ Ql\’\ :_LQ\'\ p Qr\’\ : 0»\'\
) ) e (%) O G @
NG S 52 A& o° \&© o0 ©
Date

Figure 45 [ (z,7,T) for the 3m window

And the values for f (z, 7, T) are shown in Figure 45.

With all this data available, the PV over time is easy to calculate (Figure 46).

Without breaking the PV into its components, we can observe that
AMTMypreatizes cOmponent should converge to 1 as time passes and we approach
the expiry, so at the end all of the changes in the PV (and therefore the Payoff)
will come from the Driftgegizeqs component. One could think that the Unrealized
MTM is anticipating (or trying to anticipate) the future Realized Drift and, as
time passes by, the unrealized becomes realized.

Knowing that, we can attribute all of the changes up to 01-Sep (one day after
the 31-Aug COPOM meeting) to AMTMyprealized, given that we knew that the
CDI would be constant until 31-Aug (inclusive). The big jump in the PV happens
at 01-Sep, and it is a reaction to the unexpected COPOM decision in 31-Aug;
market rates fall as shown in Figure 42, and all this PV change is later transferred
from unrealized to realized, as the DI rate for 01-Nov falls reflecting the changing
weights of the higher CDI before the 19-Oct meeting relative to the lower CDI
after this meeting (but without impacting significantly the PV - this rolling of
the curve is an expected effect).
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3.2 3 months in the life of a DI Future

We have not discussed anything about margin calls and collateralization of the IR
Swap yet. It is sufficient for now to think of the DIs as swaps that are repriced on
a daily basis, with the daily change in the Unrealized MTM being paid/received
in cash. So we can look first at the daily cashflows for 100 contracts, which
should be equivalent to the IR Swap described above, and scale it in the same
way (dividing by the Notional in BRL), as shown in Figure 47.

In order to compare the DI future with the swap, each cashflow must impact
an account where one can borrow or lend at the CDI; the correct comparison
would not look at the cumulative sum of the cashflows above, but it would cal-
culate this cumulative sum with all cashflows brought to the relevant date by the
CDIs between each date and today. More details about which CDIs to really use
(considering the settlement dates) will be found later.

The cashflows of the daily margining process are not the only relevant cash-
flows though. Although Marcos left to Richard the hard task of explaining how
the collateralization of swaps will influence their present value calculations, we
can look now at how BVMF calculates the initial margin for futures: handcrafted
scenarios, carefully chosen by diabolical minds to inflict maximum pain to a
portfolio, historical scenarios (because history does not repeat itself, but rhymes)
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Figure 47 Daily cashflows for the DI

and scenarios generated through the magic of random numbers (Monte Carlo
simulations). Each portfolio is then evaluated at each of these scenarios and the
worst case for the customer is the initial margin.

If we assume a parallel shift is in the set of scenarios and it is (literally) the
worst case scenario, the initial margin required will fall linearly over time.

If we assume a change in slope as the worst case scenario, it is not that hard
to find that the margin will decrease with the square of time. Please hold this
thought, as it will be useful in the future.

3.3 Explaining it all

There are currently 2 available exchange traded contracts related to BRL interest
rate trading in Brazil. The first is called DI Futures and is the building block for
the onshore BRL CDI interest rate curve construction. The second is the Selic
Futures and its quotes are used to construct the Selic to CDI basis curve. Below is
a summary of the 2 contracts:

o DI Futures -> The DI Future is a very liquid future contract. Its BVMF code
starts with DI1 and then follows the letter + digits coding that represents the
month and year of a particular contract. One example is DI1F21, that repre-
sents a DI Future for maturity at the first business day of the month F, which
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Table 14 Month codes for listed contracts

Month Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

Letter F G H J K M N Q U \% X Z

Month 14 15 16 17 1" 19 20 Hil n 3 24 25 26
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Figure 48 DI1 Open interest as of 19th May of 2014

Commodity Contract Months | Open Interest

Total 754,055 0

Figure 49  Selic futures OC1 contract open interest on 19th of May 2014

maps to January, and year 2021 that is represented by the 2 last digits 21.
Table 14 displays the current Futures Month Codes mapping:

To give an idea of the open interest in DI1 contracts, Figure 48 below displays
this information broken down by contract code for 19th of May 2014.

The daily cashflow computation of a DI1 contract is a function of its previous
and current BVMF closing prices and the CDI capitalization factor from previous
business day in a BMF calendar to current day. More details on the calculation
will be provided in the DI1 contract pricing subsection.

o Selic Futures -> This futures contract has been created recently, but so far the
liquidity is still picking up, mostly as a hedge for SCS Futures (those will be
detailed later in this book) and Government Bonds. Its BVMF code is OC1
followed by the standard month and year coding provided before. Figure 49
displays open interest information for the Selic Futures contracts. The initial
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idea from the exchange was to create a hedging mechanism for CDI to Selic
basis and to allow market participants to bet in future monetary policy in a
more direct way by having a derivative based on Selic future O/N rates as will
be explained later. The other contract specifications were created to exactly
mirror the ones defined in a DI1 contract.

Other relevant information about the BRL interest rate futures contracts can be
summarized below:

1. They all have daily margin cashflow computed and paid only at BVMF
calendar business days.

2. Margin cashflow computations are paid the next business day in a BVMF
calendar, even the last cashflow computed at maturity date T.

3. The maturity date T is always at the first business day of the month in a BVMF
calendar. BVMF has a specific code for each contract as mentioned before.

4. Other information like last contract trading date, margin requirements and
assets eligible to meet margin requirements can be found at BVMF website.

In the offshore market, there is currently no exchange traded BRL interest rate
market available. On the OTC side, the floating fixing indices available are Selic,
CDI and Libor with a specified tenor for a particular currency. Even though it’s
common for Brazilian market participants to say just Libor rate, the correct spec-
ification of a Libor rate involves its currency and tenor. So when it’s said simply
Libor rate, it should be understood that it’s a US Libor 3M rate. On the fixed side
you can have BRL and USD Fixed rates for both onshore and offshore contracts,
with BRL rates usually being defined in Bus252 DCB counted on CDI calendar
and USD rates usually defined in Act360 or 30360 DCB. Any combination of
Fixed-Float and cross currency swaps can be used given the available legs defined
above, paying onshore or offshore. A BRL leg paying offshore has cashflows con-
verted to USD based on an offshore FX Fixing (PTAX with fallback fx fixing to
EMTA in an inconvertibility event). This occurs because BRL is not a deliverable
currency outside Brazil. On the other hand, USD legs paying onshore have cash-
flows converted to BRL using an onshore FX Fixing, the PTAX exchange rate,
defined as transaction PTAX800, option 5, closing quotation for settlement in 2
days. This occurs because inside Brazil, no payments can be done in USD, only
in BRL.

2 interesting swaps that will have a section devoted to them are BRL Fixed-CDI
Float swaps paying offshore in USD and USD Fixed-Float swaps paying onshore
in BRL. Those trades are more complex to price and they require convexity
adjustments. The main reason behind it is because they have their rate indices
published onshore (CDI or Selic) but payoff occurs offshore or they have their
index published offshore (US Libor for a specified tenor) but its payoff occurs
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onshore. An example can be the BRL Fixed-CDI Float swap paying in USD off-
shore. The CDI fixings are published onshore. So the first idea is to forecast
them based on the BRL onshore curve for pricing. However, since the payment is
done offshore in USD, the payoff can be viewed as discounted by a BRL offshore
discounting rate implied in % NDF prices. The difference between the forward
CDI projections curve and the cashflow discounting curves generates a convexity

correction on forward rates that needs to be applied for correct pricing.

3.4 A simple swap

In a Fixed BRL-Float CDI onshore zero coupon swap, the payoff is given by the
following equation

Payoffgr [T) = Notggy - {CapFacgiyeq(t, T) — CapFacgoq(t, T)}

For the above swap, it can be seen that usually the last CDI fixing occurs at one
business day before maturity date T in a CDI calendar. Also, usually the payoff
occurs at maturity date T.

The key differences that can be identified from regular G7 swaps are the daily
compounding feature of the cashflows, and that rates are exponential rather than
linear and expressed in BUS252 DCB. The daily cashflows follow a similar logic
to any Libor rate related cashflow, where rate fixing is at the start of the accrual
period and pays or compounds at the end of the accrual period.

3.5 A promising future - the DI1 Future

A DI1 contract closing price is always worth 100,000 BRL at maturity date T. As
discussed before, its quotes are used to calibrate the onshore BRL CDI interest
rate curve. The local market convention for trading a DI Futures is that market
participants trade a number of contracts X and a DI rate R; 7. One example would
be a trader who buys 500 contracts for contract DIF21 at 10.00% DI rate. BVMF
cash settlement mechanics works based on DI prices not DI rates. So in the pre-
vious example, first the exchange will convert the 10.00% traded DI rate to a DI
price based on the following 2 step process:

252
CapFacy, 1 = round (( 1+Re )07, 7) (16)

17)

TP =r0und< 100,000 )

CapFacy,r’
where,
Rt 1 =10.00% in the example.
TPtT : DI traded unitary price at date t for a DI contract with maturity date T.
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t73%: is the day count fraction in Bus252 DCB between trading date ¢ and DI

maturity date T, which would be 4-Jan-2021 for DIF21 contract.
round(X,Y): rounds amount X in the Yth digit.

The second step executed by the exchange would be to convert the long posi-
tion of 500 contracts traded to a short position of 500 DIF21 contracts. This is
done because local market participants like to trade a DI contract in a way that if
they are long a contract, they want to have positive P&L if DI rate R; 7 moves up.
However, because of the inverse relationship between TP} and R 7 displayed in
(17), a positive P&L when DI rates R; 7 move up can only be obtained by a short
position in traded price TPtT. To achieve that, the exchange converts all positions
traded based on rate view to price view by inverting their quantity sign.

Another important topic to discuss is how the daily margin cashflows are
computed and paid. The next equation demonstrates how daily cashflows are
computed on trading date t

MCF] =cPl — 1P (18)

where

MCF]: is the margin cashflow computed for date ¢ for a DI future contract with
maturity date T. Please bear in mind that the margin cashflow is computed at
date ¢, but only paid the next business day in a BMF calendar.

CPtT : is the closing price (not the closing DI Rate) for DI Futures contract with
maturity date T, published at t. For the reader’s sake of clarity, it's assumed here
the closing price to be published for a 100,000 contract face value. Figure 50
shows closing prices for DI1 contracts as of 19-May-2014.

TP]: is the traded price at date ¢ for a DI Futures contract with maturity date T.

The next equation demonstrates how daily cashflows are computed on any
other given non trading date ty:

M(:thV = CPtfV - opgV (19)

where,
Ong : is the fy date opening price for DI Futures contract with maturity date
T. The other variables have the same definition that was provided previously.

At any time a closing price CP/ may also be converted to an equivalent expo-
nential closing rate CR; 1 expressed in BUS252 DCB based on the following
equation:

1

100,000 \ 25?
CRir=—22=1" -1 20
tT ( T ) (20)
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Previous
= Current settlement -
Commodity Contract month | settlement price _ Variation |Settlement value per contract (R$)
= price
(")
terbank Deposits M4 79,593.1 59,593.46 g 0.35

Figure 50 DI1 Closing prices at 19th of May 2014

where,
CR;,1: is the closing exponential DI rate seen at date t for a DI1 contract with
maturity date T.

By looking at (19), it looks very similar to any kind of Futures contract cash-
flow payments. But the difference lies on the procedure to obtain OPtT from the
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previous date closing price CPtT71 . It can be defined as:

t
1
orf =cpl .. ] [1+CDIg]72 (21)
T;=t—1*

where,
CPtT_ 1+ - is the closing price published by the exchange one business day
previous than ¢ in a BMF calendar.

1
[1i_1+[1+CDI7,]?52 : is the daily compounding of CDI capitalization factors
from t — 1* inclusive to t exclusive. It’s worth pointing out again that t — 1* is
obtained by moving backwards from t in a BMF calendar.

As an example, let’s say you want to obtain your opening price for 2-Jan-14.
Moving this date one business day backwards in a BMF calendar yields 30-Dec-
13, which is defined as t — 1*. But there are 2 CDI fixings available from 30-Dec-13
inclusive to 2-Jan-14 exclusive, which have as its publishing dates 30-Dec-13 and
31-Dec-13. This particular case with 2 CDI fixings required to convert CPtTfl* to
OPtT justifies the formulation of (21) with a product term instead of a simple
overnight CDI capitalization factor.

3.6 My first numéraire — a more mathematical framework for DI
Futures (DI1)

This subsection will use the concepts of conditional expectations, probabil-
ity measures and filtrations. It's assumed the existence of a probability space
(Q, F,P), with Q being a sample space, F being a sigma-algebra on Q and P a
probability measure on the measure space (Q, F). We refer the reader who is not
familiar with these stochastic calculus concepts to (Shreve, 2010) for a recap. The
reader who's not interested in these concepts might skip directly to the end of
this subsection where the key results will be discussed.

The DI1 contract, even though there’s no closely related G10 interest rate
contract traded, could be best described as a remaining maturity futures bond
contract. As a Future contract, the DI1 Futures can enter or exit at no cost and
its closing price is equal to 100,000 at maturity. We can use exactly this last
boundary condition to state that:

FUTpy(T, T) = 100,000 (22)
where,

FUTp(t, T) is the DI Future closing price seen at date ¢ for maturity date T DI
Future contract.
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FUTp(T, T) is the DI Future closing price seen at maturity date T, for a contract
with maturity date on same date T.

As a future contract, we expect at date T — 1*, which is one business day back-
wards in a BMF calendar, that the last margin cashflow computed at date T to be
equal to O in a risk neutral world. Also, this cashflow which is computed at time
T, will only be paid at T + 1%, i.e, one business day forward in a BMF calendar.
Combining (19), (21) and (22) and the statement above allows us to write the
following equation:

1

o+ | FUTDI(T, T) = FUTpy(T = 1%, T) - [[f,—g_y- [1 + CDIz;] >

pr—1+E Broa |Fr_1%| =0
1%

(23)

where,

EQ": is the expectation operator in the risk neutral measure Q*. This
measure is associated with rolling O/N money market account pg; =
]_[tTI:tO [1 +CDITi]ﬁ ,with By, =1 and tp being a hypothetical initial date for
rolling the account. The choice of the expectation to be under Q* and have
CDI underlying inside numeéraire is based on the fact that for derivatives pric-
ing we are usually interested in payoff replication, and the DI1 Futures payoff
could be replicated based on a strategy that involves trading in the CDI O/N
market. Section 16.8.1 of Interest Rate Modeling (Andersen and Piterbarg, 2010)
also highlights a similar money market account used as numéraire.

Fr_1+: is the filtration up to time T — 1*, which represents the information
available up to time T — 1* loosely speaking.

One way to see (23) is that inside the expectation you have the daily cashflow
computed at date T, and that the term g discounts this amount from cash-
flow payment date T + 1* to pricing date T- 1* which is the time we are taking
the expectation in a risk neutral measure.

Using (22) into (23) yields:

EQ" [100, 000. 2112 |]-'T_1*]
Bryix
. T 1 Py
=EY | FUTp(T-1%,T)- [] [1+CDIg]%2. _ (24)
Ti=T-1* Breax

Now let’s focus on the term ]_[T o1+ [1 +CDIT] . Between T —1* and T,
there may be 2 CDI fixings if between them there’s a BMF holiday. In that case,
the later CDI to be fixed is not Fy_i+ measurable and cannot be taken out of
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expectation. Only the first one could. However, the CDI market is very illiquid
during those particular days and we will assume that the second CDI will be
fixed with the same value as the previous published one. With this assumption

1
we are turning the term H%:T—l* [1+CDIr;]%2 always Fr_1+ measurable. With
this new assumption (24) can be rearranged as:

100,000 - EY" [ﬁ” |]-'T_1*]
Pri1x
! s mor [ Ar-1
=FUTp(T—1%,T)- [] [1+CDITi]252-]EQ[ |]-‘T_1*] (25)
T=T 1+ Pria

The equation above may be rewritten as:

100,000

FUTp)(T —1%,T) = (26)

1
[1F.—7_1- [1+CDIy;] %
Going one business day backward in a BMF calendar for the previous cashflow,
we may write that:

* 1
FUTpy(T = 1%,T) = FUTp(T = 2, T) - [T}, Zr_p [1+ CDI,] %52

| Fr_ox
Br B

Br_o+-EY

=0 (27)

Combining (26) and (27) and using again the assumptions that led us into (26)
yields:

FUTp(T — 1%, T)
* 1
| TTrro: [1+CDI7, ]

FUTp(T —2*,T) =E" | Fr_ox (28)

100,000
| FT—2x (29)
| TT.=1_o: [1+CDIg;] %2

Repeating this procedure iteratively until pricing time ¢ (current time) yields:

FUTp(T - 2*,T) =EY

FUTp;(t, T) =EY | F (30)

100,000
1
H%,’:t [1 + CDIT[] 252

Looking at (30), we can see that the value of FUTp(t,T) , which is the current
DI Future price (remember that originally the DI1 was traded as a price, not as a
rate, and that FUTpy(t, T) is a price, not a rate), can be viewed as the expectation
of 100,000 BRL discounted by future CDI O/N capitalization factors under the

1
discrete risk neutral measure Q*, associated with numeéraire HtT,:o [1+CDIr;]%2.
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For a long time DI Futures have been the best mechanism to trade expectations
of future monetary policy, since the CDI rate was always very close to SETA. No
relevant basis existed between CDI and Selic rates. Thus, there was no need to
create a future contract where Selic rates were directly traded. But recently the
basis became non negligible and the need for a Selic Futures contract was evident.

3.7 The still promising Future -> The Selic Futures (OC1)

As mentioned previously, this contract was created to enable market participants
to bet more directly in future monetary policy, since the cashflow payments are
based on Selic interest rate fixings, as opposed to CDI interest rate fixings in the
DI1 contracts. Another interesting appeal would be to give market participants
an instrument to hedge the CDI to Selic basis.

The Selic Futures contract has a BVMF code OC1 followed next by the month
and digits usual coding. The mechanics of cashflow payments and trading are
mirrored from DI1 contracts. The only difference is the reference interest rate
index which is the Selic rate for cashflow computation. Cashflow payments
are still computed as in (19), however it’s the opening price calculation that’s
different from a DI1 contract and presented below:

t 1
orf =cPl_j.. [ [1+Selicr,]?2 (31)
Ti=t—1*

Following the same rationale, we can point out again that for any Futures
contract there’s no cost to enter or exit and that Selic Futures price is equal to
100,000 at maturity. Also, we expect at date T — 1%, that the last margin cashflow
computed at date T will be equal to O in a risk neutral world. So now combining
(19), (31) and (22), we can write the following cashflow present value equation
at time T — 1*:

1
g et | FUTseieT D) = FUTsai(T = 1% 1) [Ty e [1+ Selier,] ™2
T—1*"

I [ Fr—1*
T+1*

=0 (32)

where,
X, . . ) . .
E2": is the expectation operator in the risk neutral measure QX. This measure

is associated with rolling O/N money market account ﬁf = ]_[tT’,=0 [1 +SelicTi]ﬁ.
For the Selic Futures case, the expectation is taken against a different probability
measure than in the DI1 case. The rationale behind choosing this probability
measure is the same as for DI1 contracts. It's about payoff replication. But now,
the OC1 Futures contract could be replicated by trading in the Selic O/N market,
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not on the CDI O/N market like in DI1 Futures case.

By iterated conditioning plus assuming the same conditions as in the DI1 case,
the Selic Futures price will be given by:

X 100,000
FUTspic(t, T) = EZ — | F (33)

[17,—¢ [1+ Selicy, ] 252

By looking at (33), it can be seen that there are many similarities between
FUTsgic(t, T) and FUTpy(t, T). The former is the expected value of 100,000 dis-
counted by Selic O/N capitalization factors under a probability measure where

its numéraire is ﬁts = tﬂio [1+ Selicr, ] ﬁ The latter is the expected value of the
same 100,000, but now discounted by CDI O/N capitalization factors under a
probability measure where f; = ntﬂio [1+ CDITi]ﬁ is its numéraire.

Also, now it’s clearer why the Selic futures is a more direct way to bet on future
monetary policy. Its price is a function of future Selic O/N rates, and doesn’t
incorporate Selic to CDI basis. As highlighted previously, the monetary policy
affects directly SETA, which only has a small basis to the BCB published Selic
rates which are the underlying for the Selic futures.

3.8 Pricing BRL interest rate futures

In the previous subsections, the price of OC1 and DI1 Futures contracts was
expressed as 2 different expectations. Now it’s time to solve them.

3.8.1 DI Future (DI1) pricing

In (30), the DI Futures price was expressed as an expectation. By choosing a more
suitable probability measure, we will be able to calculate more precisely the DI
Futures price FUTp;(t, T). Once again, the reader not familiar with change of prob-
ability measures can see that concept explained in (Shreve, 2010). Another book
that might help the reader is Interest Rate Models — Theory and Practice: With Smile,
Inflation and Credit (Brigo and Mercurio, 2006). Chapter 2 of this book has a change
of numéraire toolkit that can be very useful for a first contact with this subject.
So starting again from (30):

1

. 100,000
FUTpy(t, T) =EY ——|Ft (34)
[17,—¢ [1+ CDI7,] 72

Before performing the change of measure, it’s necessary to introduce the
following discount factor notation:

PgIT)I is the discount factor obtained in the CDI curve from start date t to final
date T. The reader might ask then what’s the CDI curve, but since it’s constructed
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based on DI Futures quotes, it’s like the dog biting it’s own tail. We will revisit
the CDI curve construction in the next subsection, but let’s assume for now that
a CDI curve exists and PE?I can be obtained.

The Radon-Nikodym derivative to change from the discrete O/N compounding

1
risk neutral measure Q*, where the numéraire is ; = ntT,:O [1 + CDITi] 252 to the
T forward measure Qcpy’, where the numeéraire is Ptc?l is given by:

CDI T
dQ* pr Prr st pCDI
—— |5 = =[] [1 +CDIy,] 252 - PER (395)
dQcpr’ "~ B P%DTI Tl,»_=[t i t

where it was used the fact that P%DTI = 1. Performing the change of measure by
plugging (35) into (34) yields:
100,000 dQ*

FUTp(t, T) = EQCor 1
H%j:t [1 + CDITI] 252 dQCD]I

71Tl (36)

[1F.:[1+CDI,] 5
[T} —([1+ CDI ) %2

In (37) it can be seen that the CDI capitalization factor terms are cancelled
inside the expectation. Also, PtCITJI is non-random at time f so it can be taken out
of the expectation. This yields the final equation for the DI Futures price:

FUTp;(t, T) = 100,000-E%Cor PRI (37)

—

FUTp;(t, T) = 100,000 - PE?I (38)

3.8.2 BRL onshore CDI curve construction

Based on (38), we can see a direct relationship of the DI Futures price to BRL
onshore CDI curve discount factors. It’s also common to trade and quote a DI
Futures in rate terms, not in price. The conversion from traded rate to price was
described a while ago in (16) and (17)

From (38) and (20) it follows that:

- 1
CDI
P LT = 1252 (39)
(1+REPH) T
So given a DI Futures rate quote RtCITJI , it can be converted to a BRL onshore CDI

curve discount factor by applying (39). The next question is how to interpolate
between DI Future maturity dates. Almost every market practitioner in the BRL
market does a log-linear interpolation on the discount factors for a broken date.
This feature is interesting because a log-linear interpolation on discount factors,
keeps exponential O/N future CDI rates constant between DI Future maturity
dates. Even though this is not true in reality, because O/N future CDI rates are
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pretty much constant between COPOM meeting dates and not DI Future matu-
rity dates, this is still the most widely used interpolation method used for the
CDI onshore curve among BRL market practitioners.

Below it will be demonstrated that log-linear interpolation on discount factors
yield constant future CDI O/N exponential rates between DI Future maturity
dates. Suppose that you have an array of DI Future maturity dates T;, with i
ranging from 1 to N, where N is the number of DI Futures used to construct
the CDI onshore curve. Let’s say we are interested in finding a discount factor
for a date Tk, between date T; and Tj;1. Log-linear interpolation will give us the
following equation:

252
T
CDI CDI Ti Tk CDI CDI
in(PEP) = in (PERY) + S (m(PERL ) —n(PERY)) (40)
irtitl
The boundary conditions can be easily verified. When T%is%k =0, then Ty =T;
i CDI 252 _ 252

and you get the discount factor value at Ty equal to Pt,T,- It T, = T then

Ty = Ti;1 and the discount factor at Ty is equal to PCE! .
L &

Now let’s turn our attention to how the exponential O/N future CDI rates
behave in the log-linear interpolation on discount factors. Our starting point
would be (40). Below we will demonstrate how to rearrange it with a bit of algebra
to show our expected result:

2252 peDI
CDI __ pCDI T, Tk t,Titq
Pt,Tk _Pt,Ti “exp 0252 pCDI (41)
T;,Tiyq t,T;
252
Ty, Ty
CDI \ 252
CDI _ pCDI t,Tipa irli+1
Pt,Tk _Pt,Ti -expin pCDI (42)
t,T;
Then we can use the fact that thzT)g Tiy which is the forward rate seen at t,
1Lty
i
from T; to T;;1 on CDI onshore curve, can be used inside P’C‘D*,l in (42).
t,T;
CDI 252
tTiy1 CDI T T
pCbI — (1 +Rt,Ti,Ti+1> (43)
t,T;
Combining (43) and (42) yields:
CDI CDI CDI —iEs,
— il
PR = PP .(1 +Rt,T,~,T,-+1) i (44)

Thus another way to look at the CDI onshore curve discount factor for a broken
date is to calculate the discount factor for the previous DI Future date of the
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curve and then use the forward CDI exponential rate th?,[ Tin to extra discount
r A0 AT

it for any extra business day from T; to Ty. This is the proof that a log-linear
interpolation on discount factors results in an O/N forward cdi onshore curve
with flat exponential rates between DI Future dates.

3.8.3 Selic Future (OC1) pricing

Starting from the equation below:

100,000
1

FUTsic(t, T) = E2
[17,—¢ [1+ Selicy, |72

| Ft (45)

The idea will be very similar to the one applied for DI1 Futures contracts

pricing. We will change from the probability measure QX, where its numéraire
1

is g5 = tT;O[l +Selicr,] %52 to the Selic T forward measure Qsejic’, where its
numéraire is Pfe%’c. Again, we will assume the existence of a Selic BRL onshore
curve where Pf"T”C can be computed.

The Radon-Nikodym derivative to change from measure QX to measure Qggjic "
is given by:

Selic T
dQX By PiT ) 1 i
———|pp = L -~ = [ [1+Selicy, ] 552 - PSHe (46)
dQSelicT ﬁis P‘%Ijl"c jli_:[t 1 ’

Plugging (46) into (45) yields:
FUTgejic(t, T) = 100,000 - P -

3.8.4 BRL onshore Selic spread curve construction

Currently the most liquid BRL interest rate Futures contract is still the DI1. Thus,
it’s common to see the CDI curve constructed as a parent curve and the Selic
curve as a child spread curve. This way, trading a OC1 Futures contract will
display 2 risks, one in a CDI curve, and another in a spread curve. Let’s call the
discount factors computed in this spread curve Pff}“* that can be defined as:

Selicx pCDI __ pSelic
Pir” Pt =P (48)

The quotes used to calibrate PS4 can be RE2! and R3¢, which are the 2 rates
quoted on DI1 and OC1 contracts respectively: Since the CDI to Selic basis spread
is usually defined as the difference of the 2 rates, it could be constructed PfeT”C*
by creating a spread curve that’s composed of quotes Quoter, for each matu}ity

date T; as below:

Rff}ff - Rg?f = Quoter, (49)
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Given those quotes, the next step is to calculate R} from Quoter; since R

is available in the already constructed CDI onshore curve. From Rfe}i,c, it would
IR
be then calculated Pfe%’c from:
i 1

elic

tT — .\ 7252 (50)

! Selic

(1+ RS

Then, (48) would be applied to imply Pfe%’;,c* given the knowledge of PtCIT)iI in the
available CDI onshore curve. This way, it’s possible to calculate for each maturity
date T; the value of Pfe%’;c*. Again for broken dates, it may be applied a log-linear

interpolation on discount factors of Pfe%"f* as in (40).

It’s worth mentioning that Pfe}",c* is just an internal variable in the process.
The quotes are still the linear sﬁre'ad of OC1 and DI1 future contract rates and
interest rate risk will be computed by bumping that difference in rates defined in
Quoter, by let’s say 1 basis point. So you would still have risk to the linear spread
widening or tightening, even though the spread curve is internally multiplicative
in the discount factors and defined by (48).

The reader may be asking why we are creating this whole process for a linear
spread curve that could be constructed directly using rates as input. The issue
usually arises when you work in the quant department of a bank that often is
interested in having an homogeneous process for creating spread curves in a
system. For USD offshore curves, the spread curves (Tenor basis and cross cur-
rency basis curves) are commonly designed this way. Thus, you would have to
design spread curves in 2 different ways if the proposed approach is usually not
followed.

3.9 Giving 110%

Some OTC contracts, usually swaps, have the floating BRL leg defined with a
percentage applied to each of the daily fixings. The payoff is usually defined in
the following way for a percentage of CDI X Fixed BRL swap:

Payoffprr [T] = Notggy, - { CapFacgiyea(t, T) — CapFacpioq (t, T)}

This looks like the same onshore BRL Fixed X BRL Float payoff of the swap
defined earlier for a 100% CDI case. However, the term CapFacpy,(t, T) now uses
a different daily compounding formula to accommodate a percentage of CDI
applied to the O/N CDI accrued rate. Mathematically, CapFacgj,q+(t, T) is defined
for the percentage of CDI case as:

T

CapFacpoat, 1) = | {[[1 +CDI7,] % 1] X+ 1} (51)
T,':f
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where,
X: is the percentage of CDI applied to the floating leg.

It's worth reinforcing that the percentage constant X is applied to the O/N CDI
1
accrued rate [1+ CDI7,|?% — 1, and not on CDI annualized rate fixing directly
like on:

T
1
CapFacpjoa (L, T) = 1_[ [[1 +CDIr, X]m] (52)
T;=t

The 2 formulations result in different results and (51) should never be replaced
ever with (52).

3.10 The CDI+Spread is a multiplicative spread

Other OTC swap contracts can be specified with a payoff based on a spread over
the CDI to calculate the O/N capitalization factors. Frequently, market practi-
tioners in Brazil call this other possible floating leg specification as CDI+Spread.
However, as we will show, it’s in fact a multiplicative spread to be applied to each
one of the CDI O/N capitalization factors. The payoff for this floating leg is given

by:

T 1
CapFacgipa(t, T) = 1_[ : [1+ CDI7,] %52 - [1+ Spread] 2% } (53)
Tj=t

3.11 How to price the 3 possible BRL Fixed X Float payoffs?

In this subsection, we will demonstrate how to price the 3 BRL Fixed X Float
zero coupon swap payoffs discussed so far. The Fixed BRL leg on all of them is
the same. It’s the floating leg that differs among them, with the 100% CDI, the
percentage of CDI and the CDI+Spread payoffs discussed previously.

3.11.1 100% CDI case
The payoff for a swap where the floating leg is based on 100% CDI is given by:
Payoffgre [T] = Notggy, - { CapFacgiyeq(t, T) — CapFacgoq:(t, T)}

The expectation of the above payoff can be taken in the already mentioned
risk-neutral daily compounding measure Q*, where the numeéraire associated

1
with it is gt = [1f,_o [1+ CDI;]%2 Thus,

« | {CapFacgiyeq(t, T) — CapF t, T
PV?RL — Notggr - Bt - EQ |:{ apFacgiyeq(t, T) apFacgjoqr( )} |]:ti|

Br
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The interesting fact is that % = CapFacgpat(t, T). Thus we could rearrange the
above equation the following way:

{ CapFacixeq(t,T) }
Br

By using the Radon-Nikodym derivative specified in (35), we can change (6)
to:

PVERL — Notggy - pr - EY [ |~7:tj| — Notgpp (54)

PVERL = Notgpy, - PER! - CapFaciyeq(t, T) — Notggy (55)

Equation (55) can be interpreted the following way. Its fixed BRL leg simply has
its future value given by Notgpy, - CapFacgiye.q(t, T) which is a constant value. Since
this BRL amount is paid at date T and we are pricing as of t, we should discount
this future value amount by the cdi curve discount factor from t to T, which is
PEP!. On the other hand, the floating leg is at par at date t. This happens because
you have to project the future CDI O/N capitalization factors and discount them
with the same projections. So we are only left with the Notional in BRL as the
present value of the floating leg.

If we are pricing the floating leg at ¢, but at the pricing time the CDI at ¢t was
already published, then the floating leg no longer prices at par. Now it’s price is
equal to:

1
PVl = Notggy - (1+CDI) 252 - PPL (56)

So there’s an O/N CDI interest rate risk on the floating leg because of the term
PCPl . 1f the cdi onshore curve is predicting the next CDI fixing at t + 1, to be
equal to its previous value at t, then the floating leg still prices at par though.

If pricing is done at a future date 7, without CDI O/N fixing being published

at 7, the present value formula would be given by:
PVERL = Notggy, - P TC,I%I - CapFacgiyeq(t, T) — Notgry, - CapFacgpq (t, ) (57)

3.11.2 CDI+Spread case

Equation (53) describes the payoff in the case of a spread applied to O/N CDI
capitalization factors. We can rearrange (53) to:
T
. 7252
CapFacppq:(t, T) = { 1_[ [1+CDIr, ]2 } -[1 4 Spread)t T (58)
Tj=t

Since [1 + Spread)™252 is now a constant, it can be taken out of the expectation,
thus pricing for a CDI+Spread swap would be given by:

252
PVPRE = Notgpy, - PER! - CapFacgieq(t, T) — Notpgy, - [1+ Spread]tT (59)

If the CDI fixing is already published, then the equation above would be
adjusted according to the same idea in (56).
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3.11.3 Percentage of CDI case

The payoff for this case is specified in (51). Most market practitioners in Brazil
use a static rates model with no convexity corrections to price this payoff. This
is a good assumption for many of the practical cases, but convexity corrections
should be applied for trades with a percentage higher than 150% of CDI or longer
than 5 years. Assuming static rates though, the present value of the swap will be
given by:

PVERE
T 1
= Notggy - P{7! - CapFacpiyea(t, T) — Notgpr - [ [ 1| =pr— — 1| X+1¢-Pe!
Ti=t t,T;,Tivq
(60)
where,
PEDI s the forward discount factor seen at date t from date T; to date Tiyq.

t,T;,Titq



4

BRL Interest Rate Market and
Credit Risk

4.1 Historical spreads

We have discussed this a bit before, but our editor is paying us based on the
number of words, so ... The glass half full person looks at the spreads among
SETA, Selic and CDI and says that they do not change that much on a daily basis
to really matter. The glass half empty person looks at 2012 and 2013 and says
that something doesn’t look right. And both will ask “Why the CDI is lower
than the Selic”?

Anyway, one’s main concern should be: How different can these rates get?

We can look at the daily differences as before (Figures 24 and 26), but how do
those differences behave over time? Do they average out? In Figure 51 we look
at the 3m (63 business days) moving window of the realized accrued annualized
rate.

At this scale, we cannot see much. In Figure 52 we can see that interesting
second half of 2011.

It seems that things are well behaved, but the next 6 months (Figure 53) show
the CDI detaching itself from the Selic and going even lower.

The next 6 months are even more puzzling, with the spread decreasing and
suddenly increasing again (Figure 54).

Please look carefully at Figure 55. One might never see this chart again for
quite some time. Perhaps it’s not a coincidence that the CDI was that far from
the SETA just at the lowest level ever.

Looking at the spreads (please remember these spreads are those between the
realized 3m accruals) directly (Figure 56), one could (at the time of these charts)
assume that the Selic could be modeled as the SETA — 10bp. As for the CDI... let’s
just say that there are contracts at BVMF using the Selic rate (created in 2013 -
why? The mind wanders ...) that could replace those using the CDI, and all that is

87
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Figure 52 Annualized 3m “average” rates for the second half of 2011

needed for liquidity to migrate is perhaps a wink and a nod by some institutions.
The BCB is already using one of these contracts (the SCS) in its FX interventions.
So let’s say that the CDI to Selic spread will be around 15bp for the foreseeable
time.
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Figure 54 Annualized 3m “average” rates for the second half of 2012

4.2 The term structure of volatility

4.2.1 Slope

By now the reader must be tired of hearing about how the SETA changes by
multiples of 25bp on known dates, etc. Now we’re going to tackle how the term
structure of dates changes daily.
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Figure 56 Spreads between the realized 3m accruals of SETA, Selic and CDI

A good example is what happened after the first round of the 2014 presidential
elections in Brazil (Figure 57).

The close-to-close changes can be seen as absolute moves in basis points (Figure
58) or relative changes in % (Figure 59).
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Figure 59 Relative changes for the DI curve after the 1st round of the 2014 presidential
elections

Most (daily) market movements are not parallel shifts, they are changes in
slope. Because rates in Brazil are high, this change in slope will at some time
“saturate” — long term rates (both spot and forward) become so high that the
curve does not increase anymore. Let’s look at Jun-2014 (Figure 60).

Often an “elbow” will be found in these situations, a point where the slope
decreases markedly (for 24-Jun this seems to be around 2.5 years, equivalent to
the Jan-2016 contract). This often is the better maturity to enter a long fixed
position if one believes the market will calm down, as this is usually the point in
the curve that has moved up the most.

Often a parallel shift will happen after a surprise decision by the COPOM
(Figures 61 and 62).

If we express the rates as a function of time according to:

r=oa+p-t (61)

On a daily basis most of the volatility might come from g, and the volatility
of r would be the volatility of beta multiplied by t. This works up to the elbow.
After that the volatility might even be lower, as the elbow goes back and forth
in time (from 3 years to 2 years as the curve steepens, and back to 3 years as the
market calms down). This can be modeled as:

It =o+f-Max(t, tpow) (62)



BRL Interest Rate Market and Credit Risk 93

1.5 — T T T

1.0} e 1
105} a ]

10.0 | L : .

Rate (%)
[{e]
()]
[ ]

85F .o |

8oL o® 03-Junl]

o® 24-Jun

0 2 4 6 8 10
Time to maturity (years)

7.5

Figure 60 DI curve in Jun-2013

| _L | |
a1 w N
o o o o
T T T T
[ ]
[ ]
. . . .

Changes in rates (bp)

|
(2]
o

T

[ ]
L

0 2 4 6 8 10
Time to maturity (years)

|
~
o

Figure 61 Changes in curve after the 31-Aug-2011 surprise



94 Brazilian Derivatives and Securities

|
[¢)]
T
.
'

|
=N
a1
T
'

Changes in rates (bp)
|
=

|
N
=)
-
°
[
1

B 1 2 3 4 5 6 7

Time to maturity (years)

Figure 62 Changes in curve after the 17-Mar-2010 surprise

This works for a typical upward sloping curve such as the Jun-2013 curve. A
curve such as the Oct-2014 curve is more challenging, as it is “articulated” at
the elbow. A more complex model will be needed (basically another degree of
freedom):

re=a+ f-Max (t, tepow) + 4 - Max (t — tepow, too — Letpow, 0) (63)

And of course this linear behavior is just a first order approximation. Each
linear term will have a corresponding curvature (with a sign opposite to the linear
term). Ten to fifteen years ago a simple regression found that the curvature was
approximately equal to —0.20 times the linear term. The parametrization would
look like:

1= o+ f-Max(t, tepow) + 7 - (Max(t, tapow))*

+ A -Max (t — Lepow, too — telpow, 0) + (64)

+ 1 - (Max (t = teipows too — tetpow, 0))° (65)
And considering how the curvature typically behaved:
It =0+ B - Max (t, topow) — 0.2 - - (Max (t, teipow))*
+ A - Max (t — topow, too — Lerpow, 0) — (66)
— 0.2 - (Max (t = teipow, too — tetpow: 0)) (67)
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But this is not the best way to fit the curve - it’s just a way to think how a
curve moves (steepening and saturating, sometimes a parallel shift).

4.2.2 Covariance

Starting from the simplified model above, where rates are described as:
rt=a+p-t (68)
The variance of the rate is:

Var[re] = Var[a] +2-t - Cov|[a, B] + t* - Var [B] (69)
And the covariance of the rates at times t; and t, is:
Cov [rtl,rtz] = Var[a]+ (t1 +t2) - Cov]a, Bl + (t1 - tp) - Var[f] (70)

There are some easy conclusions that the data allows us to take:

o Very short rates (up to the next COPOM) should have no volatility; and here
one should consider the implied forward rates before calculating the changes,
least one mistakes the carry with volatility

o By construction, correlation among rates with maturities close to each other
should be high ( t; &ty ); this is part of the problem with using spot rates, you
end up with correlation matrices full of 80s and 90s, signifying nothing

The covariance matrix in this simplified case is:
s _ Var[re,]  Cov[ry, 1] _ 0—12 012 71)
Cov[re,1t,] Var|r, | 012 0—22

4.2.3 Principal components

Calculating the eigensystem for the covariance matrix, we find the eigenvalues:

(72)
(73)

(74)
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Substituting the formulas and considering t; =0 :
2
2ty 0up +12 62 2ty oup +12-62
myp= (22T (TR0 TR0 75)
2-t)-0ap+2-0f 2.ty -04p+2-0f
o=+ (troap+ = 202 ) £/ (t2-0up + = 202 Z—i—(t» +02)* (76)
1,2 =0, 2 0qf 2 2 U/; 2 Oaf 2 2 0'/)» 2 0qf T O

If the correlation between level and slope is zero (pgp = 0):

(77)

1 1 2 2
21,2=aaz+<2-t§~a[%):|:\/<2-t%~aﬁ2) +(c2) (78)

We can choose tp = +/2 (which is close to 1.5 years), and then:

AVEIL/AY
=5+ - 1 79
ma= (%)= (%) + )
2
2= (o2 +0}) %/ (02) +(d7) (80)

Ok, algebra is nice, but what does this all mean?

o The bigger the difference between 1, and 17 , the bigger is the percentage of
the total variance explained by the eigenvector v;

2
« This difference is (after all the assumptions): 41 — Ay = 2/(s2)* + <a/§)
o The closer mj gets to 1, the more parallel v; gets; therefore, the lower the ratio
g—; , the more parallel is the first (and most important) eigenvector is

2
. . . o
o The second eigenvector is always a rotation, because my = (—’é) —

O
2\ 2
(”—/;) +1<0
Og

o If my is close to 1, my is close to —1

But why are we discussing this? Just to make clear that the Principal Compo-
nents methodology will, for the kind of covariance matrices usually found for
spot rates, always return a parallel-like shift as the most important eigenvector
and a rotation as the second. This even if the most relevant movements and
volatility come from changes in the slope. It is as if a vector of changes of rates
that corresponds to a change in slope is decomposed as a parallel “average” shift
and a rotation centered at the average.
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So please take care with the conclusions of applying Principal Components
to Interest Rate movements. The article “Level-Slope-Curvature: Fact or Artifact”
(Lord and Pelsser, 2008) is a good read on this matter.

4.3 Potential exposures

Earlier, we wrote (14):

(81)

AMTM, i
PV = Accrualpegiizeq - (—Um"“llzed - 1)

D riﬁR ealized

And this equation gives us some clues to the behavior of the potential exposure
profile of an IR Swap.

At the inception of the trade (or close to it), both Accrualpegizeq and Driftregiized
are equal (or very close) to 1. Therefore, any change in PV will come from
MTMyprealizea and this risk can be easily modeled as a function of the shift of
the relevant market rate r (in basis points) as:

252
T 1
AMTMuypreatized = — (PVFixedLeg) (1 +r> (10000) Ar (82)
So the longer the maturity of the IR Swap, the riskier it is, because of the

dependence of thgz in the formula and also because Ar tends to increase with

th%z (we've stressed the importance of changes in slope in the dynamics of the

DI curve throughout the book). This risk starts large and decreases with (rf}z)z,
as it is substituted by the realized drift.

For this realized drift, a parallel shift between the projected and the realized
CDI will translate into a linear growth with t as it goes from 0 to T.

How to build Potential Exposure profiles for an IR Swap? Don’t worry, we are
here to help you.

1. Start with the current term structure; for a simple example, consider 5 periods
and a flat rate of 12%.

2. Have a good method for backing out your term structure for the forward rates
(a good interpolation method); here it is easy to say that all forwards are 12%.

3. Guess what? What you want to guess is how each of those forward rates will
move in the future; the interesting part is that there are two moving parts: the
realized rates and the new market rates, with the realized rates influencing the
market rates (if the realized rate is 13% in the first period it’s hard to have
the forward rate at 11% for the second period).

4. Build a new scenario starting today (time t), with good features like CDIs
constant between COPOM meeting, autocorrelation of changes, etc. In our
example, we’'ll build the scenario from the forward to the spot rates. Forwards
will be {12.5%, 13.0%, 13.5%, 13.5%, 13.5%)}.
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5. Go forward in time using the scenario rates from t to ¢ (here 7 is a future date,
not the day count fraction term) as the realized CDIs (or the discrete changes
close to it — you would expect the market to at least be within 25bp of the
decision most of the time).

6. Now you can either use the existing scenario from ¢ to T or you can generate a
new scenario (going back to 4), in both cases repeating the steps until reaching
T.

7. You will end up with a matrix of n+2 rows (the original term structure, the
stresses term structure at the inception, and a new scenario for each of the n
periods.

8. At row j of this matrix, you should have Max[0,j — 2] realized rates and n —
Max|[0,j — 2] unrealized (forward) rates.

9. Run the functions above (PV and its 3 components) to calculate the PV at
each date, and the Potential Exposure should be the maximum of the PV at
all dates.

10. Run everything from 4. to 9. for all your scenarios.

That matrix structure is interesting, because now z corresponds to a row in the
matrix and also to the frontier between realized and unrealized rates. To make it
easier to understand, Table 15 shows the matrix, and how the unrealized rates
become realized rates (shown here with more decimal points).

Any case in which we would use f(t,t,t2) will look at the first row (scenario at
trade inception); as we go forward in time,

For a bullet IR Swap, a set of at most 16 different scenarios (8 “up” and
8 “down”) should be enough to look at the worst case scenarios for different
maturities.

4.4 Zero curve: and the winner is ...

Let’s finally look at different interpolation methods. We recommend “Interpola-
tion Methods for Curve Construction” (Hagan and West, 2006) as a very good
summary about this matter, and Interest Rate Modeling (Andersen and Piterbarg,
2010) is going to be the reference used in this chapter. But we would like to start
by asking: What is the goal of an interpolation algorithm in finance?

The answer is: We want to price something (that doesn’t have a price given by
the market) as a function of other things (that have a price given by the market).

A simple parallel is to consider the problem of pricing an option. We have an
option, the underlying asset and cash (borrowed and lent at the risk-free rate) —
how much of asset and cash must we hold to minimize the risk of the portfo-
lio? The answer depends on the dynamics chosen for the asset (for a geometric
Brownian motion, this is expressed as the choice of volatility).
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In our case, this becomes: We have a swap, a cash account borrowing and
lending at CDI and several DI contracts — how much of each DI should we hold
to minimize the risk of the portfolio?

Let’s present the candidates:

4.4.1 Linear Interpolation (LI)

The first volume of Interest Rate Modeling (Andersen and Piterbarg, 2010) presents
Linear Interpolation as “Piecewise Linear Yields” (6.2.1.1):

(t—1t)
(tz —t1)

Main advantages: Simple to implement, local and bounded.

Wait, what do we mean by local? And by bounded?

Local means that the rate depends only on the two market rates that define
the interval that contains the maturity t that defines r.

In mathematical terms:

r(ry,t1,12,t2,t) =11+ (r2 — 1) - (83)

r([r], (4], ) = r(r, 11,12, 82, 1) (84)
Where:

ty=Max ([4] 1 <1) (85)
And:

o =Min([5] 14 = 1) (86)

Bounded means that the interpolated rate r will be within the interval defined
by the two market rates above.
In mathematical terms:

r <r(r,ty,1m2,t2,t) <1 (87)

These are useful properties for a first, quick estimate; it leads to a number that
is free of distortions caused by more complex models.

If we want to know the DIs portfolio at time t that hedges the swap, the
procedure is simple:

ar (-1

- 88
ort (t2—1ty) (88)
ﬂ: (t—t1) —1— (tZ_t):l_ﬂ (89)
ory (2 —11) (fz —t1) on

And for the fixed leg of any swap or DI:

oPV PV t (90)

or (140
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Therefore, for the portfolio:
I = Swap + W1DI1 + W2 DIy (91)

We should have:
I1 I1
on_on_,

P, 92
orp  orp ©2)
And using the chain rule:
t (t —1) 5]
_PV. . — .PV7 - =0 93
T -t VT &9
Wy — PV (A4r) t (2-1) (94)

CPVy (140 4 (-1f)
_ PV (+m) t (t-h)
Wa= PV, (41 t (t2—1ty) ©5)

The implied one-day forward rates around t are not nice:

1+47r(ry,t1,12,t2,t+0)
1 +r(r1;t1/r2»t2/ t)

t
5
rfwd(fl,tl,rz,tz,t)=< ) (1+r(r, t1, 12,1, t+6)) =1 (96)

With:

1

4.4.2 HFat Forward (FF)

The first volume of Interest Rate Modeling (Andersen and Piterbarg, 2010) presents
Flat Forward as “Piecewise Flat Forward Rates” (6.2.1.2):

t—t
t-In(1+r(r,ty,r2,t2,0)) =t - In(1+r)+(t2- In(1+12) —t7 - In (1 +11)) - ((tz tl))
-t
(98)
Or also:
1 (f2-t)  (t-t)
r(ry, 1,12, t, ) = (L+r) © (271) .14y (271) —1 (99)

Main advantages: Local and bounded. The locality makes it still relatively
simple to implement.

o (1+n b1 (-1

o1 (14+mn) t (t2—t) (100)

o (4n B (t—th)

o, (1+m) t (t2—t) (aon
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And:

__ PV &-9
M= ot (102)
Ww,—_ V. -t) (103)

PV (t—1)
Which makes for an easier formula for cashflow mapping.
The implied one-day forward rates around t are constant in the interval defined
by t; and tp:
6\ 5
1 2\ 2~
<+>) . (104)

rﬁ”d(rlrtler/tZr t) = ((1 +r1)t1

4.4.3 Cubic Spline (CS)

The first volume of Interest Rate Modeling (Andersen and Piterbarg, 2010) presents
Cubic Spline as “C2 Yield Curves: Twice Differentiable Cubic Splines” (6.2.3).
Instead of a formula, one has an algorithm, no locality and rates are not
bounded. In fact, the sensitivity to small changes in the input is not desirable.
An application to local rates was published in “Interpolagnao por Cubic Spline
paraa Estrutura a Termo Brasileira” (Varga, 2000). But smoothness of forward
rates is not our goal; in fact, our goal is quite opposite to that.

4.4.4 Which is better?

Although FF presents the constant one-day forwards that are characteristic of
the local rates, there is one problem: they are changing at the wrong dates. They
should be changing following the COPOM meetings, not at the maturity of the
DIs (market points).

Is it possible to have an algorithm that works like the FF, but with changes at
dates that are not market points?

4.5 Smooth operator

We thought you would never ask this question (well, in fact, we asked the
question, but we are sure you were following us).

Let’s start with a very simple case:

There’s a DI contract maturing in 10 business days, a COPOM meeting in 20
business days, a DI contract maturing in 30 business days, a COPOM meeting in
40 business days, a DI contract maturing in 50 business days, a COPOM meeting
in 60 business days, and so on.

Table 16 shows the simple procedure in this case (a “ladder”), with the symbol
@ denoting the composition of a spot rate r; for t; and a forward rate rj; from i to j
to arrive at a new spot rate r; for t; and the symbol © denoting the decomposition
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Table 16 FFC algorithm (simple)

t At Mkt Rate CorD? Same Fwd? Fwd Spot |[rm —r|
1 fo1 rmy DI n1=n r =rmy 0

ty t1p COPOM Yes r =ro1 Iy =11 ®7112

t3 13 rms DI 123 =13 6T r3 =1m3 0

ty 34 COPOM Yes 134 =123 T4 =13@7134

ts 145 ms DI T45 =150Ty4 rs =1Ms 0

te ts6 COPOM Yes 56 =T45 Te =15 D756

Table 17 FFC algorithm (simple, numeric)

t At MktRate CorD? SameFwd? Fwd Inputs Fwd Spot [rm—r|
1 to1 rmy DI fii=rmy  ro1=fiy ri=ro1 0

ty t1p COPOM Yes fio=rmy ripg=rg1 rp=r1®r2

t3 tp3  rm3 DI fiy=rm3  1p3=fi3 13=1,®123 0

ty 134 COPOM Yes ﬁ4 =rm3 134 =123 TI4=13®7134

5 tys rms DI fis=rms 145 =fis 15=r4®I45 0

te ts6 COPOM Yes fig =rms Ise =T45 T6=15@TI56

of a spot rate r; for t; into the forward rate rj; from i to j given the spot rate r;
for t; . These calculations follow the rules detailed on the description of the FF
interpolation at 4.4.2.

Why do we have the last column there? Because we're preparing this algorithm
to run numerically, without having to program a lot of ifs for each column.

What is the more efficient way of doing this? Let’s add another column and
look at Table 17.

What is the idea?

Run an algorithm that tries to find a set of values for the column “Fwd Inputs”
such that the sum )" [rmy — rx| (Where k moves through every time f; where there
is a market (DI) rate) is equal to zero. The logic of the COPOMs x DIs choice lies
in the choice of k and also in the choice of keeping forwards the same until a
COPOM meeting happens.

Now let’s make things more complicated with Table 18.

Now we have a conundrum: How should we distribute the forward changes
between the two COPOM meetings that lie within two DIs?

Let’s rescue everything we discussed about the behavior of the SETA (and there-
fore the Selic and the CDI), mainly the autocorrelation of its changes and the idea
of monetary policy cycles. The most probable value for the next SETA change is
the last change. That suggests to us that the curve formed by the changes in the
forward rates (by considering the curve only at the points where the forwards are
supposed to change) should be as smooth as possible. So we will:
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Table 18 FFC algorithm (complex)

t At MktRate CorD? Same Fwd? Fwd Inputs Fwd Spot [rm—r]|
1 to1 rmy DI fii=mmy  101=10 r =ro1 0

th t1p COPOM Yes ﬁz =rmq rp=r1p91 Ip=r1®ry2

3 13 rmg DI fiy=mm3 13=fi3 13=r28®123 0

ty 134 COPOM Yes fiy=rm3  r3u=rp3 r4=r3®r34

5 145 COPOM fis=rm3 145 =fis 15=T4DI4s5

g ts6 Mg DI fis=1mg 156 =[lg 16=T5DT56 0

Table 19 FFC algorithm (fit and curvature)

t At rm C/D Fwd Spot [rm—r] AFwd A (AFwd) |A (A (AFwd))]|
t1 top rmp DI 1o n 0

tr ti2 CO rm2 n

t3 tpz rm3 DI 13 3 0 d3 =123 —112

ty 134 CO 3y 1y

ts tas CO 145 15 ds =r45—134 dds=ds—d3

te tsg ™mg DI 154 Te 0 dg =156 —145 ddg=dg—ds |ddd6 =ddg — dds‘

1. Calculate the changes of the forwards at the points where change is supposed
to happen
2. Calculate the first and second differences of this curve
3. Minimize the sum of:
a. The sum of the absolute values of these second differences together with
b. The sum of the absolute values of the difference between market rates and
calculated spot rates at the dates corresponding to (selected) DI contracts

We can see the structure at Table 19.

This can be implemented easily, even in Excel. One must take care in estab-
lishing the conditions for which the forward stays the same from one row to the
other though.

Let’s call this algorithm Flat Forward with COPOM meetings (FFC).

A more general implementation will deal with the following problems:

1. There is a CDI at the beginning of the table:

a. It has a DI status, because if it precedes a DI the forward rate can change
between the CDI and the DI, and if it precedes a COPOM the CDI will
continue to be the forward rate

b. Forward and Spot rates are considered given, CDI is a primary input

c. It would not be part of the cells changed in the Goal Seek algorithm
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2. There are two DIs without a COPOM in between:

a. There is the potential for a change in forward rates not driven by a COPOM
meeting

b. There is the potential for a numerical problem, as the first of these DIs
could be just one or two business days after a COPOM meeting (this is a
more general problem, not limited to this situation)

c. Solution: drop the first DI as redundant in the interpolation, use only the
second (come back later and monitor the difference between market and
calculated rates, but do not use it in the Goal Seek)

3. You're out of COPOM meetings:

a. There are 8 meetings per year

b. Typically (over the last few years) the calendar for the next year is published
in June

c. You can estimate the dates for the next year until these are published

d. The curve can be interpolated as a FF curve after 2 years without too much
risks of pricing and hedging it incorrectly

4. You have illiquid DI contracts that have bad prices

a. This can be solved by ignoring these points as inputs for the Goal Seek
algorithm (more on this later)

b. Alternatively one could map those points as COPOM meetings if they have
a maturity after 2 years

5. The algorithm is slow

a. Make sure that you have a buffer between live rates and the inputs; in other
words, freeze the inputs before running the algorithm

b. If you're using Excel, do not have a lot of formulas in the same spreadsheet
you're using (somewhat obvious, but still ...)

4.6 Sensitivities

4.6.1 Zero

An example of short rates interpolated with the 4 methods at 03-Jan-2011 is
shown in Figure 63.

And the sensitivities of the rate in each of the interpolation methods chosen
can be seen in two charts. Figure 64 shows the local interpolations (LI and FF)
and Figure 65 shown the non-local interpolations. For each chart, each DI was
bumped by 1bp, and the y axis shows by how much the 3m rate changed in basis
points. Figure 64 shows how the 3m rate was a function of only the 3rd and the
4th contracts for the LI and FF interpolations.

Figure 65 shows how the 3m rate was a function of not only the 3rd and 4th
contracts, but of other contracts as well.
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4.6.2 Forward

For obvious reasons, not all interpolations will work well with mapping risks
on forward rates instead of zero rates. To start, you must have forward rates
that are reasonable, and therefore we refuse to print the forward rates of the CS
interpolation. But a quick calculation should show an expected result: a rate at
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Figure 65 Sensitivities for non-local interpolations

time t should depend only on the forward rates r;; for which t; < ¢; the problem
is that the last forward rate might depend on two or three DIs after t, as seen
before. For the FF and the FFC we should have something like:

n
tAn(1+1(ry, b1, 12, t,0) = (t,’:Wd In (1 + r,CWd» (105)
k=1

But the the last forward rate is worth only for a period of t —t;, not the full
fwd
th.

4.7 A framework for risk

4.7.1 Minimal description

Here the idea is simple: How should one describe the BRL curve? The best way
seems to be:

1. In the beginning God created the CDI, and all was good

2. In the end God determined that all forward rates would look like the last spot
rate

3. Interpolate the rates between both the CDI and the last rate using the FFC
method (not given by God as the 11th Commandment, but it was close)

4. Calculate the sum of the absolute value of the difference between the
calculated rates and the relevant (liquid) market rates

5. If this number is low enough to be acceptable, you have a minimal description
(few rates and an algorithm)
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6. If not, for each liquid point:

. Add it to the set of market points in 3, repeat 4. and 5.

b. Choose the point that reduces the sum at 4. to its lower value
c. Stop if step 5. is reached

d. If not, repeat 6.

[

This will automatically capture any relevant humps, kinks and elbows of the
curve. The number of points necessary for an acceptable description of the curve
is also a measure of the entropy of the curve.

4.7.2 The envelope and liquidity risk

The methodology of the minimal description above can be seen as:

1. Determining a backbone of the curve.

2. Determining an envelope around the interpolated rates using the backbone;
typically the market rates will be within 4+ Sbp of the calculated rate; bigger
differences usually happen when a particular maturity is highly demanded (a
particular flow is bigger than the liquidity provided by the market).

4.7.3 The first, the last and the ugly

Once you have determined the points necessary to describe the backbone,
consider those as your first-order risks.

New trades should be mapped into these points first, as you weigh the tradeoff
between mapping it to points closer to the trade but carrying higher execution
costs or hedging the first-order movement risks by mapping to the backbone and
(hopefully) paying less to execute your hedge.

This point seems trivial, but important: Not all points are equal. In order to be
worth something, liquidity needs to be actionable, and not all points have the
same depth of book, open contracts, volume traded. These points are the market;
the other points may look like the market, but they are not the market. If you
cannot execute a certain size without moving (a lot) this point, then you have
become the market.

Keep monitoring the second-order risks; if you're getting too much of the same
maturity, maybe this is becoming a new market point; otherwise, second-order
risks from flow should be averaging out.

For an interesting time window to look at the emergence of new dynamics,
look no further than the spread between the DIs maturing at Jan-2017 and Jan-
2021 during 2014.

4.8 Trading forwards

Unfortunately there’s no easy way of trading forward rates (no FRA like an
eurodollar contract, no implied mechanism like the one at CME).
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One has to trade calendar spreads, with a ratio that would cancel the risk up
to the first date (an exercise left to the reader); these are mostly traded on the
phone through a broker, and help to make trading the DI electronically hard
(information out of the posted liquidity). These trades are typically crosses and
can be detected in this way, with crosses responsible for about a quarter of the
volume in recent years.

And of course the cost of trading a forward is the sum of trading two DIs. This
is something that would benefit the market if changed (reduced).

4.9 Risk and P&L attribution

There are two ways of mapping risk and P&L for these products: Movements of
the Spot rates or movements of the Forward rates. As discussed before, the prob-
lem with mapping risks to Spot rates (of course adjusting for the CDI carry before
comparing the movements like BVMF does for the DI1 futures) is that there is
usually too much correlation among the futures, and describing what happened
when rates were up but not all of them at the same time is not necessarily very
informative. An alternative is to decompose the sensitivity to a spot rate into
sensitivities to forward rates, and map the changes of the forward rates. Both
can be useful, and if you are trading some form of relative value play (one FRA
against another) the forward mapping is probably what you're looking at and the
most useful. Except for trades indexed to a percentage of the CDI very different
from 100% and longer-dated, most of this risk is quite linear.

So P&L attribution will really be classified in market movements (that can be
reconciled quite easily against sensitivities and movements of traded rates or
implied forwards), the appreciation or carry of the positions (typically one CDI)
and the cost of funding.

As for CVAs, FVAs and similar charges, they have arrived mainly at foreign
banks, but with most of the exposure on futures there’s not much going on in
this market about the xVAs.

Another problem lies with bad data. It is too easy to just get all the DI1 prices
from BVMF and call them “The Curve”; we know that sometimes rules and reg-
ulations do not leave too much choice about dismissing a price coming from
an Exchange, but we’d rather focus on the behavior of the price of less liquid
contracts during normal trading hours over a whole day or even week instead
of marking a position based on an arbitrary price that is still subject to a qual-
itative filter applied by BVME. In short: we would rather mark the curve using
liquid points, a methodology and a provision on model risk than blindly accept
all prices as equally liquid and informative, and (worse!) use them to interpolate
other prices.
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A Man With Two Clocks ... Foreign
Exchange in Brazil

How to trade the currency in Brazil (if you can) and its derivatives (yes you can)
and how each contract can be different (well, you can, but ...)

5.1 FX Spot

5.1.1 Who can trade it

Banks and financial entities like FX brokers, all authorized by the BCB. No mutual
funds, not much diversity in this market. This is why this market is primarily an
interbank market.

5.1.2 How, when and where to trade it

A bank could trade it through BVMF’s screen, where banks can trade (almost)
anonymously with settlement through BVMF’s FX Clearing (margin needs to be
deposited upfront).

But this is not a very liquid market. Otherwise, it will be traded either on a
broker (by phone) or together with the DOL as part of the Casado. Chances are
that FX flows will be first hedged with the DOL, and then throughout the day
the mismatch will be managed by trading the Casado looking at the net position
in both instruments.

Anyway, one can trade it from 9h to 16h30, and all trades must be registered
at the BCB, not necessarily at the moment they were traded.

The standard trade is settled in both currencies two business days after the
trade date, but here the business days are counted within a combined holidays
calendar, as discussed in 2.1.3.

One can trade deliverable forwards for non standard D2 delivery on any of the
2 currencies as well, but most interbank activity is concentrated in the standard
“D2D2” spot.

110
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5.1.3 Observability

Given that tracking trades in real time is impossible (except at BVME, but these
represent a small part of the market), one is left either with published quotes
of spot or with the DOL futures market and the Casado. As discussed before,
when looking at whether a barrier was hit EMTA recommends looking at DOL-
Casado instead of the spot, given how easy it is to trade at a certain level there
by exhausting the little liquidity posted in its order book and then trading at the
desired level. Because the order book for the DOL is deeper, more diverse and
more liquid it is harder to do the same thing there (auction tunnels also help).

5.2 DOL

In this subsection, first we will describe the DOL contract details, quoting
conventions and other useful information. Then we will discuss the maturity
months in which the liquidity of DOL contracts is concentrated. The DR1 con-
tract and the roll of the DOL contract mechanism will be discussed later. The
next 3 topics will discuss the DOL contract payoff, its pricing, and why possi-
bly the fx futures and fx spot prices might diverge. The last topic discusses the
convexity correction that arises between fx forward and fx futures prices for long
dated maturity contracts.

5.2.1 Contract details

The BVMF contract code for % FX Futures contract is DOL. The code for a single

maturity contract is completed by adding the usual 3 characters that identifies
its month and year. As an example, DOLF1S is the gs% FX Future contract with
maturity month of January and year 2015. The exact maturity date is always
the first business day of the maturity month in a BMF calendar, which is 2-Jan-
2015 in the DOLF1S5 example. Each contract has a FX fixing date one business
day in a CDI calendar prior to its maturity date. Its fixing source will be the
PTAX FX rate published by Brazil Central bank. One contract is worth 50,000
USD based on a combination of a multiplier variable in its payoff set to 50 and
its quoting convention that trades the % FX Futures value in % units.
This contract settles daily in cash based on BVMF margin cashflow values. BVMF
also requires its counterparty to post margin to cover possible unexpected daily

cashflow payments.

5.2.2 Liquidity

The liquidity for a DOL contract is usually concentrated in the nearest matu-
rity contract. Around the middle of the month, liquidity of DR1 contracts (that
will be described below) increases and enables market participants to roll their
positions from the nearest maturity contract to the one in the following month.
The only case where liquidity of a DOL contract moves to the second nearest
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maturity contract is at fx fixing date which is one business day prior to maturity
date in a BMF calendar.

As an example let’s assume that today is 04-Mar-2015. The nearest maturity
DOL contract is the J15 one, which has as its maturity date 01-Apr-2015. Trad-
ing will be liquid on the DOLJ15 contract until 31-Mar-2015, which is DOLJ15
FX fixing date. Around 15-Mar-2015, the liquidity of the DR1 strategy will also
increase. At 31-Mar-2015, the DOL contract with largest liquidity will be the May
2015 DOLKI1S contract.

5.2.3 DR1 and the roll

The demand for DR1 contracts exist mostly because there are market participants
wanting to roll the nearest maturity DOL contract into a DOL contract on the
second nearest maturity. However, the DR1 strategy allows market participants
to trade simultaneously any given pair of DOL contracts. The BVMF code is DR1
followed by 3 characters to represent the first DOL contract maturity and fol-
lowed after by other 3 additional characters to identify the second DOL contract
maturity. As an example, DR1F15]15 is a DR1 strategy that the first maturity
contract is a DOLF15 and the second maturity contract is a DOLJ1S.

If one is long Q number of DR1F15]J15 contracts it means he’s long Q contracts
of DOLJ15 and short Q contracts of DOLF15. This strategy is quoted as the for-
ward points differential between the first maturity DOL contract and the second
one and the quotation is in 1,030% units, exactly like in DOL contracts. Let’s
assume that a market participant traded a DR1F15]J15 with a price of P. The first
maturity DOL contract price will be equal to the last traded price executed at the
moment the trade is registered at the exchange. For now, it will be assumed this
price to be equal to Pr,g. The second maturity DOL contract price will be equal
to Prgs + P, which represents the first maturity DOL contract price plus the DR1
traded forward points P.

5.2.4 Payoff of DOL contract

The margin cashflow for one 5L FX Future contract at BVMF on trading date ¢

is given by:
MCF] =M (P TP]) (106)

where

MCFtT : is the margin cashflow computed in BRL currency for date t for ags%
FX Future contract with maturity date T. Please bear in mind that the margin
cashflow is computed at date £, but only paid the next business day in a BMF
calendar.

CPtT : is the closing price for % FX Future contract with maturity date T,
published by BVMF at t in 1,030% units. At the FX fixing date, CP¥71 =
PTAX1_1 -1,000.
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TP]: is the traded price at date ¢ for a USL FX Future contract with maturity
date T in m units.
M: is the multiplier, currently set to 50.

The next equation demonstrates how daily cashflows are computed on any
other given non trading date ty:

T _ T T
MCF =M (P, -CPL_.) (107)
where,
CP%V o, : is the ty_1+ closing price for a USL FX Future contract with maturity

date T, which is one business day previous to date fy in a BMF calendar.

It’s worth noting that the quoting convention of CPtT and TPtT in %
units together with multiplier M = 50 effectively corresponds that one contract is
worth 50,000 USD Notional. Therefore, the DOL contract could be also viewed as:

BRL BRL
MCF} =50,000- (FXFUTgT [USD} FXFUTON. T[USDD (108)

where,

FXFUTN[455]: is the {55 FX Future price, seen at date ¢ with maturity date
at T. The superscrlpt ON refers to onshore because there’s also a CME FX Future
contract that will be specified with a superscript OFF. We assume here also that

the futures price FXF UTON [515%] is not scaled by 1,000 as BVMF publishes it and

BRL
its unit is WD

5.2.5 Pricing a DOL contract based FRC, DI’s, nearest maturity FXFUT and
CASADO quotes

Section 6 will describe the FRC strategy and, a bit later, Section 5 will detail how
the CASADO trade works. With those 2 missing ingredients we can proceed to
price DOL contracts based on a model, either because they have a long maturity
and are not liquid and their price should be coming from other instruments or
simply because even for the liquid ones we could be willing to calculate its risk,
which should be coming from a model anyway. Therefore we ask the reader to
wait a bit until Section 6 to have the pricing model for DOL contracts derived.

5.2.6 Apples and oranges

One must always remember that DOL and Spot FX are not interchangeable.
Figure 66 shows how in 2002 the typical sawtooth behavior of the Casado was
disrupted by the demand for “real” USD to pay debts that were not being rolled
because of the uncertainty brought by the perspective of the election of the
opposition’s candidate.
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Figure 66 Behavior of the roll DR1 and casado (spread) from 2002 to 2004

One can see how the roll (“Rolagem” in the chart, shown as the bars mark-
ing the difference between the second future and the first future on the day
before the last business day of each month) and the Casado (“Spread” in the
chart, shown as the continuous line) inverted in July 2002 (values in %). This
corresponds to a quite high Cupom Cambial.

But the DOL must settle at the PTAX. If most of the time the changes in the
DOL are limited by the exchange, on the last 3 business days of the month it
is free to pursue the spot price (as discussed before when describing the 1999
devaluation).

5.2.7 Convexity corrections

It's known that Futures and Forward prices may display a non negligible con-
vexity correction for long dated maturity contracts. Since this is true for any
Futures contract, the DOL contract certainly displays a convexity correction to a
FX forward price for long dated maturity contracts.

The liquidity of DOL long dated maturity contracts is small but anyone inter-
ested in trading them should not overlook the convexity correction term. The
reason for the convexity correction can be justified loosely speaking in terms of
the replicating strategy of a long dated maturity DOL contract with a FX forward
contract. The FX Forward contract discounts the expected payoff to compute its
PV and the FX Future doesn’t. Therefore, their FX Delta is not the same and
different Notional amounts of both contracts have to be traded in order to be
FX Delta neutral. However, this replication is not static and dynamic hedging
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should be conducted in order to hedge the portfolio containing the FX Future
and its FX Forward hedge at all times. The dynamic hedging or FX Delta rebal-
ancing is a function of the covariance of the BRL cdi onshore discount factor
with the FX forward price. So for short dated maturity contracts, the BRL cdi dis-
count factor volatility is small and the convexity correction is negligible. But not
for long dated maturity contracts. This topic will be revisited later in this book,
with a complete derivation of the convexity correction value.

5.3 Forward points strategies

In this subsection we will discuss the 2 forward points strategies. The first is called
FRP which allows market participants to hedge the PTAX to FX Spot fixing risk at
BVME. The second is called CASADO and allows market participants to trade the
forward points between the FX spot rate and most liquid FX Future DOL contract
in BVMFE

5.3.1 FRP

Most of the FX linked trades in Brazil have the PTAX fx rate published by Brazil
Central Bank as their fx fixing source. But, as we will demonstrate later in this
book, pricing for any of those fx linked trades is usually done based on the cur-
rent FX spot value. Because of this fact, at fixing date the market participant who
holds a position in any one of those trades face a FX Fixing risk, as the contract
will have its payoff based on PTAX value but pricing until its publication is done
using the current fx spot rate.

The FRP contract is a strategy created by BVMF exactly to overcome the fx
fixing risk on fixing date. This can be accomplished because the FRP strategy
allows market participants to enter a DOL contract fx future price by the PTAX
fx rate value multiplied by 1,000 plus a traded forward point value in 1,030%
units. There are 2 possibilities to choose the PTAX rate date that will determine
the fx future price to enter the DOL contract. FRPO determines the FX future DOL
contract traded price with trading date’s t PTAX value by:

TP{ = PTAX; - 1,000 + FRPORat (109)

where,

TPtT : is the DOL contract traded price done at date t for maturity date T,
derived from FRPO formula above.

PTAX;: is the PTAX fx rate published by Brazil Central Bank at trading date t.

FRPORgge: is the FRPO traded quote, expressed in 1,050% units which is the
same quoting convention for the DOL contract.

The FRP1 strategy is a bit different. It allows market participants to enter one
business day after trading date t in a BMF calendar into a DOL contract with its
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traded price computed as PTAX;; 1+ plus the traded forward points value FRP1p,¢,.
The formula for the DOL contract traded price would be given by:

TP, 1+ = PTAX¢ 11+ - 1,000 + FRP1 gz, (110)

where,

TPtT 41+: is the DOL contract traded price, only computed at date t + 1y for a
maturity date T DOL contract, derived from FRP1 formula above.

PTAX;1+: is the PTAX fx rate published by Brazil Central Bank one business
day after trading date f in a BMF calendar.

FRP1R4te: is the FRP1 traded quote, expressed in 1,0(1);0% units which is the
same quoting convention for the DOL contract.

5.3.2 “Casado”

As discussed before, the Casado is a trade in which one counterparty sells DOL
and buys USD through a FX Spot trade, with the other counterparty buys DOL
(through a cross trade at BVMF) and sells USD through the same FX Spot trade.
Typically the FX Spot will settle at the FX Clearing at BVMF.

There are two main differences between the Casado and the FRP. The first is
that they (obviously) have different consequences, as the FRP is only a derivatives
trade and the Casado is a delivery of USD against a derivative. The second is that
the Casado’s price will be relatively unchanged over the course of a normal day,
but the FRP will change as it is anchored on the PTAX, not the Spot.

5.4 FX Future crosses

BVMF has a large list of FX Future contracts that are considered fx crosses. The

cop BRL BRL BRL BRL BRL BRL BRL BRL BRL BRL BRL BRL
list includes 5755, a5, ChF: JpY: GBP' NZD' CNV TRY+ CLP+ MXN' Uk and Zzg-

Assuming the contract’s non BRL currency to be called CCY, all of those contracts

construct the 285 FX Fixing for the last margin cashflow payment as a function

of 2 fx fixings. One is the PTAX FX fixing that covers the 55 piece of the cross.
The other is a WMR fx rate fixing of %gg or %, depending on the quoting

convention for the currency pair composed of USD and CCY. In case the WMR

fx fixing is published in $32 units, then the 28 cross fx fixing is constructed as

a multiplication of PTAX and gg; WMR fx fixing. In case the WMR is published

as &C¥ units, then the 28 cross fx fixing is constructed as a division of PTAX

and &2 WMR fx fixing. The exception to this rule is the B8 fx fixing source
for E{% FX Futures contracts which is published by European Central Bank (ECB)
and not WMR.

Both fx fixing dates are the same. It’s one day prior to the contract’s maturity
date in a CDI calendar. At that day always the PTAX fx fixing will be available,

but the WMR might not be. If the WMR fixing is not available, then it looks for
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CCy
the previous day where WMR fx fixing was available for currency pair 7s5 and

that is not a holiday in CDI calendar as well.

Regarding contract size, it varies upon currency pair. For a GBP contract, one
contract is worth 35,000 GBP Notional. For a CHF contract, one contract is worth
50,000 CHF Notional and for a JPY contract, one contract is worth 5,000,000 JPY
Notional. For all currency pair contracts listed above the maturity date is the
first business day of the contract month in a BMF calendar and margin cashflows
computed by the exchange are paid the next business day in a BMF calendar.

5.4.1 Payoff
BRL

The margin cashflow for any ==y FX Future cross contract at BVMF on trading
date t is given by:

MCF{ =M (CP{ —TP]) (111)

where
MCFT is the margin cashflow computed in BRL currency for date ¢t for agg;
FX Future cross contract with maturity date T.

CP[: is the closing price for 2% FX Future cross contract with maturity date

T, published by BVMF at ¢ in gy units. The exception is the J5F FX

Future cross contract that’s quoted in %. At the FX fixing date T — 1,

CPY | =PTAX7_1- £ -1,000 or CPL_| = PTAX7_1 - &5 - 1,000, depending on

the quoting convention of the currency pair that involves USD and CCY curren-
BRL

cies. The exception is again the Y FX Future cross contract that computes its
closing price at FX Fixing date T — 1 by CPL1 =PTAXT_1- %gg 100, 000.

TP!: is the traded price at date ¢ for a 2% FX Future cross contract with
maturity date T in 100 ¢cy units, except the 757 cross contract.

M: is the multiplier, which is different for most of the contracts.

The next equation demonstrates how daily cashflows are computed on any
other given non trading date ty:

MCF] =M (Pl -CPL ) (112)
where,
CPtTN ., isthe ty_1+ date closing price for a % FX Future cross contract with

maturity date T, which is one business day previous to date fjy in a BMF calendar.

5.4.2 Pricing and hedging

Assume that we want to price a fx future cross contract for a given currency
CCY. In the same way as it was mentioned in the DOL contract subsection, any
futures contract price display convexity corrections to the forward price. In the
case of FX Future Cross contracts at BVMF it’s no different and its price should
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display convexity corrections to FX forward cross values for long dated maturity
contracts. But here we focus on short dated fx futures crosses contracts with
negligible convexity corrections to a FX FWD price for same maturity. Given
that assumption and assuming that a futures contract is expected to have no
expected gain or loss, since it doesn’t cost anything to enter the contract, yields
the following risk neutral expected futures price:

EY [MCFtT \]—'t] —EY [M- (CPtT —TPT ) m] -0 (113)
Since T. PtT is the traded futures price and it's a constant it yields:
EY [CPtT |]-'t] =1pPT (114)

given the filtration up to trading time t, earlier than closing time t.
Now assuming that the expected closing futures price CPtT at end of day is
modeled by a forward price

BRL USD
ON OFF _ T
FXFWDJY | [US ] EXFWDQSE [ c Cy} = CP} (115)

where,

FX1: settlement rule applied for 55% currency pair.

FX2: settlement rule applied for a generic % currency pair.

FXF WD?¥_1FXl [£XE]: is the FX FWD onshore for currency pair fa; seen at date
t with FX Fixing date at T — 1 and settlement date at T — 1px;.

FXFWD%F_ 1FXZ[%]: is the FX FWD offshore for currency pair &5 seen at
date t with FX Fixing date at T — 1 and settlement date at T — 1px».

(115) states that the trade price you should enter the CCY fx future cross con-
tract is given by the product of the onshore % tx forward by the offshore %
fx forward. Many market participants in Brazil like to adopt a different route.

They create a CCY onshore curve calibrated to the following equation:

BRL USD BRL
ON OFF _ ON
FXFWDT 1y [ USD} FXEWDLT 11y, [ CCY] = FXFWDLT 1y, [ CCY]

(116)

The left hand side of (116) has a model given by the product of 2 fx forward
prices and will yield 2 FX Risks (for currency pair % and %) and 4 yield
curve risks (CDI curve, cupom, USD libor and ccy libor). But all 4 yield curve
risks are computed on liquid curves and are hedgeable. The following equation
describes better the yield curve risk management when breaking down the fx
forwards as a fx spot times the ratio of 2 discount factors given by the no arbitrage
argument.

USB ccy ccy
BRL 1. P T 1 USD . Pty T 13y, BRL [t P o1, T- 151 (117)
usD " peor ccy ! pusD - Ccy  pepr

tex1, T—1px1 tex2, T=1px2 tex1, T=1px1
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where,
E&r3 [t]: is the fx spot rate for currency pair $&(2 seen at date t.

USB: is the cupom cambial curve that will be calibrated in Section 6.

On the other hand, the right hand side of (117) has a model that will yield 1
FX risk for currency pair gg@ directly. But it will yield 2 yield curve risks. One
for CDI curve which is liquid, but the other for a non hedgeable CCY onshore
curve calibrated based on (117). A concrete example is when you assume that

CCY =EUR, in that case (117) is changed to

USB EUR EUB
BRL ] - PfFX1,T*1FX1 USD[ 1. Ptsz,Tlexz _ BRL[ t]- PtFXLT*IFXl (118)
USD " pCDI EUR"' pUSD pCDI

trx1,T—1px1 trx2,T—1Fx2 trx1,T—1Fx1

In the particular EUR FX Future case, it’s quite common to see market par-
ticipants creating an onshore EUR curve (EUB) calibrated to (118) which is
unhedgeable, instead of using a model that breaks down the yield curve risk
into the more liquid 4 yield curves (cdi curve, cupom curve, USD libor curve and
EUR libor curve) which yields in better risk management.

5.4.3 Convexity corrections

In the same way as it was mentioned in the DOL contract subsection, any futures
contract price display convexity corrections to the forward price. In the case
of FX Future Cross contracts at BVMF it’s no different and its price should dis-
play convexity corrections to FX forward cross values for long dated maturity
contracts.

But there’s another convexity correction term for FX Futures cross contracts at
BVME. It’s based on the fact that PTAX is an onshore fx fixing but the WMR (or
ECB for the EUR contract case) is an offshore fx fixing. So the replicating strategy
for a FX Future cross contract at BVMF involves trading for long dated maturity
contracts a g FX Forward and a $2% FX Forward. The first FX Forward hedge
has to be executed onshore (and hedge is usually done in DOL contract) while the
second offshore in order to mitigate the fx fixing source risk. Because the second
hedge is done offshore and it’s a FX Forward contract, it will be discounted by
an offshore discount factor. But the FX Future Cross contract doesn’t discount
the payoff because it pays daily. One could see the difference of hedging being
discounted offshore to FX Future Cross trade not being discounted in a 2 step
process. The difference of the hedge being discounted offshore to an equivalent
FX Forward Cross contract discounted onshore, and this same contract convexity
to FX Futures that are not discounted at all and was already discussed. Here we
focus more on the first convexity term, that could be viewed as an additional
convexity on top of the regular Futures X Forward convexity just because one FX
Fixing is WMR and requires offshore hedging.
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And the Even More Interesting
USD Onshore Interest Rates ...

6.1 3 months in the life of a FX Swap

It should be similar to the previous section on the life of an IR Swap (3.1), but
now there’s an additional risk factor (FX).

6.2 3 months in the life of a DDI Future

It should be similar to the previous section on the life of a DI Future (3.2), but
now there’s an additional risk factor (FX).

6.3 Explaining it all

USD onshore interest rate products are sometimes viewed as a big question mark
by financial market newcomers. Even people with some experience sometimes
struggle to fully understand the calibration of the USD onshore interest rate
curve. What instruments are liquid on the short end and on the long end?
What's the difference of a clean and dirty USD onshore interest rate and what
drives it? Should we adopt T+0 or T+2 as the spot date for our USD onshore
interest rate curve? One of the biggest motivations of this book is to try to make
the comprehension of this topic more straightforward.

The USD onshore interest rate curve is called inside Brazil the “cupom cambial”
curve. We will call it simply the cupom curve throughout this book to shorten
the notation.

The basic building block for its construction are the FRA DE CUPOM Futures.
They have decent liquidity, mostly for contracts with maturity month being Jan-
uary. In the short end, usually until the first FX Future available contract, the
cupom curve is implied from FX Futures, Casado and the BRL onshore interest
rate curve. Below is a summary of the 3 USD onshore interest rate contracts that
are exchange traded and have been traded for the last 5 years:

120
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o DDI Futures -> As a FRA de CUPOM future contract is in reality one short and
long position in a DDI Future contract, it can be viewed as the most important
contract for cupom curve construction. The only issue is that the DDI Future
when traded as a single future, and not part of the FRA de CUPOM strategy,
has very low liquidity. This happens mostly because it’s referenced on past
PTAX values for cashflow computation, and is thus viewed as an instrument
that trades a "dirty" cupom rate. This particular fact will be explained in the
DDI pricing subsection. The BVMF code for those contracts is DDI followed by
the month and year code. Figure 67 displays open interest for DDI contracts
on 19th of May 2014.

o SCC Futures -> this was the contract used by Brazil Central Bank to intervene
in the fx derivatives market until 27-Mar-2013. It’s payoff is very similar to the
one in DDI Futures contract, except for an O/N extra carry of the computed
daily margin that will be explained in more detail later in its pricing subsec-
tion. Its BVMF code is DCO followed by the previously explained month and
year code.

e SCS Futures -> Very similar to the SCC contract, but with daily cash flows
computed based on Selic rate instead of CDI. Its BVMF code is SCS followed
by the previously explained month and year code. The recent demand on this
contract was mostly driven by Brazil Central Bank, who chose this contract as
the recent mechanism, more precisely after 31-May-2013 until the time this
book was written, to try to keep the % fx spot rate within the range that the
institution thought was good for the country.

6.4 The DDI Futures (DDI) -> Why they were designed this way?

DDI stands for Dollar DI. It's a contract with a closing price always worth 100,000
at maturity date T. But since there’s a multiplier of 0.5 points per contract,
the DDI contract is viewed currently as a contract where its closing price will
be 50,000 USD at maturity considering the multiplier. This matches the USD
notional amount per contract of a 55% FX Futures contract, which is also set to
50,000 USD considering its quoting convention and multiplier. In both cases the
change was introduced after the 1999 devaluation.

It’s traded in a similar way as the DI1 Futures, based on a DDI rate RgT, that

later is converted to a traded price TPtT by exchange as below:

TPtT _ 100,000 (119)

C . Act360
(1+Rt,T'Tt,7C" )

where,
RtCT: is the DDI traded linear rate expressed in Act360 DCB. The superscript C
stands for cupom cambial.
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7360 — G0 s the day count fraction in Act360 DCB between trading date

t and DDI contract maturity date T.

Similarly to DI1 contracts, long positions in rate are converted to short posi-
tions in DDI price by the exchange, because the market convention is to quote
DDI contract in a rate perspective.

The DDI contract’s margin cashflow computation formula differs slightly from
(19), and is displayed below for one contract on trading date ¢:

MCF{ = (CP{ TP ) -PTAX; -1 -M (120)
And for any given non trading date ty:
MCFJ = (CP, ~ OP}, ) - PTAXy1-M (121)

where, MCFtTN , CPZV and OPg\] were previously described in the DI1 Futures sub-
section and play the same role for the DDI contract. The other 2 variables are
defined as:

PTAX;_1: the PTAX FX rate published at t — 1, i.e., moving one day backwards
in a CDI calendar from t. PTAX FX rate is defined in BVMF’s contracts as:

"The exchange rate variation, measured by the exchange rate of Brazilian Reals
(R$) per U.S. Dollar for cash delivery, traded in the foreign exchange market, pur-
suant to the provisions of Resolution No. 3265/2005 of the National Monetary
Council (CMN), calculated and published by the Central Bank of Brazil (BACEN)
through SISBACEN, transaction PTAX800, option “5,” closing offered quota-
tion, for settlement in two days, utilizing the maximum of six decimal places,
also published by BACEN with the denomination “closing PTAX,” pursuant to
Communication 10742, of February 17, 2003."

M: points per contract multiplier currently defined as 0.5 for DDI contracts.

There are 2 major differences from formula (121) and (19). Inside Brazil, all
bank accounts can only carry BRL. Thus, there was a need in (121) to con-
vert the difference of closing price and opening price, which is in USD, for
an USD interest rate denominated contract like DDI, to BRL units. This is
done by the multiplication of the difference of closing and opening prices by
PTAX;_1. The reader may be asking himself why to use the PTAX value pub-
lished from the previous day in a CDI calendar. Why not use the one published
at the same computation date ¢?

When the contract was created a long time ago, the PTAX was published after
the £RL fx spot market was closed around 5:30 Sdo Paulo time. So the exchange
didn’t use the PTAX from the same day, since this procedure would require them
to only start their end of day marking and cashflow computation process when
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PTAX was published. In fact, it makes the contract easier to trade, since knowing
the initial FX rate enables you to trade only the USD-linked interest rate.

This particular point will be revisited later in the book, where new simpler
payoffs will be suggested by the authors with the intention to bring more foreign
investors to the USD onshore interest rate market. Currently, most of FRA de
CUPOM liquidity is driven by a daily call that happens at 4:00 pm Sao Paulo
time. Away from this call hours, it has unfortunately very little liquidity.

Another key difference from DI1 contracts to DDI contracts is the conversion
from CPtT,l* to OPtT. In DI1 contracts, CPtTfl* is accrued one business day forward
in a BMF calendar using the CDI Fixings, which is one of the 2 choices we have
available in Brazil for O/N BRL interest rate. But there are no O/N USD interest
rate fixings available to do the same sort of accrual for the DDI contracts. To
circumvent this issue, the exchange proposed the following formula to convert

T T.
CPL |, to OPT:

1
, 1
[T7,—¢—1+ [1 +CDIz;] 52
PTAX, 1
PTAX, (=19

orl =cp] ;.- (122)
where,

PTAX;_1 : is obtained by looking at the PTAX FX Fixing published one business
day previous to t in a CDI calendar.

PTAX:_1(t—1%) : is obtained in a 2 step process. First it goes one business day
backward in a BMF calendar as proposed in the outer parenthesis. This is the
stepl date. Then it looks for the PTAX FX Fixing published one previous day
in a CDI calendar from the stepl date. This 2 step process is not clear in BMF
documentation inside the contract termsheet, available at the BVMF website.
However, after some telephone calls and e-mails exchanged with the team from
the exchange, it was found that rule (122) works to convert closing to opening
prices for any given date and that follows the procedure currently executed by
the exchange in dates where there’s a BMF holiday.

In a particular case, if you have a regular day that doesn’t have any holidays
adjacent to t, which is the cashflow computation date, then (122) may be written
with a lighter notation as:

1
[1+CDI;_1]752
PTAX;
PTAX,

orl =cpl ;- (123)

In the authors opinion, the rationale used by the exchange for the above
closing to opening price formula was to expect loosely speaking the following:

[1+CDI;_1]752
[1+0/NPD 5 |

E [PTAXH (124)

PTAX,_, 'ft‘z} -
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where,

O/Nth? : is the implied O/N USD onshore interest rate fixing based on (123),
fictitiously published at date t — 1.

E: is a loosely speaking expectation, without any formal mention to a proba-
bility measure.

By plugging (124) into (123) would yield that:

252

By looking at (125), the authors believe that BVMF would have accomplished

to create a synthetic O/N USD onshore interest rate fixing implied in the term
1
%. The key assumption used though is if indeed (124) is valid. The

PTAX,

OP?:CP?71~[1+O/N§]§?- ! ] (125)

. . PTAX; p . . .
answer is no as the expectation of =2 jnvolves in reality a cash and carry
PTAX; 4

strategy from fx spot dates. Considering no holidays to ease the notation, let’s
assume that the fx spot date from t — 2 falls on ¢ and for £ — 1 falls on t + 1. With

this assumption the expected value of the ratio %, could be formulated as:
t-2

_ [1+CDI 7
[1+0/NEP- oL ]

(126)

Please note that under the no holidays assumption, CDI and O/NYSP dates
obtained from the cash and carry strategy would be for date t. However, £t —1 was
the date required to cancel the CDI;_ in the numerator of (124) to just yield the
expected carry of previous closing price CPtT_1 based on O/NtU_S{) as proposed in
(125).

This mismatch of CDI dates will be revisited later in this book and its effect in
the cupom curve construction will be demonstrated.

6.5 The mathematical derivation of a DDI contract price

This subsection relies on the concepts of conditional expectations, probability
measures and filtrations. We refer the reader who is not familiar with these
stochastic calculus concepts to (Shreve, 2010) for a recap. Readers who are not
interested might skip directly to the end of this subsection where the key results
are discussed.

Similarly to the DI1 contracts, there’s a boundary condition at maturity date T
that forces the closing price at that date to be 100,000.

FUTpp;(T, T) = 100,000 (127)
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where,
FUTppy(t,T) is the DDI Future closing price seen at date ¢ for maturity date T.
FUTpp((T, T) is the DDI Future closing price seen at maturity date T, for a con-
tract with maturity date on same date T.

As the DDI is a future contract, it is expected at date T — 1*, which represents
one business day backwards in a BMF calendar, that the last margin cashflow
computed at date T to be equal to O in a risk neutral world. Also, this cashflow
which is computed at time T , will only be paid at T + 1*, which is one busi-
ness day forward in a BMF calendar. Combining (121), (122) and (127) and the
statement above allows us to write the following equation:

. FUTpp(T—1*%,T) | PTAX7r_1-M
pr-1+E¥ | | FUTppi(T, T) - e = \Fro1+ | =0
PTAX; (719 T+1x
1
TMF,—r_ [ 1+CDI7, | 22
(128)

All terms above have been previously defined in this book. Using (127) into
(128), and noticing that the term PTAX7_; -M is non zero because both PTAX1_1
and M are positive quantities, so that only the term inside parenthesis in the
numerator must be zero to hold (128) true yields:

EQ" [100, 000. 2112 |]-'T_1*]
Bria

PTAXT ) Prir (129)

=¥ {FUTDD[(T —15T)-
PTAX_1(T—1%)

1
T —_—
[17,=r_1+[1+CDIL]%2 gy 4.
: | Fr_1x

1
Here again we will make the assumption that ]_[%:T,l* [1-+ CDIr;]%2 is always
Fr_i=measurable, by assuming the CDI published in a BMF holiday equal to its
previous published value. With this new assumption (129) can be arranged as:

100,000 - EQ* [

1
T —_—
nTi=T—1* [1 + CDITi] 22 EQ* |:,BT71*

PTAXT_,
Pt Sl S, T+1%
PTAX_1(T—1%) Pr+

=FUTpp(T-1%,T)-

|]:T—l*:| (130)



And the Even More Interesting USD Onshore Interest Rates ... 127

The equation above may be rewritten as:

100,000

FUTppy(T — 1%, T) = (131)

1
T 252
HT[:T*l* [1+CDITi]
PTAXT_q
PTAXT_1(T-1%)

Going one business backward in a BMF calendar for the previous cashflow, we
may write that:

1

T-1* 252
Mir o [1+CDIT1.] 252
PTAX _1(T—T%)
PTAX[_1(T—2%)

FUTpp)(T —1%,T) —FUTpp|(T —2*,T) -

Br_o+EY | Fr_ox

Br

=0 (132)

Combining (131) and (132) and using the assumptions that led us into (131)
again yields:

FUT T-1%T
DI )| Fr_pe (133)

T_1% 752

iz o [1+CD1Ti]
PTAX_1(T—T%)
PTAX[_(T—2%)

FUTppy(T - 2%,T) =E¥*

Rearranging a bit the above equation yields:

* PTAX _ 100,000
FUTppy(T —2*,T) =E2 { = |fT_z*}

PIAXr(T=29 11 . (14 CDIg) 22

(134)

Repeating this procedure iteratively until pricing time ¢ (current time) yields:

PTAX; 1 I (135)

FUTppy(t, T) =EY
[17,— [1+CDIy,] 72

PTAXT_1 . 100,000 | ]__{|

6.5.1 DDI Future pricing

By looking at (135), the first thing that can be noticed is that we can use the
Radon-Nikodym derivative, previously presented in (35), to change the expec-
tation to the probability measure Q([T:m, which has as its numéraire PtCIT)I . This
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1
change of probability measure will cancel the term ]_[%:t [1+CDIr;]%2 inside
the expectation and the DDI futures price FUTpp;(t, T) can be rewritten as:

PTAXT_1 100,000 dQ*
. 1 .
PTAXt_l H%:t[l +CDIT,']m dQ(C]D)H

FUTppi(t, T) = E%ot FlrlFe | (136)

Plugging (35) into (136) yields:

100,000 - PCP!

T
. EQcon [PTAX 137
PTAX, DI [, T-11F¢] (137)

FUTppr(t, T) =

Now the only remaining question is how to calculate EQn1 [PTAX7_1|F¢]. This
answer can be partially answered intuitively. The cash and carry argument would
suggest that the expected value of PTAXt_1 is equal to today’s date ¢ gls% onshore
fx forward rate for a contract that has PTAX7t_; as the FX Fixing source and
settlement date at T — 1y . We will call this variable FXFWDPY | [f5], where
the superscript ON designates it’s an onshore fx forward value, ancl the subscript
t, T — 1px represents that it’s a fx forward with settlement at date T — 1py, seen at
date t.

But more precisely, under which probability measure is the cash and carry
argument valid?

To answer this question we require the knowledge of a stochastic calculus
theorem. This theorem is fully explained in stochastic calculus books and the
interested reader may refer to Section 9.2, theorem 9.2.2 of (Shreve, 2010) for a
complete derivation. Basically, this theorem states that given an asset Sy and a
numéraire N¢, the asset discounted by this numeéraire Zf,—ft is a martingale under
the probability measure N associated with numeéraire N;. For the readers unfa-
miliar with some stochastic calculus definitions, a martingale asset would have
as its expected value in a future time its current value. Mathematically:

St
EN 138
Bl (138)

Now going back to our initial question. We are interested in calculating
]EQ%M [PTAXT_1|Ft]. The term PTAXt_; can be replaced by FXFWDT 1L, T— 15y
which is the value of a fx forward rate seen at date T — 1 with settlement date
T — 1fx, because a fx forward rate collapses to its fx fixing value at fixing date.

Thus we need to calculate E¢cor [FXF WDEN, - [USD] |.7:t]

On the other hand, the cash and carry argument using fx settlement rules tells
us that that:

USB
BRL BRL Pt 1
ON LEX) FX
EXFWDPY [T ]_T [].Picm (139)

ttpx, T—1px
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where,
TRLt]: is the $&5 fx spot rate observed at date t.
gfg{ -1, is the USD onshore forward discount factor seen at today’s date
t and calculated from fx spot date frx to the fx spot date obtained from T — 1,

which is T — 1fx, also called the settlement date.

The USD onshore interest rate curve hasn’t been constructed yet, but let’s
assume it’s available so that we can express the FUTpp(t,T) as a function of
it. The code that has been chosen to specify the USD onshore interest rate curve
is USB. US are the first 2 letters of USD and B would be the first letter of Brazil,
to designate that the curve is onshore. This way we can differentiate the onshore
USD interest rate curve labeled USB, from the USD offshore interest rate curve
labeled USD.

By looking at (139), it can be seen that FXFWDS¥71FX[%] must be a

martingale under the probability measure associated with Ptc’g( To1py 3S its
numéraire. This result can be verified given the knowledge of the previously
described stochastic calculus theorem, as ngi T—1px plays the role of N; and
pUSB
%[t} . ng?'ﬂ, plays the role of Zf,—ft By the martingale property then:
ttpx, T-1px

TEx ON BRL
EQcoi |:FXFWDT_1,T_1FX [@] |]:t]

PUSB
[f] - Tl (140)

" pCDI
ttpx, T—1px

BRL.  BRL

= FXFWDON =
[USD] USD

t,T-1px

where,

Tex . . s T . .
E%coi: is the expectation under a probability measure Qg associated with
CDI . 2 .
ttpx, T—1px as its numeraire.

T
But we are interested in calculating on the other hand EQcor [FXF WD?N 1L, T—15x

[%H}}]. How different can it be the 2 expectations, under @%M and
Q([T:B} , given that the numéraires are respectively PtCIT)I and Ptcgi Tilpxand

its values are almost the same numerically? The correct mathematical
answer is that a convexity correction should be performed to calculate

T . . .
EQcor [FXF WD?’:’ 1,T—1FX[%]|]: t], since FXF WD?I}llFX [%} is not a martingale

under the probability measure QEDH. However this convexity correction is negli-
gible and considered to be 0, since it’s a function of the discount factor volatility
difference of g’ and P%f)TI_lFX, which is reasonably small and could be con-
sidered as 0. The proof is omitted here, but can be verified with a change of

numéraire approach that can be studied also in chapter 9 of (Shreve, 2010). Using
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this last assumption, it will be considered that:

BRL
E%or [FXFWD‘T)JYLT_IFX [ ] |]~'t]

USD
USB
BRL] BRL . P11
ON _ FX/ FX
=FXFWDi7_q, [USD} = ool peor (141)
Ltpx, T=1px
And then we can finally derive the DDI futures price FUTppy(t, T) as:
100,000- PSP ppp  PUsB
FUTrm(t.T) = —— &1 DfL g 7“0l T lpx 142
ppi(t, T) PTAX, usp - pCDI (142)

Rearranging a bit (142) to analyze the above equation in the next paragraph:

USB sp ] Pep
FUTpp(t, T) =100,000-P FX (143)
ttpx, T-1px PTAX:_1 PtC¥IT I

By observing (143), it can be seen that there’s a correspondence between a DDI
Future contract price FUTpp;(t,T) to today’s date t forward discount factor in
the USD onshore (USB) interest rate curve from date t5 to date T — 1px, namely

ngg( 1, However, to imply ngg( 1, from FUTppy(t, T), you also need the
CDI

CDI curve to provide you the calculation for the term — X —. This term is
t,T,T-1px

generated exactly because of the CDI dates mismatch that we mentioned in

the previous subsection that arose because of the cashflow computation formula

proposed by BVMF.

t
But the most important term inside (143) is the ratio I,%%)(H Given that the

current value of %[ t] can be substantially different than yesterday’s PTAX value
PTAX;_1, the DDI contract is quoted with what’s called by market practitioners
a "dirty" interest rate. This can be seen by looking at the following equation:

100,000
(14 Ry -f550)

FUTppi(t, T) = (144)

where,
RCT is the DDI dirty rate calculated from date ¢ to date T in Act360 DCB.
/11360 s the day count fraction in Act360 DCB from date ¢ to date T.

On an extreme case, let’s assume that pas|[t] is greater than PTAX;_; by 5%.
BRL
Thus the ratio Pﬁi@’(m is equal to 1.05. Considering a DDI contract that has a

maturity date T Close to today’s date t, like for instance the first open contract

available, we could as an approximation consider that P{}" . 1 o be equal to
FX»
CD[

P
1. Considering also szipx to be equal to 1 would make the right-hand side
tT,T-1px
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of (143) greater than 100,000. The only way that we could make FUTpp;(t,T)
greater than 100,000 by looking at (144) is if we consider the possibility of the
traded DDI dirty rate RtCT to be negative. So in an extreme situation, the quoted

DDI rate for short dated maturity contracts can even be negative and the cause
BRL
. osp
USD
of it is the term PTAK ] -
Because of this specific feature, market participants usually avoid trading the
DDI contract as a stand alone contract. To circumvent this issue, BVMF created

another Future contract called FRA de CUPOM.

6.6 It takes two (DDI contracts) to (con)tango -> The FRA de
CUPOM strategy (FRC)

To circumvent the problem that DDI Future contracts trade a "dirty" rate, BM&F
has created the FRA de cupom contracts. Its contract code begins with FRC and
is then followed by the usual letter and digits code that represents the month
and year of the contract. Those contracts were specified in such a way that it
enables the market participants to trade a USD onshore forward rate through a
long position in a T, maturity date DDI contract together with a short position
in a T maturity date DDI contract, with T, > T7. The T7 maturity date contract
is called the basis month DDI contract and Tj is always the next available DDI
contract. The exception to this rule occurs one business day in a BMF calendar
prior to the last FX Fixing date for the next available FX Futures contract, when
the basis month of FRC contract changes to the second available DDI contract. As
an example, suppose we are at 17-Jul-2014, the next available FX Futures contract
is DOLQ14. It’s last FX Fixing is based on PTAX;_; from 01-Aug-2014, which is
31-Jul-2014. So the basis month T; for any FRC contract will be DDIQ14 until
one business day prior to 31-Jul-2014 in a BMF calendar, which is 30-Jul-2014.
At this date, the FRC basis contract will be DDIU14, which is the September DDI
contract.

The T7 maturity DDI number of contracts q1* will be calculated based on the
traded number of FRC contracts g2 by:

ql=q2-PX(T1,Ty) (145)

q1* =round(q1,0) (146)
and

1
PK(Ty,Ty) = ———— (147)
1+ Rppc- 7:743%260

where,

Rppe: is the traded FRC rate.

Act360.

T, is the day count fraction between Ty and T in Act360 convention.
round(gq1,0): rounds the calculated g1 quantity to the nearest unit.
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It's been previously discussed that a long position in a FRC contract for matu-
rity date T, generates a long position in a DDI contract for maturity date T, plus
a short position in a DDI contract for the basis month T;. However, there’s only
one traded FRC rate. So how will the 2 DDI contract traded rates be generated
based on a single traded FRC rate? The basis month DDI contract traded rate
RtC,T1 will be equal to the closing DDI rate for the same 77 maturity date con-
tract. Thus, the short dated contract is guaranteed to have a 0 cashflow at trade
date. On the other hand, the T, maturity date contract traded rate RgTzwill be
calculated by:

(1 522)- (1A )
Rir, = LACt360
t,To

(148)

where,
RtCTZ: is the computed T, maturity date contract DDI traded rate.

RtCTI: is the basis month maturity date DDI contract traded rate.

Now that the contractual information for FRC contracts has been described,
it’s time to demonstrate how to price them.

6.6.1 FRC Future pricing

As any other future contract, we expect that the cashflows computed at trade
date t are zero for this contract. We already know that by construction the basis
month DDI contract will have its traded rate defined equal to that contract clos-
ing rate. Therefore, the cashflow will always be O at trade date for the basis month
contract. Given that information, we just have to focus now on the T, maturity
date DDI contract cash flow to be 0 as well. Thus,

FUTppy(t, T2) — FUTppy(t, T1) - PX(T1, T2) =0 (149)

(149) tells us that the T, maturity date DDI contract closing price FUTppy(t, T2)
needs to be equal to the computed T, maturity date DDI traded price
FUTpps(t, Ty) - PX(Ty, T). Plugging (143) into (149) yields:

BRL [t]

1 .ot .
00,000 FE—-PLRY

CDI CDI

PUSB PUSB
peDI ( ttpx, To=1px " ttpx, T1=1px PK(Ty TZ)) —0 (150)
, =
t,T2,T2—1px t,T1,T1—1px

The only way (150) could be zero is if the term inside parenthesis is equal to
zero.

ngFl‘i(,TZ_lFX nglfi(rTl_lFX PK(T T ) =0 (151)
pCDI pCDI ’ Li2))=
t,T2,To—1px t,T1,T1—1px
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Rearranging (151) a bit yields:

PUSB Tr—1 PCIYQIT 1
_ Gipx,To—-1px T 4T1,T1-1px
ttpx, T1—=1px  ~ T2, Ta—1fx

USB

P

titpx,To—1gpx . : USB . .
In (152), the term —{&*—2—FX can be simplified to Py T g Ty 15y which is

ttpx, T1-1Fx

the forward discount factor on USD onshore interest rate curve USB. Plugging
that information in (152) yields:

CDI

P
_ pUSB tTy,T1—1px
PK(Tll TZ) = Pt,Tlflpx,TZ*lFX ’ I)CDIi (153)
t,T2,Tr—1px

The first important feature of (153) is that the FRC price PK(Ty, Ty) is no longer

BRL
. e It .
a function of P%i?({_]] as the DDI contract was. Therefore, it’s a contract where

market participants trade a “clean” cupom rate as opposed to the “dirty” rate
traded on DDI contracts.

6.6.2 Handling a FRC trade before BVMF publication of the first DDI
closing price

As we have seen previously, a FRC contract gets converted into 2 DDI contracts at
the end of the day by the exchange. However, the 2 DDI contract traded rates are
linked to the closing T7; maturity date DDI rate that’s only published by BVMF
at the end of the day. So how can we manage the risk of a FRC position realtime
during trade date?

The solution to this question can be implemented by booking the 2 DDI con-
tracts instead of the FRC right away. With knowledge of FRC number of contracts
traded g2, the T> maturity date number of DDI contracts will be g2 as well. But
the tricky part is how to book the traded rate RETZ. Based on (148), we can see

that RSTZ won't be fixed until end of day, since it changes based on Rng This
variable, on the other hand, can be computed based on (143) together with (144),
until it get’s finally published by BVMF at the end of the day.

For the T maturity date DDI contract, things are slightly easier. Its number
of contracts are computed through (145) and (146) and it’s known with only
knowledge of the FRC traded rate and the number of FRC contracts traded. Its
traded rate will also depend on Rng like for the T, maturity date DDI case and
can be computed during the day based on the same procedure.

We reinforce here that the 2 DDI contracts traded rates derived from the FRC
contract will be computed and varying based on market data changes before
BVMF publishes its T7 maturity date DDI closing rates. Thus, when computing
any interest rate onshore risk to those contracts, there must be a mechanism to
also bump their traded rates based on the market data change predicted by the
model equations in (143) and (144).
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Finally, at the end of the day there must be a fixing procedure of the DDI
traded rates derived from FRC contracts. This procedure will set the DDI traded
rates to a constant value and they should stop being computed based on the
model equations mentioned above.

6.7 Calibration of the cupom curve

As we have previously mentioned, the long end of the USB (cupom) curve is cal-
ibrated to FRC contract quotes. The short end is calibrated to DI1 contracts, %
FX Future contract for the FRC basis month and Casado; quotes. The FRC con-
tract provides a way to trade a “clean” forward rate after the basis month. So our
definition of short end of the curve and long end is basically driven by the FRC
basis month contract. The cupom curve is calibrated after the basis month con-
tract with the FRC quotes and before with, DI1 contracts, 3k FX Future contract

' USD
for the FRC basis month and Casado quotes.

6.7.1 Calibration of the cupom curve on the short end

For the short end of cupom curve, it’s assumed that there’s no basis, also called
convexity, between the price of a FRC basis month % FX Future contract and
the price of a % onshore FX Forward contract, both having the same FX Fixing
date. The notation used in this subsection follows below:

FXFUTg%]] . [%]: is the FRC basis month % FX Future price, seen at date ¢
with settlement date at T7 — 1gx. T is considered the FRC basis month maturity
date . The superscript ON refers to onshore because there’s also a CME FX Future
contract that will be specified with a superscript OFF to denote that it’s offshore
and different than the BVMF one. We assume here also that the futures price is
not scaled by 1,000 as BVMF publishes its.

EXFWDPY | [{&5]: is the previously defined ff; onshore FX Forward price
seen at date t with settlement date at T7 — 1px.

The zero convexity assumption of FXFUTtO}\’1 ey [£XL]and FXFWD?IT\'1 . [ERL]
will be revisited later in this book and will be considered to be negligible for the
FRC basis month maturity date. It was defined previously that the no arbitrage

cash and carry argument provides us the following equation:

USB
BRL7 BRL . Pyt 1
ON _ L 0. L Sk 06
FXFWDt,Tl_lFX[ﬁ]— osp " oo (154)
ttpx, T1—1px

Using the zero basis assumption of FXF UTS%’1 - [£RL] and FXF WD%’1 1y [ERL]
enables us to rewrite (154) as:

USB
BRLY BRL . Piier -1
ON HEX LT FX
FXFUTt,TI_lFX[—S ]_— T Liie a—— (155)

ttpx, T1—1px
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The value of fx spot rate 8L [¢] is implied on FXFUTON . [BRL] price and the

USD t,T1—15x LUSD
Casado quote by:
BRL BRL
ON _
FXFUTON | [@] — Casado = 1] (156)

Assuming also that a calibrated onshore BRL CDI curve is available to us
enables us to imply the forward cupom discount factor seen at date ¢, from fx

spot date tg to settlement date Ty — 1px, namely P?fg( Ty —1px by:
ON BRL
USB _ FXFUTtrTl_lFX [ USD] .PCD[ (157)
titpx, T1—1px — BRL r¢ tipx, T1—1px
ol

. . : USB . N
If we are interested in expressing PtrtFX:Tl—lFX' only in terms of liquid instru-

ments we should use (156) to substitute £55 [{] by FXF UTt(,)IT\’1 1y [8RL] — Casadoy.

The next equation shows this other possible formulation which is better for risk
management purposes, as will be explained later in this book.

ON BRL
FXFUT [BRL)

t,T1-1 CDI
pUSB 1~ 1FX .P (158)
-1 T1-1
tipx, T1—1px FXFUT?TNl—lpx[gISeL] Casado; 4tex, T1—1px

6.7.2 Calibration of the cupom curve on the long end

Now let’s focus on the calibration of the portion of cupom curve based on FRC
quotes. Our starting point will be Equations (153) and (147). By looking at (147),
it can be seen that given a FRC quote Rppc, it can be converted to a FRC price
PK(Ty, Ty). (Igsuming a calibrated CDI onshore interest rate curve to be available,

P
the term W can also be computed. Given the FRC quote and the cali-

t,T2,To~1px
brated CDI onshore curve, (153) could be inverted to imply the cupom forward

discount factor seen at date t with start date T7 — 1px and end date T, — 1y,

USB
namely Pt,T1 —1px, T2—1px*
PCDI
USB _ pK t,15,Tr—1px
Pf,Tl—lFXrTZ—lFX =PNT1, T2)- CDI (159)
t,Tq,T1-1px

One important feature is that the calibrated forward discount factor
ngli*lFx,TrlFx is not based on T7 and T dates like the FRC quote, but instead is
based on T7 — 1px and Ty — 1px. Refreshing the notation again, 71 —1 and T — 1
are the FX Fixing dates for FX Futures contracts with maturity date at T7 and 75,
and the FX subscript on T1 — 1px and T — 1px applies a fx settlement rule from
the fixing dates, which shift those dates 2 business dates in a combined CDI and
US holiday calendar. Because of this particularity, the cupom curve is often called
a T+2 curve, since its curve spot date is obtained applying a fx settlement rule.

Another important fact is that even though the process to calibrate

PUSB is not as easy as it was for calibrating a curve like the CDI curve
t,T1—1px, T2—1px
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based on DI1 contracts for example, pricing a 55% onshore FX Forward contract,

with fixing date on the same date as a T, maturity date BVMF FX Future contract,
could be derived only with knowledge of basis month DOL contract quote, the
FRC rate between Ty and T> and DI1 rates for T7 and T, contracts. No interpo-
lation would be required or a CDI or cupom curve to be calibrated. The proof
for this statement can be constructed starting from the cash and carry argument
used to price FXFWDON [BRLY. 1t will lead to:

t,T1—1px
USB
BRLY BRL . Priper1
ON . tex, To—1px
FXPWDRY, | 55 ) = Gsp ) b (160
ttpx, To—1px
FXFWD?¥2_1FX[5S%] can also be constructed using the cash and carry argu-
ment from FXFWD?¥1 iy [RL].
USB
BRL BRLY Prri 1p1,-1
ON _ ON C_bhi=lpx T2 1Fx
FXFWDYY | [ﬁ] = FXFWD?Y | [TSD] oy (161)

t,T1—1px, To—1px

Now we could use the zero convexity assumption of (155) to change in (161)
FXFWDON [8RL] to FXFUTy 1, —1,, [BRE]. Thus:

t,T1—1px
USB
BRL BRL7 Piti—1p5,15-1
ON D1 AEX 27X
EXFWDEY, . [ ] =FXFUTLT1_1FX[@]~PCDI— (162)

t, Ty —1px, T2—1px

USB

Th m forward di nt factor P
e cupom fo d discount facto 11, To—1px

By plugging (159) into (162) yields:

was calibrated using (159).

CDI
BRL BRL PK(Ty, T Py,
FXFWDON [—] — EXFUT, 7, 10| e |- ’ . LTz To-lrx
t,To—1px t,T1-1px CDI CDI
usb Usb Pt,Tl—lperz—lpx Pt,T1,T1—1Fx
(163)
CDI
The term —pr—! - PZEZI’TZAFX can be calculated as:
6T =1px, To—1px  ~ tT1,T1-1px
CDI
1 . PtrTZ/TZ_lFX _ 1 (164)
CDI pCDI = pCDI
t,T1—1px, To—1px t,T1,T1—1px t,T1,Ty
Plugging (164) into (163) yields:
BRL BRL1 PX(Ty,Ty)
ON 1,13
FXFWDLTTIFX[@] = FXFUT 1, 1,4 [ﬁ] et (165)

t,T1,T;
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Plugging now (147) and (39) into (165) yields:

252
CDI\ t.T,
BRL BRL 1 (1 +Ry7 )
EXFWDON | =FXFUT 7y 10| e |- . 12
Pt 5 i g T Rec TR (1R
’ t,Tq
(166)

Recalling that Rpgc is the FRC quote for a contract with maturity date T, and

R{?H and R are the DI1 quotes for contracts with maturity dates Ty and T»

respectively, proves our previous statement that pricing a % onshore FX For-

ward contract, with fixing date on the same date as a T, maturity date BVMF FX
Future contract, could be derived only with knowledge of the basis month DOL
quote, the FRC rate between T7 and T, and DI1 rates for T and T, contracts.

Another important question to be asked is why the calibration only produces
forward discount factors? Don’t we ever have to use a discount factor that dis-
counts until pricing date t? The answer is no, as all USD onshore tradable
instruments that produce a USD linked cashflow have to be paid in BRL. There-
fore their future expected cashflows need to be converted by a % FX forward
price to a BRL expected payoff that is subsequently discounted until computa-
tion date t in a BRL onshore curve. So in the limit at FX Fixing date, you only
need to convert the cashflow by the fx forward at tpy.

6.8 How to compute cupom interest rate risk?

In the previous section we described how to calibrate the cupom curve forward
discount factors Pg%—lpx,T,- 1y for Tj being the maturity date for a particular
FRC contract. Assuming we have N available FRC contracts, we could calibrate
N+ 1 forward discount factors for a cupom curve, being N calibrated in the long
end using FRC quotes with a calibrated CDI onshore curve, and 1 in the short end
with DI1 quotes, Casado and the FRC basis month % FX Futures contract price.
What's very frequent among market practitioners is to construct a cupom curve,
based on the combination of the short and long end cupom forward discount

factors PUSB nd PYUsB in PUsB hrough:
actors Lt Ty 15 and 6T1 1, Ty gy to obta bty T~ 11 throug

USB _ pUSB . pUSB
t,tfxyTj—lFX_Pt,tfx,Tl—lFX t,T1=1px, Tj=1px (167)

USB
trtferi_lFX
rate, which is a non tradable equivalent cash deposit rate seen at ¢, for start date

i and end date Tj — 1gx by:

The next step would be to compute R , also called the “clean” cupom

1 1
USB — — —_—
Rtrtfx/Tj—lFX ~ | pUsB 1 L Act360 (168)

tte, Tj—1px tex, Tj—1Ex
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This procedure would enable us to compute the N + 1 quotes, for each
RgffB T—1px associated with the N + 1 forward discount factors of the calibrated
o

USB
Ltg, Ti—1px

tradable as mentioned above. Therefore, they shouldn’t be the selected instru-
ment used for cupom curve interest rate risk computation. In G10 market,
interest rate risk is computed with respect to hedgeable (or tradable) instruments.
That feature is desired because it could tell you which amount of the liquid
instruments you would have to hold in order to hedge your portfolio against that
particular interest rate risk metric. Nonetheless, it’s still quite frequent to observe
market practitioners in Brazil computing cupom risk based on the unhedgeable
“clean" cupom rates.

Based on the argument presented above, the correct cupom risk computation
methodology should be based on its liquid instruments, which are the FRC liquid
quotes, the Casado; quote and the FRC basis month 5’5% FX Futures contract. The
risk obtained from this procedure would now be meaningful, and a trader could
go directly to the market to execute his hedge by trading the liquid instruments.

Another weird result of using interest rate with respect to cupom “clean" rates
Rgfg,ﬂ _1, IS that if you trade a FRC contract, you would end up having BRL
CDI curve interest rate risk. This can be verified by looking at (153), which is
shown below again to highlight this particular issue:

cupom curve. However, all computed “clean” cupom rates R are not

CDI

P
6T, T —1Fx
PA(Ty, T2) = Pf T1=1px, Ta=1px * pCDI
t,T2,T2=1px
P Ty-1
K Ex T2 lx
The FRC contract price P*(Tq, T2) is a function of Pt T1—1px, Ta—1px — pUSE
USB tUtfs:fa(’Tl e
s : 1 “ n
which ends up being a function of “clean" rates R; e T 1y @ and R g To—Tpx"
PtC?IT 1
But the term —/;/~1—EX exists and results in BRL CDI curve interest rate risk no
LT, T2 -1fx

matter what.

On the other hand, it’s quite obvious that using the FRC quote as the instru-
ment to represent interest rate risk would yield only risk on the same FRC
contract.

Another good example is the already mentioned £55 FX Forward onshore
FXFWDPY | [{&5] contract with same FX Fixing date as the T, maturity date
FX Future. As demonstrated in the previous subsection in (166), its price is a
function of only liquid instruments. So having an interest rate risk computa-
tion methodology based on shifting liquid instruments would naturally only

yield risk to the very same instruments. On the other hand, shifting the cupom
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“clean" rates would require the pricing to be based on:

USB

BRL7 BRL _ P 1,1
ON _ e, Ta—1px
FXFWDLTZ*lFX[USD] =usp!! pepr
ttex, To—1px
And the term P{P” ;. ;  would require interpolation and would result in

residuals of risk being displayed in adjacent tenors to the T7 and T, in BRL CDI
interest rate curve.
Another interesting fact is that a shift in Casado; or FXFUTON [BRL]

t,T1—1px ' USD
quote would recalibrate the implied cupom forward discount factor nyg( Ty —1px

through:

EXFUTON [ BRL ]

USB tT1—1px | USD CDI
Pt,tpx,Tl—lpx = ON BRL C d Tty T1—1px
FXFUTOY [ B85 ]~ Casador

So there’s a bit of interest rate risk coming from FX related quotes Casado; and

FXF UTS%’1 iy [BRL] as well, and not only from FRC contract quotes.

6.9 Interpolation choices for the cupom curve

In this subsection, we will discuss the 3 most used interpolations methods for
cupom curve. 2 of those methods are very similar and perform a log-linear inter-
polation on forward discount factors ngg( [T—15, Dut one does it log-linear in
business days and the other log-linear in calendar days. The other interpolation

is log-linear also, but in fx forward prices space.

6.9.1 Log-linear interpolation of cupom curve forward discount factors
curve in business days

This interpolation method will set as knots the N 4+ 1 forward discount fac-
tors P> T—1; Obtained in the cupom curve calibration. Similarly as for the
CDI onshore curve calibration, it will be assumed we are interested in finding
a discount factor for a date Ty, between knot dates T; — 1px and Tj; 1 — lpx.

Subsequently, the following equations will be used:

7'.2521
USB _ USB Ti—1px, Tk USB
In (Pt,tFX;Tk) =In (PtrtFXrTi—lFX) + 7252 (ln (PtrtFX:TH—l—lFX)
Ti=1px, Tiv1—1px
_ USB
i <PtrtFXrTi—1FX>) (169)

PUSE . =exp [ln (ngg( ,Tk) ] (170)
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6.9.2 Log-linear interpolation of cupom curve forward discount factors
curve in calendar days
In this method, the knots of the curve are the same as in the method above. The

only difference will be that day count fractions are computed based on Act360
DCB instead of BUS252. Therefore the interpolation equations are:

Act360
I (PUSB \ — 1 (PUSB TTi—1px, Ty 1n (PUSB
n t,fFX,Tk> =M\ C ey, Ti—1px + L Act360 ' n( f/tFx,THrlFx)
Ti—1px, Tiy1—1px
USB
In (Pt,tFx,Ti—lFx)) 171)

And (170) would be used again to invert the natural logarithm function.

6.9.3 Log-linear interpolation of cupom curve in FX forward prices

Here again the log-linear interpolation could be done in business days or in cal-
endar days. One can be constructed from the other by just changing the day
count fraction in the same interpolation formula. However, the available days
to be counted should be obtained using the combined CDI and US holidays
calendar, because that’s where the fx market is based to compute its fx forward
settlement dates. Assuming we also have N+1 knot dates which are again T; — 1px
and Tj.q — 1px yields the following equations:

252FX

BRL BRL T —1px, T,
ON _ ON i—LFX, 1k .
In <FXFWDt’Tk[@]> =In (FXFWDt’Ti_lFX[—USDD + . (172)
i~ P41
BRL
ON
: (ln (FXFWDt/THrlFX [@D
BRL
ON
—In (FXFWDLTHFX [@D) (173)

where,
r%ls%f X: is the day count fraction between T; and T; in a BUS252 DCB that

counts business days in a combined CDI and US holidays calendar.

There’s no clear evidence for the authors that one method should be better
than the others and investigating with historical market data which method pro-
duces PnL closer to zero with smaller standard deviation for a portfolio consisting
on broken dates 55% fx forwards could be a good way to try to investigate this in
the future.

Hey, before you go on with the rest of the formulas, let’s talk about New Year’s
Eve. Not the day itself, but that last business day of the year, that one that is
a trading holiday. The IOF on Derivatives introduced in 2011 brought home a

problem: how do you look at this fixing? You might get yourself paying a tax
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because a long position matured on 31-Dec and your traded hedge matured on
30-Dec. To avoid this situation, every year an explicit communication from the
BCB determines that the PTAX of that last business day will be equal to the the
PTAX of the previous day. Why not implement this for all holidays where only
BVMF is closed? Because this is the only situation where the holiday is near the
last fixing date for the listed FX contracts.

Because you, our reader, is clearly a smart person (you bought this book, after
all), the image of a diagonal line going up forever that was associated with this
interpolation is now replaced with a broken diagonal (up until 30-Dec, equal for
30-Dec and 31-Dec, and then up again). Some minutes (maybe hours - go to a bar,
a pub, anywhere, but get out of the office) of fun are expected as the trader, the
quant and the poor soul who will have to implement this model discuss whether
to treat this as a feature, an exception, a bug, something permanent, something
that will change only when the BCB publishes the yearly communication, ... you
get the idea (you are smart after all).

These little gems make Brazilian models famous around the world for their
uniqueness (although other Brazilian models are also famous as well).

6.10 The SCC contract

The SCC contract is defined as a cross currency swap contract with daily resets
but in reality it works essentially as a USD linked Futures contract very similar
to DDI. It was introduced in 2002 as an alternative to currency intervention
by the BCB (as discussed before), but the government had said before it would
not intervene in the futures markets; therefore, a swap with periodic margining
was introduced. The period started as monthly, changing to daily later. So as a
general rule in this book, this contract will be also referred as a future contract
even though its contract specification might say that it's a swap.

There are 2 main differences for the daily cashflow computations of SCC and
DDI contracts:

o There’s no multiplier in cashflow computation formula as there was for a DDI
contract. A SCC contract is for face value of 50,000 USD at maturity date.
In essence that doesn’t change much as the 100,000 face value DDI is later
multiplied by 0.5, but there’s a difference in units of closing prices published.
For the SCC, published prices are 50,000 USD based and for DDI they are
100,000 based.

o The daily cashflow equation for a SCC contract is given by

t+1%*
MCF] = (CPT —0Pf') - PTAX;_1 - ] (1+CDI) b (174)
T,'=t
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So there’s an accrual of the DDI contract cashflow formula by the term
* L
tﬁit (1+CDIr;) %52 The rationale behind this term is that the cashflow is paid

only the next business day in a BMF calendar. Thus the term ]_[tTT:l: (1+cDIy,) =
is supposed to cancel the present value effect that will discount the expected
cashflow by the same term.

The conversion from closing price of the previous BMF date to opening price
is also given by (122) and doesn’t change from the DDI contract to the SCC one.

6.11 The mathematical derivation and pricing of a
SCC contract price

Since the cashflow computation is very similar to DDI contract case besides the

* 1
accrual term ]_[tfi;lt (1+4CDIr;) %52, the SCC futures price will be derived similarly
to the way that the DDI futures price was derived. The first equation to be used
is the boundary condition at maturity date:

FUTsco(T, T) = 50,000 (175)

The cashflow computation expected value is slightly different than (128),

* 1
but only because of the accrual term ]_[tTJ’,it (14 CDIr,)%2 and (175). Again, as
a futures contract, it’s expected to have a 0 expected cashflow computed at
maturity date T. The equation below is constructed using all those details:

1
% _. ,«|1+CDIy, | 252
FUTgco(T, T) — FUTsc (T — 1%, T) - —Hi=t ;;LXT—l ] PTAX7_1

PTAX_1(T—1%)

1\ 1
. N
Bra1+- (n%;lT (1+cprr,) 252)

fr_1+-EQ | Fr—1#

-0 (176)

. 1 . .
Again, the terms PTAX1_1, %*le (14+CDIr;) %52 and % are positive quan-

tities, and to impose (176) to be zero we need that:

EQ" [50,000. Prr1- |fT,1*]
Bre1

1
" TTf—r_1+ [1+CDIT;]?52 pp 1.
=B | FUTsce(T - 17, 1) =0 ﬁ | e 177)
PTAX, 1 (T—-19) T+

It can be seen that (177) is very similar to (129), being the only difference the
face value amount of 100,000 for the DDI case and 50,000 for the SCC case. This
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enables us to use the same pricing equation for the SCC contract than the one
used for DDI in (143) with the face value adjustment as below:

BRL [t] PCDI

_ USB TSD ttrx
FUTscc(t, T) =50, OOO.PtrtFX:T—lFX . PTAX,_ . PE?IT ) (178)
EREREY D.¢

6.12 The SCS contract - a modern, but exotic, cousin

The SCS contract is also defined as a cross currency swap contract with daily
resets but can be also be viewed as a Futures contract very similar to SCC. The
only difference among the 2 contracts is the BRL interest rate fixing index associ-
ated to it which is Selic for SCS instead of CDI for the SCC contract. The cashflow
computation formula for SCS contracts is displayed below:

t+1* 1
MCFT = <CPtT —oprT ) PTAX;_1 - [ ] (1+Selic,) %2 (179)
Ti=t

Again as in the SCC contract case there’s an accrual of the contract cashflow
formula, but as stated above the reference interest rate index is Selic.

The conversion from closing price of the previous BMF date to opening price
is not given by (122) anymore as we need to change the CDI by the Selic index
in this formula also. This is shown in the equation below:

t 1782
[T7,=¢—1+ [1 + Selicr, ] 552

PTAX; 1
PTAX;_{ (t—1%)

opr! =cp! ;. (180)

The SCS contract was introduced together with the OC1, within a coordinated
push to introduce listed contracts using Selic instead of CDI at a time in which
the spread between both was too wide.

6.13 The mathematical derivation of a SCS contract price

The only difference between the cashflow computation of a SCC contract and the
SCS one is the change from the CDI index to Selic. Again we have a 50,000 USD
face value for one contract which gives us the following boundary condition:

FUTscs(T, T) = 50,000 (181)

As done previously in the OC1 contracts, the risk neutral expectation used to

1
calculate the SCS contract price is the one which has ﬁts = tT;:lO [1 +SelicTi] 252
as its numéraire. As a future contract, we again expect the value of the computed
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cashflow at maturity date T to be equal to 0. Using (181) and the above statement
yields:

1

18 gy« | 1+Selicr, | 252
50,000 — FUTscg(T — 1%, T) - — ,,T/[;XH ‘] -PTAX;_4
X PTAXT_1(T-1%)
Br_1+E = |Fr_1+
ﬂT+1* <1—[T+1 (1 +Selicr, ) 252)
=0 (182)

1
Again, the terms PTAX7_1- ]_[T+1 (1+ Selicr,) 22 and 5 ;“ are positive quan-
tities, and to impose (182) to be zero we need that:

[50 000 - ﬁT L |]-‘T_1*:|
T+1*

1
T . S
HT,‘:T—I* [1 +S€llCTi] 252 ﬂT 1%
PTAXT 1 .
PTAX_1(T—1%) T+1

—EY | FUTgos(T = 1%, T) - |\ Fr_q+ (183)

The equation above may be rewritten as:

50,000

FUTscs(T — 1%, T) = (184)

1

T ; 252
HTi:T—l* [1+SellcTi]
PTAXT_{
PTAXT_1(T-1%)

Going one business backward in a BMF calendar for the previous cashflow, we
may write that:

1

e «| 14Selicr. | 252
FUTscs(T — 1%, T) — FUTscs(T — 2%, T) - —4 ,TTAZXT[ 1<T_1*§]

EQX PTAX_1(T—2%)

br

S
Pr_ox- | Fr_ox

=0 (185)
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Combining (184) and (185) and using the assumptions that led us into (184)
again yields:

FUTscs(T—1%,T)
1
1% . LIV
n%:lT—z* [1+SelicTi] 252
PTAX_1(T—T%)
PTAX_(T—2%)

FUTgcs(T — 2%, T) = EQ | Fr_os (186)

Rearranging a bit the above equation yields:

PTAX1_1(T — 2* I

FUTscs(T — 2%, T) = EZ* { )
T R
HTi:T*Z* [1 + SellCTi] 252

PTAXT 1 50,000 Fr 2{|

(187)

Repeating this procedure iteratively until pricing time ¢ (current time) yields:

PTAX; I (188)

FUTscs(t, T) = B2 :
[17,—¢ [1 + Selicr,] 252

PTAX7_1 50,000 | -7'—‘[:|

6.14 SCS Future pricing

By looking at (188), the first thing that can be noticed is that we can use the
Radon-Nikodym derivative, previously presented in (46), to change the expec-
tation to the probability measure Qsgjic !, which has as its numéraire Pf‘fT“C. This

1
change of probability measure will cancel the term ]_[%:t [1+ Selicr,] %2 inside
the expectation and the SCS futures price FUTscs(t, T) can be rewritten as:

PTAXT_ 50,000 dQ*
AR ' Y ase)
1 17— [1+ Seticr,] 252 AQseic

FUTscs(t, T) = EQselic" {

Plugging (46) into (189) yields:

50,000- P o o
FUTscs(t, T):W-]E Selic' [PTAX1_1|Ft] (190)
A closer look at (190) unfortunately points to us that to derive the SCS
futures price FUTscs(t,T) won’t be as simple as it was to derive the SCC
futures price FUTscc(t, T). The complication lies in the computation of the
term EQselic [PTAXT_1]F¢] as in the DDI or SCC futures price derivation, it was
required to compute an expectation under a different probability measure. The

term to be computed was IEQ&DH [PTAXT_1|F¢] instead.
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In DDI future pricing subsection, we showed how to compute
EQ%n [PTAXT_1|Ft] with just one assumption that had a negligible impact
on pricing. First, it was used the fact that PTAXt_; could be replaced
by FXFWD(T)E’LT_lFX[%] inside the expectation, because the FX Forward
price at expiry date collapses to its fx fixing value, in our particular case
PTAXt_1. Then, one stochastic calculus theorem was shown demonstrating that

FXF WD?IT\’_IFX[%] was a martingale under the the probability measure associ-

ated with PCP! | "as numéraire. But pricing of the DDI contract required us to
HLFX0 FX

compute the expectation of PTAX7_; under the probability measure QEDI, asso-
ciated with numeéraire PE?’ , which was different than PtC,g{ 71,y to validate the
martingale property. However, P 2! is always sufficiently close to Pp? .,  and
the convexity adjustment required to adjust for this difference can be considered
to be negligible. All those facts allowed us to compute the required expectation

as below:

pUsB
o oN BRLY 7| = BRL 1. “tdeo Tt
ECbr |:FXFWDT—1,T—1FX|:USD:| tH= USD [t] PCDI
ttpx, T—1px

Now we need, on the other hand, to compute EQselic [PTAXT_1|Ft]. We
can also substitute PTAX7_; by FXFWD‘T)Ifl,T_lFX[ES%] inside the expectation.

FXF WD?¥_1FX [£8L] is still a martingale under the probability measure associated

with PtC?I T_1,. 8 numéraire. However, now we need the compute the expecta-
ARX L —LEX

tion under the probability measure Qseiic', which has P as its numéraire. We
can’t use now the assumption that P}{ is close enough to PP’ | so that
convexity adjustments are negligible. Specially for SCS contracts with a long
maturity date. In that case, P{/“and PEP! 1y, values will be even more distant.

To finish the pricing derivation we need another stochastic calculus theorem
called the Girsanov Theorem, summarized below.

Consider the stochastic differential equation:
dX =fX¢)-dt+o(Xe) - dWy (191)

under P. Define a new measure P* by:

Ap* 1 t 5 t

dfwft:exp{_i./o Ys-ds+/0 YS-dWs} (192)
and

AW} = =Y -dt +dW; (193)

Is a Brownian Motion under P*.
The more interested reader is referred again to (Shreve, 2010) for a full
derivation of the theorem.
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Let’s assume that we have the following constant volatility geometric Brown-

ian motion stochastic differential equation for FXFWDQN, 1. 1FX[515%]

BRL BRL Te
dFXFWDOY_ lFX[USD] FXFWDZY_ 1FX[USD] -orxpwD - dW{ ! (194)
where,
orxFwD: 1S a constant volatility for the EI;IL) onshore FX forward value.
Wth CDI: s a Brownian motion under the probability measure QCDI, associated

with numéraire PCPI.

The Radon-Nikodym derivative to move from measure Q%M to measure Qgejic "
is given by:

5 s
d@sehc| dQgy dQcpr _ A7 1 Pt peni 0s)
L 717 dQseiic dQlp; B Pgejl}c pr T
Defining,
S*
o (196)
Bt p3 By

and recalling that the CDI to Selic spread discount factor Pf"%"f* was defined as:
lick  pCDI li
P R =P
enables us to rewrite (195) as:

QSehc | _ ﬂt 1

P S (197)
dQ(C]D)H Br P fe%l,c*

Now, let’s assume that Pfe}’;c* follows a HJM type diffusion like the one defined
below:

dPSeliC*
t,T j
pSelicx zrfellc i — JPS"’I’C*'dZt (198)
t,T
with,
dw, CDI -dZy = p3ic . dt (199)
where,
piglic’: is the correlation of FXFWD variable FXFWD?ITV Lix [¢5L] and CDI to

Sehc spread continuously compounded rate rse”c
PSE,IC* :is HJM type instantaneous volatility for the already defined Selic to CDI

spread discount factor term PfeTl"C* seen at date t for maturity date T.
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Z;: is a Brownian motion under the probability measure Qgejic, that has ﬁts as
its numeéraire.

Using the Cholesky decomposition enables us to express dZ; as a combina-
tion of independent Brownian Motions dWth DI and dszt DI under probability

measure QEDI as:

Lo\ 2 .
Az, = Seltc dWTLDI +1— < Sehc*) ,dWZTICDI (200)

By plugging (200) into (198) yields:

dpffale* Tc, T

, S li Sel / Selic*

pSelicx Nt~ O-PS olox <pF§(lC dW CDI 1= ( X ) ‘dWZfCDI> 2on
6T

By plugging (201) into (197) and with some HJM and stochastic calculus
algebra, we can rewrite (197) as an exponential martingale as proposed below:

T 1 T 2
d%ellc = exp {_2_ / (6;&1,,6*) dst. (202)
CDI t sT
T
ex oS . [ pSelict dWTCDI—F /1— Selic*z‘dWTCm)
P{/ (sh)- (o3 >
(203)

Applying the Girsanov theorem we can define a Brownian motion Wth Setic

under the probability measure Qgejic | as:

dWﬂS"’iC - _ Pj%(lic PSeIzc* dt+ dWTcDI (204)

Plugging (204) into (194) yields:

BRL
ON
daEXFWDPY_ | oo
BRL Tew »
_ ON . . Selic Selic* . _t o
_FXFWDtITAFX[—USD] CEXFWD (dWlt e dt) (205)

Finally, by plugging (205) into (190) yields:

50,000 - PSehC BRL
_ ON
FUTscs(t, T) = W EXFWDpT g [USD]

Selic* t
-exp { OFXFWD * PEX * O psetics * ¥t,T—1 } (206)
t,T
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After a bit of algebra we can rewrite it in a format better suited to be compared
with a DDI or SCC contract price:

50,000 PP BRI PUSB

) []- Ltpx, T—1px
PTAX¢_1 UsD" " pcpI

titpx, T—1gx

FUTscs(t, T) =

Selic* ot
-exp {UFXFWD PEX "0 pselicx " Tt,T—1 }
t,T

FUTscs(t, T) = FUTppy (¢, T)~Pff%"c*~exp{apxmn P O psais -n,m} (207)
t,T

By looking at (205), it can be observed now that the dynamics of
EXFWDPY_ | [5p] under the probability measure Qf;. has a drift based on

the covariance of Pse”c* and FXFWDN, ;| X[5§[L)] If the rate spread of CDI to

Selic rsel’c*has positive (negative) correlation to FXFWDON, .. 1FX[(BJ§[L)] then we

should have a positive (negative) drift of FXF WDt o1 [515%] under Qg;.-

This was the missing information required to price a SCS contract and it should
be noted that if the covariance of FXFWDPY_ s [%} and Pff}"c* is non neg-
ligible, then the price of a SCS contract is model dependent as observed in
(207). Particularly, in the above SCS price derivation, we chose to use a volatility

constant geometric Brownian motion for FXF WDtT 1 x[%] and a HJM type

process for Pf,e%’f* to arrive at a first order convexity adjustment on the price
without having to deal with complex models.

Also, from (207), 2 particular aspects can be noticed when pricing a SCS Futures
contract. One is the expected result that its price should depend on the CDI to
Selic spread discount factor Pfe}"c* when compared to the SCC or DDI Futures
price. The other aspect tells us that it’s not possible to replicate or hedge statically
a SCS Futures position, with DDI (or SCC), DI and Selic Futures positions. Thus,
a dynamic hedging strategy needs to put in place, which results in the convexity

li
term exp | GrxrwD * PEgC O-It,Sehc* -1

One may argue that hlstorlcally, the correlation of the CDI to Selic O/N spread
with the components of the USL fx forward onshore value, namely the fx spot
rate USD RL 1], PtCDI and PtUSB is not statistically different than 0. Therefore, the con-
vexity ad]ustrhent wou/ld be close to 0. However, even if one believes this to be
true, still it would be required to dynamically hedge a SCS Futures with a DDI,
DI and Selic Future contracts. This dynamic hedging strategy should produce an
expected total P&L close to O, but there may be periods with positive and nega-
tive P&L from carrying the dynamic hedge through time. A trader that doesn’t
want to generate this P&L volatility in his book could still charge a bit to enter
into a SCS contract.

Another important fact is that the convexity adjustment is dependent on 2
terms that are a function of time. First is the obvious day count fraction term
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7t 7_1. The other is ¢! . that is a discount factor volatility. Since a discount fac-
, P?e’ql}c*

tor has a pull to par (in this case 1) effect, similarly to what occur to bond prices,
then the volatility of a discount factor can be viewed to be a linear function of
time. Therefore, for SCS maturities shorter than 3M, the convexity adjustment
should be small, regardless of a correlation value.

6.15 Forward starting SCS contracts

In the previous subsection it was mentioned that a SCS Futures contract is already
quite complex. Market participants in Brazil, however, trade forward starting SCS
contracts. Much alike the DDI, the SCS future contract trades a “dirty" rate. And
the idea of trading it forward starting is exactly one way to overcome this issue
and trade a “clean" rate instead.

However, one complication is regarding registering those contracts at BVMFE.
Currently all SCS traded contracts for the same maturity date are aggregated
under the same BVMF code. BVMF has a file that distinguishes them by a field
called Position Date, which indicates what's the starting date of the SCS contract.

Usually banks develop a system for computing future contracts analytics and
P&L based on contract codes, and since the contract codes are the same for SCS
contracts with different start dates, this generates a lot of problems for the banks.
The usual aggregation of positions with same code cannot happen, as the infor-
mation regarding Position Date would be lost which is relevant for P&L and risk
management purposes.

Regarding pricing formulas for the SCS contracts that have start dates in the
future, the basic SCS formulas derived in (190) can be used replacing date t by
tstart, recalling that ¢ is the trading date and 4+ is now a new variable to desig-
nate the forward starting date. Also, the FX spot to yesterday’s PTAX ratio term
will not be present justifying trading a “clean" rate, similarly to what happens
with FRC contracts.

6.16 A much simpler alternative to FRC contracts

As you can see, Section 6 is pretty extensive. This happens mostly because the
USD linked onshore interest rate future contracts, like DDI, FRC, SCC and SCS,
are somehow complex to understand. Maybe even a bit more for a market partic-
ipant based outside Brazil. Those contracts have margin cashflows formulated in
a non trivial way, at least when compared to similar interest rate future contracts
for G10 currencies. We also highlighted many issues with them that prevent per-
haps the liquidity of these contracts to grow. As pointed out previously, the FRC,
which is the most liquid USD linked interest rate future contract, trades mostly
during the day driven by a call that happens daily at around 4pm Sao Paulo time.
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Summarizing the issues mentioned previously for the current USD linked con-
tracts, the DDI future contract trades a dirty cupom rate and because of that
it has very small liquidity when traded as a single contract and not part of
the FRC strategy. The FRC strategy itself, trades a clean forward cupom rate,
but is at the end of the day converted to 2 DDI future contracts, which have
complex and non standard margin cashflow formulas for the market partici-
pant based outside brazil which is used to other interest rate future contracts
offered on other market exchanges. The SCC and SCS contracts are mostly traded
with Brazil Central Bank as counterparty and currently the SCS future is the
elected one by BCB to intervene in FX derivatives market. But, as we have pre-
viously demonstrated, its price is model dependent, at least for longer maturity
dates.

The limitations previously discussed lead us to question ourselves if there’s an
alternative to the FRC formulation, which could be simpler and closer to what
market participants have outside Brazil. The authors believe the answer is yes
and propose a contract constructed similarly to an Eurodollar Futures contract.
It would trade, as the FRC strategy, a forward clean cupom rate, would not require
a conversion to 2 DDI at the end of the day and don’t involve complex margin
cashflow formulas. As a matter of fact, the margin cashflows could be extremely
simple and given by:

MCF; = (Le 7y, 1, — Le-1,1,,15) - rﬁff%fo .PTAX; (208)

where,

Lt 1,: is the new proposed contract closing rate published at date ¢t by BVMF
for a contract that trades a forward rate between T7 and T, dates. At maturity
date T1, L7, 1, would be implied from closing BVMF FX Future prices for Ty,
Casado and DI closing rates. Or a deposit rate needs to be created and used as a
fixing source for this contract playing a similar role that US Libor 3M rate plays
for Eurodollar Futures.

This contract could pay at date frx the margin cashflow computed at date t.
This way it would take into account the fact that PTAX;, as a proxy for fx spot
rate to convert cashflows, is a valid rate to convert cashflows from BRL to USD
only at date trpy. However, the exchange could have some complications to settle
the margin payments based on tgx, which could be a holiday in a BMF calendar
and because of this fact the exchange would be closed.

Therefore, the authors think that margin cashflows could be paid the same
way as any current BVMF future contract, which is one business day forward
in a BMF calendar, still without affecting much the pricing of this hypothetical
contract.
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6.17 A BRL Float or Fixed X USD onshore Fixed swap

Usually, one key difference on the specification of a BRL Float or Fixed X USD
onshore Fixed swap is how to convert the BRL leg Notional (USD leg Notional)
into the USD onshore leg Notional (BRL leg Notional) at the start of the trade.
If it’s done using %[t], which is the fx spot rate seen at pricing time, then
the swap is called a clean swap, as it doesn’t reference any previous fx fixing
for converting Notionals. However, as we have seen previously, the fx spot
rate %[t], is obtained from the subtraction of first available contract %[t}
FX Future rate FXF UT?IT‘llFX[%] and Casado; value. The liquidity of Casado;
is not the same as FXFUT?¥_1FX[%] though, and the 2 counterparties enter-
ing the swap sometimes could have some problems to agree on the fx spot rate
used to convert Notionals at the start of the trade. To circumvent the issue of
agreeing on the fx spot rate, sometimes a BRL Float or Fixed X USD onshore
Fixed swap uses PTAX;_; as the FX Fixing used to convert the BRL leg Notional
into USD or vice-versa. When this happens, the swap is said to be trading a
dirty USD onshore fixed rate, in a similar way that occurs with DDI Futures

contracts.

6.17.1 Coupon payoff specification

Assuming a clean swap that has N coupons and a BRL Fixed rate, the T;_z, coupon
payoff in BRL is defined as:

TBusZSZ
Cpnr;[BRL] = Notggp - ((1 +Rpgp) "1 — 1)

Notgpr Act360
oA - (Russ - £41350) - PTAX 7, 4 (209)
USD

where
Cpnr;: is the coupon payoff for T;_g coupon assumed to be paid at time T;.
Rppr: is the exponential BRL fixed rate defined in BUS252 DCB.
Rysp: is the linear USB(cupom) fixed rate defined in Act360 DCB.

NOIsRL. — Notysp: is the Notional of USD leg converted from BRL Notional based
1l

USD
; BRL
on fx spot rate seen at time t , g5 [£].

PTAXT,_1: usually the USD onshore leg has its payoff converted to BRL by the
PTAX published one business day prior to coupon payment date 7T; in a CDI cal-
endar.

The dirty version of the above payoff would simply use a past FX Fixing in

(209) to substitute the definition of Notysp = P%j\?gﬁ{fl .
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6.17.2 Coupon pricing
The present value of the T;_g, coupon of a clean BRL Fixed swap can be calculated
by:

T;
PV, = PR! E%chi[Cpny, [BRL | 7]

7 Bus252
PVe = Pp! -NotBRL~((1+RBRL) TH'Ti—1>+ (210)

Not, BRL

CDI BRL Act360 ON

(=DPy7, - B%L [t] . (RUSB ' TTi—pTi) FXFWD(T, 14 [ USI)] (211)
USD

It’s worth mentioning that inside FXF WD?IT"i *h}ﬁ%}’ there’s a forward dis-

count factor term PtCFI;IT-—lpx that doesn’t cancel perfectly the discounting term
151

PEIT),-I because the payment date is T;. That’s why to be really accurate when

pricing a contract, the lag between payment dates and fx settlement dates

need to be taken into account. Also, we used again the approximation that
EQch1 [FXFWD%NLTHFX [ BRL \]—"t} =FXFWDON | [BRL] since the convexity
adjustment is negligible as discussed in the previous subsections.

We used a fixed BRL leg in this subsection, but a floating leg could be used as
well, as the main purpose was to describe the usual dates and definitions for the
USD onshore leg of the swap, since the BRL fixed or floating leg mechanics have
been discussed in this book’s previous subsections.
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Too Many Options?

After describing the methodology to construct the majority of the required yield
curves for the onshore Brazilian market, it’s possible now to move one step for-
ward in the complexity level and talk about IR and FX options in the onshore
market.

Currently there are 2 IR options available at BVME. The first is called DI Future
option and is a product where you have the option to enter at a future time Ty
into a DI Futures contract with maturity date T . Since you can only exercise at
expiry date Tq, it’s an European option and it’s deliverable, meaning that upon
exercise you enter a DI Future contract and there’s no cash being settled upon
exercise.

The second interest rate option available is called IDI option, it’s also Euro-
pean but cash settled at its maturity date T. There are also 2 strategies called VTF
and VID that allow market participants to enter into a delta hedged DI Future
option or IDI option contract, respectively. The delta hedge amount is given in
DI Future contracts and the amount of contracts given for delta hedge is cal-
culated by the exchange through a formula that will be discussed later in more
detail.

Regarding IDI options, we will discuss the construction of all 3 different indices
used as their underlying, being 2 related to CDI index compounding and one to
Selic. The next topic discusses the IDI option payoff, including some algebra
transformations that are useful to trade it in terms of a fixed Notional in BRL,
which is more frequent in the OTC market, or based on a quantity of contracts,
which happens more often when traded through BVMF exchange. The next sub-
section gives an example of how to trade IDI options to bet in future monetary
policy.

The following subsections enter into IDI options pricing based on different
assumptions of its underlying. First, an IDI options Black pricer is derived con-
sidering the IDI index as it’s main underlying. It’s explained later that this
method has some drawbacks, the most evident being the limitation to compute

154
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the Vega risk in a uniform way across different maturities for IDI options. To cir-
cumvent this issue, a second model and its associated Black pricer are proposed
where the underlying is the realized rate between trading date and maturity date.

The next subsection tries to explain how to fit the 2 most frequent volatility
surfaces shapes that are found in the Brazilian IR options market. For the smile
shaped volatility surface, the SABR model is proposed. For the smirk shaped
volatility surface, a discrete tree model is proposed that only allows the CDI
or Selic O/N rate to jump between Brazil Central Bank meeting dates, since no
stochastic volatility model would be able to fit a smirk shaped volatility surface.

Still regarding interest rate options, in case 2 market participants want to trade
a particular strike not provided in current listed options at BVMF they could
register the trade at CETIP which covers the OTC market in Brazil. Some brokers
also provide other payoffs like digital IDI options which will be constructed based
on a strategy containing a combination of options. Also discussed will be the
limitation that diffusive models have to price IDI options, especially the digital
IDI options that are strongly dependent of the jumpy nature of Selic rate between
Brazil Central Bank meeting dates.

The subsequent subsection discusses the pricing of IDI options under a HIM
model. Another interesting subsection will discuss how to calculate a historical
volatility of an IDI option, imagining that the only data available to you are DI
Futures historical closing rates. We will show that this computation is far from
trivial and justifies an extra subsection to expose what the authors believe is the
correct methodology.

The last IDI options subsection explains what IDI option exotic payoffs are
proposed to corporate companies to hedge floating debt issued indexed by CDI.
The difficulties to price those type of options will be presented and 2 models will
be proposed to price them. The drawbacks of each model will be discussed also.

Regarding DI Future options, its first dedicated section will cover the basic
trading information for this contract and the contract codes defined by BVMF
to trade them. The next subsection transforms the DI Future option payoff into
a zero coupon swaption payoff. In the next subsection the most usual trading
strategies where DI Future options are used are discussed. A swaption Black pricer
for DI Future options is created in the next subsection. However, it’s not capable
of generating a volatility smile, therefore the next subsection discusses how to
use the SABR model in order to generate it. The next subsections derives DI
Future option pricing formulas under H/]M and BGM models. Finally, a method
to compute DI Future options historical implied volatility is suggested.

On the FX side, there are currently 2 types of listed options at BVME. One is

a regular European vanilla listed % FX option which is cash settled, meaning

that upon exercise you don't enter into a 55 fx spot trade but only cash settle
the agreed payoff of the option. The other is a listed option with daily margining,

where the only difference compared with the previous FX listed option product
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is that it has daily margin calls based on the difference of BVMF published option
prices on 2 consecutive days. However, the option based on daily margin never
really traded like the exchange was foreseeing and currently there’s very little
open interest on it. There are also FX option strategies to trade delta-hedged FX

options. VTC is the strategy that consists in a % FX delta hedged regular vanilla

listed option and VCA is the strategy to trade a delta hedged % FX option with
daily margining. Again, different amounts of BVMF delta hedge calculated to the
ones based on known models that produce a volatility smile will be compared.
Finally, there’s also an over-the-counter (OTC) version of the regular FX option
to cover strikes that are not traded in the exchange to better suit a particular
market participant need which are registered at CETIP, as in the interest rate

options case.

7.1 IDI options

IDI options are a popular way to bet in future monetary policy using the interest
rate options market. As will be explained in more detail later, the underlying of
this option is the IDI index and the payoff for an IDI option is based on the IDI
index value at maturity date T. The link of IDI options payoff to future monetary
policy decisions can be explained by the fact that the IDI index at a future value
depends on future CDI or Selic O/N rates. Those rates are strongly linked to future
Selic target O/N rates, which are driven finally by monetary policy decisions.

7.1.1 IDI options available indices and compounding methodology

There are currently 2 IDI indices defined. The first is called IDI2003 and its base
date is 02-Jan-2003. The second one is called IDI2009 and its base date is 02-
Jan-2009. Both these indices were set to 100,000 points at base date and they
compound every business day in CDI calendar based on the CDI O/N published
fixing for that same date. The procedure is defined as below:

t
1
IDI; = Dlgasepate || (1+CDIp;) %2 (212)
T;=Basedate

It’s worth mentioning again that the notation of the compounding prod-
uct operator above uses the Basedate inclusive and date t exclusive like used
throughout this book.

After 2009, the IDI2003 compounded value was considered already too high
and BVMF thought that it could boost back again liquidity of IDI options by
reducing the contract size of an IDI option contract. However, the IDI index
value at trade date was exactly the equivalent BRL Notional of one contract.
Thus, to reduce the contract size, a decrease of IDI index value was required. The
way BVMF achieved this was by creating a new IDI index for IDI options, now
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with a base date on 02-Jan-2009. For example, at 02-Jan-2009, the IDI2003 index
value was 246,277.82 and the IDI2009 index was set to 100,000. This means that
for the same IDI option, the option premium that a market participant would
have to pay would be reduced approximately by 2.5 times for the same amount
of contracts if done based on IDI2009 instead of IDI2003 index. This also means
that there’s a big chance that from time to time BVMF would have to create other
indices, in order to set their values back to 100,000 to increase liquidity again.

There’s also another index used for IDI options based on Selic O/N compound-
ing instead of CDI. It’s called ITC2012 and its base date is 02-Jan-2012 and it was
also set with a value of 100,000 at base date. Its compounding formula is:

t
ITCt =ITCpuseDate - 1_[ (1+ Selicr;) s (213)
T;=Basedate

7.1.2 IDI options payoff and other contractual information

For an IDI option with maturity date T, the BRL payoff is given by:
Payoffri1+ =Q-M -max (cp- [IDIT — K], 0) (214)

where,

Q: is the quantity of contracts.

M: M is a multiplier of points for an IDI index, currently set to 1.

max(A, B): is the operator that computes the maximum value of A and B.

cp: variable to define if it’s a call or put option. It’s equal to 1 if it’s a call and
equal to -1 if it’s a put.

IDIt: is the IDI (or ITC) index value at maturity date T. It's worth mentioning
that the last CDI or Selic fixing occurs at T — 1. This is consistent with the defi-

nition we use for H%:t (1+cDIr,) 2 throughout the book, where it’s inclusive
on start accrual date t and exclusive on end accrual date T.

K: the IDI option strike.

Payoffry1+: the payoff of the IDI option that occurs at T + 1%, which is one
business day after maturity date T in a BMF calendar.

Sometimes market participants want to rearrange (214) to trade an IDI option
based on a BRL Notional instead of number of contracts. To achieve that, we
have to redefine the IDI option strike in rate units instead of index units by:

¢ Bus252
K=IDI;-(14+Rg) tT (215)

Plugging (212) and (215) into (214) yields:

1~

1 Bus252
Payoffri1+ = Q-M - IDI; - max (CP . |: (1 + CDIT’)m -1 _|_RK)’1§,5‘~3 :| ,0)

T;=t

(216)
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In our notation, IDI; is the IDI spot value at date t. It can be seen from (216)
that the quantity Q - M - IDI; plays the role of a BRL Notional, since the term

1 Bus252
max <cp- []‘[%:t(l +CDITi)m —(1+R)T ],0 has as its basic components

BRL floating and fixed rate capitalization factors. Using this argument we can
rewrite (216) as:

T

1 rBusZSZ
Payoffry1+ = Notgg -max | cp- | [] (14 CDI5,) %2 = (1+R)WT |,0| (217)
T;=t

where,

Notppy : is the IDI option BRL Notional.

Rg: is the IDI option equivalent strike rate obtained through (215).

Using (217) is the way that market participants, usually in the OTC market,
agree on an IDI option payoff written in terms of a BRL Notional. They prefer to
trade this way because sometimes they have loans or swaps where the underlying
is CDI and are based on a BRL Notional. For those trades, (217) provides an easy
way to enter into an option contract to hedge the swap or loan on the required
BRL Notional amount directly.

On the contractual side, all listed options are defined at BVMF by a
series, which is effectively a code that defines the option details like
maturity date, exercise price, underlying asset and if it's a call or put
option. Series codes are constructed based on a methodology that can
be found at http://www.bmfbovespa.com.br/pt-br/regulacao/regulamentos-e-
normas/procedimentos-operacionais/derivativos/codigo-de-negociacao-de-
opcoes.aspx?idioma=pt-br. The idea is that the first 3 letters of a series repre-
sent the underlying asset, so for IDI options it would be IDI. The fourth letter
would represent the maturity month of the contract. Fifth and sixth characters
would represent the year. Seventh character represents if it’s a call or put, being
call represented by C and put by P. The last 6 digits would represent the strike.
So IDIJ17C250000 represents an IDI call option for maturity date 2-Jan-17 (J17)
with strike 250,000.

Other contractual information like assets accepted as collateral for the daily
margin calls and operational costs are documented at BVMF website.

7.1.3 IDI options common trading strategies

As mentioned previously, IDI options can allow market participants to bet on
future monetary policy. The best way to try to describe this process is with an
example.

Imagine a market participant that thinks that there will be a hike of 50 bps on
the O/N Selic target rate in the next BCB COPOM meeting. Let’s assume this 50
bps hike in Selic O/N target rates turns out to be translated perfectly into a 50 bps
hike in CDI O/N rate. Other assumptions required for this example are that the
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current CDI O/N rate is 10% and that the current IDI index is at 120,000 points.
Regarding dates, it will be assumed that there are 15 business days in a CDI
calendar to BCB COPOM meeting date and 40 business days in a CDI calendar
to IDI option maturity date. Given that the market is predicting no hikes, the
CDI O/N rate will be kept constant on at 10% for the remaining 40 business days
until IDI option maturity date. Under this scenario, the IDI index at maturity
date would be:

IDIT = 120,000 - (1 + 10%) 352 = 121,829.2

On the other hand, for the market participant that believes there will be a 50
bps hike, his forecast of IDI index at maturity date is:

DIy = 120,000 (1 4+ 10%) 252 - (14 10.50%) 75 = 121,884.1

By entering an IDI call option with strike at 121,829, the market participant
that believes a 50 bps hike will happen is expecting to exercise the option at
maturity date and make a profit. If that expectation is not realized and CDI O/N
rate remains at 10% he only loses the upfront premium paid.

Usually the future monetary policy bets are done through option strategies,
as combinations of calls and puts with different strikes to compose a suitable
payoff in the scenario that a particular market participant is forecasting. This
combination of calls and puts can produce any kind of payoff graphs, like collars,
call or put spreads and other similar strategies.

7.1.4 A simple Black pricing formula for an IDI option assuming the IDI
index as its main underlying

Let’s suppose we are interested in pricing an IDI option based on CDI O/N rate
(we will discuss IDI options based on the Selic index later in this section). Assum-
ing that the IDI forward value follows a geometric Brownian motion stochastic
process like below:

dIDI; 7 = IDI; 1 - oy - AW, P! (218)
where,
IDI; 1: is the IDI forward value seen at date t for an IDI option with maturity
date T. It's computed by IDI; r = I%;fr
t,

oypy: is the IDI index forward value constant volatility.

WtT €PI: is a Brownian motion under the probability measure Q[ associated
with numéraire Ptc?l .

One could interbret the IDI index as a common financial index, like an equity
index for example. If that path is followed, then we could obtain a Black pricer
for a call IDI option by:

¢=Q-M(IDI;7-N(d1) —=K-N(d2)) - PPl e (219)
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with
c: IDI call option premium to be paid at f + 1%, which is one business day in a
BMF calendar after trading date ¢.

DI 7
In( ¥ >+0.s-aﬁ)I'Tm,
dl =

o1~/ Tyol
DI
1T 2
n >70.5.01D,.Tm,

o1~/ Tyol

Ptc,gl*j 41+: the forward discount factor in BRL onshore CDI curve seen at
date t from option premium payment date f+ 1* to payoff payment date T+ 1*.
Discounting of payoff is done from T + 1* because IDI option payoff occurs one
business day in BMF calendar after maturity date T. Option premium payment
occurs one business day in BMF calendar after trading date f like mentioned
above.

Tyor: has to be in the same units as ojp;. As an example, if ojp; is defined
in Bus252 DCB, then T, has to be computed as the number of business days
between t date inclusive and maturity date T exclusive. One key thing to always
remember is that the important quantity is oﬁﬂ - Tyo1, which is the effective vari-
ance computed from t to T of the IDI forward value Brownian motion. Therefore,
oipr and Ty, have to always be in compatible units.

The equivalent IDI option put would be computed by:

ol

p=Q-M-(K-N(—d2)—IDI;7-N(—d1))- PPl 1y (220)

where,

p: IDI put option premium.

The proofs to derive (219) and (220) are omitted in this book, but can be
verified at Chapter 9 of (Shreve, 2010). Theorem 9.4.2 of (Shreve, 2010) describes
the Black-Scholes-Merton option pricing with random interest rates, assuming
an underlying that follows an SDE like in (218). The results are not identical
because in our case we are using the fact that payment dates of option premium
and payoff occur one business day after t and T respectively in a BMF calendar. In
(Shreve, 2010), he assumes they occur at the same date, thus some cancellation
of terms occurs in his formula.

One key point that we wanted to emphasize here is that to use the IDI index as
a pure index with no interest rate connection is not the best route to take in the
authors opinion. The first drawback is that the IDI index is in reality a function of
interest rates, therefore one could argue that an arbitrage free interest rate model
like HIM would provide better dynamics and therefore better hedging. In fact,
we will show that using a HIM model to price IDI options helps to understand a
lot from its nature, but also has its own drawbacks, as it will be discussed later in
this book.

The second drawback is that the IDI index forward value implied volatility ojpy
could be very small for short maturity IDI options: Typical values for a 1M option
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can be around 0.1% . On the other hand, for a 3Y IDI option, typical values of
oipr would be around 2.5%. Intuitively, it makes sense that the IDI forward value
volatility is approximately linear with time to maturity, as the main underlying
of the IDI index is the daily compounding capitalization factor of CDI (or Selic on
IDI options based on ITC) O/N rates until option maturity date. So as time passes,
the number of fixings remaining reduce linearly with time. The fact that &py is
intuitively linear with time creates a problem for volatility risk computation.
Usually the Vega of an IDI call option is computed by:

Vega = Coyp — CBase

where,

Vega: is the volatility sensitivity of an option.

Coyp: 18 the price of an IDI call option shifting the implied volatility input of
the Black formula by a predetermined shift size.

Cpase: 1 the IDI call option base (non-shifted) price.

The key question here is which volatility shift size to adopt for IDI options
Vega calculation across different maturities. Clearly, it cannot be a common 1%
shift, which is adopted usually for other assets, since a 1% shift in a 1M IDI
option would represent a very large shift. On the other hand a 1% shift for a
3Y IDI option would be reasonable. Thus, a common approach to calculate Vega
risk for IDI options across different maturity dates is tricky when treating the IDI
index as a regular financial index and not recommended.

7.1.5 How to fit a volatility smile for an IDI option assuming
the IDI index as its main underlying

Market participants that assume the IDI index as the main underlying for an IDI
option usually adopt a parametric form to fit its volatility surface. The volatil-
ity surface is usually constructed based on Strike X Volatility X Maturity Date,
but could be obtained also through Delta X Volatility X Maturity Date. Para-
metric forms usually adopted are cubic splines, quadratic polynomials and other
polynomial and spline variations commonly used for FX or equity markets.

Those methods won’t be discussed in depth because the authors believe that
assuming the IDI index as the main underlying for IDI options is not the best
approach.

7.1.6 A simple Black pricing formula assuming the IDI index equivalent
realized interest rate as the underlying
The idea of this subsection is to try to change the underlying of the IDI option

into an interest rate format so that the same volatility shift used to compute Vega
risk could be used across different maturity dates.


vmiranda
Realce

vmiranda
Realce

vmiranda
Realce


162 Brazilian Derivatives and Securities

We start from the same payoff of an IDI option given by:

T
1
Payoffr 1+ =Q-M-IDI; -max (cp- |:1_[ (1 + CDIr, )22 — (1+Rg) ot :| ) (221)
Ti=l’
Let’s assume that the capitalization factor of CDI O/N exponential rates can be
defined in terms of a realized interest rate variable by:

T
I1 (1+CDIT) =14R} 727 (222)
T;=t

where,

R} 1 is the realized linear (not exponential) rate from date t to date T. Please
bear in mind that this is a realized rate, that can only be computed at date T — 1
when all the relevant CDI O/N fixings for IDI option pricing have been already

1

published, in the same way that ]_[%:t (1+CDIr;) %2 is only fully known also at
time T —1.
14_Bt4.9252 . X . X
Let’s also redefine the term (1 +Rg) ¢T  in terms of a linear strike rate instead
of exponential by:

Bus252
(4RO =1+R, - TE;Z (223)

where,

Rk, : is a linear strike rate obtained from IDI option strike value K and IDI index
spot value IDI; .

By plugging (222) and (223) into (221) yields:

Payofffri1 = Q-M-IDI; - 1237 - max <cp [ o RKL] o) (224)

Assuming that the realized rate Rj ;- is lognormally distributed enables us to
use a Black formula based on interest rates to compute an IDI option price. This
is exactly what was needed to overcome the issue of computing Vega risk based
on the IDI index forward value as the underlying, as now the underlying is an
interest rate and Vega risk can be computed with the same shift size, typically
1%, across all maturity dates.

But there’s still one remaining variable that we have to compute in order to
use the Black formula. What's the forward value of Rj ;. that will be input to the
Black formula? We can answer this with the following equations:

T T d
EQCor []‘[ (1+CDITi)Z } = {]__[ 1+ CDIy,) %2 %?ﬂ |_7-‘t:| (225)

Ti=t

,_.

dQ};DH 1
% 1
dQ PRITTE_, (14 CDIg,) ™

(226)
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By plugging (226) and (222) into (225) yields:

T 1
EScor [1 +Rr ’tB %SZSZU_}] pCDI =1 +Rt T th ¥ (227)
t,T
where,
RfT: is a linear rate from date t to date T obtained from CDI onshore curve
calibrated discount factor PCPI.
Finally,
T
E%on [Ry 17| =Ry (228)

Therefore, the forward value of R*T is RL (T and the Black formula used to price
an IDI call option is:

c=Q-M-IDI;- 72 (R%T N(d1g) —Rg, - N(dzR)) oL (229)

.
1n< Ty, )+0 502 Tyl
where, dlg= ——/———

or-~/ Tyol

RL
o ln(RKL ) —-0.5- ”R Tyor
R= oR-~/ Tyol

og: is the reahzed rate R} tr implied volatility.
The IDI put option would be given by:

p=Q-M-IDI - t/}2%? (RKL-N(—dzR)—RgT.N(—ﬂR)) PP e (230)

7.1.7 Is the IDI option smiling at you now?

In the previous subsection we arrived at Black-Scholes equations for an IDI
option based on a lognormal distribution assumption on the realized linear rate
R; . However, IDI options implied volatility surface sometimes generate a smile
sﬁape, usually for longer than 3M expiries, and sometimes generate a smirk or
smile shape, usually for shorter than 3M expiries which have 1 or 2 Central
Bank meeting dates until expiry date. Therefore the lognormal assumption of
R} - must be changed in order to fit the implied volatilities observed in the IDI
obtions market.

In case one is interested in generating a volatility smile, market participants
often use the SABR stochastic volatility model. This model was proposed by
Hagan, Kumar, Lesniewski and Woodward in “Managing Smile Risk” (Hagan,
Kumar, Lesniewski and Woodward, 2002). The basic equations of this model are:

dF =o-FF.dw;
do=v-a-dW,
AWy -dWy =p-dt
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where,

F: is a forward value. In our particular case of IDI options, F will be substituted
by Rf  in the SABR stochastic differential equations above and in the implied
volatility definition below.

p: is a constant elasticity parameter. When g = 1, F stochastic differential
equation is a geometric Brownian Motion. If g =0, it’s an arithmetic Brownian
Motion.

a: is the instantaneous volatility of F.

v: is the volatility of a, sometimes also called the vol-of-vol parameter.

p: is the correlation of F and a.

dW1 and dWy: are correlated Brownian Motions under the T forward measure.
On the specific case of IDI options, they will be Brownian motions under the
probability measure dQf;.

Using perturbation techniques, the authors of “Managing Smile Risk” (Hagan,
Kumar, Lesniewski and Woodward, 2002) managed to price an European option
with a Black pricer, where its implied volatility input is a function of the SABR
parameters a, £, v and p given by:

o z
O'b(K;F) = = 5 : . <7> . (231)
(F.K)T{H(lg%_logz%gll;% ,0g4%+._.} x(z)
1-p2% a2 1 ppva  2-3p2 2} }
it ' - 4 T v fext...
{ [ 24 ROV 4 p 24
(232)
where,
a-p F
a K
=252 +7—
x(z)zlog{ ! Zpi”LZ tz-p 23
—-p

In the case of IDI options, the Black pricer specified in (229) will have the input
og substituted by o, (K, F) defined above. For the fit of SABR parameters a, S, v
and p to the IDI options volatility surface, {usually it’s chosen a process where
P is considered to be 1, and the other parameters could be fit with a numerical
procedure, with a constraint of p being in the range [—1,1], a > O and v > 0.

7.1.8 Or is it smirking?

If the IDI option volatility surface produces a smirk, then any type of stochastic
volatility model won’t be able to fit it. Stochastic volatility models like SABR are
only able to reproduce a smile or a skew shaped volatility surface. In the case of a
smirk, then the essence of the model is inappropriate, mostly because the jumpy
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nature of the the realized forward rate R} ;. is more significant than the diffusive
behavior of it. This is what drives that sh’ape of volatility surface.

For IDI options with short term maturity dates that display the smirk type
volatility shape, a discrete tree model that jumps between Central Bank meet-
ing dates would be more suitable, even though its calibration is far from trivial.
The next subsection will propose a model to enable market participants to fit
the smirk shaped volatility smile. Other interesting literature related to this
topic is Pricing Interest Rate Derivatives Under Monetary Policy Changes (Dario and
Avellaneda, 2012).

Another complication in this setup is the concept of delta hedging. In this
discrete tree model, it doesn’t make sense to calculate the delta hedge of an IDI
option by finite differences method by shifting the forward rate by 1 basis point
and recalculating the IDI option price. In this setup, there are many possible
paths for the O/N CDI rate, but either it stays constant between Central Bank
meeting dates, or it shifts by multiples of 25 basis points. Under t==zsituation,
what seems to be more reasonable in terms of delta hedging is an ach where
you try to solve the quantity of DI Futures that would be held in order to min-
imize the variance of the portfolio of IDI options plus hedge across all different
possible paths.

7.1.9 A discrete tree model that could fit the smirk volatility
surface shape for IDI options

The idea is to model the CDI O/N rate as a process where it remains constant
between Central Bank meetings. After each Central Bank meeting (COPOM), the
CDI O/N rate can jump in multiples of 25 bps. Here we are assuming that the
CDI O/N rate basis to Selic O/N rates driven by Brazil Central Bank meetings
is constant and not stochastic. In Pricing Interest Rate Derivatives Under Monetary
Policy Changes (Dario and Avellaneda, 2012), it was proposed a method in which
this assumption can be relaxed.

The model can be understood as a tree model (Stefan Andreev and Carlos
Fuertes were main contributors to the development of this model), where we
can specify all possible paths for the CDI rate. The CDI O/N rate is assumed to
jump only in multiples of 25 bps and big jumps are extremely unlikely (for exam-
ple jumps of more than +150 bps), thus we could restrict ourselves to a finite set
of possible paths.

There is strong dependence on the evolution of the CDI rate on what the Brazil
Central Bank did in past COPOM meeting, therefore the evolution of the rate is
non-Markovian. This means that the tree is non-recombining.

In order to price instruments, we follow the standard procedure of using a risk
neutral probability distribution and obtain prices by averaging payoffs over all
possible paths using this distribution,where we use as numéraire the IDI spot
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value IDI;.
Ct Cr(w)
—t _gQ ) 2
IDI; [IDI 'ft} ZP @ )IDIT(co) (235)
where:

w is the set of paths.

p(w) is the risk neutral probability of the corresponding path.

Cr(w) and IDIT(w) are the values of the payoff of the IDI options and DI futures
used in the calibration process and the IDI spot value, respectively, given path
at time T.

It will not be assumed any parametric form for the distribution p(w). We will
infer it from market prices of instruments (DI futures and IDI options). From
Equation (235), we can see that if the payoffs are independent of the path
probabilities, this reduces to a linear system for p(w) of the form

=) Aipj (236)
j

for a given payoff matrix Aj.

The problem with Equation (236) is that the rank of matrix Aj; is lower than
the number of p(w), therefore there is not a unique solution but many (if any).
We have to specify which solution of (236) we want to pick with additional
criteria. The market is incomplete because the risk neutral martingale measure is
not unique and the exact replication of contingent claims is not possible.

The entropic distance between two discrete probability distributions, P and Q,
also known as Kullback-Leibner divergence, is given by

HPIQ) =Y pein 2k (237)
X qk

One possibility to arrive at a unique solution to our calibration problem (236)
is to start with some a priori probability distribution g(w) and solve the problem

minp H(P|Q)

238
s.t. CiZZinipi ( )

This is a convex problem with a unique solution.

One can prove that the problem (238) corresponds to the problem of utility
maximization of a exponential utility function, more concretely, (238) is the
Legendre dual problem of utility maximization of the exponential family.

(238) can be rewritten as the following min-max problem (Lagrange dual)

rr}m max { —HPIQ+ ) _ 4 (ZA,,p, - c,) } (239)

i ]
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which can be further rewritten as:

min {an(i) - Ziici} (240)
with
Z()= " qxexp (— 3 /1,-A,~,~> (241)
k
=1 exp ( 3 i An) (242)

This way we have performed a huge dimensional reduction of our problem at
hand. Instead of minimizing over p;, we only have to solve for problem (240)
over the parameter space, 1x, which has the same dimension as the number of
market instrument prices that we start with ;.

7.1.10 Delta hedging IDI options under the discrete tree model

Finding a delta hedging strategy for an IDI option under the discrete tree model is
a bit different than the usual Greek type approach. In incomplete markets there
is no perfect replication and you will be always left with a residual PnL. Hence,
in an incomplete market, you have to choose an additional criterion to select the
best hedge.

A hedging strategy is given by a series of Ay, with

C(wt,‘+1 ) =A t,'X(th_l ) + B(wti_H ) (243)

where X(wy,,,) is the price of the hedging securities and B is the value of the
money market account. In our example X(wy, +1) would be a DI Futures and B
would be the amount of cash used to buy the IDI option. Ay can then be inter-
preted as the number of units of the DI Futures that you hold to hedge the IDI
option at time ;.

When perfect hedging is not possible, one natural criteria is to minimize the
variance under the risk neutral probability of the residual P&L given the set of
paths.

nAlitp Var” [C(oy, ) — Ay X(og,,) — Blog, )] (244)

In the case of complete markets it reduces to the usual perfect replication scheme.
The solution of eq. (244) is given by the linear regression of C(wy,,) over
X(og, ), that is

Cov(C(or, 1), X(wr;,1))
Var(X(wt;, ;)

.= (245)
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7.1.11 Delta hedging IDI options under the SABR model

In “Managing Smile Risk” (Hagan, Kumar, Lesniewski and Woodward, 2002), it’s
derived delta hedging formulas for 2 possible parametrization modes using the
SABR model. The first mode assumes oy, (K, F) = a5(K, F, ., §, p, v) {10 this mode, @

by E. Applying the chain rule for differentiation results in the following formula
to compute the delta hedging quantity under the first parametrization mode:

_ﬂ_ﬁ i aaB(KiFfalﬁ/prv)
T dF oF  oop oF

It's worth mentioning again that for IDI options specifically, op is substituted
by og in (229).

In the SABR setup, usually differentiation occurs with finite differences. So %
is approximated by f(“”) ui for any function f(a) applying a shift J to the variable
a. The first term 25 is 51m11ar to just a Black-Scholes type of delta quantity, Sificé
The second term a B M is a correction to the previously mentioned
term. The second parametrlzatlon mode yields another extra term. In that setup
delta hedging is computed by:

dc  oc + E . oop(K,F,a,p,p,v) + oop(K,F,a,p,p,v) . da(oarm, F) (246)
T dF  oF oo oF oa oF

The last term 228&- F “'ﬂ pv)  2a (”AP“'F) is another correction in order to maintain

sy constant when F imoves. This tetm is always zefo when /= 1 in the SABR

Regarding which choice is best for parametrization, it really depends how you
think the volatility surface moves when your underlying moves. This is one
of the focal points of “Managing Smile Risk” (Hagan, Kumar, Lesniewski and
Woodward, 2002).

Another correction that was later observed within the SABR model was pointed
out in “Hedging Under the SABR Model” (Bartlett, 2006). Loosely speaking, it was

noticed that in average the instantaneous volatility a changes when F moves
‘because SABR is a stochastic volatility model with « and F respective Brownian
(Motions being correlated through p. Mathematically, the delta hedging proposed

by Bartlett is:
dc oc oc ao_B(K/Fralﬂlpr)+aUB(KrF1alﬁlprv) oa

T dF  oF + dop oF oa oF

_ dc _ oc + oc  dog(K,F,a,p,p,v) + oop(K,F,a,p,p,v)
T dF " oF ' oop oF oa FF

(247)
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Chapter 12 of The SABR/LIBOR Market Model: Pricing, Calibration and Hedging for
Complex Interest-Rate Derivatives (Rebonato, McKay and White, 2009) discusses
in depth the aspects of delta hedging in the SABR model. It creates replicating
portfolios of an option based on each of the 3 delta hedging terms in (247) and
then plots the histogram of realized P&L for each one of the strategies.

7.1.12 IDI options pricing under HJ]M model
In a HIM model based on the BRL CDI onshore calibrated curve, the forward rate

is the underlying and it’s defined by:
CDI
- olnPyy
oT

for= (248)
It’s assumed that a HI/M model has the following dynamics for the forward rate
ft,r under the real-world probability measure P:

dft,r = ot,7-dt+or - dW; (249)

where,

ar,7: is the drift of the forward rate f; v under the real-world probability
measure PP

or,7: is the instantaneous volatility of f; 7.

Wy: is a Brownian Motion under P.

The no-arbitrage condition states that a HIM model can be defined by the
equation below under the BRL CDI onshore risk neutral probability mea-
sure QCP!, associated with numéraire ¢ = exp[ f(f rs-ds], with r; being the
continuously compounded CDI onshore rate in the money market account:

T
dfir=or1- ( / Otu- du) -dt+oy7-dWEP! (250)
t

where,

WEP!: is now a Brownian Motion under the probability measure QP!

The derivation of the equation above can be found at chapter 10 of Stochastic
Calculus for Finance II: Continuous-Time Models (Shreve, 2010), more precisely in
Section 10.3 which covers the HIM model. In the same chapter it’s also presented
the stochastic differential equation for the discount zero coupon bond, obtained
by applying Ito’s Lemma on (250) with the function P = exp{— ftT fts- ds}. In
our specific example for IDI options, we will have the discount zero coupon bond

derivation substituted and applied to the discount factor term PC2!:

T
dPCD _ g pEDI gt ( [ o du) PDE gy el (251)
, , t ,
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Using Ito’s Lemma again on (251) with the natural logarithmic function yields:

DI 1 ’ ’ ! cpl
din (PER!) = -z /t otu-du| | -dt— /t ot du- AW (252)

Integrating both sides of (252) yields:

T T 1 T 2 T/ T
/ dln(PtClT)I)z / re—=- / osu-du| |-ds— / / osu-du | - dWEP!
t ' t 2 \Js t \Us

CDI DI . L/ ’ Tt cDI
ln(PT,T>—ll’l<Pt’T):/t T‘s—§~ /S U'S,u'du ds_/; ‘/S O'slu'du dWS

CDI g 1 g ’ g r CDI
ln(Pt,T)z—/t e /S o5 du ~ds+/t /Sas,u-du AW

Exponentiating both sides of the equation above yields:

T 1 T 2 T/ /T
PtCl]?I:exp —/ Is — E . / o'S/MAdu ds+/ / Us,u'du dWSCDI
! t s t s

(253)
Using the fact that the Radon-Nikodym derivative to change from probability
measure QCP! to Q* is given by:

1
dQ*  [l1— (1 +CDIr,) >

= (254)
dQePt exp {ftT s - ds}
It can be rearranged as:
T T 1 dQCPl DI dQCPI
exp{/t rs-ds} =[] (1+cpiy,) %2 i =D, o (255)
Ti=t

Next we can plug (255) into (253) to arrive at the value of the IDI index at a
future time T by:

IDI; 1 T T 2 T T
IDIT: @ 'EXP E /t /g 05,,,~du dS‘f‘\/t\ /S O'S,u'du dWS (256)

It's worth mentioning that in (256) we changed the Brownian Motion back
to W, because we changed the probability measure affected by the term %ﬁm

inside (255).
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Taking a closer look at the equation % =—— L it tells us that

l_[%:t(l“'CDfTi) 252
it must be a martingale under the BRL CDI O/N rolling money market account
probability measure Q*, where its numéraire is f; = HtT,:o (1+c¢DIr,) 2%2 Again,
we used the stochastic calculus theorem that was introduced in Section 6 of this
book and we refer again to Shreve (2010) for further details. Indeed rearranging
(256) yields:

2
IDIt _CDI 1 /T /T /T /T .
DI, _Pt,T -exp 5 i j osu-du| -ds i j osu-du |- dW;

(257)

And,

« [ IDI
EQ [ﬁm]:pgg’ (258)

This corroborates the fact we presented early in the book in the DI1 Future

section, which states that the expected value of 1 — under Q* must
rﬁi:t(HCDITi)m

be equal to the BRL CDI onshore discount factor P2, The only thing we are

adding here is a twist of the equations to make more evident its use as an IDI

option payoff.

The proof of (258) can be constructed based on the fact that the exponential of
anormally distributed random variable has as its average exp [+% o2
the volatility of the normal random variable. Since the differential of a Brownian
motion is normally distributed, the integral of it would be a sum of normally
distributed variables, which is also normally distributed and the variance would

, Where ¢ is

2
be equal to ftT < f ST O du) -ds in our specific case.
Another interesting result is that the IDI forward value seen at date t for matu-
rity date T, namely IDI; 7, must be a martingale under the probability measure

T . . L. CDI . . _ IDIy
Qgpp Which has as its numéraire Pt’T . This can be verified because IDI; r = HCDT1
t

so it must be a martingale under the measure associated with numéraire Pta]?[ .
Taking a look at (256), we can see that the IDI forward value IDI;r is not

a martingale under the BRL CDI O/N rolling money market account that has

1
HtTi:O (14 CDIr,) %2 as its numéraire. This can be verified in the equation below:

1 T/ T 2 T/ T
IDIT =IDI; 1 - exp 3 /t / os,u-du -ds+/t / osu-du ) -dWis (259)
N N
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But changing IDIT dynamics to the BRL CDI T forward probability measure
QT ields:
cpy Yields:

dQly; IDL 1
dQ* ~ IDIy Pir

:expi_; [ ([ o) o[ /fgs,u.du).dwg} 20

Applying Girsanov theorem,

T
dwenr — gy 4 < / Ot du) dt (261)
t

By plugging (261) into (259) yields:

1 T/ T 2 T/ T .
IDIy =IDI; 1 - exp —5-/t / o, - du -ds—l—/t / osu-du | -dw, Pt
N N

(262)
And,
EC P (DI 7] = IDI, 1 (263)

which proves the fact that the IDI forward is a martingale under the probability
measure Q(T:m. To be clearer, the reader may use the fact that IDI7 = IDIt r, which
means that the IDI spot value at date T will be equal to its forward value for
maturity date T, seen at same date T.

Now that we derived the IDI forward value HJM dynamics in (262), we are
ready to price an IDI option. The IDI option payoff was again defined as:

Payoffri1+ = Q-M -max (cp- [IDIT —K],0) (264)

It’'s worth mentioning one more time that the option premium payment occurs
at date £+ 1%, and option payoff occurs at date T + 1*. Thus the selected proba-
bility measure used for pricing is the one which has as its numéraire ngl*,T 1
However, we will also assume that:

EQ O (ID1y R = IDI, 1 (265)

where,

QT+1xcor: is the probability measure that has as its numéraire PCP!

LE+1% TH1%

This assumption is used because the numéraires ngrll*,T 1 and Png)I are

approximate the same and they display negligible volatility in its difference in
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any model. Therefore, only a negligible convexity is really needed by perform-
ing the required change of probability measure. This results in the following IDI
option pricing equation:

T+1x%
PVipre=Q M -PEPL. 11w -EQ P [max (cp - [IDIT - K],0) | 7] (266)
Under the HJM model IDIr is lognormally distributed under the probability
measure QTt1*cDI given the assumption above, so Black Formulas can be applied
to yield the final IDI option price under the HJM model as:

¢=Q-M-(IDI; 1 - N(d1pp) — K- N(d2pn)) ~P§H1*’T 1 (267)

where,

DIy 2
ln( e >+0'5-UID’BIuck Tyor

dl HM =
IIDIgyek N Tvol
DIy 7 )
a2 MK )OS bt Trol
HM =
TIDIgaeV Tvol
and

2
T( T
UIZDIBlack “Toor = J; (fs Os,u du) ~ds
The put would be priced as:

p=Q-M-(K-N(—d2yp) —IDI; 7 - N(— d1lppm)) .ngfl*ﬂl* (268)

All IDI option pricing equations presented so far in this section are very similar.
They are all Black-Scholes type of equations based on an underlying. The first
had the assumption that the IDI index was the underlying. The second that the
realized rate was the underlying. Only the third uses an interest rate model (H/M)
to fully derive the IDI option pricing in a consistent arbitrage free way.

Moreover, if you really believe the HIM model dynamics, it can be used to
price DI Future options and IDI options with the same model. Thus, one could
try to look at relative value trades between the 2 option markets if this model
achieves good fit to calibrate both volatility smiles.

It also tells us something very interesting about the IDI option Black implied
volatility. The term — ftT ot,u - du represent the discount factor volatility of PtCITJI
under the HJM model. To obtain an IDI option implied volatility, you have to
integrate again this quantity from computation date ¢ to option maturity date T.
However, PP! as a discount factor has a pull to 1 effect moving date t towards
maturity date T. Just as a curiosity, let’s suppose that the instantaneous forward
rate dynamics follows a simpler constant volatility model than HJM given by:

dfir=p-dt+o-dwWeP! (269)
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The Black Effective Variance for an IDI option will be given by:

X T/ /T 2
O-IDIBlack‘TVOI:/t /Sa-du -ds

T
2 2
Tty Tl = [ (@ (T=5)?ds

T
2 _ 2 2
DIk Tyr=0°- /t (T—s)*-ds

. Tvor
OIDIgjack = @ /3

(270)

It is noticeable that a /3 factor appears in (270), since the discount factor
instantaneous volatility in a constant volatility HIM model would be equal to
o - Ty, but that would be linearly reduced each day after a CDI O/N fixing
occurs. This result can be also considered a consequence of the pull to 1 effect
on discount factor term PP,

The main drawback however of the HIM model for IDI options pricing is its
inability to fit the IDI options volatility smirk observed sometimes for options
expiring in the short term, typically up to 3M. As discussed previously, in that
particular situation, the nature of the CDI O/N forward rates are much more
jumpy than diffusive and no diffusive model can fit a smirk shaped smile.

Also, for IDI options with maturity greater than 3M, usually the volatility curve
implied from market prices is a smile or skew, not a smirk anymore. But a one
factor HJM model can’t produce a smile. Even if extending it to a multi-factor
HJM model it would only be possible to generate a bit of a skew, but still it’s not
enough to fit perfectly the implied volatility hockey stick shaped smile observed
in the market in an accurate manner.

7.1.13 IDI options historical volatility computation — how to price an IDI
option if only the DI Futures market was liquid?

Imagine that you have only historical data of the DI Futures market. How would
you compute an IDI option historical volatility? As demonstrated in the previous
subsection, the HJM model is a very good starting point to look at in order to try
to come back with an answer for that question.

In this subsection, we will reformulate the IDI option implied volatility under
a HJM model into a discrete daily version of it, by approximating the integrals
over continuous time into discrete sums over a 1 business day in CDI calendar
period. Below follows this derivation:

2

) T/ T
TiDlgjq " Tvol = /t /g Tsu-du ) -ds
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T 2
2 - . .
s T = [ (a0 -

T-1 2 4

2

UIDIBZaEk'Tvol:T |:<0p%3% (Ti)) 252:|
i=t

2

T-1
i (T)) -
nt[(f’p;g;( 1))

TVoI

3
[
[§%]

| S|

(271)

UIDIBIack =

For each Tj, the discount factor volatility apcpr (T7) will be estimated by a time
T; T

1
series of the historical CDI curve and later (271) will be applied to arrive at
1Dy, Which is the IDI option implied volatility in unitary price units. But
often the market practitioner is interested in obtaining the volatility og of the

realized rate R*

i 7» which is more meaningful to compare it with other IDI options

maturity date implied volatilities. In order to obtain oy, we will first compute an
at-the-money forward (ATMF) IDI option price with our historical estimate of
OIDIg A0A then imply the volatility og by root searching it on (229) with same
input IDI option price. The full procedure follows below:

1.

Compute the number of business days BD; 1 = K between your IDI option
pricing date t (usually today’s date) and your IDI option expire date T. Define
loop variables i =1 and j =0 to start the process. T; will loop on historical dates
and j will reduce the tenor of the discount factor underlying Pr, .1 x—j. When
j=K—1you will be calculating a one business day discount factor Pr, r,1.

. Define the start date (T7) and end date (T},) to construct your DI Futures histor-

ical time series and a business days window called window. For every i-th date
of the historical time series, construct a discount factor time series Pr, 1,1k
until i =n.

. From 2 construct a log return time series of Pr, 1,1 x—j - After this operation

your first result will be at the second date of your historical time series because
the log return needs 2 dates to calculate one value.

. Estimate the instantaneous volatility of the discount factor Pr, ., x_j by tak-

ing the standard deviation of the time series obtained in 3 in a rolling window
of size window. Now our time series of instantaneous volatilities estimates
starts at T + 1 +window. Save these estimates in a vector V7.

. Increase j by 1 and repeat steps 2 to 4 until j = K— 1. Each one of the K—1

Vectors V; obtained at the end of step 4 will be used to construct a matrix M
with K—1 columns and n—window — 1 rows. Each column of matrix M can be
understood as rolling instantaneous volatilities estimates of discount factors
P, 1,1k—j- The last column of M is a vector containing rolling instantaneous
volatility estimates of one business discount factors. The first column contains
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estimates of discount factors with K business days as its underlying tenor. Let’s
assume the elements of the matrix M to be defined as m; ;.
6. For every i-th row of M, calculate historical IDI option vol as apyy, (i) =

— 2
iy [(mi,i) zlﬁ}
TVol
7. For every value of ‘TIDIBIack(i) time series computed in 6, compute ATMF BS

price ¢ through (219). Compute afterwards ATMF vol og(i) with the realized
rate as underlying of the BS pricer. To accomplish that, it’s needed to root
search og(i) on (229) with same input IDI option price c.

8. Plot oy (i) obtained in 7 which is the IDI option implied volatilities based on
realized rate lognormal assumption.

7.1.14 IDI Digital Options - limitations and applicability

Currently many market participants bet in future monetary policy through com-
binations of IDI call and put options. The most usual strategies used are IDI call
and put spreads. However, this is not the most correct way to bet precisely in
future monetary policy. A digital option would be a better vehicle to accom-
plish that. On the other hand, BVMF and CETIP doesn’t provide to clients a
digital option in their list of available products. Therefore, in order to build a
digital payoff you have to combine the existing options they provide and try to
construct synthetically the digital payoff.

The digital payoff can be constructed with a long knock-in call option with
strike at K; that knocks in at K> and a short call option at K. Here we assume
that K7 < K3 and that all options have the same maturity date.

A range payoff would be an even better vehicle to bet in future monetary poli-
cies, which could be constructed with a long call digital at K and a short put
digital at K3. The long call digital at K» can be constructed as mentioned above.
The short put digital at K3 could be constructed with a short put IDI option at
strike K4 that knocks-in at K3 only, and a long put IDI option vanilla at strike K3.
Again, it’s assumed here K; < Kz < K3 < Ky and all options with same maturity
date. Usually, K and K3 are chosen so that the IDI index falls inside the range
K3 to K3 if the future monetary policy bet is realized and stays outside the range
if not.

Regarding which IDI index to select, clients have the IDI2009 or ITC2012 as
the available options. It would be better to construct the range payoff with all
IDI options based on ITC2012 index, as it’s underlying is the Selic O/N rate. This
choice can be corroborated based on figure 24, that displays the spread of SETA
rates to Selic O/N rates.

It’s also common to leave some room inside the range when selecting K, and
K3 in case the spread of Selic target O/N rate to Selic O/N rate diverges a bit from
its current level.
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Another possibility in the IDI digital options market is to select option pre-
mium payment one business day after trading in a BMF calendar like it occurs
for IDI vanilla options or to pay the option premium at the same date that occurs
option payoff payment. In the second case, only the net payment of payoff and
premium occurs at digital option payoff payment date.

Being the digital IDI option a good vehicle to bet in future monetary policy,
then the next question is how they could be priced. To price an option you need
a model, so which model would be suitable to price IDI digital options? Most
market participants would be interested in trading short term maturities of IDI
digital options, in order to bet in the next or the following Central Bank meeting
decision. Therefore, the best model to price it should be similar to what was
proposed in the IDI discrete tree model subsection previously presented. In the
authors’ opinion, a diffusive model could be difficult to be calibrated and would
be problematic, since the nature of the Selic O/N forward rates is much more
discrete than diffusive for short term maturities.

7.1.15 OTC IDI Options at Cetip

Not that relevant to the market, as most banks will only trade with funds through
cleared contracts.

7.2 DI Future Options

The underlying of a DI Future Option is BVMF’s DI1 Future contract. The option
is European and deliverable. This means that exercise occurs only at maturity
date and upon exercise you will enter into a DI1 Future contract. The notation
used in this book will refer the maturity date as T1 and the DI1 Future underlying
maturity date T,. So typically at maturity date T7 you compare the prevailing DI1
Future price FUTp(T1, T2) with a unitary price strike K to decide to exercise it or
not.

The outline to cover DI Future Options will begin with a subsection explaining
the basic information for trading them. The next topic will cover how BVMF
defines the codes to represent DI Future Options.

The following topic will manipulate algebraically the DI Future Option payoff
in order to represent it like a swaption. Then, we will discuss what are the popu-
lar strategies usually traded in the BVMF exchange involving DI Future options.
Next subsections will derive a simple Black pricer for DI Future options and the
SABR model will be proposed to fit the volatility surface that’s observed in the
market. Other models will be also used to derive DI Future option prices like HIM
and BGM, but it will be pointed out that those models are more efficiently used
for payoffs that involve term structure moves in the yield curve and not just a
simple forward rate like it’s the case of DI Future options. Because of this fact, it’s
common practice among local practitioners to use the SABR model for DI Future
options pricing and risk management.
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7.2.1 Basic trading information and definition of the contract codes

DI Future Options are exchange traded, with maturity dates T7 usually being
on January, April, July or October first business day. Maturity dates could be
defined in other months — February, say — although this happens less frequently.
In terms of DI1 underlyings usually available when trading DI Future options,
BVMF created 4 types. Type I has an “approximate” 3M underlying. This means
that a January maturity month DI Future Option of Type I will have its DI1
underlying maturity date at April for instance. It’s said that the underlying has
approximate 3M because the first business day of the maturity month and DI1
underlying maturity dates may fall into different dates. One example would be
a Type I DI Future Option with maturity date at 02-Jan-2015. A perfect 3M tenor
rule would say that the DI1 underlying maturity date would be 02-Apr-2015.
However, the April DI1 maturity date is 01-Apr-2015, which is the first business
day of the April 2015 month. A Type II and IIT DI Future option would have an
approximate 6M and 1Y DI1 underlying maturity tenor respectively. A Type IV
DI Future Option has a flexible DI1 underlying maturity. It can be 1M, 2M or
1Y6M for instance. It just have to be different than Type I, II and III underlying
tenors of 3M, 6M and 1Y.

The contract codes defined at BVMF are based on the following rule. The first
2 characters will always be DI to represent that the underlying of the option is a
DI1 contract. The next character will be used to identify if it’s a type I, II, II or
IV DI Future Option. It will be represented by 1,2,3 or 4 respectively. The next
3 characters will be used to represent the maturity of the option. So F15 means
that the option maturity month is F which is January and the maturity year is
2015. As all other future or option contracts in the exchange, the maturity date is
always the first business day of the month in a BMF calendar. The next character
represents if it’s a call or put option, being ¢ short for call and p short for put
option. The next 6 digits are used to represent the strike rate. Since DI Future
options only use 4 digits to represent the strike rate, because it’s traded as a rate
with 2 decimal digits, then for DI Future options the first 2 digits of the last 6 on
the code will always be 00 and the next 4 will be used to represent the strike rate.
One example is DI2ZF15C001100, which is used to represent a DI1 Future option
(DI), of Type II (2), with maturity date on 02-Jan-2015 (F15), a call option (C)
and finally with a strike rate of 11,00% (001100).

7.2.2 DI Future Options payoff — smells like swaption?

The delivery mechanism of the DI Future Option can be translated into a payoff
in BRL at maturity date T7 given by:

Payoff[T1]=Q-M - max (cp- |:FUTD1(T1, Tp) — 100'0(;(5)2:| ,O) (272)
(1+Kp) TrT2
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where,

Q: is the quantity of contracts.

M: M is a multiplier of points for a DI Future Option, currently set to 1.

max(A, B): is the operator that computes the maximum value of A and B.

cp: variable to define if it’s a call or put option. It’s equal to 1 if it’s a call and
equal to —1 if it’s a put.

FUTpy(T4, T): has been previously defined as the DI1 Future unitary price seen
at date T7 for a DI1 contract with maturity date at T,. It’s assumed its face value
is 100,000 BRL.

Kpg: DI Future option strike traded in interest rate format. The unitary price

strike K = M
(14+Kg) T1 Tz
t7 %, day count fraction in Bus252 day count basis from DI Future option

maturity date Ty and its underlying DI1 maturity date T5.

The idea of this subsection is to try to transform (272) into a BRL Fixed X Float
swaption payoff with a little bit of algebra. This will be derived in the following
equations:

1
Payoff[T1] = Q-M - 100,000 - max | cp- - 1 0

7252 7252
(o) T e T

i 2% cor
(1+Kp) 172 — (1+RT1 2) 172

Payoff[T1]=Q-M -100,000-max | cp-

252, 2252
(1R ) T2 (1K) To2

252
Recalling that (1+Kg) 7172 is a constant and may be taken out of the max
operator yields:

100,000
Payoff[T1]=Q-M - .z
(1+Kg) 172
252 252
(U+Kp) Tom2 — (14 RGP, ) 172
-max | cp- 252' ,0
CDI T1,Ty

(1+RGPL)

We could also use the fact that the unitary price strike K = LOOOZ to

(14+Kg) T172
simplify the above equation to:

’%SZT CDI %f,sz
(1+Kp)T1 T2 — (1 +RGP TZ) .

Payoff[T1]=Q-M-K-max | cp- 273)

252 ’

cpl \'TyT,
(1+RT1 Tz) 72
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Some further cancellation may be obtained if the exponential strike rate Kg
and forward rate R%DT are converted to linear rates by:

’%SZT 252
(1+Kp) 072 =1+ Kg, 3%, (274)

7252
C Tq,T 252
(1+RGP ) 172 =14 RE o252 (275)
By plugging (274) and (275) into (273) yields:

L
KRL - RTl,TZ

CDI 1,12
(1 +REP 2)

Payoff[T1] = Q-M-K- 1737 -max | cp- ,0 (276)

The next step towards obtaining a swaption payoff can be obtained from
acknowledging that a payoff that occurs at time T; can be converted to a payoff

that occurs at Ty by dividing the T payoff by P%)ITZ = %252 canceling

cpl \'T},T,
<1+RT1,T) 12

1,252
thus the denominator (1 +R(T3?ITZ) "2 inside the max operator of (276). This
yields:

Payoff[T2] = Q-M K- <32, -max (cp [KRL R, TZ] o) 277)

It can be verified from (272) and (277) inspection that a DI Future call option
specified in unitary price can be converted to a DI Future put option in interest
rate units that can be understood as a receiver swaption with Notional in BRL
equal to Q- M - K. If that last substitution is performed our swaption payoff can
be specified as:

Payoff [T2] = Notggy, - T%f,ZTz -max (Cp- [KRL _R%,Tz] ,0) (278)

7.2.3 DI Future Options most common trading strategies

Similarly to what happens in IDI options, it’s common for market participants to
build payoff graphs based on their bets on the forward rate through DI call and
put option combinations.

7.2.4 A simple Black pricing formula for DI Future Options

Assuming the linear BRL equivalent forward rate from T; to T, namely RT Ty to
be log-normally distributed with o volatility, and based on the T, zero coupon
swaption payoff given by (278), it’s possible to derive a Black type pricer for DI
Future options by:

c=Q-M K% - (REr, 1, -N@1piopr) —Kr, -N@2piorn)) - P, (279)
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where,
ln( tIZlLTZ )+0 5-02-Tyop
dlpjopr = =
OR* vol
REr 1
In t'KR%LZ ~0.503- Ty
d2piopr = =
OR* vol
P?Efl* T, is the forward discount factor seen at date t, that discounts from

t+1%, Wthh is the premium payment date to T.
The put would be priced as:

P=Q'M'K~Tyz~15,272 (KRL -N(—d2pjopr) — RtTl T, N(— dlDIOPT)) tt+11* T,
(280)

We considered again negligible the convexity correction due to the fact that
the option premium is paid the next business day in a BMF calendar.

In case one is interested in quoting an equivalent swaption in BRL, then the
formula would be simply changed by noting that Q + M %K - 131‘5252 is equal to
the Notional in BRL Notgg; for the swaption.

7.2.5 Can DI Future Options smile with the SABR model?

Yes, they can exactly like the IDI options case previously mentioned. The model
is still the same and it will be based on stochastic differential equations for
the linear forward rate RLT T and its instantaneous stochastic volatility «. The
equations are again presented below:

dF =a -FF.dw,

do=v-a-dWy

AWy -dWy =p-dt

To represent the model, F will be substituted by RtT T, N the first of the
3 above stochastic differential equations. Again, the 1mphed volatility will be
computed through:

a

VA
(- /f) 2 4 ’ ’
a-p) F_ (1-p) F (X(Z))
FR 2 {14+ 50 g2k + Gfttogt b+ |

(l—ﬂ)2 o2 1 pprva 2—3p2 2:| }
A1+ . — 4 — + v Lex...
{ [ 24 ()4 (FK)L £ 24

op(K, F)
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where,

a-p F
2= 2EK0 2 logs
o K

V1=2pz+22+z—p
1-p
Also, the calibration procedure is similar and usually g =1 or chosen by his-
torical investigation of a log-log plot of F and o7 pairs. For p, v and « usually a
numerical procedure is conducted given market prices or implied volatilities for
a range of strikes for the same maturity date.

x(z) =log

7.2.6 DI Future Options pricing under HJM model - where’s the smile?
To price DI Future options using the HIM model, the most suitable payoff is:

1 1

252 252
(1 +R¥?’Tz) T2 (1+Kg) 72

Payoff[T1]=Q-M-100,000-max | cp- ,0

The payoff occurs at T; time, so we need to figure out the dynamics under HJM

model of the underlying ﬁ in the @E}M probability measure, where
(1+R%DIT )’Tl,rz
112

its numéraire is Ptc?ll .

Our starting point will be the CDI discount factor stochastic differential
equation, derived previously in the IDI HJM pricing subsection and just displayed
below:

T
PRI — 1y pCDI . gp / ot du- PR . aWCD! (281)
, , t ,

We can express the DI Future option underlying ——————— as a ratio of

CDI Tq,T:
(LRER r,) 1072

2 CDI discount factors, one until T; and another until T as:

CDI

1 t, Ty
o\ P (T o5
(1+REPE YT T

PCDI
We can derive the dynamics of Ptc’—[T)% which is our underlying by using Ito’s
t,Tq

pCDI
Lemma of the initial SDE in (281) and a quotient function % representing %
6Ty
This yields:
PCDI PCDI T, T
=" ( /o du) ~ [dWED’ - ( | o du) ~dt} (283)
P t,Ty Pt Ty t
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Applying Girsanov theorem:

CDI B Ty
AWy + /t oty -du)-dt =dW, cpr (284)
Finally:
PCDI PCDI T, T
t, Ty _ t, Ty lepr
dPtC%I pC%I . </T1 at,u~du) -dW, (285)

Solving the SDE yields:

CDI __ pCDI
PT1 Ty — Pt ,T1,Ty

1 T Ty 2 T T T
-exp —7-/ / o - du ~ds—/ / osu-du | -dWg P
2 t Ty t Ty

(286)

It can be seen that PCDIT is a martingale under the Qé}m probability measure,
where its numéraire is PCDI Its expected value is given by:

T1
EQ [P 17| =PR! (287)

with quadratic variation given by [ ( fTle s du) -ds. Also, P57 follows a

lognormal distribution under @amr Therefore, a Black pricer can be used to come
up with the DI Future option price under HJM. This formula is given by:

Y = Q-M-100,000

CDI CDI
Pery,r, -N(d1piop ) — Bus252 N (dZDIOPTH]M) Pyt
(1+Kg) 112
(288)
where,
CDI ’%SZT Ty (T2 2
In(Pt .7, ((14Kg) "1/ 2>+0_5-j (jTl O's,u'du> .ds
d1popr =
\/f fT O, du ds
2
T
! (P%%’{ (T TZ) Rt (fo o)
d2piopr =
\/f fT O, du ds
pCDI

LT : is the forward discount factor in CDI onshore curve seen at date t,
that discounts from date t + 1%, which is the premium payment date to T;. Note
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that the discounting only occurs from T in the HJM price derivation because
the underlying PZP7, is a martingale under QL differently than the swaption
derivation based on a linear rate which was a martingale under the probability
measure QBM, which resulted in discounting the option payoff from T5.

Also, please bear in mind that Cg%[PT is the price of a call option with the
unitary price P%),ITZ as the underlying, which should be converted to a put option
when changing to swaption format as derived previously. The put option price
with the unitary price PEP} as the underlying is given by:

P = Q- M -100,000

1
ﬁN( — d2prorTy) — PE%}TZN( — d1prorTyy,) ~P§?+’1*,Tl
(1+Kg) "2

(289)

One interesting fact is that the HJM Black pricing formulas for DI Future
options don't display any dependency of its volatility terms to the strike. So
a volatility smile would hardly be reproduced, even with a multi-factor HIM
model.

7.2.7 What about DI Future Options under the BGM a.k.a Libor
Market Model?

Some of you may have asked how reasonable is the assumption that the linear
rate R%IrTZ is lognormally distributed used in the subsection that derives the sim-
ple Black pricer for DI Future options. It's a good question and the BGM model
will be able to confirm that the assumption is consistent with an arbitrage free
interest rate model.

We start things again with the HJM model. More precisely back to the

following equation:
CDI CDI
Pt, T, _ Pt, T, (

CDI —  pCDI ~
Prry Prry

T2 Ticpr
oty-du|-d W,
Ty

Following the same approach used to derive the above SDE we could derive

PCDI
the one for its reciprocal underlying Ptc’;} which is given by:
t,T)
pCDI - pCDI T, T
t,T t,T
dPCDII = PCDII ' (/T Ut/u'd“> : [thCDI+ (/t G't,u‘du> 'dt:| (290)
t,Ty t,Ty 1

Applying Girsanov theorem we can say that:

CDI T2 Tocpr
AW~ + oty-du)-dt=dwW, (291)
t
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By plugging (291) into (290) yields:

pcDI pCDI T .
6T LT 20
DI = CDII ’ </ Ut;u'd”) AW, " (292)
Per,  Prr, !

We also know that:

CDI 252
Ty CDI T1,Ty _ L 252

peDI — (1 +Rf/T1,T2 =1+Rer 1, T Ty (293)
t,Ty

Plugging (293) into (292) yields:

T, T
L 252 L 252 2
d (RLTLT2 : TTLTZ) - (1 +REp - rTl,TZ) : ( /T Gtu- du) -dw, vt (294)
1

If the HJM volatility function satisfies

T, RL . 1.252
tT,Tp, "T1,T3
/ Ot,u- du = 1 RL 252 ’t,Tq (295)
n TR, LT,

where y; 7, is a deterministic volatility function, It proves that the linear rate
RLT1 T, could become lognormally distributed under the probability measure

ngp which has as its numeéraire PE%I . (295) is the key step to move from HJM
to BGM model and call and put option formulas presented previously in (279)
and (280) respectively are validated under the BGM model.

By plugging (295) into (294) yields the following SDE for R%/TerZ under the
BGM model:

Ty,
dRir, 1, =R, 1) ye1; - AW, (296)

The BGM model is also not capable of creating a volatility smile if used in its
original format. A bit of skew can be created using a displaced diffusion version
of BGM, sometimes called shifted BGM like in (Brace, 2007), but it would still
not be sufficient to fit a volatility smile for DI Future options. Only an extended
stochastic volatility version of BGM would be able to fit the volatility smile in
DI Future options. In essence, BGM (like HIM) is is a term structure model that
should be used to price exotics that depend on the whole term structure of the
yield curve. Their basic purpose is not to price vanilla options. However, deriving
the basic equations and option formulas for DI and IDI options under HJ]M and
BGM still helps in the understanding of those 2 products.

7.2.8 DI Future Options historical volatility computation — how to price a
DI Future option if only the DI Futures market was liquid

Another interesting question is how to compute the historical volatility o to
be used as input in (279). But a more appropriate question could be what’s the
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value of the quadratic variation term a]% - Ty, that enters (279), as in this formula
always it’s the value of this quantity or its square root that matters? We will go
back to the BGM derivation above to try to answer that question.

As seen in the previous subsection, the linear forward rate Rfl T, follows the
dynamics under (296) in the BGM model. Solving this SDE yields:

L L 1 n 2 I TZCDI
RT 1, =Ri1, 1, XD “2 ), sm -ds+ . sT -dW; (297)
This means that
Ty
EQchr [R%I/Tz] :R%,Tl,Tz (298)

With quadratic variation given by ftTl y S%Tl -ds. This is the quantity that has to
be estimated using historical data supposing that only DI Futures information is
available. So first we will estimate y; 7, and in a second stage try to integrate it
from t to T7 using an approximation of the integral over business days, in a very
similar way that was done in the IDI historical volatility subsection.

We know from (293) that we just need the DI with maturity date on T7 and T,
ftTl ySZ,Tl .ds

can
Tyy

to calculate R];T 1, - S0 the steps to obtain an estimate for og =
T1,T2

be achieved by:

1. Compute the number of business days BDy 1, = K1 between your DI Future
option pricing date t (usually today’s date) and your DI Future option expire
date T;. Compute the number of business days BDr, 1, = Kz between DI
Future option maturity date T7 and DI Future underlying maturity date T>.
Initialize a loop variable j = 0 that will increment until j = Kj.

2. Define the start date (T(V)) and end date (T"") to construct your DI Futures
historical time series and a business days window called window. Start at T(})
and for each T; ranging from T to T construct a time series of linear
forward rates RLT,-,T,- Ky =, T+ Ky +Ky—j based on (293).

3. From 2 construct a log return time series of R]i-,Ti Ky, Ti+Ky +Ky—j° After this
operation your first result will be at T() + 1 because the log return needs 2
dates to calculate one value.

4. Estimate the instantaneous volatility of the forward rate RLTi,T,- Ky —j, T+ Ky +Ky—j
by taking the standard deviation of the time series obtained in 3 in a rolling
window of size window. Now our time series of instantaneous volatilities
estimates starts at T(1) + 1 4+ window. Save these estimates in a vector V.

S. Increase j by 1 and repeat steps 2 to 4 until j = K; — 1. Each Vector V;
obtained at the end of 4 will be used to construct a matrix M with Kj
columns and n — window — 1 rows. Each column of matrix M can be under-
stood as rolling instantaneous volatilities estimates of linear forward rates
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RLT,-,T,»+I<1 T4k Ky When j = Kj — 1, the last column of M is a vector con-
taining rolling instantaneous volatility estimates of linear forward rates seen
one business day in the future, with a tenor of T, — T1 = K. The first col-
umn contains estimates of linear forward rates seen at K; business days in the
future, also with tenor T — T1 = Ky. The elements of the matrix M will be
denoted m; ;.

6. For each i-th row of the matrix M, compute the rolling DI Future implied

S oby

volatility estimate og(i) = T
0

7. Plot og(i)

The reader may be thinking why we are not simply calculating an esti-
mate of op directly as a standard deviation from a log-return time series of
RLT;,Ti Ky =, Ti4+Ky +Kg We don’t follow this approach as we think that for the
same row of matrix M, the instantaneous volatilities estimates could be a bit
different for columns 1 to Kj. Moreover, we expect that the instantaneous volatil-
ities estimates are smaller in the right side of the matrix than on the left side of
it. This results from the fact that there’s a tendency that spot rates with a tenor
7 have less volatility than forward rates seen in a future time for same tenor
7. Therefore, there could be a tendency that instantaneous volatilities suffer a
decay when the linear forward rate is changing towards a linear spot rate and
unfortunately only this more complex approach could capture this effect.

A simple way of testing it is by modeling a term structure in which most of the
volatility comes from changes in the slope on a daily basis. Simplifying our rates
model as:

rr=oa+p-t (299)
And looking at the variance of the rate as:

Var [r¢] = Var[a] + 2 -t - Cov[a, B] +t* - Var[B] (300)
For the traditional forward rate we have:

AL+ (L+r12)12 = (14712)2 (301)
ti-In(l+r)+tip-In(1+r2)=t-In(1+1) (302)
Approximating In (1 4+ x) ~ x:

ty-r+tiz-rp=1ty-1 (303)

tr-rp—1t1-11

rnz= (304)

ti2
_b-letp-b)-t-(e+p-t)
5]

2 (305)
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_ate+p(B-8)

12 = (306)
ti2
tia+f-tig-(tr+t
12=a 12+p8-tiz- (L2 +11) (307)
ti12
rne=oa-+p-(tz+t) (308)

The variance of this rate would be:
Var[ry,,] = Var[a] +2- (tz + t1) - Cov[a, B] + (t2 + t1)* - Var [] (309)

For the case in which Cov[a, ] ~ 0, it is easy to see how forward rates have
higher volatility than spot rates.

7.3 IR Option Strategies - VIF and VID

VTF is a strategy defined by BVMF to trade a DI Future option already delta
hedged. VID is another strategy defined that enables market participants to trade
delta hedged IDI options. Delta hedge amounts are calculated by BVMF through
formulas specified in each strategy documentation.

7.3.1 VTF

In the same case as for DI Future options, the VTF strategy has a BVMF code
that defines all relevant information about the option. The code specifies the
underlying of the option (type I, II, III, or 1V), if it’s a call or put, what'’s the
option maturity date and its strike. The VTF strategy goal is to enable market
participants to trade delta hedged DI Future options.

The way this strategy is traded is that the exchange fixes the T and T, matu-

rity date DI1 rates, RtClT)]I* and RtCIT)ZI* respectively, and the delta computed by the

exchange AXIG; before trading. If market participants agree with the provided

values by the exchange, than trading starts. Let’s suppose one goes long Qyrr
contracts for DI Future call options. Here it means it’s a call option assuming the
underlying is the forward rate, not the unitary price as we have seen previously.
Going from one trading view to the other flips the call to put characterization of
the contract as discussed in previous sections of this book.

The delta hedge provided by the exchange will be based on a quantity of DI1
contracts for maturity date T> and another quantity for maturity date Tj. Let’s
define 2 variables to define those quantities by Qg% and Qg} respectively.

Based on the VTF contract, the quantities Qg} and Qg} are given by:

T
QY =—Qurr- Mgl (310)

Q2 = round2(Q}%*,s) (311)
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where,
roundZ(Qg*,S): is a function that rounds the quantity Qg* to the nearest
multiple of 5 contracts.

Tyx Tyx CDI%
Qy =-Q Prry T, (312)
T Tqx%
Qp =round2(Qp;*,5) (313)
where,
(1+RC1T)1*)ZE%
. ¢ i .
CDE — L L7117 based on the previously fixed DI1 rates R¢2/* and RED!*
t,T1,T2 252 t,Tq Ty
1+RCL)I*) t,Ty
( T

announced by the exchange and agreed by market participants prior to trading.
The rates which you enter the DI1 futures with quantities Qg% and Qg} are
respectively RiP* and Ri2!*to be consistent with the whole process.
For a VTF strategy based on a DI Future put option, the quantities are given by:

T
QpZ = Qurr | A | (314)
Q)2 = round2(Q}%*,5) (315)

The T7 quantity of contracts Qg} for the VTF strategy on a put follows the same
procedure as for a call once Qg* is obtained.

7.3.2 DI Future delta hedge computation by BVMF

The delta hedged provided by the exchange on VTF strategies for call options is
given by the following formula:

K
Agyir =N(d1pyr) - PpCDIx (316)
t,T1,T2

For VTF strategies based on DI Future put options, the delta hedge provided by
the exchange is given by:

K

VTF
Apyr = [N(d1pmr) — 1] - pCDI (317)
t,T1,T2
where,
e
I L2 140.505y 5 Tyol
dlpyr = =
OBMF* vol
e
11,22 2
In| —gk=2 | =0.50 1Tyl
d2pprp = =
OBMF* vol
1
252 252
CDI Tt,Tl T1,T
RCDIx  _ <1+Rt,Tz ) vz
t,T1,T, —

CDI ’tz %2
* ’
(1+RLT1 )12
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opymr: is the forward rate implied volatility calculated by the exchange based
on yesterday’s market quotes.

One interesting thing to note is that BMF uses an assumption that the expo-
nential rate R{7! ;. is lognormally distributed to derive its formula with same
mean th,%jzand volatility opyr . On the other hand, we verified that under

BGM model it’s the linear rate Rle T which is lognormally distributed under

probability measure ng . Moreover, it’s a martingale under @gm, thus its mean
is equal to Rle T, But the conversion from the linear rate to exponential rate is
computed by a non linear function shown below:

1
252

S
CDI L 252 v
RED 1y = (V4R gy 1, - o835, ) T2 -1 (318)

. T
Therefore, based on Ito’s Lemma, under probability measure Qcﬁmr RtCITJII T, €an-

not be a martingale and would present a drift term based on the convex function
(318).

7.3.3 VID

The way this strategy trades is very similar to what was described in the VTF
strategy section. The exchange fixes prior to trading a DI1 rate REIT)I* for IDI
option maturity date T and proposes the DI1 hedge quantity Ag% for the same
maturity date T as the IDI option. If market participants agree with values, then
trading starts. One key difference is that for the VID strategy the delta hedge that
the exchange provides is just in one DI1 contract instead of 2 for the VTF case.
For the case that the VID strategy is based on a call IDI option, the quantity of
contracts for the DI1 Futures, namely le' will be calculated by:

IDI;
Qb =—Quin - Apgr - PCDI 319)
LT

Qb =round2(Q}},5) (320)

where,

Quyp: is the quantity of VID contracts traded.

Agz{%: is the delta hedge calculated by the exchange for the VID strategy.

IDI;: is the IDI spot value.

PtCIT)I = ﬁ: the discount factor computed based on the fixed DI1 rate
! (1 +thzTJI*)Tt,T

RtCIT)I * agreed prior to trading.
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For the case that the VID strategy is based on a put IDI option, the quantity of
contracts for the DI1 Futures, namely le, will be calculated by:

DI,

Qb =Quin- | Apagy | Wlt* (321)
P t,T

Q) =round2(Q}r,5) (322)

7.3.4 DI Future delta hedge computation by BVMF

The delta hedged provided by the exchange on VID strategies for call options is
given by the following formula:

Apair = N(d1gyr) (323)
For VID strategies based on IDI put options the delta will be given by:
Ay =N(dlpyr) — 1 (324)
where,
d1pmr = ln(IDI’QT*>+O'S'”§MFIDI Tvot
DI (;BMFIDI \/Zm
d2pyr = ln( 3 )70'5'”BMFIDI'TV0’
oBMEp; v Tvol

IDI} 7% = 1%: is the IDI forward value divided by the discount factor obtained
t,T

using the agreed DI1 rate RtCIT)I*.
OBMFp;: 1S the implied volatility calculated by the exchange for IDI options
considering it’s underlying the IDI index based on yesterday’s market quotes.

7.4 Jabuticabas: Risk Management of Options on Interest Rates

A discussion on some aspects of modeling and managing risk

7.4.1 IDI options

What are they? A price-based approach will tell you that they are pricing a
payoff based on the future value of an accrued index. As Brazil is quite far from
negative rates, this index will always go up (not good to be used on barriers;
a problem in general for interest rate options in Brazil). Another problem with
a price-based approach is that there is no connection among different maturi-
ties, and although a parabolic pattern might be observed, there’s no underlying
structure behind it.

No, really? A rate-based approach works better; given all the algebra to go from
prices to rates, we reap some benefits; now we can use existing work on the
modeling of rates to build a better and more robust model for the term structure
of IDI options.
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I can see clearly Volatility of rates presents a trend of volatility decay (think
back to the “slope is what changes” discussions), and most of the time the volatil-
ity bursts have a very short duration (especially when coming from COPOM
jumps). Unexpected decisions will bring new information almost instanta-
neously, and there should not be any further volatility comparable to a 40bp
move in the curve. Typically more persistent volatility is associated with stops
of receiver positions when rates go up. The art here is in decomposing volatility
into trends, being aware about where in the monetary cycle we are, and guessing
right on changes of regime.

Continuity and discreteness Unless the CDI moves in mysterious and unex-
pected ways, there is a good idea about the possible values that the IDI can have
at a certain date, as the result of 2 or 3 different products. So you should really
spend 5 minutes double-checking that the payoff of the structure you're pricing
is good or bad when it comes to the placement of these possible values within
the payoff.

This is left as an exercise for the reader A transition-matrix approach to pric-
ing should be the standard, but as seen above it is not easy to implement. But
if there is anywhere where resources should be devoted to research (both from a
theoretical perspective and from a computational perspective), this is the place
to look for improvements in algorithm efficiency.

DI future options (smell like swaptions)

Do I have a choice ? Exercise rules leave one with the right to exercise the
option during a certain time window; be prepared for a quick exercise or to be
unexpectedly exercised. Make sure that Back-Office and Operations can handle
exercises that look like they’re losing money.

Not exactly Trading and hedging forward rates is not an exact exercise; you
will need some adjustments over time, and do not underestimate execution costs
(both implementation shortfall and exchange fees).

Imperfect thoughts Hedging the correlation risk is kind of impossible. Think
about the calculation of the sensitivities; for each of the 2 spot rates, you cal-
culate the partial derivative. Hedging the option in this way is assuming zero
covariance. But the realized covariance will be different. Perhaps the time to be
more creative on hedging and managing this risk has arrived.

7.5 % Listed FX options

In this subsection we will discuss the % FX listed options contract details, pay-
off and we will revisit what'’s called the 3 T's for option pricing (Time of volatility,
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Time of FX forward value computation and Time for discounting the option
payoff). Later in this subsection we will derive a Black pricer for % Listed FX
options and 2 methods will be proposed in order to generate a volatility smile.

7.5.1 Contract details

A % Listed FX option contract has a Notional of 50,000 USD. The option is
European and cash settled, meaning that it can be exercised only at maturity
date T and that upon exercise the option payoff is not delivered but cash set-
tled. Proceeds from option payoff occur at T + 1* = Tp,y, which is one business
day later than maturity date T in a BMF calendar, whereas the option premium
payment occurs at t 4+ 1* = t,4y, which is one business day after trading date t
in a BMF calendar. Maturity dates are always in the first business day in a BMF
calendar of a particular month. Strikes and option premium quotes are specified
in the contract in BRL per 1,000 USD. The option payoff is settled based on the
PTAX FX rate published one business day in a CDI calendar before maturity date
T, in the same way that occurs for % FX Futures contracts in the exchange.
Regarding the exchange contract code, it follows the same mechanism for
all options. The first 3 letters represent the option underlying, that for % FX
options would be DOL. The next 3 characters would represent the usual matu-
rity month and year. As an example, F15 would represent a contract which has
a maturity date as the first business day in a BMF calendar of January 2015. The
next character represents if it’s a call or put option, represented by a C or P and
the following 6 digits are used for the strike specification (strike is quoted in BRL
per 1,000 USD units with 2 decimals). One example is code DOLF15C250000
which represents a % FX listed option with maturity date on first business day
of January 2015 and with 2500,00 quoted strike.
7.5.2 55% Listed FX options payoff
The payoff for a % Listed FX option is given by:

Payoffure [ Tpay] = Q- M -max (cp- [PTAX_; - 1,000 — K*],0) (325)

where,

Payoffpri[Tpay]: is the payoff of the % Listed FX option computed in BRL
currency and paid at Tpay, which is one business day after maturity date Tin a
BMF calendar.

Q: is the quantity of contracts.

M: M is a multiplier of points for a FX listed option, currently set to 50.

max(A, B): is the operator that computes the maximum value of A and B.

cp: variable to define if it’s a call or put option. It’s equal to 1 if it’s a call and
equal to -1 if it’s a put.

PTAX7_1: PTAX FX rate published one business day in a CDI calendar before
maturity date T.
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K*: FX option strike quoted in BRL per 1,000 USD units. If used the strike
simply in % units it will be referred to as K= %.

The multiplier value of 50 combined with the fx fixing and strike quoting
convention of the listed FX option that pays at maturity based on BRL per 1,000
USD units basically states that the USD Notional of one contract is 50,000 USD.

A more user friendly way to rewrite (325) might be:
Payoffsre [Tpay] = Q- 50,000 - max (cp - [PTAXT_1 —K],0) (326)

7.5.3 A simple Black pricing formula for {55 Listed FX options

In Section 3 we described the 3 T’s used for option pricing and their effect
on option premium calculation under a Black type formula. The 3 T's are
summarized again briefly by:

1. Time of volatility -> This is computed from today’s date ¢ until fx option expiry
date Tey. In the specific case of % listed FX options, the expiry date is one
business day prior to maturity date T in a CDI calendar because this is the
date that PTAXt_1, which is the option’s underlying, is published.

2. Time of expected cashflow discounting -> This is computed from fx option
price payment date tyq, to option payoff date Tpgy. tpay occurs one business
day after trading date t in a BMF calendar and T,y occurs also one business
day after maturity date T in a BMF calendar.

3. Time of fx forward calculation ->This is computed from fx spot date tgx to fx
spot date obtained from fx fixing date, sometimes also called settlement date)
Tsertie- In the specific case of % listed FX options, Tsee is computing apply-
ing the fx spot settlement rule on T — 1 which is the date that its underlying

is fixed. Following the notation used throughout this book, T, = T — 1kx.

Based on the arguments outlined in Section 3, it yields that the Black type pricer

for a 5L onshore listed option would be given by:

t,T—-1px

c=Q-50,000- (FXFWDON [BRL

— . . CDI
@] -N(d1)—K N(dZ)) Pt,tpay,Tpay

All variables used in the above formula were defined and explained previously
at Section 3 of this book. The put option price would be given by:

titpay, Tpay

BRL
ON
p=Q-50,000- (K N(—d2)~ EXFWDPYy | [5es

]«N(—dl)) eI

7.5.4 Volatility surface based on SABR model

Again, one possibility to generate a volatility smile is to use the SABR model with
same SDE equations as below:

dF = o -FF . dw,
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do=v-a-dWy
AWy -dWy =p-dt

To represent the model, F will be substituted by the FX forward value of

2L onshore, namely FXFWDt A [£BL], in the first of the 3 above stochastic

differential equations. The implied Volatlhty will be computed by:

o V4
oK, F) = a5 2 <7>
(F-K)y 2= {1+ 7(1;{) -log2 ¥ + (11§§()J4 log4%+...} x(2)
1-p2% o2 1 ppva  2-3p2 Z} }
11+ : — + — + V| foxt...
{ [ 24 (Fr)!F 4 (FK)O £) 24
where,
1-5)
—(FK)( 7 Iog—
JI—2p7+2+72—
x(z):log{ 1=2p242742p
1-p

Also, the calibration procedure is similar and usually g =1 or chosen by his-
torical investigation of a log-log plot of F and o47) pairs. For p, v and o usually a
numerical procedure is conducted given market prices or implied volatilities for
a range of strikes for the same maturity date.

7.5.5 Volatility surface based on polynomial on FX delta

This topic uses a similar notation as in (lain, 2011), which is a very good refer-
ence book for any kind of question related to FX options pricing. It assumes a
quadratic polynomial can be constructed by:

ax(K) =exp{f (1)} (327)
with,

f(0) =co+c1-9(x) + - 6(x) (328)
and

s(x) =N (GOXTVO) (329)
with,

oo = exp(co) (330)
and

FXFWD
x=1In (Tﬁm> (331)
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x plays the role of a moneyness quantity. d(x) is a simpler Black-Scholes delta
parametrization obtained by arithmetic average of N(d1) and N(d2) using a con-
stant value for volatility number oo which is not a function of strike. f(x) is the
quadratic function that when exponentiated yields the implied volatility for a
given strike K and moneyness x. The idea of this parametrization is to solve the
system of equations described above given 3 pairs of {K,ox(K)} for unknowns co,
c1 and ¢p.

If one is interested to better fit the wings of the vol surface, then another
possibility would be to use a quartic polynomial instead of a quadratic one. The
idea would be based on the same procedure and equations (except for a quartic
polynomial instead of quadratic to define f(x)), however, it would require S pairs
of {K, UX(K)}as input to solve constants ¢y, c1, ¢z, c3 and c4. The 2 extra equations
would be adding the missing information in order to fit better the wings of the
volatility surface.

7.6 gls% Listed FX options with daily margining

The previously mentioned 25 listed FX options had one particular problem for

market participants. BVMF’s margln calculations didn’t net exposure on £55 FX
Future contracts with positions on USD RL listed FX options. To overcome this issue,
BVMF created a new listed FX option contract where there’s daily margining and
where netting occurs on exposures of 515% FX Future contracts against positions
on % listed FX options. However, this contract never really traded like the
exchange was hoping and they decided simply to create a new methodology for
margin calculation that enabled netting of exposures on % FX Future contracts

with positions on USL listed FX options.

7.7 gls% FX options: strategies
In the same way that there are strategies of IR options delta hedged, namely the
VTF and VID strategies, there’s one strategy called VTC for £55 FX options that

enables market participants to trade delta hedged £5& listed FX options.

7.7.1 VTC

The VTC strategy trades the following way. First, the exchange will agree with

market participants on a value for the {5 FX Future value for FX option maturity

date T, namely FXFUTPY | [f}?f)] and its delta AT, If market participants
agree with the proposed values by the exchange, than trading starts. Let’s sup-
pose one goes long Qyrc contracts of VTC strategy for a USD call FX listed option
at maturity date T. This means that he will be long the same Qyrc quantity of

listed FX options for maturity date T and given a delta hedge amount QI_T)’(“FUT
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calculated by the exchange by:

Qfrur = Qurc Mgt (332)
Qfxpyr = 10und2(Qixeyr, S) (333)

If one goes long Qyrc contracts of VTC strategy for a USD put FX listed option
at maturity date T, then the delta hedge amount Q;;FUT calculated by the
exchange will be given by:

Qfxrur = Qure: | Ay | (334)
Qfxpyr = round2(Qixpyr, S) (335)

7.7.2 FX Future delta hedge computation by BVMF

The delta hedge AEAT,HCU calculated by the exchange is given by the following
formula for a USD call listed fx option:

1
ApLE = Ndpyvrrx) - —————5%5 (336)
(1+Re—1s,7) 07

For VTC strategies based on USD put options the delta will be given by:

Ague = (N@lgvrrx) — 1) - ;252 (337)
(1+Rp_qs7)"%T
where,
" FxpuT%;lpx[ﬁ’s‘lﬁl)+O.5‘U§MFFX.TW,
d1gmrrEx) = oorFg~/ Trol

ON BRL
EXFUTY R, 1, 15D
— =

In )0~5‘”§MFFX Tyl

d2 =
BMF(FX) TBMFpyx v Tvol
oBMFyy: 1S the implied volatility calculated by the exchange for FX listed
options based on yesterday’s market quotes.
1 757" discounting term that uses previous date closing rate Ry_1+ 1
(1+Rey27) o7
from trading date t in a BMF calendar for maturity date T, but uses the day
count fraction term based on start date t and end date T in Bus252 DCB. This
avoids having to agree with market participants on a DI1 rate as well prior to
trading.

7.7.3 Do you believe you are delta hedged?

It is a lively debate: What will happen with the volatility surface when the price
moves? Dupire’s local volatility will say one thing, SABR will say another, a linear
regression will say a different thing, a regression using only large moves will have
a different result.
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One can always look at Regimes of Volatility (Derman, 1998) for a good expla-
nation of the “Sticky Strike”, “Sticky Delta” and other rules for calculating the
delta in different regimes.

For FX, which is typically parametrized as a function of Delta, one can also
write the Total Delta as the sum of the Black Delta and an adjustment:

TotalDelta = a—; + 5—; Z—; (338)

TotalDelta = BlackDelta + Vega - Z—; (339)

If the implied volatility is a function of the (Black) Delta:

TotalDelta = BlackDelta + Vega - 9. % (340)
00 oF

TotalDelta = BlackDelta + Vega - Gamma - (Z—g (341)

For a simple parametrization of the smile such as in “Option-Implied Probabil-
ity Distributions and Currency Excess Returns” (Malz, 1997), we have:

2
a(é):ATM—2~RR-(5—%>+16-ST~<5—%) (342)
do 1
—5 =2 'RR-32.ST- (5—5) (343)

This is a simple example of an adjustment to the Black Delta based not on
a change of the market’s quotes (ATM, ST and RR) stay the same, but on the
fact that the moneyness (and therefore the delta) of that particular strike has
changed, while volatility as a function of delta has not (Sticky Delta).

Depending on the chosen dynamics (plug your stochastic volatility model
here), the term 7 will be different (you can use a regression here as well). This
has been covered in “Foreign Exchange Option Pricing: A Practitioner’s Guide”
(Clark, 2011), but the hard part is applying a framework typically developed
for OTC markets (Sticky Delta, ATM vols, fixed terms) and applying it to listed
options.

7.8 OTC IR and FX options

As mentioned before, the market in Brazil has some peculiar characteristics. Due
to high volatility, regime changes and bank failures, most of the interbank mar-
ket moved from OTC trading to listed contracts. So the FX market is driven by
the DOL and the IR market is driven by the DI1 contracts.

As for funds, they don’t have a lot of good choices. Banks won't extend credit
to funds as a rule, and therefore OTC trades between a bank and a fund are
typically traded OTC but registered and cleared at BVME, and therefore restricted
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to what the clearing will price, process and accept. Unfortunately, at the time
of writing intraday monitoring of the USDBRL spot price (even defined as DOL-
Casado) and market rates such as the different DIs is not performed. This makes
OTC options with a barrier restricted to using the PTAX as the variable monitored
for FX and the IDI as the variable used in IR. For Index options, monitoring
of barriers uses the maximum and minimum of the Spot Ibovespa calculated
periodically by BVMF itself. This can lead to unexpected situations at the opening
of the market, as an opening price will be calculated with stale prices depending
on the time taken by the opening auctions, and it might not be correlated with
the futures price for this small time window. Now, the IDI, with its positive
drift, is not suitable for this kind of use, although some have come with uses of
different combinations to arrive at a desired payoff.

As for the consequences of using the PTAX as a barrier, we will look at it in a
later chapter.

And the true OTC options? Those are traded between a bank and a customer,
and registered at Cetip. Back in 2008, this is where TARFs were found ... or
weren’t? At that time, TARFs and other structures were bundled under “Oth-
ers”, and there was no easy way to get a dump of all the trades in the system in a
way that was useful (calculate PV or Delta). So the BCB (and everyone else) was
left trying to guess the size of the iceberg. This has also had an influence in the
creation of the CED, and now different payoff formulas must be approved and
implemented by Cetip. In here one can use USDBRL Spot as a barrier, and Cetip
can also act as a calculating agent.

But ... be aware that the tax treatment of OTC contracts might be different
from listed instruments. Always check what the current tax treatment is with a
lawyer, the lawyer’s lawyer, and sacrifice a bird to the gods, burning its entrails
and looking at which direction the smoke blows in order to predict what Brazil’s
authorities will do next.
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The Mountain Goes to ... Foreign
Exchange Contracts Offshore

CME holds a great variety of listed FX Futures contracts. In the first subsection

we focus on its FX Futures contracts for the £55 currency pair.

The next subsection will discuss 555 outright NDF’s in OTC market. We will
start with this contract’s payoff, highlighting the differences for the equivalent
PL outright NDF’s payoff in the onshore market. One key difference is the pos-
sibility of a fallback FX Fixing rate to EMTA in the offshore contract. Because of
this fact, we will show how offshore markets require another market risk factor,
commonly called by market participants NDF OnOff spread. We will plot the
time series for this market factor since 2010 and discuss why values went from
positive to negative and what drives them.

Another interesting fact is that payoff is settled in USD and paid offshore and
there’s often collateralization based on CSA (Credit Support Annex) between the
2 involved parties in the transaction. So a little detour will happen to explain
briefly why collateralized contracts need to discount their expected payoff based
on the collateral index rate. After the brief detour, pricing of x5 outright NDF’s
offshore can be finally derived.

The following subsection describes that typically NDF’s offshore outright X
BMF 1st available FX Future spreads are traded with reasonable liquidity for a
range of tenors. However, even though it’s often encouraged throughout this
book to use liquid market instruments to calibrate a curve, in the BRL offshore
curve calibration it’s better to use NDF’s offshore outright X NDF onshore out-
right spreads for same tenor. This choice is based on the different trading hours
for this NDF spread market traded OTC to BMF closing prices.

The last subsection explains the BRL offshore curve calibration. It assumes
NDF OnOff spreads are quoted as the pips difference of the NDF offshore to
NDF onshore. However, this choice means that once FX spot is changed, the
calibrated BRL offshore discount factors will change also a bit. So a pure BRL
offshore cashflow will display some fx risk due to BRL offshore curve calibration.

200
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BRL
8.1 CME S0 FX Futures

8.1.1 Contract details

The contract code for trading the Brazilian Real Futures Contracts at CME is 6L
for CME Globex Eletronic Markets, BR for Open Outcry. The Bloomberg code is
BRA. To fully describe each one of the available contracts for all month listings
it’s also required the usual 3 characters to describe the month and year of the
contract. One example would be F15 that represents the January 2015 contract.
The Notional of one contract is 100,000 BRL and trade block minimum is 50

contracts. Contract daily fixings are traded and published in gf{f units. It’s worth

noting that this is an inverted quotation of the usual {45 currency pair.

The last cashflow is paid based on the reciprocal PTAX value published one
previous day in a CDI calendar than the contracts maturity date. If there is a price
source disruption and the Central Bank of Brazil BRL PTAX rate is not published
by the Central Bank of Brazil on the last cashflow day, then the CME Group may
determine a final settlement price based upon the reciprocal of either the EMTA
BRL Industry Survey Rate or the EMTA BRL Indicative Survey Rate, rounded to 5
decimal places. Even though the EMTA FX rate have never been fixed different
than PTAX, this fallback FX rate means that this contract could have as its FX
fixing a rate completely different than an onshore contract, like a FX Future at
BVME.

Each contract’s maturity date will be the first business day of the contract’s
month in a CDI calendar and cashflow payments occur one business day after
cashflow computation date in a USD and CME combined calendar, as payments
must occur on dates that CME is opened but it must also be a non US bank
holiday.

8.1.2 Payoff
The payoff for one USL FX Future contract at CME on trading date ¢ is given by:

MCF] =cs-(cpf - TP (344)

where

MCFT is the margin cashflow computed in USD currency for date t for agls%
FX Future contract with maturity date T. Please bear in mind that the margin
cashflow is computed at date ¢, but only paid the next business day in a USD and
CME combined calendar.

CPtT is the closing price for WL FX Future contract with maturity date T,
published by CME at .

TPT is the traded price at date ¢ for a USL FX Future contract with maturity
date T

CS: is the contract size, currently set to 100,000 BRL Notional.
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The next equation demonstrates how daily cashflows are computed on any
other given non trading date ty:

MCFI =CS- (cpgV —crl _1> (345)

where,

CPT : is the closing price for a USD FX Future contract with maturity date T,
pubhshed at date ty_1, which is one business day previous to date ty in a USD
and CME combined calendar.

8.1.3 Pricing

Assuming the CME gé% fx futures to fx forward convexity to be negligible, which
often happens for the most liquid CME fx future contracts that are short dated,

the pricing of a CME ££L fx future collapses to the pricing of a fx forward con-

tract. In the next subsection we will derive the pricing of OTC f&5 offshore

NDF contracts and the only difference between the strike of a CME {55 fx

future contract and its equivalent $a5 NDF strike is the quotation units that

are inverted.

8.2 OTC - NDFs

8.2.1 £ offshore NDFs - payoff and differences for the equivalent
onshore NDF contract

There’s a very liquid market for fa5 offshore NDFs. Daily volume is around 8

billion USD. But what's different in the payoff of £&; NDF’s offshore to onshore?
Mainly the possibility to have a FX Fixing fallback rate on the offshore contract
and the currency in which the payoff is paid. Let’s begin with the payoff for an

BRL .
onshore Tsp contract:

PayoffNPFO"[BRL] = Notysp - (PTAXT_1 —K) (346)

where,

PayoffNPFOM[BRL]: is the payoff of a NDF onshore contract with FX Fixing date
occurring at date T — 1, which is one business day in a CDI calendar prior to
payoff cash settlement date T. The payoff is settled in BRL currency.

K: is the NDF onshore agreed forward price (strike) at trade date t.

PTAX7_q: FX Fixing of the NDF onshore contract published at date T — 1.

The offshore 5{;}’5 NDF contract also has as its fixing the PTAX FX rate. However,
like the CME ££L FX Futures contracts described in the previous subsection, it
has as its fallback FX rate EMTA. This means essentially that we can consider for
pricing purposes that the FX Fixing rate is in fact EMTA, instead of PTAX, because
of its fallback feature. The offshore USL NDF contract payoff is given by:

EMTA7 2, —K)

Payoffr | USD]:NotUgD-( BT (347)
—4FX
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where,

Payoff%v Droft [USD]: is the payoff of a NDF offshore contract with FX Fixing
date occurring at date T — 2y, which is 2 business day in a combined CDI and
US holidays calendar prior to payoft cash settlement date T. The payoff is settled
in USD currency.

K: is the NDF offshore agreed forward price (strike) at trade date t.

EMTAT_3,,: FX Fixing of the NDF offshore contract published at date T —2px.

Comparing (346) and (347) one could note 2 major differences. One is the
FX Fixing source which is different. As pointed out, the offshore NDF fixes with
EMTA FX rate instead of PTAX. The other major difference is the location where
payoff settlement occurs. The NDF onshore contract settles in BRL inside Brazil.
The NDF offshore settles in USD outside Brazil.

Those 2 major differences explain partially why we have different fx forward
prices agreed on onshore and offshore NDF contracts with same FX Fixing date. If
there was a major crisis in Brazil, there’s a large possibility that the NDF onshore
BRL cash settled by the contracts payoff may not be able to be sent outside Brazil
because of restrictions that could be imposed by the government. On the other
hand, offshore contracts are already settled in USD outside Brazil, so no need
to worry regarding the same government imposition that might happen regard-
ing money outflows. On top of that, the offshore contract could be settled with
its fallback FX rate which is EMTA. In the case of an inconvertibility event, the
offshore NDF contract will certainly have lots of long USD positions when com-
pared to onshore equivalent contract. Therefore, one could say that under that
particular situation the EMTA published FX rate most likely will diverge consid-
erably from PTAX. This means that under that specific scenario, not only the
payment of the offshore contract is settled safely outside Brazil in United States,
but also the payoff amount will be larger (for a long USD position) given that
EMTA would be fixed higher than PTAX.

This difference in NDF prices for offshore to onshore contracts is com-
monly called NDFOnOff spread by market participants. It's quoted in pips and
defined by:

BRL

UsD

NDFOnOffl = (FXFWD%F [ 0D

] — FXFWDY [BRL ]) 10000 (348)
where,

NDFOnOfftT: is the NDF OnOff Spread seen at date t for both NDF's with
settlement date T.

Figures 68, 69, 70 and 71 show the NDFOnOff spreads historically for 3M, 6M,
1Y and 2Y NDFs since 2010.

One natural question by looking at the plots above is why the NDF offshore
prices trade with a lower price than its equivalent NDF onshore. Isn't it providing
more protection than its onshore equivalent based on the possible fallback to
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Figure 71 NDFONOff Spread for 2Y since 2010

EMTA FX fixing? And also because it settles outside Brazil and it’s not subject
to currency outflow restrictions that could be imposed by the government? It
sounds natural by looking solely to those 2 ingredients that the NDF offshore
price should be higher.

On the other hand, there are many offshore market participants willing to be
long BRL (and short USD) and receive the high BRL interest rate associated with
a BRL trade. But for them to trade locally in Brazil is difficult. To accomplish
that, they have to open a 2689 account that enables them to trade locally in
Brazil; but, it’s unfortunately not that easy to setup the infrastructure to open
this account. This means that trading a NDF onshore is really hard for offshore
players and often not the adopted way when trying to be long BRL. This limita-
tion is also acknowledged by Brazilian banks that have no limitation on their side
to open an offshore account to trade against offshore clients. However, they ask
for a “premium” for entering into an NDF offshore transaction and the offshore
counterparties have to sell USD with a NDF offshore price lower than its onshore
equivalent. And this offshore short USD flow is what drives the NDFOnOff spread
to be negative for most of the time.

There are periods however when the NDFOnOff spread can become positive.
Figure (72) shows that during a crisis period such as the one we had at the end of
2008, the flow of offshore market participants willing to be long BRL diminishes,
mostly because it’s an emerging market that has lower liquidity and appetite dur-
ing any crisis. Under that circumstance, the NDFOnOff becomes positive since
it's not negatively skewed anymore by the offshore flow.

Another interesting effect on NDFOnOff spread happened around January
2011. During that month, it was announced by BCB that financial institutions
with a net short USD position would have a compulsory deposit applied. With
this measure, any market participant willing to be short USD would have 2
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Figure 72 NDFOnOff Spread for 2Y from Jul-2008 to Jul-2009

options. Go short USD on the NDF offshore market or be short USD onshore
and be subject to the compulsory deposit. And most of them chose to be short
USD offshore for obvious reasons. Because of this fact, there was a great change
in the NDFOnOff spread values, as almost only the NDF offshore market was
receiving orders to sell USD. This caused the negative shift in the NDFOnOff
spreads around January 2011 as seen in Figure (70). At 01-Jul-2013, BCB revoked
the measure and a little bit prior to it the NDFOnOff spread started to climb back
to around the levels when the measure was first announced in 2011.

8.2.2 A quick detour for pricing collateralized derivatives

In this subsection, we are interested in the effect that bilateral collateral agree-
ments have on the pricing of OTC derivative trades. A collateral agreement
between 2 counterparties A and B means that when a positive present value
for counterparty A is computed, it’s deposited by counterparty B in cash into
counterparty A’s account. There are other possible forms of posting collateral but
here for simplicity we assume it can be only posted in cash without any loss
of generality. A better guide for studying collateralization, pricing under collat-
eral assumptions and counterparty credit risk is Counterparty Credit Risk, Collateral
and Funding: With Pricing Cases For All Asset Classes (Brigo, Morini and Pallavicini,
2013).

In this book, it’s assumed that such contracts are bilateral, so collateral is
posted both ways, depending on which counterparty has the negative present
value on the derivative contract which has to post collateral to the counterparty
with positive present value.

The major pricing impact of bilateral collateral agreements into OTC deriva-
tives is:

o Collateral payments introduce additional cashflows based on the collateral
account accrued given the rate specified by the collateral agreement, being
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it typically Fed Funds, EONIA, MUTAN, etc. Thus, collateralized trades have
exposure to the collateral rate.

The simplest question that we may ask is "What's the present value of 1 unit of
fixed cashflow to be paid in a future date T under a collateral agreement?" The
answer is that the present value must be equal to the discount factor

Coll _ 1
T-1
T;=t (1 + Ct/TirTi+l ’ TTirTi+l>

t,T —

based on the collateral index, where

P9 is the discount factor based on collateral index Coll from date t to date T.

T1;,T;,, - ONe accrual period between time T; and time Tjy1. For most collateral
indices it’s expressed in Act360 DCB.

Ct,1;, i1 collateral forward rate seen at date t for accrual period between T;
and Tj,1 given a collateral calibrated curve.

Below follows the proof for the above statement.

Assume that we are at date T — 1 and we will receive 1 unit of cashflow in the
next O/N accrual period T, which is typically 1 day over 360 but when weekends
or holidays enter it may be some number n over 360. Let’s say we have to figure
out the present value amount X that have to be posted in collateral today so that,
after the O/N accrual period, we pay back X-(1+ Cr_1 - t7—1,7), where Cr_y is the
collateral index published at time T — 1 under the contract CSA (Credit Support
Annex). But also after this accrual O/N period, we will receive for sure 1 unit.
Thus,

1=X. (1 +Cr_1- TT—l,T)

which enables to write that
1
(1+Cr_1-tr-1,1)

Now assume that we are at date t and the cashflow will be received at the same
future date T, which is now more than one accrual O/N period in the future. One

. _ 1 .
day before T we will ask for a payment i( = o Recursively we ask for

1 . Thus, the amount X which is
nTi=f(1+CTi'tTirTi+1)

the present value of unit of cashflow to be paid at future time T is given by the
realized compounding of discount factors of O/N published collateral rates, from
t to date T — 1. But the OIS (Overnight index swap) market allows us to hedge
the realized compounding discount factors into the forwards seen today. Thus,

at time t for the amount X =

1
T-1
Ti=t (1 +Cr;- TTi'TiJrl)

1

X=E2 o
Ti=t (1 +COT Ty TTirTi+1>

‘]—'t - (349)
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where as stated above,
Ct1,1;,,+ are the collateral forward rates seen at date t for accrual between
period T; and Tj1q.
. . o1s T—1
EQ: is an expectation under the probability measure that has ﬂTi:t (1+Cr;

T, T +1) as its numéraire.

In case the collateral index is based on a different currency than the cashflow
currency the proof is a bit more elaborated and we refer the reader to Counterparty
Credit Risk, Collateral and Funding: With Pricing Cases For All Asset Classes (Brigo,
Morini and Pallavicini, 2013) again for a detailed explanation. But let’s try to
see what our intuition tell us about a simple example where collateral index is
Fedfunds which is in USD and we will receive in a future date T one unit of
BRL. Let’s say the present value of the 1 unit BRL amount with collateral index
FedFunds is called X again.

We can convert X, which is in BRL, to USD by doing a 0-day fx forward offshore
% collateralized trade. This trade will result in an amount of X-FXF WDgf F [%]
in USD. From date ¢ to date T — 1 this amount will be capitalized by the Fed-
Funds O/N published rate and hedged in OIS market. This will result in a future

date T amount of X - FXFWDQIF[J321- TT1, 2} (1+ Co 1y, - 71,73, ) i USD. This

amount can be hedged back to BRL by domg a fx forward offshore USL trade for
settlement date T. This generates the amount:

FXFWDOFF [ BRL ] T-1

L l_[ <1 +Cry 'TTifTiH)

FXFWDOFF [0855) 7=t

which must equal to 1 BRL unit at future date T. This yields:

FXFWDOFF [ BRL T—

USD
1 :X m 1_[ (1 +CT TTilTH»]) (350)
U D T;=t

Rearranging a bit (350) yields:

OFF BRL
gﬁFWD Lsp] =X (351)
EXFWDOEFLESE] - TT724 (1+Cry oy myy )

This means that one cashflow in BRL for one offshore trade collateralized in
Fedfunds must have the BRL cashflow converted to USD by a NDF with settle-
ment date for the date that BRL will be paid, discount this cashflow until t with
FedFunds OIS curve and convert back to BRL with a T+0 day FX forward offshore.

8.2.3 Pricing a collateralized NDF contract offshore
Recall that the payoff for the NDF offshore contract was given by:

(EMTA7_5,, —K)

NDFO,
Payoff"" [USD] = Notysp - BT
—4FX

(352)
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We can rearrange a bit (352) to

K
EMTAT 2,

Notgpgy,
= Not, -
) = Notuso B (659

Payo }VDFOﬁC[USD] = Notysp - (1

where we used the fact that the Notional in BRL is given by:
Notggr, = Notysp - K

Pricing can be done based on the following equation, assuming that collateral
index currency is USD which is the same currency that payoff is defined:

Coll QL 2FX 1
PV[USD] = P55, - ( Notysp — Notggy, - E“Col Wlﬂ (354)
T4FX
where,
PColl

LT 2y is the discount factor based on a collateral index curve from date f to
payoff payment date T — 2px.

T-2px

E%on " : is the expectation under the probability measure that has as its

numéraire Ptc%”_ 5.~ It’s worth mentioning again that we are assuming collateral
’ FX
index to be in USD.

Following the same route taken on previous sections of this book, we will
substitute EMTA1_p,, = FXF WD?{ FZ/T*ZFX[%]' which states that the NDF value
seen at its fixing date T — 2px collapses to its fixing EMTAT_5,, value published
on that date. This yields:

(355)

T—2px 1
PV[USD]=P g%lisz' (N otysp — Notggy, - E%col |:

OFF BRL
EXFWD?™5 15 [ 055 ]

A very good paper to understand pricing of fx products under collateral
assumptions is Cooking with Collateral (Piterbarg, 2012). In this paper he develops
HJM type pricing in a dual currency economy and concludes that:

! EQcon™ ! F (356)
= 0. t
OFF BRL OFF BRL
FXF“DL‘,T—ZFX[USD] FXF“DT—Z,T—ZFX[USD]

Essentially, (356) is telling us that the reciprocal of FXFWD?;{ pr[%] is a

martingale under Q_;,
By plugging (356) into (3595) yields:

Not,
PV,[USD] =P8, - (NotUSD - BRL o ) (357)

OFF
FXFWDTE ) [BRL
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The final result in (357) is intuitive. The present value of an NDF discounts
the Notional in USD with the collateral discount factor Pf%”_ 2y’ This goes along
what was presented in the previous subsection: a fixed cashflow in the same
currency as the collateral index currency should be discounted with a curve based
on the collateral forward rates. The second component is also intuitive. The
Notional in BRL is converted to USD by the NDF value and also discounted by
the collateral curve.

What if the same trade had EONIA as collateral instead?

In that case, the Notional in USD would be a future cashflow in USD, that
would need to be converted to EUR based on % FX forward for settlement
date T — 2px. This amount would be then discounted by EONIA OIS curve and
the result would be converted back to USD by the T+0 FX Forward of %. For
the Notional in BRL equivalent amount, it could be converted to EUR based on
the offshore % FX forward with settlement date at T — 2gx. It would be then
discounting the same way based on EONIA OIS curve and converted back to USD
based on the T+0 FX Forward of %22.

8.2.4 How offshore NDFs are usually traded in the interbank market?

55% offshore NDF’s are usually not traded as an outright NDF trade. They are

traded based on spread strategies which are a combination of trades where usu-
ally one is long(short) one onshore trade against a short(long) offshore NDF
outright. The onshore trade could be traded on the exchange based on a BMF
date or as a NDF onshore based on a maturity tenor. The most common choice
when traded as a BMF contract is to select the nearest maturity FX Future con-
tract, except for dates where the nearest contract liquidity is rolled to the second
nearest one. When other BMF dates are traded, usually the trade is executed as a
combination of a DDI and a DI trade. This happens because usually the liquidity
is smaller for FX Futures contracts longer than 3 months and to avoid compli-
cations due to convexity adjustments that FX future contracts may display and
DDI and DI contracts don't.

However, when onshore trade is executed based on a maturity tenor, it needs
to be registered at CETIP which is the clearing house for OTC trades in Brazil. But,
regardless of being exchange traded or OTC, the trade will always be registered
with a traded price such that the first cashflow of the exchange traded trade or
present value of the OTC is zero.

The NDF offshore trade is usually traded with a settlement date derived from a
BMF date or a tenor, similarly to the onshore case. In case it’s based on BMF dates,
usually it’s based on BMF FX Fixing dates for its FX related contracts like DDI or
DOL. When it’s a tenor like 1Y, the settlement date for the NDF is obtained from
a relatively complex algorithm (at least when thinking about simply adding a
tenor) that is described in Subsection 1.5 of [11]. It’s similar to adding 1Y to the
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current fx spot date to yield the corresponding NDF fx settlement date, but not
exactly like that.

Tenors typically traded for the NDFs based on maturity tenors are 3M, 6M, 9M,
1Y, 2Y.

8.2.5 Revisiting the cupom curve construction based on NDF
spread strategies

If liquidity is large for NDF spread strategies, a cupom curve could be calibrated
based on 2 different strategies prices. Given a BRL CDI onshore calibrated curve
and the closing nearest maturity FX Future price, namely FXFUTPY [ £55], the
calibration procedure could be implemented with the following equatlons

BRL

NDFOnOffi = (FXFWD?’;F [ USh

BRL
} FXFWDOY [@D -10000 (358)

USD USD
Based on (359) and the knowledge of FXFUT?%TI [BRL], one could imply the
value of FXFWDPIF[ B5]. But we are interested in calibrating the cupom curve
and we need to use (358) to be able to imply our desired unknown which is

FXFWDY[ 55 ]- After this step we would use the fact that:

BRL BRL
NDFOnOffBMF] = (FXFWD%F [7} —FXFUTQ%’1 [—]) -10000 (359)

USD
USB
BRL BRLY Peripr
ON ON FX»
FXFWDPY [@] FXFUTtTl[USD] W (360)
LT-1fx,

And calibrate cupom forward discount factor PfSTB L T by:

FXFUTON [ BRL] n NDFOnOffBMF]  NDFOnOff"
usp t, T, | USD T0000 10000 cor (361)
6 T=1px, T — ON | BRL t,T-1px,
FXFUTON [USD}

8.2.6 The mythical offshore BRL discounting curve
The NDF offshore price is based on the following equation:

BRL BRL

FXFWDOEF
LT [ UsD USD

] = FXFWDPY [ ] + NDFOnOffy, (362)

But the NDF offshore FXFWDJF[#§E] can also be expressed based on the

CSA collateral index curve d1scount factor and an implied BRL offshore discount
factor calibrated by:

BRL BRL l ?}; 1
OFF e
FXFWDt T |: S ] =Us Coll (363)

ttg, T

where,
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Pfffif ¢ is the BRL (BRU first 2 letters are short for BRL and the U that follows

indicate that it’s used for USD settlement) offshore forward discount factor seen
at date t, with start date at I and end date at T.
Plugging (363) into (362) yields:
Coll USB
BRL . Prt,r  BRL ] Pre.r
"DBRU T " pCDI
Usb ~ p Lig T Uusb ~ p CpT

+ NDFOnOff;. (364)

Rearranging (364) a bit yields:

BRL [t] PCOll

USD ™ "Vt T
BRU __ ’fx
ttp, T — pUSE (365)
B85t i~ + NDFOnOff,
tte, T
’ fx/

Equation (365) is one possible modeling choice to imply a discount factor of
BRL offshore, but please bear in mind that it’s calibrated based on the collat-
eral curve, so trades with same payoff but different collateral indexes on their
CSA would imply in different BRL offshore discounting curves. Therefore, equiv-
alent BRU rates calculated based on ngfi{ + would be different when collateral is

FedFunds, EONIA or US Libor 3M for instance.

Good luck trying to trade this curve on its own though. This is an implied
curve, not observable directly in the market, and therefore difficult to hedge on
its own. This is why sometimes it is better to model the two NDFs (onshore and
offshore) in the same risks (onshore BRL — Pré — and USD - Cupom Cambial —
curves), adding the spread as a basis risk. Yes, this risk is a function of the spread
between the onshore USD rate and the funding rate in USD (offshore), but is also
a function of supply and demand, of convertibility risk (oh the old days of 1998
and 2002, when selling the spread at 6% per year looked like a really good idea!
Of course the spread shot to 40% later before going down, creating reports of
“stored” P&L that would surely - yes, no doubt about it — come back still in the
same year).

8.3 OTC - BRL/USD Options
There was a time in which this market was a function of:

1. Offshore demand for carry-related trades:
a. A spread where the customer (hedge fund or pension fund) buys an ATMF
USD Put BRL Call - struck at the NDF price — and sells an ATMS USD Put
BRL Call - struck at the Spot price
b. Customer (hedge fund) buys a RKO USD Put BRL Call, where the barrier of
the reverse knock out is below a level seen by the market as “defended” by
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the BCB. RKOs have a terrible way of bleeding a dealer to death, and they
can lead to selling more gamma than it would be healthy.
2. Hedging for onshore-related hedging activity, because corporates would sell
FX options embedded in swap that would make for a lower borrowing cost on
a paired loan, and the local market was not big enough to hedge it.
a. Ifin 2004/2005 forward settling strike options were popular, strings of OTM
USD Calls and then TARFs became the preferred structures later.

When the onshore activity dried up after the consequences of the 2008 deval-
uation, the liquidity offshore was reduced, but with time it started gaining on
the market share of the onshore market, due to the bigger costs of trading in
the exchange. These included not only transaction costs (the consequences of a
monopoly) but also the increasing costs of margin for both options and futures
(there was no netting of margins between options and futures, as discussed on
the subsection abut options with daily margining). For foreign banks in Brazil,
where liquidity had to come from outside the country, this was not good.

And the nail in the coffin came with the IOF on Derivatives in Jul-2011; rules
that clarified that Delta Hedging a portfolio would not pay taxes came until Sep-
2011, but by then the rationale for keeping an onshore desk for options market-
making was hard to defend.

How are these instruments different from the onshore options?

First, their payoff is in USD:

EMTAT_5,.. — K
Payoff;)ptoff [USD] = Notysp - Max [¢~ <¢> ,O]

366
EMTAT 2, (366)

Although on the NDF we used a distinction between the EMTA and the PTAX
to explain the spread between onshore and offshore NDFs, let’s return to the
PTAX for now, as the PTAX is the fixing that is going to be used on a daily basis,
with some consequences for pricing of options.

In order to understand how these are quoted, let’s look at the standard OTC
maturities:

O/N, 1w, 2w, 1m, 2m, 3m, 6m, 9m, ly, (18m?), 2y, ... First: There is an
algorithm to find out the dates (fixing and settlement) corresponding to these
maturities (one for days and weeks, another for months and years), and we
refer the reader to [11] 1.5 for the algorithm; we would just correct the source
by adding BRL to list of special Latam countries that treat the interim dates in
the same way as the end date, as explained in 2.1.3; the holidays calendar for
USDBRL is the combined calendar. Always confirm the dates with brokers or a
knowledgeable source each morning before finding deals that seem too good to
be true.

Ok, now the next part: What is being quoted?

First, all USD Calls are BRL Puts, all USD Puts are BRL Calls.
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Second, the discounting here will be some USD rate as described above for
the NDFs. Which rate? Well, before 2008 there was not much difference in the
“depo” rate and Libor, and there was not much dispute among traders about
which rate to use.

But during the crisis banks started discussing a lot which rates to use; and
because of the BRL devaluation a lot of options were deep in the money, and
customers tried to sell their ITM options trying to get cheap funding.

The market’s answer was to change the settlement of the premia, so when
trading an option you confirmed with the broker and the counterparty (another
bank) the premium for the same settlement date as the payoff settlement date
(no discounting necessary).

Third: Choice of strikes. Strikes are quoted in BRL per USD (same as outright
NDFs and the Spot). The next step is defining what an ATM option is. For USD-
BRL (and again we refer the reader to [11] for more details on other currencies)
the ATM is an ATMF (At-the-money forward), with a strike equal to the forward
(in this case, the NDF offshore).

Let’s follow the rest of the calculations for the ATMEF. Typically what is traded
for ATM options is the straddle (+1 Call, +1 Put). The USD Call is a BRL Put, and
the forward premium is first calculated using the Black formula and inverting
parameters (to find a value expressed in USD/BRL):

1 1
=B P i -1, —, = 7
fwdprgrrput lack remzum( ’NDF’K'U't> (367)

Then the final forward premium (in percentage points) is equal to:
fwdpryspcan = fwaprsrrput - K (368)
And the forward value in USD is equal to:

fwdpr [USD] = Notysp - fwdpryspcan (369)

The delta (in percentage points) considering the forward (not the spot) is
calculated in a similar way:

1 1
deltafwdgg pur = BlackDelta (—1, NDF'K'°" t) (370)
K
deltafwdyspcan = —deltapriput - 11 (371)

This delta is the one used in the market conventions and the one that dictates
the notional of the NDF that would be traded together with the option in order
to make it delta hedged.

As discussed before, this doesn’t mean that when you trade the option and the
delta hedge calculated in this manner that your book will show zero delta; the
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real delta of the option in your book will depend on how you model the joint
dynamics of spot and implied volatility.

Now let’s come back to the ATMF straddle. The delta forward of the USD
Call is equal to (after some algebra using K=NDF and N(x) as the cumulative
standardized normal distribution):

ot

deltafwdyspcanarmr = N (- 2) (372)

And the delta forward for the USD Put is equal to:

ot

deltafwdyspputatvmr = —N <2> (373)

Now, the sum is not equal to zero. Even using the market convention for the
deltas, trading the ATMF straddle will leave you with delta risk.
Is there any intuition for this result?

Yes, there is. Consider first that we can express the premium of an ATMF option
as:

fwdpryspcanarvr = fWapruspputarmr = K- ¢ - <N (¢ : 0;/5) -N <—¢ ' 0;/5)>
(374)

And that for small values (like </>"Tﬁ) we can approximate:

N(x)%%+0.4-x (375)

We now have:

fwdpryspcanarmre = fWdpryspputatMr

=K-¢- ((;+0.4-¢.”2ﬁ> - (;—0.445.”;5)) (376)

o/t
fwdpryspcanarmre = fwdpruspputarmr =K- ¢ - <2 -0.4-¢- 2) (377)
Because ¢2 = 1 we can write:
fwdpruspcanarme _ fWapruspputaTmr _ 0.4.0F (378)

K K
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Looking at the deltas again:

t 1 t 1 1 d
deltafwdyspcanarmr = N (—a> =504 oVt _ 3= fwapryspcanarvr

2 2 2 K
(379)
ot 1 ot 1 1 fwdpryspcanarmr
deltafwdyspputatmr = —N (2> =3 -0.4. B T S —
(380)
And therefore the delta of the straddle is:
1
Notysp - deltafwdstradaiearvr = 3 -Notysp - deltafwdyspcanarmre
1
+5 - Notysp - deltafwdyspputatmr (381)
1 dpr
deltafwdsiraddiearvr = 7 - (_—fw & Usﬁca"ATMF ) =-0.2-01t (382)

Considering the notional of the straddle as the sum of the notional of each
option.

This is what is meant by “premium adjustment” — the premium itself will
have a risk when compared with the onshore options. Do not consider the delta
onshore as a proxy of the delta offshore.

We could go on for pages and pages, but there is a whole chapter dedicated to
FX options, the onshore/offshore mismatch, volatility surfaces, and other stuff.



9

Start from Where? Constructing
Markets for FX Forwards, Futures,
Onshore USD Interest Rates and
Offshore Instruments

Here the goal is to create a framework for a consistent market scenario choosing
among different market prices and conventions.

9.1 Observability of contracts

9.1.1 Spot x DOL

What is the best choice as the main input for FX Forward calculations?

The answer should be: Where is liquidity? Where can you execute?

For most the audience of this book (all of you smart people), chances are that
the first future is the answer.

So you’ll monitor the first future, the casado and the roll (you will need to roll
the position, and try to do it before the last business day of the month). If you
wait until the last day, you are trading the PTAX, not the roll.

If you are approaching a fixing, look at the casado more carefully.

If you really want to run the fixing / PTAX risk, wait for a further section on
modeling the risk of the fixing.

9.1.2 FRC x Forward x DOL

In a perfect world, there would be a market for forwards and another for the
DOL, due to the convexity described in other chapters.

That the world is not perfect only makes it more interesting. BVMF does not
marks the longer-dated DOLs where they should trade, and therefore trading
longer-dated DOLs against either a forward or the package 1st DOL + DIs + FRC
at something other than a zero spread is likely to give you an undesired 1st day
P&L due to Product Control teams marking everything at the prices published
by BVME. Brazil is not an easy country.

Do not trust closing prices blindly - ask which criteria was used to produce
them.

217
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Also, the FRC+DDI markets are not really liquid; chances are that the NDF
market is the most liquid and more informative of all.

9.1.3 NDFs and forward points

NDFs have adapted to Brazil’s conventions. Now there is an active market in
NDFs for the date of first future, and a roll market as well. Also now other NDFs
are quoted against the first future. Either way, you can look at the outright NDFs
and interpolate them (geometrically as shown before), or you can look at the
forward points (outright minus spot or outright minus NDF for first future date)
and interpolate them (arithmetically perhaps?). Again, both models could be
valid, as long as one is aware of the potential issues and failures of each (and
remember, remember, the 31st of December!).

9.2 Structures

9.2.1 Dates

Always, always design structures where contracts have separate dates for fixing
and settlement, even if you write a default rule for linking both. Remember the
date rules for tenors in NDFs and FX options (go forward to spot settlement,
jump forward the relevant interval, come back from settlement to fixing, then
count how many business days you have).

Two other date-related rules must be ready:

1. How to deal with BVMF holidays (and other holidays as well, as offshore trad-
ing is even more important these days). If your choice of architecture has
market data streaming directly to your scenario builder, think again: maybe
an option for a parametrized input? We will talk about “The Triangle” below.

2. How to roll scenarios for the following day (it helps if you have decided what
to do on holidays first). Here the main decision is what is kept constant from
one day to another: Spot or First Future? We know what is not constant: the
Casado (remember the sawtooth pattern). Most participants will keep the Spot
constant, with DOL (and the forward curve) drifting down. This will have
implications (a lot of implications when it comes to options).

9.2.2 Events (Breaks, Fixings, Market points)

Your calendar structure must have flexibility to seamlessly go from unknown
market variable (Spot) to fixing (PTAX) intraday; you must have a good solution
for cases like 31-Dec, the presence of holidays within the interval from Fixing
Date to Settlement Date should be clear. You should be able to choose which
points are there only as calculated values and which points should be considered
as market inputs, because not all contracts have the same informational level
(some drive, some follow).
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Also, the averaging characteristic of the PTAX forces you to look at your fixing
risk in a different way:

When you start the day at 9h the spot is the best estimate of the PTAX; but as
the first of the four fixings is determined, the spot is not the best estimate of the
PTAX anymore; that estimate should now be a weighted average of past fixings
(1/4 now) and the spot (3/4) now. As time goes by, the weights change:

o Before 10h: {4/4 for spot}

o After 10h: {1/4 for the 10h fixing, 3/4 for spot}

o After 11h: {1/4 for the 10h fixing, 1/4 for the 11h fixing, 2/4 for spot}

o After 12h: {1/4 for the 10h fixing, 1/4 for the 11h fixing, 1/4 for the 12h fixing,
1/4 for spot}

o After 13h: {1/4 for the 10h fixing, 1/4 for the 11h fixing, 1/4 for the 12h fixing,
1/4 for the 13h fixing} - congratulations: all your fixings are done (by now the
final average will have been published as well)

Pay attention to Ash Wednesday (a shorter trading day that starts later in the
day).

9.2.3 “The Triangle”

Spot, Casado, DOL. Pick 2, the 3rd is determined. But the frequency in which
data is updated for each of them is different, their volatility is different, and
the value of the information that each update brings is different. So one has to
establish a priority by which one updates the others. A suggestion for normal
trading days:

1. Updates on DOL: Keep Casado constant, calculate Spot (most “robots” work
this way to calculate Spot)

2. Updates on Casado: Keep DOL constant, calculate Spot (Casado does not
change that much intraday, but it does change)

3. Updates on Spot: Keep DOL constant, change Casado (these typically will be
manual updates, as using Spot coming from 1. just produces a feedback loop)

For days with no trading in DOL, please see below (NDFs).
A similar rule applies to the onshore/offshore spread:

1. Updates on DOL: Keep OnOff Spread constant, calculate NDF

2. Updates on OnOff Spread: Keep DOL constant, calculate NDF (OnOff Spread
does not change that much intraday, but it does change)

3. Updates on NDF: Keep DOL constant, change OnOff Spread (these typically
will be manual updates)

For days in which there’s no trading on the DOL but NY is open for business, the
rule changes to:
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1. Updates on NDF: Keep OnOff Spread constant, calculate DOL

2. Updates on OnOff Spread: Keep NDF constant, calculate DOL

3. Updates on DOL: Keep NDF constant, change OnOff Spread (these typically
will be manual updates)

One needs some flexibility to change these rules without having to ask IT for a
change in the code.

9.3 Curve construction

9.3.1 Cupom Cambial

You went through door 1 and chose to interpolate the onshore USD curve. Now,
please choose the curve that you want to interpolate:

1. The linear, “dirty” curve of the DDIs

2. The linear, “clean” curve of the FRCs composed in some way with the DOL
and the casado (FRC+)

3. An exponential, actual days equivalent of the FRC+

Whatever your choice (not restricted to the above), good luck - you will need it.

9.3.2 Forwards

As explained before, it’s not that there are elements enough that would lead us to
reject other interpolation methods in favor of interpolating the forwards. But in
practice one might want to control directly the forwards and imply the onshore
USD curve.

It is important to note that because the BRL curve works in business days and
typically the onshore USD curve works in actual days, either the forward curve
is bumpy or the onshore USD curve is bumpy, depending on which curve is the
interpolated curve and which curve is the implied curve.

9.4 The offshore x onshore spread

9.4.1 Changing standards

As mentioned before, the traded term structure of the NDF market has adapted to
the onshore market (when it comes to the dates structure). This also helps in solv-
ing a similar mismatch problem: should we interpolate the outright NDFs and
imply the spread? Should the interpolation follow the same dates and formula
as in the onshore NDFs? Or should we interpolate the spread? Again, hard to
just say which choice is the best in all situations. One could backtest the hedged
portfolio, but the answers might not be clearly different, and some choices might
be driven by qualitative opinions.
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9.4.2 Convertibility, demand and taxes

The spread was really high in previous years (with 1998 and 2002 showing nasty
spikes); during the past decade the growth of USD reserves and the demand for
NDFs pushed the spread down into negative territory. So if before we used to
speak about the “NDF premium”, now we speak about the “NDF spread”. A rate
that was supposed to be positive is now negative. It’s not as big of a modeling
problem as negative nominal interest rates are, but still ... Also worth noticing is
that this rate is highly sensitive to taxes, and new legislation might lead to jumps
and discontinuities in the time series, and backtesting might need a good context
to justify the differences in P&L compared with risk. The necessity to distinguish
between structural breaks and volatility is a common theme in Brazil.

9.5 The mythical offshore BRL discounting curve

Which curves to represent YC risk? BRL offshore curve and LIBOR/FF or DI,
cupom cambial and NDF OnOff spread? That was the choice we faced years ago,
when the world was young. As discussed before, there are benefits in mapping
the risks as spreads, and if one is a market maker with huge positions on each
side of the convertibility frontier, it draws attention to the buildup of convert-
ibility/basis instead of focusing into a non-observable rate. But we will focus
carefully on the products traded offshore based on the BRL interest rates and
CDI fixings.
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Offshore IR Products Based
on CDI Fixings

The offshore market for FX products has been explained in previous sections of
this book. But what about IR related products offshore? Are there Fixed-Float
swaps and swaptions offshore being traded? Is there any basis to quote onshore
swaps and swaptions to their offshore equivalent contracts? After reading the
previous sections of this book we believe that the reader might be inclined to say
yes, and that’s indeed the correct answer.

10.1 Offshore BRL Fixed-Float swaps

Similarly to what happened in the FX offshore market, there’s currently a great
number of market participants that want to be long BRL interest rates. One pos-
sibility for them would be to open a 2689 account locally in Brazil and trade
DI Futures against the exchange. However, as discussed previously in the NDF
offshore subsection, to open the 2689 account is not straightforward. And mar-
gin posting in the exchange is an additional problem. This fact created a great
demand for offshore BRL Fixed X Float swaps.

First we will discuss the payoff of BRL Fixed X Float swaps. We will explain
that the main difference is that trade is settled offshore in USD, and doesn’t
incur any possible outflow restriction that may happen to an equivalent onshore
swap payoff that is settled in BRL. But for both the onshore and offshore swap
payoffs, the floating index is the same, which is CDI.

The next subsection will debate what’s the direction side of the flow for market
participants willing to trade BRL interest rates and how it reflects in the swap rate
basis of onshore to offshore swaps.

The last subsection will derive the mathematical pricing of an offshore BRL
Fixed X Float swap. We will highlight that for an appropriate pricing, future
convexity expectations have to be modeled based on covariances between BRL
X cupom rates, BRL X US libor 3M and BRL X NDFOnOff; r. Transaction costs
based on cupom and NDFOnOff; 7 dynamic PVO1 rebalancing could be added as

222
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well. The last possible component to be included in pricing is how much extra
margin posting for the DI1 hedge could distort the offshore swap rate.

10.1.1 Offshore BRL Fixed-Float swaps payoff
The payoff for BRL Fixed-Float swaps is given by:

(CapFacgiyeq(t, T) — CapFacgioq (t, T))
EMTA7,,,

Payoffusp[Tpay] = Notgpy, - (383)
where,

Tpay: is the payoff payment date which is one business day later than maturity
date T in a combined CDI and New York calendar.

Trrx: is the FX Fixing date to convert the BRL cashflow to USD, which occurs
2 business days backwards from Tp,, in a combined CDI and New York calendar.

The other variables have been defined in previous sections of this book.

One interesting case was 01-Sep-2014 maturity date offshore BRL Fixed-Float
swap. The payment date Tpyy was at 2-Sep-2014. But 1-Sep-2014 was a holiday
in New York. Therefore, the FX Fixing date was at 28-Aug-2014. But the last
interest accrual date was on 29-Aug-2014. In that particular case, the FX Fixing
was published without the final BRL payment being fixed as one CDI fixing was
still required.

As can be noticed by looking at (383), the payoff is very similar to the onshore
swap payoff. The only 2 differences are that in the offshore swap the payoff
occurs one business day after maturity date T in a combined CDI and New York
holidays calendar, whereas in the onshore case, the payment occurs typically at
maturity date. The second difference is that the offshore payoff is converted to
USD by EMTA published at FX Fixing date Tpx and paid outside Brazil. Thus
a foreign investor does not have any outflow restriction concern regarding the
offshore contract, but he should have for the onshore swap.

10.1.2 Foreign market participants appetite for offshore BRL
Fixed-Float swaps

Like said previously, many market participants outside Brazil like to receive the
high BRL fixed swap rates offshore to avoid having to setup the infrastructure to
open a 2689 account locally in Brazil to trade the very same swap (to be more
accurate it would be a DI1) onshore. This one-sided flow direction allows banks
with an onshore infrastructure to only enter the offshore swap paying a lower
swap rate than what’s required for the onshore equivalent swap rate. At 05-May-
2015, the offshore swap rate has a spread to onshore swap rate of -1.5 bps for
maturity 04-Jan-2016, -5.5 bps for 02-Jan-2017 and -28 bps for 04-Jan-2021 and
because of this one sided flow it’s expected the basis of offshore to onshore swap
rate to be negative in most common market situations.
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10.1.3 Which discounting curve to use for offshore BRL

Fixed-Float swaps pricing?

In the same way as for NDF’s offshore, the offshore swaps are usually collater-
alized. Therefore, the procedure adopted in Section (8.2.2) has to be adopted
here again where you convert your expected BRL cashflow into the collateral
index currency, and later discount this quantity by the collateral index agreed
upon the CSA of the swap with the counterparty. But maybe the most difficult
question is how to compute the expectation of the BRL cashflow of the floating
leg under an offshore probability measure associated with the collateral index
discount factor as its numéraire.

10.1.4 Is this a quanto swap? Let’s analyze it from a hedging perspective

A quanto swap is defined as a swap which has typically a floating leg based on
an index associated with CCY1, but payment is done in CCY2, with CCY1 and
CCY2 being different currencies. One example would be a Fixed Float USD-Libor-
3M swap which makes payments of the USD based cashflows directly in EUR
instead of USD. To hedge this quanto swap, one is subject to the covariance of
the USD-Libor-3M discount factor with the % FX forward value. This particular
feature can be seen alternatively (it’s perhaps easier) when one think in terms of
the required hedge for the quanto swap, which involves a vanilla USD Fixed Float
swap paying in USD and a % FX Forward trade. But the FX Forward trade needs
to have its Notional rebalanced dynamically, driven by the vanilla swap payoff
equivalent value. When the vanilla swap expected payoff increases, it requires
also a larger FX Forward Notional to be hedged, and depending of the sign of the
covariance of the FX Forward value with the vanilla swap underlying it could
incur in a cost or gain.

In our particular BRL Fixed Float swap offshore, the BRL cashflows are based
on a BRL onshore index, namely CDI, but converted by a offshore FX rate and
paid in USD. Another way to see it would be to not convert the BRL cashflows
to USD, but to view it paying directly in BRL offshore units (BRU). By looking at
things based on this perspective, and based on the familiar quanto swap example
above, to hedge this offshore swap one would be subject to the covariance of the
CDI discount factor with the % FX forward value. One could argue that the
% FX rate has no vol and we will consider this to be true, as the conversion
FX rate is always 1. However, what matters is the covariance of the CDI discount
factor with the % FX forward value, not with the FX spot value. Considering
the BRL FX forward to be based on:

BRU
BRUT BRU.. Piior
_ ’ fx;
FXFWDLT[BRL] = gz 1 5 (384)

tte, T
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Considering 28V [¢] to be a constant with value 1 yields:

BrU1 Fioir
T
FXFWD; [ BRL} P (385)

ttg, T

We could express NDFOnOff; t as a multiplicative spread rate instead of an
additive spread and change (3635) to:

BRL 7] . pColl

USD titr, T
RU o
ttp, T~ PUSE (386)
PRLt] - PcE -(1+ NDFOnOff, r)
Lipo T
Assuming the trade to be collateralized in USD-Libor-3M yields:
CDI USD
PBRU _ Pt,tﬁ(,T Pl’ tﬁ" (387)
bt T ™ (1 -+ NDFOnOff; 1) pny N
PCDI
Thus the ratio of BRU is given by:
t tfx
CDI USB
Pt e T Pt,tﬁ‘,T
sru— = (1+NDFOnOfft,r) - PUSD_ (388)
t,th,T l’,tﬁ‘,T

Therefore, the hedge for the offshore BRL Fixed-Float swap is a function of the

covariance of the CDI discount factor with the NDF spread and the cupom over
pUSB

libor discount factor spread PUS’;")' .
Lt
, fxr

10.1.5 Now let’s analyze it from a mathematical perspective
We can start based on the payoff of the receiver swap given by:

(CapFaCFixed(t/ T) - CapFaCFloat (t, T))

EMTAT,,, (389)

Payoffusp[Tray] = Notgpy, -

Assuming that the collateral index currency to be in USD, without loss of gen-
erality it yields that the fixed leg term can be priced based on the collateral
pricing equation in (8.2.2):

Notggy - CapFacpixeq(t, T) con

orF [BRL]  bTray
EXFWDPIF [W]

PVSP[Fixed] = (390)

where,
PVtUSD [Fixed]: is the PV seen at date t in USD of the Fixed leg of the swap.
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FXF WDtOJ;F [%]: is the NDF value to convert BRL offshore (BRU) into USD.
The floating leg pricing is where the convexity arises though. We can start by

taking the following expectation:

Tray [ CapF, t,T
PVSP[Float] = Notgg, .P%{ay -E%coll [%";A') m] (391)
FIX

We can assume that the NDF offshore value FXF WD%‘; i Tray [£2L] for settlement
date Tp,y, seen at date Tjy is equal to the EMTA FX Fixing value EMTAT,,, and

replace it inside (391). This yields:

CapFacgioq(t,T)

OFF BRL
EXFWDQIT [W]

TPay
PVUSP(Float] = Notggy - PE9! ) -E%cll

con |Fy (392)

We can use the Radon-Nikodym derivative to change to the BRL offshore Tpgy,
forward measure, associated to discount factor Pf’}g as its numéraire by:
’ ay

Tp OFF BRL
dQCOaﬁ] e = FXFWDTFierPay [USD] (393)
T Trix OFF [ BRL
dggry ™ EXFWDO [G(E]
Plugging (393) into (392) yields:
UsD Coll  QFY CapFacgioq (t,T) ngﬁ
PVt [Float] = Notggy - PtrTPay - EBRU EXFWDOFF [&] . Thay FTpix [ Ft
TFix, Tpay L USD dQppyy
(394)
PVYP[Float] = Notggy 'PtC,Olefay
" OFF BRL
]EQ:;E?JY CapFacp,et,T)  FXFWDTy 1, 1TD] F
' OFF BRL7 OFF [ BRL t
EXF WDTm,TPay [W] FXF WDt’ Thay [@]
(395)
Notgrr Tpay
PVUSP[Float] = el mQ8RU [CapFacy,y(t, T)|F. 396
t [ ] FXFWD?%F) ; [%] trTPay [ p FlO(lt( )I t] ( )

By looking at (396) we see an intuitive result. The PV in USD of the floating
leg of the swap is given by taking the expectation of the CDI capitalization factor
CapFacgjoq:(t, T), dividing it by the NDF offshore value for settlement date Tpgy,

namely FXFWD{7! ay[gs%], and discount this USD based quantity given the USD

collateral index discount factor Ptc%” from pricing date ¢ to payment date Tp.
14 Pay
But be careful of which probability measure leads to the expectation.
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The next step on the derivation is to recall that under the HJ]M model,. the
CDI capitalization factor SDE is given by:

1 1 TPuy Tl’ay 2
CapFacpjoq(t, T) = pODT exp ) /t /S osu-du| -ds

t,TPay

TPﬂy TPay Tg?l
+/ / O-S,Ll . du . dWlt 4 (397)
t s

We need, however, to explicit the CapFacgj.(t,T) dynamics under the
probability measure associated with PP{ ' as numéraire.
’ ay
The Radon-Nikodym derivative to change from the measure where

PCDT i jts
trTPay
numéraire to PBRY  is given by:
t/TPay 8 Y

T BRU
dQCPDa%, | FXFWDTFierPay [W]
Tpay |7 Trix BRU
dQBRa[}; FXFWDt/TPay [m]
1 /Tm ) /TFix TERU
=exp{——= o ds+ o -dz,"" 398)
p{ 2 rwp[5R7] N e (
where,

O'FWD[ BRy ]: is the FX Forward volatility for currency pair %Ifg.
TBRU

dz, "% . is the Brownian Motion that shocks the FX Forward for currency pair
BRU
BRL*
BRU

Let’s assume that the 2 Brownian Motions dWhP“y (that shocks CapFacgjy.(t, T))
TBRU

and dZ,"” (that shocks FXF WDt;TPay[%]) are correlated by:
‘BRU TBRU
dwlf”y -dz," = p; -dt (399)
We can rewrite

TgRU TgRU Il)fRU

ay _ ay 2 ay

dz," = pr-dw," /1 p2.aw,]
TERU BRU

where W, and W, are independent Brownian Motions. So we can rewrite

(398) as:

T .
d@cllg%, 1

Trix 2 d Trix
|7 =exp —7/ o . s+/ o BRU
T, Tr; BRU BRU
dQyyy ™ 2Je  rwp[f7] Jo o Trwol ]

BRU
T
A prawy [ + 1= p2 aw,! (400)
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Applying Girsanov Theorem

Tlng TgRU
a a
dw,, V= FWD[BRU] p1-dt+dWy v (401)

Plugging (401) into (397) yields:

1 1 (Teay [ [Tray ?

CapFacgjoq (L, T) = —pi " exp ) / / osu-du| -dsg- (402)

Pt Thay Jt Js

{ TPuy TPay
-exp / / os,u - du
t s
Ty
. —JFWD[%]. p1-dt+dWy, v (403)

And the expectation of CapFacgj,,:(t, T) under the probability measure where

PBRU 5 jts numéraire is given by:
£, Tpay g y

TPay
E%RU [CapFacpioa (t, T)|Fi]

1 TPuy TPay
PCDI -exp /t /5 os,u-du 'O-FWD[%] -p1 | dt (404)

t Tpay

T) T
So now we have a drift term given by exp{ — [, " [(fy " a5 u - du) OpyypBRy] - P11dE).
BRL
One could try to calculate this convexity term based on historical data, by
calculating historically the volatility of a synthetic BR[L] FX forward, and its cor-
relation with BRL onshore rates. The HJM volatility term fs as,u -du ) for BRL

rates could be calibrated to IDI options or also computed based on historical data
as described in Section (7.1.13). But we could still try to investigate a bit further
by breaking down the BRg FX forward into its underlying components based on a
multiplicative NDF spread rate like below:

USB

P
BRU Lig, T

FXFWDy,,, [ﬁ} = (14 NDFOnOff; 1) - ﬁ (405)
l’,tfx,T

The equation above states that the FXFWDt,TPuy[%] value will go up if
NDFOnOff; T multiplicative spread rate goes up, or if USD rates go up or if cupom
rates go down. On the other hand we also know by looking at (405) that the
drift term is short correlation of BRL rates (from the variable CapFacgjy.(t, T))
and FXF WDtrTPay [%}. So essentially one could say that the drift term derived in
(404) could be viewed as:
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o Short covariance of USD and BRL rates
e Short covariance of NDFOnOff; r multiplicative spread rate and BRL rates
o Long covariance of cupom and BRL rates

The statement above says that a payer BRL Fixed-Float offshore swap position
(that is long the floating leg and therefore the term CapFacgy.:(t, T)) would
generate a convexity where you are:

o Short covariance of USD and BRL rates
e Short covariance of NDFOnOff; r multiplicative spread rate and BRL rates
o Long covariance of cupom and BRL rates

And obviously the receiver swap position would generate:

e Long covariance of USD and BRL rates
e Long covariance of NDFOnOff; T multiplicative spread rate and BRL rates
o Short covariance of cupom and BRL rates

10.1.6 BRL Fixed-Float offshore breakeven historical swap rate

One could argue that his view of covariances indicate a non negative basis
between the offshore to onshore equivalent BRL swap rates. Is he wrong? Or
is the market wrong? What other ingredients may be missing in this calculation?

As seen previously, the cupom curve is not very liquid and concentrate its lig-
uidity around the afternoon call that happens once a day. The same could be
said about trying to hedge the NDFOnOff; spread. As we have seen in the pre-
vious subsections, an offshore swap needs to be dynamic rebalanced, and what
we are focusing now is that the illiquid cupom and NDFOnOff; spread need to be
dynamic rebalanced. Therefore, even if we assume that all correlations that mat-
ter for pricing are zero, still the correct price needs to be corrected by the expected
transaction costs to hedge dynamically through time those 2 market factors. To
calculate the expected transaction costs, one possibility would be to run a Monte
Carlo simulation. For each simulation path, and at each time step, the PVO1 of
cupom and the NDF Spread are dynamically hedged, with the assumption of a
bid-mid charge in bps.

Another more intangible and hard to quantify ingredient is the fact that usu-
ally banks with local presence inside Brazil will hedge the BRL and cupom rates
risk with FRC and DI1 instruments, that are exchange traded and require mar-
gin posting. Margin posting is usually done by buying Brazil government bonds,
which involves cash disbursement. But if the market moves in such a way that
margin posting exceeds the cash that the particular bank has available as capital
inside Brazil, it may need to fund extra cash or, in the case of foreign banks with
local presence, the bank would need to ask treasury to send more cash. But the
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treasury will typically have USD outside Brazil, and a fx spot transaction would
need to be done in order to internalize the BRL. Currently, there’s no tax applied
for this type of fx spot transaction, but in the recent past, a tax rate of 6% was
applied.

Is there a way to try to identify what is the breakeven swap rate that should
be charged? One approach would be to try to build a breakeven historical
swap rate tool, in the same spirit of the breakeven historical vol tool (BEVL)
in Bloomberg. The BEVL assumes that everyday in the past, hedging was done
based on Black-Scholes model and a historical breakeven smile could be con-
structed for underlyings that don’t have a developed vol market. In our offshore
swap case, we could try to follow the same idea. We would construct a portfolio
with the offshore swap, the DI, DOL,FRC and NDF spread hedges and dynamic
rebalance it every day. We could also apply the fact that after a particular cupom
PVO1 threshold is breached, there would be transaction costs applied based on
the multiplication of a bid-mid charge times the PVO1. Something similar could
be done for the NDF spread market factor which is illiquid also. After carrying the
oftshore swap plus hedges portfolio until the maturity of the swap, it will have a
P&L value from the dynamic rebalancing strategy that occurred every day. And
finally a swap rate could be implied from this P&L value to make the final P&L
from hedging plus underlying swap offshore equal to 0.

Obviously if one believes based on the breakeven historical swap rate method
that the swap rate traded in the market could be somehow different, and even
if the future behaves like the past and his view is correct, one would be subject
to eventual large P&L fluctuations based on the foreign market participants flow
that is currently the predominant driver of the basis between offshore to onshore
equivalent swap rates.

10.1.7 Calibrating an offshore BRL Fixed-Float swap basis curve

The procedure for calibrating this basis curve is straightforward. In the OTC off-
shore swap market it’s observed the liquid swap rates for DI1 equivalent maturity
dates. Let’s say we have N dates and call those the associated offshore swap rates
REPIOFD) g5 =1 to N. The curve is then calibrated with N instruments where

t,T;
its quote are RE?,I(OFD - RtCIT)iI , which is the difference of the offshore swap rate to
11 ’

the onshore DI1 rate used to calibrate the CDI onshore curve.

Regarding risk management, it’s preferred to construct the basis curve this way
as a long position of an offshore swap combined with a short position on a DI1
hedge would yield only a basis risk at trade inception.

10.2 Offshore BRL Fixed-Float swaptions

The DI Option section discussed how it could be viewed as a swaption after some
algebra. And it was mentioned that currently the most widely used model for
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pricing DI Options is the SABR model. In the previous subsection, on the other
hand, we discussed how offshore swaps are priced and which convexity terms
arise because of the fact that the swap is paid offshore and typically collateralized.
So how we combine those 2 things together to derive offshore swaption prices?

10.2.1 BRL Fixed-Float offshore swaption payoff and specification

Differently to the swaptions commonly traded in G10 currencies, the BRL Fixed
Float swaption is zero coupon. The swaption is deliverable and by exercising
the option you enter into a zero coupon swap offshore. The authors haven’t seen
cash settled payoff versions of BRL swaptions and the exercise is European, which
means that it can be exercised only at one exercise date.

To exercise the swaption, one will compare the offshore forward swap rate

??,IT(SFF) seen at exercise date T for swap maturity date T> with the strike rate
K. Those rates are exponential and what matters is the capitalization factor com-
puted using them from T; to T,. Therefore, the T, payer swaption equivalent
payoff would be:

CDI(OFF) s 252
(1+r ) T2 - ) T2

11,12
EMTAT,

Payoffysp[Tpayl = Notpgy, - max ,0]  (406)

where,

Payoffusp[Trayl: is the offshore swaption payoff, paid in USD at date Tpgy.

Tpay: payoff payment date of the swaption underlying swap, which is typically
one business day forward than underlying swap maturity date T in a combined
CDI and NY holidays calendar.
Trrx: is the FX Fixing date of the underlying swap, obtained moving backwards
2 business days from Tp,, in a combined CDI and NY holidays calendar.

But for pricing purposes we want to change (406) to represent linear forward
rates instead of exponential rates. This yields:

LOFF) _ g
Ty,T.
Payoffusp|Tpay] = Notggy - 177, -max [ —-2——, (407)
LTz EMTAr,,,
where,
252
CDI(OFF)\*T},T, _
RL(OFF)_( +RT1rT2 ) 1
T,T2 — 2252
TI,TZ
and

1L,ZSZ
K - A+K 2 -1
L= 1252
T1,T2
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Now we can proceed with pricing:

ut RLOFF)
UsD _ 252 pColl THO Ry, L
Ceyz = Notsre 17, - Priio BT | max W’O |Ft (408)
Fix
where,

cgfg : is the payer swaption premium to be paid in USD at t+ 2 in a combined
CDI and NY holidays calendar. Discounting of payoff occurs only until t+ 2
which is the option premium payment date.

Again we could use the Radon-Nikodym derivative to change to the BRL

offshore Tp,y forward measure, associated to discount factor Pf’}g as its
’ ay

numéraire by:

T OFF BRL
dQCI;al)ll FXFWDTFIXrTPayI: Uusb ]
TPay‘}—TFix - FXFWDOFF L (409)
dQppy £, Tpay [USD]
Plugging (409) into (392) yields:
L(OFF)
TPay R —KL
USD 252 pColl 71,12
ctrs =Notwre -1, Piiys 7, -EBRU. | max “EMTA7,,
X
TPa
dQ.
e vl E (410)
d@ ay 1X
BRU
Not Tpay
UsD BRL 7252 Coll Q L(OFF)
Ciig = T Ty Prirro,1p,, B BRY [m“"< 1, —KL O)Uﬂ
OFF [ BRL 112 Pay 1T
EXFWDQIF [USD]
(411)

Now, we can arrive at Black type formulas again under the SABR model and
price the swaption by:

= T R
+ OFF [ BRL 112
EXFWDQIF [@]
L(OFF
(R{RT, - N@Lswer) = K -N(@2swrn)) - Pty 1, (412)
where,

RL(OFF)
t,T1,T:
In( 1<1L 2 )+0 5-0(K,F)2-Typp
dl =
SWPT o KB T
L(OFF)

t,T1,T
In KlL Z)O.S-ab(K,F)ZTVD,

d2swpr = KT
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with implied volatility parameter o5 (K, F) given by:

a Z
K = — 2 (s5)
(F-K) 2z~ {1 —+ 7(155) -logz% + (11§§()J4 log4%+... } x(2)
A-p> o« 1 ppva 2-3p° zi| }
11+ : — + = — + V7 | Lext...
{ [ 24 (FK)!=# 4 (FK)% 24

where,

a-p F
=2 (FK) 2/ -log—
o K

\/l—ZpZ—f—Zz-l—Z—p}

1-p

x(z) =log {

with F =K} and K=K} inside the SABR implied volatility formulas.
The receiver swaption would be priced as:

Py = Nothu TR
t+2 —
OFF BRL 1,42
EXFWDZF [—USD]

L(OFF
(Ke - NC=d2gwpr) = REET, - NC=dswer)) - PE, 7 (413)
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The Dual Case — US Libor Onshore
Swaps

We’ve seen that an offshore BRL Fixed Float swaption is paid offshore in USD,
but the fixings are CDI which are associated to BRL currency. The dual trade is
the so-called US Libor onshore swaps, which are paid onshore in BRL, but fixings
are US Libor which are associated with USD currency. In the previous section we
derived that the offshore BRL Fixed Float swap can be viewed as a quanto swap.
And based on the same arguments, we will derive in this section that US Libor
onshore swaps also are quantos.

11.1 Payoff of US Libor onshore swaps

Here we will consider a swap which has only one US Libor payment left, to
simplify things without any loss of generality:

PayoffsreT2] = Notysp - L3y, - 17790 - PTAX 1y, (414)

Let’s assume that US Libor fixings occur at 77 without the usual T — 2 lag to
ease the notation.

11.2 Pricing of US Libor onshore swaps

The present value of the payoff specified in (414) is given by:
PVERL — Notysp - PER . 360 50k L35, - PTAX T, | 7] (415)

We can change to the probability measure associated with P{3} as numéraire,
in order to cancel the PTAXTy, inside the expectation. This ylelds

Notysp
PVBRL _ CDI Act360 E@USB [LUSD | ft] (416)
© EXFWDOY [BRL] T fnhz

234
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The forward US Libor rate Lgs T is a martingale under the probability measure
associated with numéraire PtU%), but not PUSB Therefore, there will be also a
quanto adjustment in the US Libor forward rate when priced onshore.

The Radon-Nikodym derivative together with Girsanov theorem will again be
applied to help us to obtain the drift adjustment for the US Libor forward rate

under the required probability measure.

USB
dQUSD > _ FXFWDTFinTZ[m]
Teix — USB
dQUSB F FXFWDLTZ [m]

! / T 2 d / s a2 @)
=exp\—= o -ds—+
172 i FWD[%] . FWD[USB] t

where,
FWD[ USB] is the FX Forward volatility for currency pair ggg

TUSB
dz, % is the Brownian Motion that shocks the FX Forward for currency pair

USB
USD*

TUSB
Let’s assume that the 2 Brownian Motions dW, 2 (that shocks LUSD ) and

TUSB
dz, 2 (that shocks FXF WDt»TPay[USD]) are correlated by:

TYSB  TUSE
aw, 2 dZ,? = py-dt (418)

We can rewrite

USB USB USB
dz2 =p1- dWZ +1-p2. dWZ

TUSB TUSB
where W, 2 and W, 2 are independent Brownian Motions. So we can rewrite

(417) as:

dQUSD 1 rTrix 2 TFix
|7, =ex —7/ ds+/ o
agl, T T T2 ) o) BT o8]

<1 AW, 2 +,/1 p?- dw2 >} (419)

Applying Girsanov Theorem

YD TYSB
dWlt = FWD[USB] 1 dt—l—dW (420)

Plugging (420) into (397) yields:

USD UsD 1 h, T TYsB
L, =Lit, 1, -exp —E'/t UL~dS+/t O’L'( FWD[USB] p1-dt+dW,; )

(421)
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where,

or: is alognormal volatility of L7>5. , assuming that L3 . follows a geometric
Brownian motion.

And the expectation of LYD. under the probability measure where P is its

1,12 112
numéraire is given by:
Q&g [1USD UsD I

B (L0, P = L r, - exp - /t [UL'UFWD[%} -m] at (422)

Similarly to the FX forward of ppr currency pair, the FX forward of gy
currency pair can be viewed as:

USD

I
USB, Tutg,T
FXFWD —| = 423
wralgsp) = e (423)
rfx/

The equation above states that the FXFWDy T, [%} value will go up if cupom
rates go up or if USD rates go down. On the other hand we also know by looking
at (423) that the drift term is short correlation of US Libor rates (from the vari-
able L[T]ff)Tz) and FXFWDy 1, [%}. So essentially one could say that the drift term

derived in (422) could be viewed as:

o Long variance of USD rates
o Short covariance of cupom and USD rates

The statement above says that a receiver USD Fixed-Float onshore swap position
(that is short the floating leg and therefore the term LngTZ) would generate a

convexity where you are:

o Short variance of USD rates
o Long covariance of cupom and USD rates

And obviously the payer swap position would generate:

o Long variance of USD rates
o Short covariance of cupom and USD rates

Most banks that have a local presence usually quote US Libor onshore swaps
for clients on receiver side, and since usually the short variance of USD rates
component is larger than the long covariance of cupom and USD rates, by not
adjusting the swap rate at start would typically incur into dynamic rebalancing
costs during the life of the trade and most likely a negative P&L accumulated
until the maturity date of the swap when hedges are included.
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FX Trading (Interest Rate
and Fixing) Market and
Credit Risk

12.1 Fixing

Here are some of the shortcuts to find the FX Delta of the derivatives contracts
covered above, depending on your funding currency.

Swaps and NDFs: FX Delta is equal to the PV in BRL of the foreign currency
leg divided by the FX Spot; for Brazilians, the USD-indexed leg; for offshore
investors, the BRL-indexed leg will represent FX risk.

DDI futures: At the close, the number of contracts multiplied (including the
0.5 factor) by the unitary price (this product is equivalent to the PV of a leg of
a FX Swap); the receivables or payables from the daily margining process will
represent an additional FX risk for offshore investors. This is obviously less than
the notional in USD.

DOL futures: Because the daily variation of the fx future price is paid/received
“today” (the following day, to be precise), the FX Delta can be approximated
by the number of contracts multiplied by the ratio between the price of the
future (divided by 1000) and the FX Spot price. That alone means the trading a
Casado (same notionals on both the FX Spot and the DOL) leads to a residual
FX risk. And here we say approximately, as the correct valuation would include
the covariance of the fx forward and the discount factor. Alas, the wait for a
transparent market for both fx futures and fx forwards, with the fx futures EOD
price reflecting the implied covariance in the market, has been long and it has
not given any hope for a resolution. Most of the time the FX Delta will be greater
than the notional, but for both DOL and DDI the FX Delta will approach the
notional as we approach the maturity of the contract.

For the exposure to FX Spot on the day of fixing, please see 9.2.2.

237
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12.2 The term structure of the Cupom Cambial

12.2.1 Slope

The slope will be very different depending on the rate chosen (the traded FRC,
the implicit DDI, or a calculated exponential rate, adjusted or not). As it seems
that most market participants model some kind of exponential rate, and that
there should be some relationship with USD funding rates, expect an upward
sloping rate most of the time.

12.2.2 Casado

Usually the time series follows a sawtooth pattern. The last time the Casado
was negative (2002), reserves were not as big as they were now, and there was a
significant lack of USD; the present level of reserves in 2015 (greater than USD
300 billion) makes unlikely that for next 2 years we will see a similar situation.
And even then, the forwards time series was like an almost horizontal hockey
stick: a short leg downward from spot to first future, then upwards for the rest of
time.

12.3 Potential exposures

We were lucky last time we looked at Potential Exposures, because in IR Swaps
we're dealing with only one question: What will be the path taken by the CDI?
The MTM paths are a function of the path and how much that path differs from
its expectation at the inception.

For a NDF (USD Fixed x BRL Fixed) or a FX Swap (USD Fixed x BRL Float), we
have now another question: What will be the path taken by the Spot (up until

its fixing at the PTAX)?
Earlier we wrote for an IR Swap:
Payoffsre[T] = ¢ - Notgry, - (CapFacrixea(t, T) — CapFacrioa:(t, T)) (424)
And defined:
T T
1 1
ft,7,T)=[] (1+CDIy)>2 . [] (1+CDIr;) %2 (425)
T;=t Ti=t
Writing the payoff as:
Payoff = ¢ - Notgre - (f (t,t,T) = (¢, T, T)) (420)

Now we must write the payoff of a NDF as:

Payoff = ¢ - Notggrr, - (¢ (t, T, T)h(t,t,T)—f (t,1,T)) (427)
And the payoff of a FX Swap as:

Payoff = ¢ - Notggr, - (8 (t, T, T)h(t,t,T)—f (t,T, T)) (428)
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Defining:
© ([ FXg, T ([ FXg,
st,r, =] (FXT‘ ) I1 <FXT. ) (429)
Ti=t i—1 Ti=1 i—1
And representing the yield associated with the FX index, the Cupom Cambial:
AND)
h(tt,T)= 430
46D = (430)
The PV of a NDF is:
T T)— T
PV, = ¢ - Notgg; - g, Hh(t,t,T)—f(t,t,T) (431)
f(z,z,T)
And the PV of a FX Swap is:
PV, = ¢ Notgg, - gt,r,Dh,t,T)—f(tz,T) (432)
f(z,z,T)
Developing the formula for the NDF, we find:
4T)
g7, LD —f(t,t,T)
PV, = ¢ - Notggy - S 4
¢ - Notgry, ( £, 0,T) (433)
fa,eT) (g(tz,T)
PV, =¢-Notggy - . -1 434
PoNot e ) s,y .

Which makes a lot of sense; if the NDF price has not changed from its initial
price, there is no effect from the changes in the BRL curve.

But on a FX Swap, the “strike” price can be seen as a floating price, and changes
in the BRL curve change the strike, and then we find the formulas:

661
g(t/TIT) _f(tITIT)
PV, = ¢ - Notggy, - ( $LT) (435)

f(,z,T)

f(t,t, T) g(t,z,T) f(t,r,T)
f(z,7,T) (g(t,t,T) B f(t,t,T))

From both formulas we can conclude that most probably the Potential Expo-
sure calculations will be dominated by the FX component rather then the interest
rates (unless you have a really long transaction).

There are various approaches to estimate the adequate Potential Exposure,
including historical and Monte Carlo simulations, scaling the volatility of FX
and Rates or using stressed scenarios for an “envelope” for the FX paths. We
don’t want to be forcing upon you our opinion about which method works best,
but we recommend you keep a long history of moves and please also remember
that we’ve had several 10% devaluations in one month (8% for 1 week and 15%

PV =¢ - Notgpy. -

(436)
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for 1 month looks like a good rule of thumb). Or you can mix a shock with a
diffusive ( o +/f ) behavior.

One would also expect a slightly higher Potential Exposure for the NDF than
for the FX Swap if the expected correlation between the FX Forward and the BRL
Curve is positive.

12.4 Interpolation and sensitivities

Unfortunately the Cupom Cambial does not have the same structure as the BRL
curve, and it is harder to argue that one interpolation is markedly better than
the other. Be always aware of the shortcomings of each choice (we advise against
interpolating directly linear rates, even though they are directly traded). If you
need to create a layer in which you model the dynamics of a exponential curve
and therefore use (even indirectly or numerically) the chain rule to calculate
DVO01s, so be it.

Most textbooks will assume you will calculate a FX Delta against the Spot and
DVO1s for the zero curves; but here you can find alternatives:

1. FX Delta against DOL, PVO1ls for the forward curves (BRL and Cupom
Cambial) that start at the DOL, and a combined IR Risk for the Casado

2. FX Delta against Spot, PVO1s for the zero curves (BRL and Cupom Cambial) -
the conventional view

One still needs to determine in this second case how to interpolate the Cupom
Cambial between Spot and DOL, and this veers into the USD funding costs ter-
ritory. For a good period of time, excess USD for Brazilian banks had to be
deposited at the BCB at zero interest (when interest rates in the G10 were higher).
We will not go into the detail of how each international bank funds its Brazil-
ian operations, or how each Brazilian bank finds the cheapest way to borrow in
USD, as this is subject to changes due to taxes, risk tolerance and other details.
However, this might influence how the short part of the curve is interpolated for
each institution.

Here the choice of interpolating using the Cupom Cambial or the Forwards
will also be important; would it be coherent to interpolate forwards and use
rates as risk factors? This is another layer of modeling between market inputs
and risk factors, and knowledge about the response functions of the model is
important for everyone (Traders, Product Control and Risk Management), and it
could lead to interesting discussions at the end of each month when it’s time for
Price Testing — which points are liquid in the FRC? 2 or 3 perhaps ?

Not that expressing your exposure as sensitivities to different points of the FX
Forwards curve is much better or easier; maybe it could be modeled directly the
discount factors implied in the forward curves and get the Cupom Cambial from
that and the discount factors from the BRL curve; or interpolate (linearly?) the
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forward points in the NDFs, interpolate (linearly?) the OnOff spread and then
find the onshore forwards?

In one way or another you would like to be able to have a structure in which
the DVO1 for the short rates has more or less the same impact as the DVO1 for
long rates (not easy). The same applies for the OnOff spread. Because this spread
can be negative or positive, there’s not much to gain by looking at relative (%)
moves and volatilities; absolute moves (bp) are better suited to the task.

12.5 A framework for risk

Now one has a triangle of risk factors: FX Spot (or DOL), BRL rates and USD-
indexed rates (or forward points — BRL rates). The hard part is not estimating
volatilities; it is estimating covariances. These would be crucial in pricing longer
dated DOLs, and not always the behavior from the past will be a good guide. If
typically for risk one assumes a positive correlation between Spot and the BRL
Curve (as in 2008), the movements in the second half of 2011 (BRL devaluation
and the BCB forcing rates down) showed how hard it is to manage covariance.

Step 1 is always calculating the sensitivities to each risk factor; but this is only
the beginning.

Step 2 is a bit more risky: performing some kind of dimensionality reduction
without losing too much detail; you should already have something like this for
the BRL curve; just add FX and maybe level + slope for the Cupom Cambial.

Step 3 is to generate risk estimates for different scenarios, with and without cor-
relation among the different risk factors, using Step 2 (and Cholesky) to generate
correlated scenarios.

Step 4 is to look at the scenarios and despair ... sorry, not yet; you're likely to
have quite different results on your calendar spreads here; you'll have to look
at the implied covariance for each scenario and decide whether you should act
based on the comparison with the historic covariance, the likelihood the sce-
nario in question and the result of a 20-sided dice ... The despair will come after
you pick one scenario and the world delivers you the opposite of that scenario.
All choices will be hard, regret will happen, but it is a bit naive to manage risk
as if all risk factors are uncorrelated; this is also a decision on correlation, and
depending on the market behavior more likely to be risk mismanagement than
risk management.

12.6 Trading forwards

Well, it is likely that this is what you're doing in this world (more than trading
pure Cupom Cambial risk or just Spot risk); the logic of trying to find a hedge
such that the variance of the combined portfolio is as low as possible is still valid.
As described before, the dynamics of the risk factors (Spot, BRL curve and Cupom
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Cambial) was not always the same; the 2nd half of 2008 was very different than
the 2nd half of 2011.

The main difference with our approach to IR Swaps is that fixing risk on these
was diluted and, in practice, ended at the last COPOM meeting before the matu-
rity of the swap. But for NDFs or FX Swaps the fixing risk at maturity is still
significant. So if at inception you hedged a 16 month NDF with 1y and 2y NDFs,
as time went on you rolled the original 1y NDF (maybe from 3m to 9m), getting
out of the original 2y NDF; and again 1m before the maturity you already picked
this trade up in your upcoming expiries report, trading FRPs or similar trades to
manage the fixing risks. Maybe the customer will roll the trade, and will ask you
one week before to roll it at PTAX plus forward points. This means that one week
from now the NDF will have its price fixed as this day’s PTAX plus the agreed
forward points. An accurate risk model for this kind of trade is also necessary if
you plan on being active on this market.

12.7 Risk and P&L attribution

Now things are more interesting, given:

1. The choices of modeling:
a. Spot or DOL?
b. Interpolate the Cupom Cambial for the short term against a funding rate
in USD? Or interpolate the Casado?
c. Interpolate the Cupom or the Forwards?
d. Dirty or clean rates (at least this one is easy: clean)

2. The contact with cash instruments (USD in the bank, not just as an index,
and maybe your own foreign currency debt) which certainly brings different
funding rates into play (e.g. reserve requirements and Central Bank-mandated
rates for foreign currency deposits)

3. The cross variations of FX and rates introducing second order effects

4. Taxes (like the IOF on derivatives)

5. Choices on the roll of the scenarios

One of the most interesting decisions is whether to map the risk from a linear
rate that is traded but carries too much noise into an exponential rate that is
adjusted to settlement dates but is not observed directly in the market; the latter
is better suited for a covariance analysis.

For now we will leave the questions above open, but some of answers will
come when we examine the FX options.

We want to tackle two issues; we alluded to them before, but we should
formalize them better.

The first point relates to illiquid prices, and we discussed this for the DIs and
the BRL curve. Not all points are equal, and there is another situation where
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Table 20 Limits hit by DOL in
October 2008

Day Upper Lower
6 2,192.00

7 2,323.50

8 2,462.00

10 2,328.00

13 2,188.00
13 2,142.00
14 2,057.00
15 2,241.00

22 2,390.00

23 2,530.50 2,244.50
24 2,405.00

exchange prices should not be used blindly: when they hit the daily oscillation
limits. This has been more common in FX than in interest rates. We discussed the
1999 devaluation, which was a classic case of the need to use a price that reflected
what the market was trading. But October 2008 was rich in such episodes (Table
20).

There were two additional near misses for the Upper limits (02-Oct and 21-
Oct). What happens when the DOL hits such a limit? More often than not
other markets (these days the offshore NDF market would be ready) would be
trading (with less liquidity, of course). We would need to be ready with the Tri-
angle structure; there would be a (stronger) disconnection between the expected
P&L on the DOL and related instruments, leading to a bigger number on the
payables/receivables expected for D+2 (the expected cashflow for D+1 is the one
using the settlement price for the day, which is likely to be the limit in question).

It is very important to ensure that everything is valued with the same scenario
(we would write it in all caps if our editor let us do it). Do not value OTC with a
higher USDBRL and leave the P&L and expected cashflows from the BVMF frozen
at the limit. Most likely you'll forget to hedge that bigger cashflow and become
very angry 2 weeks later.

The second point deserves its own number.

12.8 DOL convexity correction to a FX forward price
The DOL contract first margin call is given by:
MCF{ =M (CP[ - TP]) (437)

When we enter a futures contract, we are expecting this cashflow to be 0 in a
risk neutral world. The last cashflow occurs at T and it’s based on PTAXp_1 FX
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Fixing, which gives us the following boundary condition:
MCF} =M (PTAXr_1 - CP]_, ) (438)

The fact that the futures contract have a 0 expectation under the discrete time
risk neutral probability measure Q*, with the boundary condition gives us that:

EY [M- (PTAXT_1 - CP§_2) |_7-'T_2} -0 (439)
Thus,
EY [PTAX1_1|Fr_2] =CPL_, (440)

Similarly to what was done in DI and DDI pricing, we could do a recursive
iteration process that would yield:

. BRL
EY [PTAX1_1|F] = FXFUT{?%’1 1y [@] (441)

So the Futures price seen at date t , namely FXFUTON | [BEL] is the
HA17LEX
conditional expectation of PTAXt_1 under Q*.
We can again use the fact that PTAX1_1 = FXF WD‘T)JY 1,715y [%}, which states
that the FX forward value collapses to the fixing value at contract maturity date.

Thus,

N BRL BRL
ON ON
EQ [FXFWDT_LT_W [US } |7:t} =EXFUTYY | [US ] (442)

We know that the FXFWD value FXF WD?¥—1FX [£%5] is a martingale under the
cDI

QTepr probability measure, associated with numéraire Py o T But we need
to perform a change of measure to probability measure Q*. The Radon-Nikodym
derivative is given by:

CDI T

* P 1
dQ _Br T 1_[ [1 +CDIT,-]m .pglgf (443)

———lFp = ot =
dQCDHT Pe P%DTI Ti=t

Which with use of (262) yields:

2
dQ* 1 T T T T T
_— = —— < d .d .d .dw,; el
dQcpr’ e { 2 /t (/s s U ’ +/t /s osu Le

(444)
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Now we can change (442) to be based on Q'cp! probability measure by:

2
Tcol ON BRL 1 (T[T
EQ {FXFWDT_LT_IFX[USD e =g |\ ) osuedu) -ds

+ / ! / TU~ cdu | -aw’leor by 7| = ExFUTON BRL (445)
o\ 1t t= t,T1-1px | USD
Assuming a lognormal model for the FX Forward based on:
BRL BRL T
ON ON
dFXFWDPY [@] =FXFWDPY. | [@} ~opxpwp - dZy P! (446)

And assuming
e ¢, ¢,
dZ; ' = p1-dW P+ \/1 - p-dW, !
with dWth DI and dWZTt CDI 35 independent Brownian Motion yields:

BRL BRL
ON _ ON
EXFUTEY ) [US } = FXFWDYY | [US ]

T-1 T
“exp (/t P1*OFXFWD (/ Osu- du) ~dt> (447)
N

This proves that if one assumes BRL onshore interest rates to be pos-
itive correlated to the FX FWD value, then there’'s a positive con-
vexity correction on the FXFutures price FXFUTON [BRL] given by

t,T1—1px LUSD
exp <ftT_l P11 OEXFWD (fST Osu - dll) . dt)-

And if you're trading longer dated DOLs against a replicating portfolio, please
remember that there should be a market price for it, even though BVMF is not
marking it correctly. Please schedule an appointment with whoever is marking
your books and/or controlling your risk. Ask them to buy this book. Discuss with
them the alternatives to value adequately the portfolio and control the risk that
you are running (yes, you have a market risk).
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A Skewed Perspective of the World:
FX Options

13.1 Starting from the end (Market standards for Offshore
FX options)

13.1.1 Weightlifting

There are two markets for USDBRL options: One that is liquid and follows (for
the most part) the modeling described in (Clark, 2011) (the offshore market), and
the curious mix of FX options and listed markets (the onshore listed FX options).
Let’s start with the offshore market first (notation is this chapter follows mostly
the source articles, not previous chapters).

We described some standards earlier, but let’s review then:

1. Dates:

a. Shorter maturities counted in days or weeks follow a rule that counts days
from today to the Expiry Date

b. Longer maturities counted in months or years follow a rule that counts
months from the settlement corresponding to a trade today to the settle-
ment corresponding to an Expiry Date

2. Daycounts:

a. Actual/365 between today and the Expiry Date is used for the volatility to
calculate the forward Black Price (given the Forward Price); remember the
discussion on the 3 Ts of Option Pricing

b. As for the other two Ts: one is implicit in the Forward Price, and another
is used for discounting; as discounting is not the standard for interbank
trades, we will leave this process (discounting) to the reader, as this will
change based on each institution’s methodology

Brazilians have a habit of thinking about business days most of the time (and no,
it's not about trying to avoid them); and volatility should happen on business
days; how to deal with the Actual/365 standard?

The answer is to use weights in your calendar.

246
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Weekends: weight O

Normal business days: weight 1

As Clark (2011) describes, this weight is applied to each 1-day forward volatility
in a formula for the effective variance:

i ((Wtiat’?/d)z (ti - l‘i—l)) = (oiy”’)z “In (448)

i=1

Now one could get really confident and start playing around with weights, but
this is unlikely to end well without looking at the mirror (or the market).

But do not despair: Here are some suggestions that you can backtest to see
whether a weight different than 1 is justified:

1. Last business day of the month (typically a day in which there is a lot of
interest in the fixing): could be more volatile

2. Last business day of the year (BVMF trading holiday): a perfect candidate for
a zero weight

3. Other BVMF holidays: The DOL is not trading, but you can observe (but not
all participants can trade) markets like offshore NDFs and Spot. There will be
volatility, but it might be difficult to extract value from your gamma; perhaps
a lower weight can be justified by backtesting against intraday volatility (How
much of the volatility comes from the gap between close and open? How
much comes from intraday movements? More on this later)

4. Ash Wednesday has less minutes of trading, but there are not many Ash
Wednesdays to do a robust backtesting. Maybe give it a try.

On G10 currencies is not uncommon to see FOMC meetings on other macroe-
conomic relevant scheduled announcements to carry weights higher than 1.
Perhaps in Brazil every day there is a surprise and this distinction is not as
relevant.

Ok, so now we kind of know how to go back and forth between the traded
maturities and some kind of model that we might have for the 1-day forward
volatilities. Is it over? No, the fun has just started. We will need:

1. A way to model how much of the volatility is due to the gap between the
closing price and the opening price and how much of it comes from intraday
movements (and how to model this intraday volatility into the PTAX)

2. A way to deal with these distinctions (moving from 3 Ts to 5 Ts?) when pricing
options

3. A way to store this information so that I will know what the market was on
that day

4. A way to process that information so I can roll my volatility surface from a
quite low overnight volatility at 18:00 to a higher overnight volatility at 9:00
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Figure 73 A simple smile using Malz

And of course we will need a model to describe the co-movement of the forward
volatilities, but there are a lot of papers and models for that.

13.1.2 Reversal of fortune

Coming back to “Option-Implied Probability Distributions and Currency Excess
Returns” (Malz, 1997):

1 1\?
a(é):ATM—Z-RR-(6—§>+16~ST-<5—§> (449)
For parameters like: ATM=16%, RR=3%, ST=0.5%, we might have a chart like

Figure 73.
For those used to see higher volatilities on the right of the chart, remember

that higher strikes correspond to lower deltas (seen from a call’s perspective).
For the 25 delta call, we have:

1 1\?
05-0.25 =ATM —2-RR- (_Z) +16-ST- (7) (450)

1
05—0.25 =ATM + 5 -RR+ST (451)

For the 25 delta put (here equivalent to a 75 delta call), we have:
1 1\?
0s=075 =ATM =2-RR-( 7 ) +16-ST-( £ (452)

1
05-075 = ATM — 3 - RR+ST (453)
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A 25 delta Risk Reversal would be equal to buying a 25 delta call and selling a
235 delta put.
In volatility, this is equal to:

017256 = 05=0.25 — 05=0.75 = RR (454)

A 25 delta Strangle would be equal to buying a 25 delta call, buying a 25 delta
put and selling the ATM straddle, all divided by 2.
In volatility, this is equal to:

065=0.25 + 05=0.75 — 2 - 0ATM
05256 = > =ST (455)

So far so good. The OTC FX market trades not only the 25 deltas but also the
10 deltas.
Within this model the 10 delta calls would be priced as:

05=0.10 =ATM —2-RR-(0.10 —0.50) + 16 - ST - (0.10 — 0. 50)? (456)
05=0.10 =ATM 4+ 0.80-RR+2.56 - ST (457)
Comparing this with:

05=0.25 =ATM +0.50-RR+1.00-ST (458)

Leads us to write:

65=0.25 = ATM +0.50 - RRp5 4+ 1.00 - ST>5 (459)
And:
05-0.10 =ATM +0.50-RR10 +1.00-STyp (460)

With the parameters for the 10 deltas defined as:

RR19 = 1.60- RRys (461)
And:
ST10=2.56-ST>s (462)

This gives us a first idea of the ratios between the 10 delta and the 25 delta
quotes.

Now, how does Brazil fit into this? Like a square peg in a round hole - not
much.

First problem: ATMs are not 50 delta; remember that in Brazil ATMs are ATMFs,
and that:

1 d
deltafwdsiraddiearvr = 7 - (—W) =-0.2-0vt (463)
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Figure 74 Delta Forward of an ATMF Straddle with Implied Volatility=16%
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Figure 75 Delta Forward of an ATMF Straddle with Implied Volatility=30%

For a 16% ATMF implied volatility, we have Figure 74.

But for a 30% ATMF implied volatility (think 2008), we have Figure 75.

So your 2y ATM straddle is giving you a delta 40 call and a delta 60 put ... and
the symmetry around the ATM implicit in the simple Malz formula is gone.
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Also the deltas for onshore and offshore options with the same strike are not
the same.

And the 10 deltas trade higher than the expected values given the 25 deltas
and a quadratic model.

We're going to need a better model and more inputs.

If you want the same number of inputs and a different model, one could try
the Vanna-Volga model (see FX Options and Smile Risk (Castagna, 2010)). Similar
heuristics are used in United States Patent 7315838, filled by SuperDerivatives.
One can see also the works of Uwe Wystup, like the paper available on this link:
http://mathfinance2.com/mf_website/useranonymous/company/papers/wystup
_vannavolga_eqf.pdf. These models focus also on the adjustments needed to
price exotics.

Another choice is what Murex calls the Tremor Model, in which the 15 deltas
are the inputs.

What do you need?

If all you want is a simplified model for some risk management and exact
pricing is not needed, by all means use something simple like the Tremor Model,
or maybe even try to fit Gatheral’s SVI.

If you want to really delve into the mysteries of USDBRL options, pick up some
sheets of paper, breathe deeply, and keep on reading.

Let’s look again at market conventions, but now it is important to understand
how the figures (Straddle, Strangles, Butterflies and Risk Reversals) are traded.

1. Straddle:
a. Used for the ATMF and priced with the ATMF implied volatility earyr
b. Traded with no Delta Hedge (no NDF packaged together)
c. But have a residual delta as described above and also depending on

TotalDelta = BlackDelta + Vega - Gamma - % (464)

d. A Notional of USD 10MM (the standard size on a broker’s screen) is equal
to USD 5MM of an ATMF USD Call BRL Put and USD SMM of an ATMF
USD Put BRL Call

2. Strangle:

a. Used within the Market Strangle (in fact a Butterfly) and priced with a
volatility osTr = oaTMF + 0FLY

b. The chosen deltas (the pair {25, -25} or {10, -10}) is calculated using osTr =
oarMF +opry and the unknown strikes; with that we find the strikes and the
total value (in USD) of the strangle

c¢. Traded with no Delta Hedge (no NDF packaged together)

d. But might have a residual delta depending on the risk reversal and the
parametrization of the dynamics of the implied volatility as Equation 464
shows
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3. Butterfly:

a. A Strangle priced with a volatility ostr = oarmr + opry against (opposite
signs) a straddle priced with the ATMF implied volatility oaryvr

b. Traded with no Delta Hedge (no NDF packaged together)

c. The existence of a ogg will lead to different strikes for the 25 delta calls and
puts in practice; what matters is that the total value (in USD) of the fly is
the same both with the traded volatilities and the model volatilities

4. Risk Reversal:

a. Long (Short) an OTM USD Call BRL Put and Short (Long) an OTM USD Put

BRL Call, priced with volatilities:

1
® 0c=O0ATMF t 7 *ORR T OFLY
1
® 0p=0ATMF — 3 *ORR + OFLY

b. The chosen deltas (the pair {25, -25} or {10, -10}) is calculated using o, and
op and the unknown strikes; with that we find the strikes and the total
value (in USD) of the risk reversal

c. Traded with a Delta Hedge (a NDF packaged together with a Notional in
USD equal to the opposite delta, but with the opposite sign, trying its best
to hedge the options)

d. But might have a residual delta depending on the risk reversal and the
parametrization of the dynamics of the implied volatility as Equation 464
shows

e. Again, the cost equation will say that what matters is that the total value
(in USD) of the risk reversal is the same both with the traded volatilities
and the model volatilities

Now, you might have a really nice superinterpolation method, but it has to obey
a simple rule: It needs to price correctly the traded structures above.

So just the 25 delta structures will generate 2 cost equations (one for the volatil-
ities and strikes for the Risk Reversal and another for the volatilities and strikes
for the Butterfly). In each cost equation the options are priced using the parame-
ters of your pricer and the total value. Whatever you have programed (or bought)
within your model, it must price correctly the traded structures.

With just 25 deltas, you need two parameters beyond the ATME. With 25 and
10 deltas, you need 4 parameters beyond the ATME

Your choice of parametrization for the curve (implied volatility as a function
of delta) must have some properties:

e Quick to calculate (to calculate a delta you need a volatility, but to know the
volatility you need the delta, ...)

o In delta space it should look like Figure 73; it should have only one value of
the delta for which the derivative of the implied volatility as a function of
delta is equal to zero.
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o It should not allow arbitrages:

o USD Calls with lower strikes (expressed as BRL per USD) should we worth
more
o No butterfly should be worth less than zero

o This asks for some smoothness and therefore one should avoid cubic splines;
the warning about looking for the real meaning of the numbers (a represen-
tation of something that follows a process) is very useful here. Some kind of
polynomial interpolation and some dampening to avoid kinks might be the
best solution.

o But then again a curve like Figure 73 will not necessarily give you good results
for lower delta values. This kind of curve generates an inverted omega in
volatility as a function of strike, with a flattening happening too early. One
might need an alternative such as SABR, on increasing the 10 delta Flies. Not a
single best answer here (besides “Thou shall not sell 2 or 3 deltas” as a matter
of principle).

13.1.3 The locals are friendly

Now that we know how to approach the interpolation problem for a particular
maturity, we will worry about interpolating those slices.

The first step is to interpolate ATMs looking at the implied 1-day forward
volatilities. Try to avoid imaginary forward volatilities. The easiest way to do
it is to calculate the effective variance and interpolate and extrapolate in that
space. The monotonicity of this curve will help in avoiding kinks.

One can also look at the local volatility, less as an interpolation method and
more as a monitor of possible arbitrages.

These include:

0
i -0 (465)
2
27‘; -0 (466)
oc
=50 (467)

One trick involves calculating local volatilities which are noisy; smooth the
local volatility surface with a filter, then come back to the implied volatility
space and recalculate the implied volatility based on the new and smoothed
local volatility. Sometimes just Sbp here and there can help.

But to interpolate between known slices (standard NDF and options expiries)
outside the ATMF strikes involves choices. The first choice is: interpolate param-
eters and create a new slice with interpolated parameters (like RR and FLY),
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interpolate outright implied volatilities and then try to extract parameters or
interpolate effective variances? The best choice seems to be to interpolate effec-
tive variances, and here the particular method to find an intermediate point in
the surface could use either the delta or the strike as the space for the interpo-
lation. Using delta and monitoring the result in both strike and delta might be
reasonable.

For the ATMF, we already saw that longer-dated straddles have deltas that
deviate significantly from 0.50; this presents a challenge, because market
flies/strangles can become negative. Why? Because the ATMF will be much closer
to the 25 delta (USD) call than to the 25 delta (USD) put; if the Risk Reversal is
high, this effect will increase. So, because we are taking (due to the slope or RR)
more vol from the ATM to arrive at the 25 delta put than we’re adding to arrive
at the 25 delta call, the market strangle will be negative.

Large skews (values of RR) do “skew up” the smile calculations in this and other
ways.

How high can the skew go? We remember the 10 delta 1y Risk Reversal trading
at 41% in the 2008/2009 crisis, corresponding to the 10 delta USD put trading
at 20% (a strike closer to 2.00 than to 2.50) and the 10 delta USD Call trading at
61% volatility (strike 5.92 or something close to it) and a 3% premium.

13.1.4 Thin tails wagging the dogs

The best source for managing barrier risks is still Dynamic Hedging (Taleb, 1997),
and what we have to add is simple. Sometimes the BRL has appreciated more
than the government desired, and the BCB acted in a way that led the mar-
ket to believe that a particular level was seen by the BCB as an informal floor
(something like 3.10, 2.00, 1.55 - this led to the IOF, etc.). This has an effect
in the market dynamics, and a particular trade became very popular: customers
(hedge funds) buying Reverse Knock-Out USD Puts with short maturities (1 to 3
months).

An example of the evolution of a RKO is in Figure 76; when it hits the barrier
the option is in the money. The trick is to ask for an option where the barrier is
a bit below the informal floor and wait for the theta, the friend of hedge funds
and foe of banks’ exotic desks.

The (usually high) Risk Reversal conspires to make this option cheaper; dealers
buying Risk Reversal from customers through RKOs, OTM USD calls is a common
theme, and leads to a crowded market of sellers of Risk Reversal when times are
good. A common trade is also one when the dealer is selling a USD Put Spread
ATMF x ATMS, and the theta here is mainly due to the carry (interest rate differ-
ential); we hope the reader remembers the discussion about how to roll the FX
scenario: Spot same, Forward down.

In the same way that the NDF spread moved from positive to negative more
than 10 years ago due mainly to demand for long BRL short USD positions, the
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Figure 76 RKO, Strike 100, Barrier 90

volatility surface is not simply an unbiased estimator of future volatility or simply
a reflex of historical volatility: it responds to supply and demand.

In 2008, all corporates were selling TARFs or OTM USD Calls, and the RR was
under heavy selling pressure. In a certain way, one could think of a contrarian
strategy that identifies such a flow, and bets against it after 6 months of such
flow, benefiting from lower prices for this bet.

13.1.5 The couple, decoupled

How to model the volatility of the spot and the forward? There are different ways
to do it, but the most common is the Stochastic Local Volatility Model or SLVM.
For USDBRL, this seems a bit of a hack. The original idea of SVMs (Stochastic
Volatility Models) is that there are two random processes (the FX Spot and its
instantaneous volatility) and that these two might be correlated. This typically
explains the smile (the strangle premium), but not always the skew (the RR).
That part is then fit through a local volatility mapping, as explaining the usually
big skews is hard using a simple SVM.
Obviously introducing such a model has consequences:

1. A new dynamic for the the volatility given co-movements of Spot and
instantaneous volatility will change the Total Delta for vanilla options
2. Exotic options will have (very) different prices (and hedges as well)

Is it better to “complicate” things in this way? The answer is yes, given the
improvement in the hedge that is implicit in adopting a more realistic process.
But any time we include more parameters and a more complicated dynamic,
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the challenge of calibrating the model gets worse; and it is fair to ask whether
calibrating the parameters all the time to market prices isn’t just another hack -
if you have a model whose parameters are changing all the time, your model is
neither informative nor predictive.

13.2 Back to the beginning (What is different in onshore
FX options?)

13.2.1 Uncertain smile

Sticky deltas are typically used in FX due to the OTC parametrization of the
traded structures, and sticky strikes are typically used in listed markets like equi-
ties. But as argued at Regimes of Volatility (Derman, 1998), this choice of deltas
should be linked to the volatility regimes of the assets. What should we do with
the listed FX options at BVMF?

There are several answers:

1. Build a grid for the listed maturities and strikes (like equities), find the implied
vol for each strike individually without necessarily parameterizing the time
slice or the surface ... not good (no dynamics, you’ll probably be forced to use
sticky strike)

2. Build a grid for the listed maturities and strikes (like equities), find the implied
vol for each strike individually but try your best to fit a functional form for
the time slice given some parameters (now you can use sticky delta)

3. Build a grid for the offshore maturities and strikes, change parameters to
match the implied vol for each strike (try your best, exact fit is probably
impossible) for each time slice (now you can use sticky delta)

The fact that you're using offshore dates and strikes doesn’t mean the parameters
will be the same (more on this later), but at least you can compare both.

13.2.2 Fixing the averaging

Now it’s time to gather data ... a lot of data.

Start with all trades for the 1st and 2nd maturities of DOL (tick by tick data,
but no need for orders - most of the time the DOL will move 1 tick at a time)
with time stamps. Then the Casado (if you have intraday, nice. If not, try to get
3 or 4 intraday samples and the range (min and max).

Now it is time to measure the volatility of the currency using that data, and
try to assign a value for the volatility of the gap between the closing price and
the opening price of the following day.

Then measure the intraday volatility (use “A New Approach for the Dynamics
of Ultra High Frequency Data: the Model with Uncertainty Zones” (Robert and
Rosenbaum, 2011)), and use this method to estimate the volatility that is rele-
vant for the PTAX (think about a process that run for 9 hours sampled every hour
for the first 4 hours, then averaged).
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By the time you finish, you will have:

1. An estimate of the appropriate overnight (gap) vol given the current volatility
regime

2. An estimate of an hourly volatility

3. Some idea of the correlation between both (given the current volatility
regime)

With those inputs, you can automate the pricing of an overnight option:

1. In the morning, you have:
a. A full trading day
b. An overnight gap
c. 4 hours of trading and averaging
2. At the end of the day, you have:
a. An overnight gap
b. 4 hours of trading and averaging
3. At the start of the fixing date, you still have some value:
a. 4 hours of trading and the averaging

The correct way to model this decay is by having the gap and hourly volatilities
and correlation as an input, and let the system deal with the decay; changing a
single input during the day and storing it just once (and the closing value, which
is worse for interpolating to the next point) is not a good way to deal with this
risk.

Also pay attention to the roll on the next to last business day of the month.
For the last business day of the month, the second future is the one that moves
in tandem with the spot; the first future will track the PTAX.

13.2.3 T'drisk everything

OTC options and structured products linked to FX left a trail of tears from 2005 to
2009, as corporates tried to benefit from a strong BRL. From a string of monthly
forward settling strike options to a string of OTM USD Calls to the infamous
TARE, corporates took on leverage to “lower” funding costs, hedge exports or
just play. With improved registration at CETIP, now the governance around
suitability and transparency for regulators is much improved these days.

Some OTC trades (with funds mainly) are cleared through BVMF, and barriers
must be linked to the PTAX, which presents a bit of a challenge for modeling.
Although there is a widely accepted discretization correction for discretely moni-
tored barriers (“A Continuity Correction for Discrete Barrier Options” by Broadie
and Glasserman, 1997), it is not a foregone conclusion that the same formula
would apply for a barrier on the PTAX.

The solution?

Monte Carlo with the intraday volatility. Match Broadie and Glasserman’s for-
mula <BD =B¢-exp <ﬁ o - ﬁ)) with the results of the intraday simulation. Once
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the simulation is calibrated, use it to calculate the PTAX (with the bigger sam-
ple and the averaging) and try to find the adequate multiplier to apply on the
volatility (in fact, changing beta: Bp = B¢ - exp (ﬂnew -0 - «/f) ).

Chances are that you will find a discontinuity in the Present Value profile of
such a product, as the Spot might be at a different value than the PTAX when it
is established that the barrier was hit.

13.2.4 Look in the mirror

OK, now we have:

1. Onshore
a. “The Triangle”: Spot, DOL (1st future), Casado

. DI1, OC1 and the realized spread between Selic and CDI

. The Cupom Cambial complex (DDI, FRC, SCS)

. Knowledge about the difference between DOL and a NDF

. A listed options market and a volatility surface (assume that it follows the

offshore OTC structure for dates and parameters)

2. Offshore
a. NDF prices and the relationship with the onshore forwards
b. Different discounting practices depending on CSAs, venues
c. A volatility surface (OTC structure for dates and parameters)

o an o

Now, we’ve seen triangle-like relationships among two trios: Spot, DOL and
Casado, and Onshore NDFs, Offshore NDFs and the OnOff Spread. Is there
anything similar for the onshore and offshore volatilities?

Let’s start with the ATMFs. Why should they be different? Or, conversely, why
should they be equal? Remember that the ATMF strike for the onshore surface
is not the same as the ATMF strike for the offshore surface. In a simple world
where volatility is flat and the OnOff Spread is constant (by constant we mean
the rate per year is constant; the ratio between the Offshore and the Onshore
NDFs would be equal to (1 +Spread)T_T and therefore the average ratio is close
to (1 +Spread)% . One could expect the ratio of the ATMF volatilities to be
at least this value; adding stochasticity to the spread and guessing a covariance
matrix should perhaps add an additional spread between the ATMF vols.

Now the fun begins. Remember all the ink spilled about parametrization of
volatility by delta? Well, a 25 delta offshore is not the same thing as a 25 delta
onshore.

Onshore the 25 delta strike is determined using:

2
F a5s t

G25c=¢ -N|¢-
‘ UZSCﬁ

=0.25 (468)
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And substituting:

1
025c=ATM + = -RR+ST (469)
We have:
2
in(f) + %
M 2 | — NInv(0.25) (470)
O'ZScﬁ
Then:
2
t
In (;) = NIy (0.25) - 0251 — 725 (471)
F 0'225 t
(1?) =exp | NInv(0.25) - 025Vt — ZC (472)
UZZSCt
Kosc =F-exp [ —NInv(0.25) - o5Vt + = (473)
UZZSct
Kpsc=F-exp (—NInv (0.25)- azscﬁ) rexp (+—55 (474)

Which is a nice formula.
Offshore we have:

2
K o5 b
Sy ()Y
Sp5c = N|-1. =0.25 (475)
F O'ZSCN/E
1 K GZZSCt
)+ F
=NInv(0.25- (476)
UZScﬁ K
in (XY = Nmv(0.25. £ i oot 477)
F)~ K ) I 2
K F UZZSCt
<f) =exp (—Nlnv (0.25 : K) 025N — 2 (478)
F o3 t
Kpsc = F-exp | —NInv 0.25.K25 .UZSC«/E—T (479)
C
F JZZSCt
Kzs.=F-exp | —NInv O.25~KZS ~o—255\[t -exp - (480)
C

Which is not a nice formula (the strike is in both sides, and buried in the Inverse
Cumulative Normal.
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Strike of a 25 delta USD Call, F=2.0
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Figure 77 Strikes for a 25 delta USD Call

Strike of a 25 delta USD Put, F=2.0
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Figure 78 Strikes for a 25 delta USD Put

But Ok, this is why computers were invented, so they can run Newton-
Raphson for us. A simple example from 2009 with: F =1.8592; ¢ =20.70%; t =
3% ; 0 =+0.25 returns K=2.00675 for the onshore 25 delta strike and K=1.99624
for the offshore 25 delta strike (with the same forward). And this gets worse with
time (Figures 77 and 78).
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And it is not only in the 25 or 10 deltas that we have a problem; coming back
to the ATMFs, the deltas for the onshore options are determined by:

2
F o t
In (K) + 5

s =6-N | ¢- K=F 481
ATMF = ¢ ¢ - (481)
5ATMF=¢‘N<¢' <W>) (482)

For the offshore options we have:

2
K\ o %Armrt
ln(F)+ ATME

s =~ 9N | =6 | =L | [iK=r (483)
darmr =—¢-N <—¢’ <W>) (484)
From Equation 375, we can write for the onshore ATMF options:
5ATMF=¢~(;+0.4-¢- <W>) (4895)
And for the offshore ATMF options:

Save =~ (;—0.4-¢- (”A“fﬁ)) (486)
Expanding, we have for the onshore options:

aATMF=¢%+ (0.4. (”‘m‘fﬁ» (487)

So onshore USD Calls have a delta greater than 0.5, and onshore USD puts
have a negative delta with an absolute value lower than 0.5.
And for the offshore options:

OATMF = —¢ % + (0.4- (W)) (488)

So offshore USD Calls have a delta lower than 0.5, and offshore USD puts have
a negative delta with an absolute value greater than 0.5.

In delta space, the ATMFs are in different parts of the curve in relation with
the 25 deltas. The whole set of reference points is shifted

Well, we played with algebra long enough, and just spoke about problems.
What about solutions?

It should be clear that:
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1. In the offshore markets the parameters (ATMFE, RR, ST) are directly observable
and liquid (screens)

2. Once the NDF OnOff Spread is accounted for, the two surfaces should present
a small offset, more like a small parallel shift and a small sideways move

3. The curves should have approximately the same shape (easier said than done);
after all, the dynamics of the spot should be the same for both

4. Therefore, the parameters used in the interpolation of the onshore should not
be the same as the parameters used on the offshore interpolation; they should
be a function of the whole offshore curve

Imagine the offshore world according to Malz. You have:
1 1\?
o (0)=ATM —2-RR- 5—5 +16-ST- 5—5 (489)

And also:

K 1ﬂ(§>+%2t
5=—F.¢-N(—¢.(M (490)

For ¢ = —1 we have:

5:K.N(ln<§>+022t) (491)

F oA/t

So we can think that first we determine the curve of the volatility as a function
of the delta by calculating a series of points corresponding to intervals (from
delta 1 to 0). Like Figure 79.

Replacing the delta of the In-The-Money call by the delta of the OTM put, we
find Figure 80.

Then we determine the strike corresponding to each pair {delta, volatility}
(Figure 81) and find the chart (or grid) of the implied volatility as a function
of the strike in Figure 82 and by changing the time to maturity to build the grid
or surface.

The most important thing to notice in Figure 82 is how the implied volatility
flattens after (or before) a high enough (or low enough) strike. That is a short-
coming of this model, and one could use alternative interpolation methods like
SABR or SVI for extrapolation; it is better to use formulas that have been proved
to avoid arbitrage than to extrapolate blindly.

Now we found the implied volatility per strike for the offshore market. How
should we reconcile this curve with the onshore market? We have already
discussed how the strikes are not the same for the same delta even if both
forwards are the same (Figures 83, 84 and 85).

Ok, this is pure Malz (ATM = 50 delta), but we already saw how different
the deltas of the ATMF are from an onshore and an offshore perspective. The
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Figure 79 Interpolation according to Malz; (ATM, RR, ST)=(16, 3, 1)%
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Figure 80 Modified Malz Interpolation

difference increases with time to maturity and with volatility (they’re always
together, of course), and it is easy to see how managing a book with both onshore
and offshore options becomes interesting.

So using the same parameters for a delta-based interpolation will not produce
the same smile. For the values used in the last charts (ATM=16%, RR=3%, ST=1%)



264 Brazilian Derivatives and Securities

—— Flat vol
—— Smile vol

24 T S T s T S St S S
2 2
20 =
S| v
v | !
18 z

16

14 [ a1l PRt i M i1 P | i i a1 A A4 L PRt " ]
2 3 4 5 6 7

K

Figure 82 Implied volatility as a function of strike

the effect was not that dramatic, but what happens when ATM is 35% and RR is
20%? One might have to adjust the onshore parameters so the curves are rising
and falling at more or less the same strikes, and the distance between the curves
is not bigger than it should be.



A Skewed Perspective of the World: FX Options 265

X 4r —Onshore

Offshore

B S S T A e

o(%)

16 \ﬁ 1

14'- i 1 i i i i i L i i 1 i i i i 1 i i PR - |

—— Offshore —— Onshore

Figure 84 Implied volatility (Onshore and Offshore)

This is critical when RR is high; you need ST high enough that there is some
smile, not only a smirk - or at least a flat curve on the left for lower strikes.
This is where some other parametrization like SVI, SVI-JW and variants might
help: drawing a curve that seems reasonable might be easier with this model.
File fitting both curves in a reasonable way under “art, not a science”.
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Figure 85 Differences between onshore and offshore implied volatilities

13.3 Risk management

There is a lot to be said about risk management of a portfolio of options, includ-
ing barriers. Fortunately for our readers, who by now must be a bit tired of our
jokes, there is one book where they can learn most of what there is to know
about Options Risk Management: Dynamic Hedging (Taleb, 1997). Another book
that is very helpful for risk management, but focusing more on volatilities, is
Volatility and Correlation: The Perfect Hedger and the Fox (Rebonato, 2004). What
should we focus on then?

First idea: Visualization of a portfolio of vanillas (Figure 86). Useful for grasping
at a glance concentration of fixings, with time to maturity (or dates) and strikes
providing a grid, and positions distinguished between long and short by the
color of each dot, and the size of each position represented through the size of
the dot. This size could be changed from Notional to Gamma, Vega, or other
variable of interest.

We can also add more information to this chart with lines showing the strikes
for the ATME, 25 delta and 10 delta (Figure 87).

In fact, the placement of the ATME 25 delta and 10 delta strikes is perhaps
the main risk from a modeling perspective for a book of vanillas. When the
RR increases, the distance between these points increases much more on the
USD Call side than in the USD Put side. This can be seen clearly in Figure 83,
where in the USD Call side the range of strikes is quite wide compared with the
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range for the USD Puts. If we think about the mathematical problem of fitting a
curve with certain properties (quadratic, quartic, etc.) though the market points,
the closeness of the points on the left side increases the uncertainty around the
parameters that determine the curve.

Second idea: What happens once you implement fully a stochastic volatil-
ity model (which might be necessary for an exotics book)? You probably still
need to play with parameters (the “Local” component of the SLVM implementa-
tions) in order to fit the existing volatility surface. You might gain in modeling a
better dynamic for the co-movement of spot and volatility (like Path-Dependent
Volatility (Guyon, 2014), which is by far the best model we’ve seen in terms of
linking the path taken by the spot with the volatility surface), but if your “adjust-
ments” are more important than your model you have not progressed much. We
look forward for the opportunity to apply this most recent development to FX
options.

13.4 Risk and P&L attribution

Let’s go back to the 3 Ts and look at how the PV of a FX Option changes from
one day (i) to the next day (j).

¢i =c(F;,K,0i\/t5,i, df}) (492)

Where F; is the forward price at day (i), a function of the Spot at day(i) and the
Forward Points at day (i). Rewriting the formula, we find:

¢i = c(Si+FP;, K, 01, /t5 i, df7) (493)

What happens from one day to another?
The first thing is the roll. Keep Spot constant, Forward Points will (most likely)
decrease (the time for the projection of the forward decreased):

1 =<(Si+FP;1,K, 01/t i, dfi) (494)

As a consequence, the moneyness will change, and with our big RR the
volatility will change (still within the scenario at the day (i), but with a new
forward):

G2 =c(Si+FP;1,K, 052/t i,df) (495)

Now the time associated with the volatility will change (one part of the
traditional theta):

Gj,3 =Cc(Si+FPj1,K,052,/t5,3,df) (496)
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And with the new time associated there will be a new volatility (mainly
through the backbone of the ATMFs):

G4 =c(Si+FP;j1,K,0j4,/t;j3,dfi) (497)

And finally there’s a new time associated with the discounting (the second part
of the traditional theta):

G5 =C(Si+FPj1,K,054,/t; j3,4f;5) (498)

Phew! And the market has not opened yet! The main message is that due
to the roll and the slope of the volatility surface we will have an unexpected
theta (that can be estimated by calculating the slope of the volatility surface).
All calculations against the closing price should start from this last formula. And
there you have the most interesting of risks: The interplay of the high forward
points and the high risk reversal. The secret for that relationship would make for
a really good paper. Because good and synchronized data is typically not shared
outside each institution, we’ll avoid this kind of analysis in the book for now,
but please note that it applies to forwards as well.
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Some Cash is Better Than Nothing -
What you Need to Know about Cash
Products

Describing bonds and their relationship with the derivatives markets.

14.1 Local government bonds

14.1.1 Floating to the top — LFTs

There’s nothing like Brazil’s LFT (Letra do Tesouro Financeiro) to describe one
of Brazil’s economic problems (high interest rates on government debt making
other investments look risky and unattractive).

This bond is a dream come true:

1. A floater, it accrues the Selic rate, so virtually no market risk (it might trade at
a discount, though, as in 2001)

2. No other credit risk beyond the government, who can print money

3. Not much of a liquidity risk; it can be used as collateral on repurchase
agreements with the BCB an the haircut is quite low

4. Bullet, no intermediate coupon payments subject to taxes

With these characteristics, it is easy to understand why it epitomizes Brazil’s
relative privileges for the rentiers: A government bond without market, credit
or liquidity risk paying a high interest rate should not exist.

Although the government is trying to decrease the participation of these
floaters within the total government debt, there is still a good chunk of money
on overnight reverse repos (banks lending overnight to the BCB).

14.1.2 The name of the game — LTNs and NTN-Fs

Nominal rates, short and bullet (LTNs) or longer with semiannual 10% coupons
(NTN-Fs), also know as Fixed-rate securities. Coupon fixed rates are in exponen-
tial accrual method with 30360 DCB (in order to guarantee a perfect 0.5 year
day count fraction between 01-Jan and 01-Jul which are the coupon start and
end dates). One interesting project would be to look at weekly intraday patterns
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in DI1 rates, as these mysteriously go up before weekly auctions, most of the
time returning to previous levels after the results. Liquidity on the DI1 curve is
typically related to the amount of bonds issued for that particular maturity date
(2017, 2021).

14.1.3 Making it real - NTN-Bs

Real rates and a certain leap of faith (with maturities beyond 30 years). NTN-Bs
pays coupons and principal linked to IPCA index, and because the IPCA

e (1) itis the index used in the inflation targeting regime
e (2)is less volatile than the IGP-M (3)

was chosen by the Treasury as the bond to be promoted while its brother, the
NTN-C, is no longer issued (it paid linked to IGP-M instead of IPCA).

14.1.4 Living fossils - NTN-As

USD-linked and with funky cashflows, began life as the result of an exchange
of old sovereign debt (EI Bonds and such). Not really liquid, and USD-indexed
bonds (NTN-Ds) are no longer issued.

14.1.5 Reading the fine print

More details can be found at the BCB’s website (http://www.bcb.gov.br/htms/dem
ab/Domestic%20Federal%20Securities%20Characteristics.pdf). Most of these
bonds will be priced by banks in Bloomberg; in Brazil, Anbima will
publish reference prices as well (http://portal.anbima.com.br/informacoes-
tecnicas/precos/taxas-tit-publicos/Pages/sobre.aspx). Be always aware of the tax
treatment of the FX trades to buy them, and about what happens with coupon
payments.

If you are trading at BVME, most likely you are buying one of these bonds to
deposit as margin (cash will not receive interest), and we think that by now you
know that interest rates are high in Brazil; so be familiar with all the processes
related to buying, holding and selling them, and receiving interest.

Some indices were developed using theoretical portfolios of bonds, like the
IMA; because the IMA became popular, there is some demand to create an official
(listed) market for it.

But alas! Values involved are high, but there is almost no secondary market
in local government bonds, and weekly auctions don’t really help in creating an
environment that appeals enough for market-makers to invest time and money.
The market (and associated CCP) for government bonds organized by BVMF
never really took off.
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14.2 Local corporate bonds

Well, if the secondary market for government bonds is not liquid, this “market”
is more like a quagmire. Quotes will be published daily by Anbima, but a part
of these securities could fail a more rigorous criteria of diversification among
holders in order to classify as a traded security.

Most of these securities end up paying CDI + spread; good luck trying to
attribute a stand-alone credit spread based in the information coming from these
bonds. They will respond to major news and events, it is hard to observe changes
on a day-to-day basis.

14.3 Local funding practices

Most banks issue CDs (known as CDBs) or LFs (longer term securities), paying
a percentage of CDI. Some securities (like LCIs) pay less than 100% of the CDI
because of their tax-exempt status. The use of cash as collateral is rare; securities
like government bonds are the preferred collateral (composing more than 80%
of the collateral deposited at BVMF).

14.4 Offshore government and corporate bonds

Brazil has a long history of sovereign debt (and problems paying it), but with
international reserves at a relatively high level this ceased to be a sword hanging
over the country. Of interest to us is what happens when the country issues a
offshore sovereign bond denominated in BRL (like the BR 16 BRL bond, issued
in 2005). The fact that it doesn’t have any tax payments and that it has probably
a larger number of potential investors than NTN-Fs might make it trade at a
premium compared with the alternatives and curves discussed up to now.

As for offshore corporate bonds, they are always an interesting alternative of
funding for local companies because of lower interest payments when compared
to the local interest rates. They are important because of the associated flow
of resources into the country when they are issued, and also because there is
sometimes a demand for hedge associated with the maturity of these bonds that
can distort the Cupom Cambial curve.

14.5 Liquidity (or lack thereof)

Most of the time, trading in bonds will react to market information from deriva-
tives, not the opposite. If you plan on trading bonds and completed your training
in the most recent developments of Brazil’s arcane tax system, be aware that for
big dislocations of rates the government will conduct auctions in which it will
buy back bonds from investors, giving them a chance to avoid the illiquidity
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premium when exiting positions. That is why sometimes it is easier to hedge the
exposure with derivatives and then try to unwind the package than just try and
unwind the bonds position at once.

14.6 The Brazilian Repo market (Compromissadas)

In the onshore Brazilian market, a repo transaction, also called “compromis-
sada,” can be executed against Brazil Central Bank or against a bank. Here, we
will describe the “compromissada” transaction against Brazil Central Bank, since
the “compromissadas” done against banks may vary slightly between different
banks.

All “compromissadas” are repo transactions collateralized with Brazil gover-
ment bonds where the “compromissada” buyer gives cash to Brazil Central Bank
and selects a minimum of 4 Brazil goverment bonds as collateral. The weights of
each one of the selected goverment bonds are then defined and sent to Brazil
Central Bank with a maximum weight of 25% of invested cash per selected
goverment bond serving as collateral. The weights can vary from each selected
goverment bond serving as collateral, always respecting the maximum weight
per collateral bond of 25% mentioned above. The quantity of each one of the
collateral bonds is defined based on a published unitary price released by BCB
before the daily auction of “compromissadas”.

The “compromissada” can be done with an O/N, 3M or 6M term currently. For
the O/N type of “compromissada,” the collateral can only be rehypothecathed
to enter into another “compromissada” transaction. For the term “compromis-
sada” of 3M and 6M, the collateral can be rehypothecated as the buyer wishes
(could be sold in the bond market or posted as collateral at BVMF would be
the most natural choices). The only condition is that at the end of the “com-
promissada” maturity, Brazil Central Bank gives back the original cash to the
“compromissada” buyer adjusted by the repo rate, and the buyer of the “com-
promissada” delivers back to BCB the goverment bonds as collateral. Also, all
“compromissada” trades are hold to maturity and cannot be early unwound.

The O/N type of “compromissada” is a spot transaction, meaning that the BCB
auction occurs in the morning and the “compromissada” buyer has to deliver
cash to BCB at transaction date t. Also, BCB has to post the goverment bonds as
collateral also at transaction date t. The last step involves BCB having to deliver
the adjusted cash back to the “compromissada” buyer at t+ 1, which is the next
day in a CDI (and Selic) calendar. The term “compromissada” transactions of
3M and 6M are 1 day forward starting, meaning that the term “compromissada”
buyer has to deliver cash one business day later than transaction date t in a CDI
calendar. Also, goverment bonds serving as collateral will be posted on the “com-
promissada” buyer account at £+ 1 and maturity date (when BCB delivers cash
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adjusted back to the “compromissada” buyer) occurs 3M after the 4+ 1 forward
starting date.

There are 2 cases to adjust the cash to be paid back in the future by BCB. The
easy case is when the collateral goverment bond doesn’t pay any coupon during
the period between the compromissada settlement date and its maturity date:

252
CashAdjr = Cashy, - (1 + Repog, )"t T (499)

where,

ts: is the “compromissada” settlement date, being the transaction date t for the
O/N case and t+ 1 for the term “compromissada” case.

CashAdjr: is the repo rate adjusted cash paid at “compromissada” maturity
date T.

Cashy,: is the original cash paid by the “compromissada” buyer to BCB at
settlement date f.

Repoy, 72 is the repo rate agreed in the transaction, that will be capitalized
between settlement date £; and maturity date T in Bus252 DCB.

The other case occurs when there’s a coupon payment during the period
between the compromissada settlement date and its maturity date:

252 252
CashAdjr = Cashy, - (1 +Repog,,7)"sT — C- VNAy, - (1 + Repoy,, ) te T (500)

where,
tc: is the collateral bond coupon payment date.

C: is the BRL cash payment of the collateral goverment bond, excluding any
VNA adjustments. For NTN-Bs, it needs to be adjusted by VNA¢., which is the
adjusted nominal value published by Anbima at coupon payment date t.. The
VNA adjustment represents the inflation correction to be paid over inflation
coupon payments and is calculated as:

I,

IISSM€

VNA,, =

where,
It.: is the IPCA index (not the monthly rate) published by IBGE
Irgsue = 1614.62 is the IPCA value effective for 15-Jul-2000.

NTN-Bs will be discussed in more detail in the next subsection for the
interested reader.

For NTN-Fs, VNA is always equal to 1 and no adjustment needs to be done in
the BRL coupon payments.
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Typically, a rational investor would require the “compromissada” repo rate to
have a premium over the regular goverment bond yield to allocate his cash for a
term (could be up to 6M) in a hold to maturity fashion. But in Brazil there might
be rare situations with large flow distortions that may not satisfy the rational
investor condition stated above (unfortunately).



15

Index of Choice ... Inflation-Linked
Products and Curves

In this section, we will first discuss government inflation linked bonds, more
specifically NTNBs. We will describe how the coupons are paid and when they
are paid, and explain the concept behind VNA, which is the updated nominal
value, and the quoting convention for NTNBs.

The next subsection explains where inflation linked swaps are usually reg-
istered and their most usual payoffs. After that, it will be explained who's
responsible for IGPM and IPCA indices publication and the lags that occur
between their publication dates to effective dates.

15.1 Government Inflation-Linked Bonds

Government inflation linked bonds are NTNB’s and NTNCs, but currently only
NTNBs (Notas do Tesouro Nacional B) are liquid and we will only discuss them in
this book. They are issued by Brazil National Treasury, pay semi-annual coupons
linked to inflation based on a coupon rate R = 6%, which is exponential based
on 30360 DCB. Although many people in Brazil might think that it’s based on
Bus252 DCB, it must be on 30360 DCB in order to compute always exactly a 0.5
day count fraction between coupon accrual dates. For a 1 bond position, each
i-th coupon payment is computed by:

Coupon[T;] = 1,000- [(1+6%)°~5 - 1]  APCAT, (501)
! ' IPCAIssue
Principal payment for Ty date is calculated by:
Principal[Ty] = 1,000 IPCATY (502)
rincipa =1, —
pPattin IPCA g5

where,
IPCAjgsue = 1614.62 is the IPCA value effective for 15-Jul-2000.
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IPCAT;: is the IPCA value effective for date T; related to the i-th coupon, which
can be looked up in BBG BZCLVLUE historical prices (HP) page for every 15th
day of the month.

Coupons and principal are paid based on the FOLLOWING rule in a CDI cal-
endar for the end accrual date that falls on 15th day of coupon or principal
payment months. NTNB's are traded for default settlement in t+ 1 in a CDI cal-
endar, being t the trade date. But other settlement dates are possible like t + 2,
t+ 3 or any other case.

Their equivalent BRL face value for 1 bond is 1,000 BRL, but many market par-
ticipants like to analyze the Updated Nominal Value (VNA), which is calculated
by

IPCA;

1,000 ———t
IPCAIssue

= VNA;

VNA time series can be obtained at Anbima website and they have a procedure
to obtain IPCA¢, which some market participants like to say it’s the IPCA spot
value, based on last published IPCA value before trading date ¢t based on:

1252
Trasert

252
IPCA¢ = IPCApgst - (1 + IPCApyj) Thast TNext (503)

where,

Trast: 15th day of current month (if date of ¢ is equal or greater than 15), or
previous month (if date of ¢ is smaller than 15).

Tnext: 15th day of current month (if date of £ is smaller than 15), or next month
(if date of t is equal or greater than 15).

IPCAL 4 s the last IPCA index published, effective for date Tj,g;.

IPCApyy;: is the IPCA monthly projection published on Anbima website.

IPCAy: is the IPCA index projected for effective date t.

NTNBs quoting convention is based on yield and given by:

N [(1 +696)0-5 — 1] 1
Price; =1,000- VNA;- [ > o+ —5 (504)
Bt (L)

where,

T;: are the end accrual dates for the NTNB bond, that always fall in the 15th
day of the respective coupon payment month.

y: NTNB exponential yield on a BUS252 DCB.

Pricey: price of NTNB for settlement at date £.

This quoting convention is used for any f, regardless of the settlement date
of the NTNB. This is not strictly correct, as the price for other settlement dates,
beside the default t+ 1 settlement, should be computed based on the default set-
tlement price and then entering a repo transaction (Operacdo Compromissada).
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The repo transaction would be described as selling the t+ 1 bond and buying
the t+ 2 bond, and it’s traded based on the repo rate, which is closely related to
Selic; rate and is not related to y which is the bond yield. But given that quoting
procedure is based on (504), one could still calculate it using the correct repo rate
procedure adjusting Price;, and goalseek later a yield to match the correct price.

15.2 Inflation-Linked Swaps

Inflation Swaps in Brazil can be linked to 2 different inflation indices, IPCA and
IGPM. They are registered as OTC trades at CETIP or BVMF. When registered at
BVME, the exchange is responsible for any counterparty risk and will guarantee
the payment of the swap payoff to the party which is expecting to receive the
cashflow. Additionally, margin posting is required when the swap is traded on
the exchange. On the other hand, the CETIP registered swap is not guaranteed
and collateral posting can be achieved only when the 2 counterparties involved
have a CSA agreement under the CGD (Contrato Global de Derivativos) between
them.

Regarding inflation swaps, first we will discuss how the IGPM and IPCA pub-
lication occurs. Then we will discuss how their payoffs are computed. The next
topic will highlight the fact that the IGPM and IPCA swap rates quoted in the
market are usually dirty, except for a particular range of days of the month when
swaps become trading forward starting.

Later it will be explained how the IGPM and IPCA swap market is organized,
discussing the tenors usually traded and which ones have good liquidity.

The final topic explain different possible pricing models for inflation swaps
with its pros and cons. Interpolation and seasonality will be also discussed. The
last topic details how to calibrate jointly an IPCA curve with both NTN-B bond
yields (subtracting the asset-swap spread) and IPCA swap quotes.

15.2.1 IGPM and IPCA publication

IGPM is published every month by FGV (Fundacao Gettlio Vargas) 2 business
days before the first business day of the month in a CDI calendar. So the May-
2015 index will be published 2 business days in a CDI calendar before 1-Jun-
2015, which is at 28-May-2015. The April-2015 IGPM index was published at
29-Apr-2015, which is 2 business days before 04-May-2015, since 01-May-2015
was a holiday and 02-May-2015 and 03-May-2015 were Saturday and Sunday .
The ratio of the May-2015 index to the April-2015 index gives the accrued
monthly inflation effective from 04-May-2015 to 01-Jun-2015, which are the 2
first business days of each month in a CDI calendar. This feature of having an
index published on a date and effective for some future date have similarities
to FX Fixings, that when published in a date, usually represent exchange of
cashflows happening in future dates because of the so-called fx settlement rules.
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The foreign currency analogy approach uses this fact to build an inflation swap
pricing model based on nominal and real rates.

The IPCA index is also published every month, but by IBGE (Instituto Brasileiro
de Geografia e Estatistica). But the publication dates don’t follow a specific pub-
lication rule like in the IGPM case. The ratio of 2 IPCA indices published on
adjacent months represent also the accrued monthly inflation, but effective from
the 15th of one month to the 15th of the next month. Because it’s not possible
to obtain a publication rule that works for every month, the foreign currency
analogy approach doesn’t work as nicely for the IPCA curve calibration as for the
IGPM case.

15.2.2 IGPM and IPCA swaps payoff

IGPM and IPCA swaps, when registered at BVME, are usually zero coupon swaps.
At Cetip it can be registered as a multi-cashflow swap. We will consider the payoff
of zero coupon swaps because that’s what have more liquidity, without any loss
of generality. The payoftf of an IGPM or IPCA receiver swap is given by:

Not 252
Payoffsr, [T] = IO BRL (1 4+ R - Iy — Notggy - CapFacgoar(t, T) (505)

Last
where,
Payoffpr[T]: is the payoff of the swap paid in BRL currency and settled at
date T.
I1 44t s the last inflation index published before trade date ¢.
R: is the inflation exponential fixed leg swap rate in Bus252 DCB.
Tt23_2 : is the day count fraction from trade date t to swap maturity date T.

It is the inflation index effective for maturity dateT.

CapFacpjoq(t, T) = ]‘[%zt [1+ CDITI.] = with the usual definition as in previous
sections of this book.

It can be noticed by looking at (505) that the floating leg of both IPCA and
IGPM swaps are floating and based on 100% CDI.

15.2.3 Dirty and Clean Rates ... again

We have seen previously that usually a cupom swap or a DDI Future trade a dirty
rate because they are referenced to PTAX;_1, which is set before trading/pricing
date t. The same occurs for IGPM and IPCA swaps. They are referenced by I,
which is set before trading/pricing date t as well. One example would be an
IGPM swap traded on 20-Apr-2015. The last published IGPM index seen on 20-
Apr-2015 was published on 30-Mar-2015, which is already 20 days old.

15.2.4 Trading conventions for IGPM and IPCA swaps. Are they liquid?

Interbank trading for both IGPM and IPCA swaps is done via broker and regis-
tered usually at BVMF. Client trades are usually registered at CETIP and there’s a
larger flow of interbank trades than client trades.
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The IGPM swap market usually quotes as the first tenor a 1M swap. Its start
accrual date is at pricing date f and maturity date is one month later, adjusted
by FOLLOWING convention based on the CDI calendar. As an example, let’s
assume f to be 6-May-2015. 06-June-2015 is a business day in CDI calendar and
the maturity date of the swap, namely T would be that date. So interest accrual
on both inflation and floating leg of swap are from 06-May-2015 to 06-Jun-2015.
Regarding inflation variation, the variable I, would be the IGPM index pub-
lished on 29-Apr-2015 and I7 would be published on 28-May-2015, but effective
for 01-June-2015.

Other so-called tenors traded in the market are 2M up to 1Y every month,
even though interest accrual is usually shorter than so-called tenor, as will be
explained. For the so-called 2M swap tenor, maturity date is obtained as the first
business day in a CDI calendar from the month of date t added by 2M tenor. In
our same example, maturity would be obtained, first by adding 2M tenor to 06-
May-2015, which yields 06-Jul-2015. And the first business day of the month of
06-Jul-2015 is 01-Jul-2015, which would be the swap maturity date T. By doing
this now interest accrual goes from f to T still, but I7 will be fixed at 29-Jun-
2015, but effective for 01-Jul-2015 which is T also. The only variable now not
aligned is I1 4+ which is different than t, published on 29-May-2015 but effective
for 04-May-2015 and is what makes the swap rate to be dirty when trade date ¢
is at 06-May-20135.

Summarizing, that example has a trade with less than 2 months of interest
accrual computation, but approximately 2M of inflation lag between Ir and
I1 45, except for the first business day adjustment that occured in that particular
example (01-May-2015 was a holiday). The same procedure happens for swaps of
longer tenors than 2M.

After the 1Y tenor, it’s usually quoted only tenors that fall on January maturity
months every year. So on 06-May-2015, after the 1Y tenor it's quoted the 1YSM
tenor, which has as maturity date 02-Jan-2017. The next would be 2Y8M tenor
and this procedure goes until around a 10Y tenor.

For IPCA swaps , maturity dates are obtained based on a similar process until
the 1Y tenor, but with maturity dates ending on 15th of each month which is
the effective date for all IPCA published indices, differently than the first busi-
ness day of the month which is the effective date for all IGPM indices. For other
tenors after 1Y, usually they trade swap maturity dates that match NTNBs matu-
rity dates. So on 06-May-2015, after the 1Y tenor, the next tenor is 1Y4M that
has as its maturity 15-Aug-2016, which a NTNB maturity date. The next maturity
date traded would be 15-May-2017 which is also a NTNB maturity date and so
forth.

From the IGPM and IPCA publication dates until the corresponding indices
effective dates, the swaps start date changes and it start trading as forward start-
ing swaps, where first accrual dates are usually the effective dates for each one of
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the indexes. So for 29-Apr-2015, IGPM swaps would have start date as 04-May-
2015, and interest accrual periods would match perfectly with effective dates for
Irast and It. For that particular range of dates between index publication date
and its effective date, the swap rate would be traded clean . The same procedure
occurs for quoting IPCA forward starting swaps.

15.2.5 IPCA swaps pricing - the market approach

Many market participants like to price IPCA swaps similarly to the NTNBs
quoting convention. The equation below describes how they usually price it:

NTNB

252
PVPRE = Notpgy - ——L— - (14 R) T - PIEEA — Notgry (506)
VNA;
Last
where,
P{PTCA = 1 s the discount factor for IPCA curve calibrated to IPCA

(1+RIECA) T
swap quote R.
R{{)TCA: IPCA curve calibrated clean rate, from date t to date T.
Since a swap needs to have a 0 PV at inception it yields that:

-1
VNANTNB 252
pIPCA _ ( t “(1+R)LT (507)
t,T NTNB
VNAtLast

Equation (506) is similar to NTNB quoting convention. Fixed inflation cash-
flows are given by term (1 +R)Tf2,5T2, discounted by an IPCA clean rate R{' (that
could be compared with NTNB yield) inside P4, and then this inflation units
quantity would be multiplied by the Notional in BRL times the ratio of 2 VNA
values to update the Notional from Ty, to t.

There’s a problem though with the proposed model. Imagine an IPCA swap
with maturity date T on 15-May-2015, but let’s assume that I was published at
07-May-2015. Based on the payoft given by (505), at 07-May-2015 you have all
inflation related variables fixed and the payoff would be a known BRL quantity to
be paid at date 15-May-2015. Therefore, at that particular date, the PV; formula
should be a function of the CDI onshore curve discount factor PtClT)I only, but
that variable does not show up in (506). As a matter of fact, at date 67-May-2015
(506) would suggest that this trade still is a function of the IPCA curve discount
factor P, which suggests that something is odd with that pricing model.

15.2.6 IPCA swaps pricing - the foreign currency analogy approach
and why it’s complicated

As mentioned previously, the IPCA lag from publication date to its effective
date doesn’t follow a specific rule like in the IGPM case where the lag could
be constructed based on a T + 2 rule based on CDI calendar. The foreign
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currency analogy is based on the construction of a settlement rule, and because
of this fact, it will be complicated to adopt this method for IPCA swaps calibra-
tion. The whole idea of the foreign currency analogy is to construct inflation
index forwards as inflation index spot values time the ratio of discount factors in
nominal and real rate curves. But usually in FX systems inside banks, the FX set-
tlement rule is static (or hardcoded) and shouldn’t be changing. Unfortunately,
for the IPCA inflation case, it needs to be hardcoded every month.

To illustrate this fact let’s give an example. Imagine that we are at 06-May-2015
and imagine that next IPCA fixing will be published tomorrow at 07-May-2015.
The effective date for next IPCA index is at 15-May-2015. There are 6 business
days between 07-May-2015 and 15-May-2015 in a CDI calendar. So one might be
inclined to say that the rule is 6 business days in that calendar. IPCA spot would
be computed by:

L1252
TLastEffftEff
5z
T T
Iy = Ipase - (1+IPCApyyj) Efr MR (508)
where

I;: is the IPCA spot value for date t (06-May-2015).

I1 45t: value of the last IPCA index published.

IPCApy5: Anbima IPCA projection forecast.

Until now, nothing new, but the problem lies within the following variables
used on FX forward calculations based on the lag between IPCA publication dates
and effective dates:

TLaStEﬁC: is the date effective date for last IPCA published which is always the 15th.
tg: is the effective date obtained from t. This would add 6 business days in a
CDI calendar to 06-May-2015, which would yield 14-May-2015.

TLaStEff: is the effective date for next period which always falls on the 15th day
of the month.

Based on this analysis, it will be seen that given IPCAp;, IPCA spot will be
accrued for a full month from IPCA} 45 besides one business day which is correct.

Now assume that, in the following month, the IPCA publication occurs on
the 8th day of the month which is 5 business days only from the 15th in a CDI
calendar. Now you need to change the fx settlement rule for fake currency related
to IPCA in order to capture correctly the fact that the lag between publication
and effective dates have changed.

For anyone still interested in this method (we will present a better approach in
the next subsection), the pricing can be done by:

Not 252
PVBRL — 173” A+R)ET Iy 7 PEPI  Notgp, (509)
Last '
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where,
[PCA
p ttg, T
Iy =1t o1 (510)
ttg, T
252
TLastEﬁc/tEff
252
Tt ot T
Iy = Ipgst - (1+IPCApyoy) FEfF MR (511)

Plugging (510) and (511) into (509) yields:

252

TLastEff/tEff
252 72 Pl T
TLastreer T . JLEf)
PVERL = Notggy - (1+R)ET - (14+IPCApyj) 8 Nerr pCD;f - PEPI — Notggy
tftEfflT
(512)
And calibration of the IPCA curve can be obtained by:
PCA 1
P{ 7T~ 252 252 (513)
i CDI Tt275"2 TTLﬂSl’Eﬁc'tEff/TTL(leEﬁc’TNEXfEﬁc
PEDL (LRI - (14 IPCApry)
Now, one could calibrate a forward rate Rﬂgg‘c 7 seen at date t, from date tgg
to date T by:
1
L \E
IPCA  _ Eff
Rl = e 1 (514)

tegr, T

Under this approach, IPCA clean rates are obtained from tgg to T, so it’s a
forward curve, and not a spot curve as in the previous subsection. Any interpo-
lation method could be applied to interpolate in rates space, however it carries
the burden of updating the spot date settlement rule every month.

15.2.7 IPCA swaps pricing - the IPCA forwards calibration approach

This is the best approach, in the authors’ opinion. It takes into account the
lag between IPCA publication dates and its effective date, without the need to
construct the settlement rules like in the foreign currency analogy approach. The
key difference is that under this approach the present value equation calibrates
the IPCA index forward values directly. So let’s describe the method:

We start again from the IPCA receiver swap payoff below:

Notgpr
Tpast

252
Payoffgr [T] = “(L+R)'tT Iy — Notggy, - CapFacgypq(t, T) (515)
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We can price this payoff by taking the expectation under the probability
measure associated to PCRI as numéraire. Under this measure, the variable
CapFacpoqt(t, T) is a martingale , which yields:

NOtBRL

252
PVBRL — C(14+R)ET .p%?[ E%br [IT|Ft] — Notggr, (516)

Last

We can substitute the term I by Iy, t which is the inflation forward value

seen at its fixing date Trjy, because the forward value converges to the fixing

value at fixing date. By applying this change and defining Iy r = EQn1 [ITy, I Ft]
yields the following present value equation:

NOtBRL

252
PV?RL _ C(14+R)ET .pglj?l -It 7 — Notggr, (517)

Last
Until here there’s no difference between the 2 methods. The PVBRL of a swap
is zero at inception and by no arbitrage it yields that:

=t (518)
PERL. (14 R)ET

Thus, given a calibrated CDI onshore curve, the historical value of Iy, and

the swap rate R it’s possible to calibrate directly the IPCA inflation forward value

It 7 without having to construct it based on the IPCA spot value and the ratio of

nominal and real rates discount factors, which is where the settlement rule we
wanted to avoid enters.

15.2.8 IPCA index forwards interpolation without seasonality

As discussed previously, there are many liquid quotes for IPCA swap rates R for
a range of tenors. Let’s call the IPCA forward values computed by (518) the
knot values associated to its dates which will be called the knot dates. There-
fore, to determine a possible IPCA forward index value for any given date, one is
essentially facing the problem of choosing an interpolation method for all dates
between the knot dates.

One simple interpolation scheme is log-linear. Suppose we have the IPCA index
forward values Iy 1, calibrated by (518) for N knot dates T; with i from 1 to N.
Assuming T;_1 < T < T;, the IPCA index forward value for effective date T will be
given by:

32
e =I1, - exp | —537— i (519)
'Ti1,T;

where the growth rate g; :

Lt
gi=In (J) (520)
2 Li—1

is constant for each period i.
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15.2.9 Adding seasonality

Historical observations suggest that inflation indices exhibit a seasonal pattern,
related to consumer habits. So why not add them?

Given an interpolated value I; r by (519), one could multiply it by a seasonality
factor

I;F,Tzlt,T'exp{ai—l‘(T_Ti—l)} (521)

with the requirement that
12
> am=0 (522)
m=1

Each ay, term is constant during months ranging from 1 to 12 and could be
obtained by regression analysis of historical data to satisfy (522).

The requirement (522) also ensures that on knot dates the IPCA index forward
value with seasonality collapses to the knot index forward value given by (518) .

15.2.10 Joint calibration of IPCA curve with NTN-B bond quotes (reduced
by asset-swap spread) and IPCA swap rate quotes

One could argue that the large liquidity of IPCA linked products should be based
on NTNB prices also, so let’s try to add them to the calibration procedure and
derive a joint calibration of IPCA index forward values based on IPCA swap rates,
NTNB yields and asset swap basis quotes.

This approach is based on calibrating a vector of swap rate quotes R; from i
going from 1 to N and their maturity dates T;, and a list of NTNB identifiers
(could be based on CUSIP) together with its yield ycysp and asset swap spread
ascusip-

Given that information, for each NTNB, an associated risk free price
NTNBtCUSIP , seen at date t, could be constructed as:

N [(1 +6%)05 — 1] 1
CcusIP
NTNB{USIP — VNA - (Z 57 + 55

T8 T
Ti=1 (1+ycusip — ascusip) " (14 ycusip — ascusip) "N
(523)

Please bear in mind that we are using a similar equation to (504) adopted by
the market but we are excluding the asset swap spread from the yield to arrive in
sort of a risk-free NTNB bond price.
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But NTNBSUSIP could also be computed based on inflation forwards, given that
it could make use of (517) but on a multi cashflow format

N
1,000
(Z { 1.06]° ] A R N g ) (524)

Issue

NTNB{UIF =

with,
Irssue = 1614.62 which is the IPCA index used as reference for VNA calculations.
Thus, given a calibrated CDI onshore curve, ycusip, ascusip, Iissue and VNAg,
one could calibrate all values of I 1; given an interpolation constraint.
As an example, let’s try to calibrate an IPCA curve on 8-May-2015 based on the
following instruments:

. Swap rates from 1M up to 1Y

. NTNB maturity date 15-Aug-2016 yield and asset swap spread
NTNB maturity date 15-May-2017 yield and asset swap spread
NTNB maturity date 15-Aug-2018 yield and asset swap spread
NTNB maturity date 15-May-2019 yield and asset swap spread
NTNB maturity date 15-Aug-2022 yield and asset swap spread
NTNB maturity date 15-May-2023 yield and asset swap spread
. NTNB maturity date 15-May-2035 yield and asset swap spread
. NTNB maturity date 15-May-2045 yield and asset swap spread
. NTNB maturity date 15-Aug-2050 yield and asset swap spread
11. NTNB maturity date 15-May-20SS yield and asset swap spread

00N U R W

—_
o

As discussed previously in this book, in most practical cases, the best choice for
computing risk is with respect to market tradable instruments, and the list of
instruments selected above enable us to do exactly that.

For all 12 first swap rates (from 1M to 1Y), given (518) we can calibrate 12 [IPCA
inflation forward values up to 1 year. The next instrument in the bootstrapping
procedure is the NTNB with maturity date 15-Aug-2016. The goal of the calibra-
tion of this instrument is to calibrate the IPCA inflation forward values for its
coupon end accrual dates, which are on 15-Aug-2015, 15-Feb-2016 and 15-Aug-
2016. The first 2 IPCA inflation forward values have been calibrated to the 4M
and 10M swap rates and we are left only to calibrate the yield and forward for
15-Aug-2016. But this is achieved using a combination of (523) and (524), which
will be 1 equation and 1 unknown and it’s therefore straightforward. Alterna-
tively, the 15-Aug-2016 IPCA inflation forward could be calibrated with the swap
rate with equal maturity date as the NTN-B. Here we have to make a choice to
either include only the swap rate or the NTN-B yield and its asset swap spread
as both will be redundant on curve calibration as they are used to calibrate the
same 15-Aug-2016 IPCA inflation forward value. Usually the bid-ask quotes for
the NTN-Bs are tighter than the ones for the same maturity date swap, justifying
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therefore the selection of the NTN-B yield and asset swap spread as calibration
inputs.

The next NTNB with maturity date on 15-May-2017 requires to solve the IPCA
inflation forward values for its coupon dates at 15-Nov-2015, 15-May-2016, 15-
Nov-2016 and 15-May-2017. The IPCA inflation forward value for 15-Nov-2015
can be calibrated to the 7M swap rate using (518) again. The last IPCA inflation
forward value at 15-May-2017 can be calibrated to the swap rate with NTN-B
maturity date, which is also 15-May-2017. However, the 15-May-2016 and 15-
Nov-2016 IPCA inflation forward values have still to be calibrated. But (523) and
(524) provide only one equation. To solve for the IPCA inflation forward val-
ues we will use an interpolation constraint that could say that inflation forward
values are log-linearly interpolated; as in Subsection (15.2.8). The 15-May-2016
knot IPCA forward value can be interpolated based on the last calibrated knot
date before it, which is calibrated from 1Y swap rate at 15-Apr-2016 and the next
calibrated knot date at NTN-B maturity date on 15-Aug-2016. It’s worth mention-
ing again that interpolation occurs based on IPCA inflation forward values as in
(519). On the other hand, the 15-Nov-2016 inflation forward will be interpolated
based on its preceding calibrated knot date at 15-Aug-2016 NTN-B maturity date
and its next calibrated knot date that is at the next NTN-B maturity date at 15-
May-2017. Here again we have to make a choice on using the swap rate at NTN-B
maturity date or the NTN-B yield and its asset swap spread for calibration. If the
latter is chosen, then 15-May-2016, 15-Nov-2016 and 15-May-2017 inflation for-
wards have to be calibrated based on (523) and (524). The way we circunvent the
issue of 3 unknowns and only 1 equation is to rewrite 15-May-2016 and 15-Nov-
2016 inflation forwards based on last calibrated knot date inflation forward at
15-Apr-2016 and the only unknown inflation forward at 15-May-2017 that (523)
and (524) could solve given the interpolation constraint.

This process is repeated until all instruments are calibrated and permits a joint
calibration between NTNB yield and swap rates that could be interesting for ana-
lyzing the 2 markets together, potentially to find good relative value trades based
on the calibrated inflation forward values.

15.2.11 The IGPM market

The IGPM market is currently illiquid for bonds, so only the swap market has
some liquidity. The approaches usually done for IGPM curve calibration are
the same though. Many market participants tend to use the calibration method
based on (507), but VNA values used are with respect to IGPM projections.

The foreign currency analogy approach works better for IGPM than IPCA,
based on the fact that the lag between IGPM publication dates to effective dates
can be defined by a settlement rule that never changes. Therefore, Equation (513)
could be used for IGPM as well, only by changing the settlement rule applied
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from £ to tgr. On the other hand, the calibration based on inflation forwards is
still preferred to have a consistent calibration method for both inflation curves.

15.3 Exchange traded inflation-linked Futures

There are currently 2 exchange-traded contracts available the defined as Interest
rate contracts in the BVMF website. They are the DDM contract for IGPM and
DAP contract for IPCA. Their payoff is very similar to DDI futures, by changing
PTAX in the contract equations to IPCA or IGPM spot values accrued from last
published index based on (503). The margin cashflow equations are therefore
based on unitary prices much alike the DDI case.

However, they trade a clean rate differently than the DDI contract because
their opening price from closing price equation is based on the ratio of 1%1 and

not ﬁﬁii:; like it was the case for DDI. Currently, liquidity is very thin on those

contracts.

The other 2 contracts listed as Index contracts at BVMF website are IGM and
IAP. They behave similarly to a DOL or IND contract and the margin cashflows
are based on index future values directly. There’s also very thin liquidity currently
on those contracts.




16

Microstructure of the Listed Derivatives

Durations and tick sizes, consequences and possible developments for the more
liquid instruments.

16.1 Microstructure: concepts

Some definitions

S : Spot price of asset/contract
o : Daily volatility (of intraday prices)
H : Number of hours in the daily trading period (default: 7)
oy : Volatility scaled in hours:
o

o= (525)

os : Volatility scaled in seconds:
g

~/H -3600
a : Tick Size
as : Relative Tick Size:

s =

(526)

as="4 (527)

Sz : Size of the contract (default: 1)

MA : Minimum amount that can be traded (default: 1)

TV: Tick Value, the minimum amount a trader can gain or lose, defined by the
product:

TV=MA-Sz-a (528)

C : Cost in currency units of trading one contract; it can be either defined
as such, to change according to the volume traded, or to be defined as a
percentage of the value (Sz * S) traded

289
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RTC : Round Trip Cost, equal to twice the cost C

o Let’s express RTC for trading the minimum amount of futures in Brazil as:
RTC=pct-MA-Sz-a (529)

o Let’s express RTC for trading the minimum amount of equities in Brazil
as:

RTC = pct-MA-Sz-S (530)

D : Duration, the time between trades at different prices

nPC : Number of price changes during the daily trading period

M : number of trades during the trading hours H; is at least nPC by definition
ET : Exit time for a GBM (see below)

16.2 Can durations be estimated?

The exit time (in seconds) ET for a Geometric Brownian Motion from the band
defined by {So, S1} with starting point S, volatility o5 and zero drift (Wilmott)
is:

! sy 1-(%) s
ET= e (1og<so) - 1_<§E).log (5(1))) (531)

Simplifying:
2 S S-S0 <51 ))
ET=—-|log| — ) - log| — 532
ol ( g<50> S1—3S0 & So (532)
Defining the band by half of the tick size up and down:
a
So=S— > (533)
a
S1=S+- (534)
2
1 ( S S+5
ET=—- 2-10g<7a)—10g< a)) (53%5)
¢ §-5 §—3
Expanding the logs:
N 1 /a 1 sa\2 3
10%(*5_%>*§'<§)+§'(§> +0la] (536)

+0[a]? (537)

S+%
log<S_§> —

)
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And therefore:

2
a
D=ET=(-—— 538
(2 . S +O0s ) ( )
In hours instead of seconds:
Dy =(—2 ’ (539)
H=\2"5 oy
How many trades (at least) in a day:
M > nPC = H (540)
Dy

16.3 What happens in practice?

It seems reasonable that a person should be able to watch a screen, read the
last traded price and the current spread and process this information before a
change in price happens.

So something like 5 seconds seems adequate; 0.2 seconds or 500 seconds do
not seem desirable.

For an asset with a daily volatility of 1% (16% annualized, o; = 0.0063%), the
relative tick size ag is 0.028%.

For the S&P500 futures (in Oct 2012, S=1400, a=0.25), as is 0.018%.

For a stock priced at 30 and with a tick of 0.01, ag is 0.033%.

Looking at most recent Tick Size tables of the FESE (Federation of European
Securities Exchanges), discussed at Tick Size regimes , the new Table 2 (dura-
tions will probably fall in the 3 to 30 seconds range) seems better than Table
4 (durations lower than 5 seconds).

Stocks priced at 600 with a tick size of 0.01 most probably won't have a spread
of 0.01 and price changes will typically be higher than that as well.

The main reason for this estimate to underestimate the realized durations is
a spread higher than the tick size. There are two main reasons for that to
happen:

e The tick size is too small (as discussed above)
o The tick size as defined is (theoretically) good, but the RTC is of the same
order of magnitude than o

Using the time-weighted average of the spread instead of the tick size in the
formula above will lead to better results. In the next section a model that
explains why this is a good approach will be described.

Looking at the empirical studies in “Large Tick Assets: Implicit Spread and
Optimal Tick Size” (Dayri and Rosenbaum, 2013), we can validate their
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findings by estimating:
2
nPC=£=H<2 S "H> (541)
DH [
VnPC-a=2-vVH-S-oy (542)
(n-«/nPC-a) - (z.dﬁ- ;7) (S-ap1) (543)

o Which fits the empirical results.

16.4 What is the importance of the tick size?

e Duel between market makers and investors
o Tick size = spread

o Cost for investor for crossing the spread
o Gain for market-maker (assuming it makes money also from OTC flows)

e Decimalization
o HFT: Likes a lower tick size (faster price changes, benefits from speed)
o Exchange:
o Sets up the contract and listing rules
o Benefits from trading revenue
o But wants a balanced market
From the point of view of (a very simple model of) a HFT:
o There are nPC price changes in a day
o The trade size is small enough that you can enter a trade now, close it on

the next move and enter another trade at the same time
e So there are at most nPC trades per day, each with a P&L equal to:

P&L=+TV —RTC (544)

o At the end of the day the expected P&L is:

E[P&L] = k[TV,RTC,p] -nPC- (p- TV — (1 —p) - TV — RTC) (545)
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o Where p is the probability of winning TV on a trade (1—p) is the proba-
bility of losing TV on this trade, and k estimates the proportion of trade
opportunities where the HFT will trade.

For an estimate of the function k, for the HFT to trade we must have:

(24p—1)-TV—RTC >0 (546)
1+ Min |1, B¢

= 2[] (547)

k = Max [0,11’ :i ] (548)

For futures in Brazil:

(2:S-0)”-MA-Sz-((2-p—1) —pct)

(24

E[P&L] =k (549)

The exchange receives the revenue of investors, market makers and HFTs:

E [Revenue] = (Qiy + Qmm + Qurr) - RTC (550)

Let’s assume that investors and market makers do not change their amounts
based on the fees or the tick size (market makers mainly working through
customer orders and hedging OTC flow).

Because of that, as long as the fees are reasonable, there’s no need to lower
fees to increase demand for investors and market makers.

But lowering the fees for HFTs (or whatever they might be called) can increase
revenues, by maximizing:

Revyrr = Qurr - RTChrr (551)

For futures in Brazil:

‘ (2-S-6)%-MA-Sz-pct
a

Revypr = (552)
The challenge is then to maximize both the expected value of the P&L of
the HFT and the exchange’s revenue simultaneously, by adjusting « and pct,
without changing any of them so much that it affects investors and 