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Recall back - The Black Model (Swaption)
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Practical Approach

• In practice, portfolio rebalancing to achieve delta-, gamma-, vega-neutrality etc. is not a continuous process. If 
it were, transaction costs would render it extremely expensive. Instead, the individual risks are analyzed to find 
out if they are worth taking or not. The aforementioned risk parameters play the role of quantifying various 
aspects of portfolio risk. If the risk is acceptable, no action is taken. Otherwise rebalancing is carried out as 
outlined above.



SABR Model
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• The stochastic alpha beta rho model is a stochastic volatility model for forward prices commonly used in the 

modelling of interest rate derivatives. The alpha, beta and rho in the name are parameters to be calibrated. 
Alpha describes the magnitude of the volatility in the price of the underlying asset; beta describes the sensitivity 
of forward price movements to the spot price; and rho describes the correlation between movements in the 
forward price and movements in the volatility of the price of the underlying asset. The model first appeared in a 
2002 paper by Patrick Hagan, Deep Kumar, Andrew Lesniewski and Diana Woodward.

• SABR Model has the distinctive advantage of being useful for IRD modelling even when the interest rates are 
negative.

• They are used for hedging widely in the industry.


