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Purpose of your paper:  Discuss cutting edge research on pricing interest rate derivatives using a new 
term structure model that extends Mercurio’s recent work on multiple curve Libor Market Models. 
 
Synopsis: This presentation will showcase innovative new research on an extension of multiple curve 
Libor Market Models. 
 
Widely used models of (unspanned) stochastic volatility in full term structure models assume either no 
mean reversion (SABR) or fixed mean reversion (Heston). This presentation will demonstrate a 
tractable term structure model that better accommodates the types of persistent movement in 
volatility evidenced by markets in recent years than these current models. 
 
The full model features: 
 

- Non-negative OIS curve and non-negative FRA-OIS spread 
- Efficient transform based pricing formulas for interest rate caplets and swaptions 
- Efficient formulas for calibration of advanced versions of the model with time-varying 

parameters 
 
The new elements added to the model can create persistent periods of high instantaneous volatility 
in the OIS and spread rate dynamics. This leads to persistent leptokurticity (fat tails) in the distribution 
of changes in the log FRA rate even at long durations. As a result the model can generate a much 
wider variety of volatility surfaces than seen with existing models, including long expiry smiles. 
 
In short, it is one of the most advanced yet practical term structure models yet created. In addition 
to the main application in exotic derivative pricing, this type of model has seen applications in loan 
prepayment risk, economic scenario generation for asset/liability models, variable annuities and 
hedging. 
 
The model development goes deep into Markov process theory. However the level of the 
presentation will be kept high for the Forum audience and focus mainly on practical aspects of 
modeling and not too much deep theory (unless the audience wants it). 
 
The presentation will be based on PhD research which will have been submitted before the Forum. 
Papers will be available at a later date, targeting publication in relevant finance journals. 
 
 
 


