Convexity Adjustments for ATS models*

Raquel M. Gaspar Agatha Murgoci
Advance Research Center, Department of Finance,
ISEG, Technical University Lisbon, Copenhagen Business School,
Rua Miguel Lupi 20, room 101, Solbjerg Plads 3,
1249 Lisbon, 2000 Frederiksberg
PORTUGAL DENMARK
Rmgaspar@iseg.utl.pt avm.fi@cbs.dk

April 15, 2013

Abstract

Practitioners are used to value a broad class of exotic interest rate derivatives simply
performing what is known as convexity adjustments (or convexity corrections). Convexity
adjustments, however, are highly dependent on both the particular interest rate model one
chooses and the exact payoff under analysis.

We focus on affine term structure (ATS) models and, in this context, conjecture con-
vexity adjustments should be related of affine functionals. Thus we develop a unified
framework to compute various convexity adjustments. These adjustments can be com-
puted without the need of Taylor approximations for non-Gaussian ATS models. Unlike
previous adjustments, they are exact solutions up to an ODE. We derive the system of
Riccatti ODE-s one needs to compute to obtain the exact adjustment for several examples.

*We are particularly indebted to Rama Cont for showing us how interesting convexity adjustments may be
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