DEVELOPMENT OF HESTON MODEL FOR EQUITY IN A REAL WORLD

FRAMEWORK

Client Situation

= (Client: Belgian international insurance
company

= Client asked Reacfin to improve the real
world scenarios generated

= Reproduction of extreme events is key in real
world framework as the client is interested
about determining solvency capital
requirements

Issues

——— Simjilated average

Evolution of Index logreturns

= Observed volatility on the market varies a lot
and can not be assumed constant

= |n classical GBM models, extremely low
quantiles can not be reproduced accurately
because returns are limited to a normal
distribution

= Current calibration and simulation runtime is
too long
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Reacfin Contribution

Determination of the model requirements.

Calibration of the model on historical
distribution of the returns and on historical
observed volatilities

Implementation of various statistical and
graphical tests

Integration in a whole economic scenario
generators

Introduction of dependence structure with
the other risk factors

Results & Benefits

Perfect reproduction of historical lower
quantiles

Dependence structure between risk factors
in line with past observations

Generation of a stochastic volatility

Consequent reduction of runtime




