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		Abstract

		The stochastic-alpha-beta-rho (SABR) model has become the dominant interest rate model used by practitioners. The principal effect of the parameter beta in the model is the effect on the skew, reflecting the belief option traders have about the distribution of the optionâ€™s underlying. This paper introduces a new method for estimating the beta parameter. The key to the proposed method is that the option pricing model parameters can not only be estimated by calibrating the model to the cross-sectional data such as the implied volatility smile, but can also be estimated by choosing the set of parameters that minimize the hedging error. The proposed method meets the no-arbitrage condition, delivering better hedging performance than the existing fixed beta style calibration method. The advantage of the proposed method is demonstrated via empirical analysis. The method can be easily generalized so that it can be applied to any option-pricing model and may be preferred in applications where hedging performance is the principal goal for using an interest rate model. 
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