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Disclaimer

These are the lecture notes and problem sets for the course BUS 46-975 Stochastic Calculus for Finance I,
given by Dr. Mykhaylo Shkolnikov and teaching assistant Chen Ai at Tepper School of Business, Carnegie
Mellon University in Spring 2025. Most materials are inspired by Dr. Steven E. Shreve.

This course uses stochastic calculus to develop models for equity and fixed income derivatives. The role
and limitations of risk-neutral pricing will be discussed. Both risk-neutral and forward measures will be
used, and change of measure associated with change of currency will be explained. Reference texts include
[Shr04], [Shr]|, etc. The primary prerequisite for this course is Stochastic Calculus for Finance I, which
covers material from [Shr04, §1 — 4|. Familiarity with partial differential equations is also beneficial. Prior
to formally beginning the course, readers are encouraged to work through the practices in Appendix A.

The solutions of the problem sets are given by Rex Liu with help from Mathematics Stack Exchange,
several large language models (primarily GPT 03-mini-high and Gemini 2.5 pro), and friends. If you see
any mistakes or think that the presentation is unclear and could be improved, please send an email to:
rexliu@andrew.cmu.edu. All comments and suggestions are appreciated. Special thanks to Vignesh RSB,
Shujie (Trent) Zhang, and Yuhan (Alex) Jin who reported several mistakes and typos in the draft version of
this document.

Notations
Throughout these notes, we use the following notation:

e X(t) denotes a stochastic process. For a function f(¢,z) we denote partial derivatives by

of _af
57 f:L’ - P ’ etc.

€T

fe=
e A stochastic integral is written as
t
X(t) = / A(u) dW (u),
0

so that in differential notation,
dX (t) = A(t) dW (¢).

e The quadratic variation of X (¢) is given by

t
(X, X](t) = / A(u)? du,
0
which in differential form is written as
dX (t)dX (t) = A(t)? dt.
e A key aspect of Itd calculus is the multiplication table for the differentials. In particular,

| dt  dW(t)
dt |0 0
dw(t)| 0 dt

This table encapsulates the fact that the product of two dt terms (or dt with dW (¢)) is negligible, while
dW(t) - dW (t) is of order dt.
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Chapter 1

Lecture Notes

1.1 A review of the big theorems

Reference: [Shr04, §4.6, 5.1 — 5.4].
“All models are wrong, but some are useful.”

We recall five fundamental theorems which play a central role in stochastic calculus and financial mathe-
matics:

1. Martingale Representation Theorem

2. Lévy’s Theorem (Characterization of Brownian Motion)
3. Girsanov’s Theorem

4. Fundamental Theorems of Asset Pricing

1.1.1 It6’s formula for functions of two stochastic processes

Let X(t) and Y (¢) be defined by

X(t):/o Aw) dWi (w), Y(t):/o T (u) dWs(u),

where W; and W, are Brownian motions (possibly correlated). If f(¢,z,y) is a function that is twice
continuously differentiable in x and y and once in ¢, then Itd’s formula gives

df(t, X (t), Y (1))
= fi(t, X (1), Y (£)) dt + fo(t, X(£), Y (£)) dX (t) + f,(t, X (), Y (£)) dY (t)

1 1
+ §fm(t, X(),Y(t)dX(t)dX(t) + §fyy(t7 X(t),Y(t))dY (t)dY (t)
+ fay (£, X (1), Y (2)) dX (£)dY (2).
Using the rules from the multiplication table, note that
dX (t)dX(t) = A(t)?dt, dY (t)dY(t) =T(t)*dt.
If the correlation between W7 and W is given by p, then

AX (DAY (t) = AT () AW, (H)dWa(t) = AG)T(E)p dt.

Example 1.1.1. Consider f(t,x,y) = xy. For the function f(t,z,y) = xy, we compute:
fi=0, fo=1y, .fy:xv foz =0, fyy:()a fxy:L

1
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Thus, applying Ito’s formula:

d(X ()Y (t) = Y (t) dX () + X(t) dY (£) + dX (£)dY (2).

1.1.2 Martingale representation theorem
We recall the martingale representation theorem.

Theorem 1.1.2. Let (2, F,P) be a probability space and let Wi, Wa, ..., Wy be independent Brownian
motions. Denote by {F;} o<i<r the filtration generated by these Brownian motions. Then any square-
integrable martingale M (t) adapted to {F,} admits the representation

d t
M(t) = M(0) + Z/ Ay(u)dWi(u), 0<t<T,
i=170

where A;(u) are predictable processes.

This result is fundamental in financial mathematics because it implies that all sources of uncertainty in
a complete market can be represented as integrals with respect to Brownian motions. In the context of
derivative pricing, the theorem guarantees that any contingent claim (represented as a martingale under the
risk-neutral measure) can be replicated by a dynamic trading strategy in the underlying assets.

1.1.3 Lévy’s characterization of Brownian motion

Theorem 1.1.3 (Lévy). Let Mi(t) and My(t) be two continuous martingales with My(0) = M3(0) = 0
satisfying
(My)(t) =t,  (M2)(t) =t,

and with zero cross-variation,
(My, Ms)(t) = 0.

Then M (t) and Ms(t) are independent standard Brownian motions.
We give a brief outline of the proof using It6’s formula.
Proof. Let f(t,x,y) be a sufficiently smooth function. Applying Itd’s formula to f(t, M (t), Ma(t)), we obtain

df(tv Ml (t)v MQ(t))
= fi(t, My(t), Ma(t)) dt + fo(t, My(t), Ma(t)) dMy(t) + f,(t, My(t), Ma(t)) dM>(t)

Lt M (6, M) (ML) + 3 o (5, M (0) Ma(0) M) 1)
+ fmy(tﬂ Ml(t)7 M2(t)) d<M17 M2>(t)

Using the given quadratic variation properties:
d{My)(t) = dt, d(M)(t) =dt, d(My, My)(t) =0,
the formula simplifies to

df (1, M (1), Mo (1)) = (ft Ty - ;fyy> dt + f ML (E) + £, AM().

Integrate from 0 to 7' to obtain

T T T
f(T,Ml(T),Mg(T)):f(O,O,O)—i—/O (ft—&-;fm—i-;fyy) dt—i—/o fdel(t)—l—/o fy dMs(t).
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Taking expectations and noting that the stochastic integrals have zero mean yields

T
(5 3ee+ 31 dt] .

E[f(T, My(T), Ma(T))] = £(0,0,0) + E

Now, choose the test function

La?+ 62>t) :

f(tvxay) = €xXp <C¥$+By 9

which satisfies 1 1
ft+§fm+§fyy =0 forall o, €R.
Thus,
1
E [exp <aM1(T) + BMy(T) — 5(042 + ﬂz)T)] =1,

or equivalently,

E[exp (aM1(T) + BM2(T))] = exp <1(oz2 + BQ)T> .

2
This is exactly the moment generating function of two independent normal random variables with mean 0
and variance T. Hence, M7 (T) and M3(T') are independent standard Brownian motions. O

1.1.4 Girsanov’s theorem

In practice, one often needs to change the probability measure from the physical (or real-world) measure to
a risk-neutral (or forward) measure. Girsanov’s theorem provides the framework for such transformations.

A discrete example

In a discrete-time setting, we illustrate these ideas using a simple binomial model. Consider a model based
on three independent coin tosses. For each toss i = 1,2, 3, let:

e H (“head”) occur with probability p; under the physical measure P,
o T (“tail”) occur with probability ¢; = 1 — p;.
Under a change of measure, the probabilities become p; for heads and ¢; = 1 — p; for tails. For instance,
p1—DP1, P2 — D2, D3~ D3
A typical outcome is a sequence such as HHT, TTH, etc. One may, for example, let
X := number of heads in the first two tosses.

Under P, one has
P(X=2)=pips, PX=1)=..., P(X=0)=...

Details for the cases X =1 and X = 0 are analogous.

For a given outcome w = (w1,ws,ws) € §, the Radon-Nikodym derivative, which transforms the physical
measure P into the risk-neutral measure P, is defined as

Zz(w) = m
For example:
o If w= HHH, then Y
Z3(HHH) _ P1p2ps

P1p2ps3 .
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e If w=HHT, then

Zg(HHT) _ Plpz%.
P1P24s3

Define the process {Z,,}3_, by taking conditional expectations:
Zn, =E[Z3| F,], n=0,1,2,3,

with the initial value
Zy = E[Z3].

This process is a martingale with respect to the natural filtration {F,} under P; that is,
E[Zpt1 | Ful = Zn.
For example, using the tower property,
E[Zs | F1] =E[E[Zs | F2] | Fi] = Z1.

In certain cases the conditional density may be computed explicitly. For instance, if the first two outcomes
are HH, one finds

ZQ(HH) — plp27
b1p2

since regardless of the outcome of the third toss, p3 + g3 = 1.
For any F3-measurable random variable X, the expectation under the new measure P is given by
EX] = P)X(w) = Zs(w)Pw)X(w) = E[Z; X].
weN weN
Similarly, the Bayes rule for conditional expectations under the measure change is

~ 1
E[X | Fs] = 7E[ZtX | Fdl,

S

for any 0 < s < t < 3. In particular, for s = 1 and ¢t = 2 one obtains
~ 1
E[X | /1] = ZE[Z2X | Fi].

This formula is fundamental when pricing derivatives under the risk-neutral measure since it relates the
conditional expectation under the new measure to that under the original measure, adjusted by the density
process.

End of Lecture 1

(Recap) Recall that under the measure change we have

P (w1, we,ws) = Z3 (w1, w2, ws) P (w1, wa,ws) .
Thus, for any event A C 2,

ﬁ(A) = Z I@(wl,wg,w3)

w1,w2,w3z €A

= Z Z3 (w1, w2, w3) P (w1, w2, w3) = E[Z5 - 1a].

wi,w2,w3€A
The Radon-Nikodym derivative Z3 satisfies the following:

Zs >0 almost surely,
E[Zs] =1.
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For each ¢ = 0,1, 2, 3, define
Z; =E[Zs3 | F,

so that {Z;}?_, forms a martingale under P. This martingale property is crucial, as it implies for any
Fj-measurable random variable X (with j > 1),

E[X] =E[Z - X],

and more generally, the Bayes rule for conditional expectations under the measure change becomes
~ 1
EX | F]= 7]E[Zj X | F],

for any 0 <7 < j <3 and X Fj;-measurable.

Girsanov’s theorem in continuous time
Let (2, F,P) be a probability space equipped with a filtration {F(¢)}o<;<7. Suppose there exists a random
variable Z(T) satisfying

Z(T)>0 as. and  E[Z(T)] =1

Then one may define a new probability measure P on F(T') by

P(A)=E[Z(T) -14], VAeFT).

For 0 <t < T, define the process
Z(t) =E[Z(T) | F(t)],

so that {Z(t)}o<;<7 is a P-martingale. In particular, for any F(T)-measurable random variable X one has

E[X]=E[X - Z(T)].

Theorem 1.1.4 (Bayes’ rule in change-of-measure). Suppose that P and P are two probability measures that
are equivalent on Fr with Radon-Nikodym derivative

dP
Z(T) = —

) =%

Fr

and denote

dP
Z(t) = —

Fi

Then for any integrable random variable X and any t < T, the conditional expectation under P is given by

E[Z(T)X | Fi]

(EBquivalence of measure) Since Z(T) > 0 a.s., the new measure P is equivalent to IP. In fact, one may recover

P from P via

P(A) = [Z(lT) - nA} ., VAeFT).

Thus, if P(A) = 0 (or 1) then necessarily P(A) = 0 (or 1), and if P(A) € (0,1) then P(A) € (0,1).
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Girsanov’s theorem for one-dimensional Brownian motion

Let {F(t)}o<i<7 be a filtration and let W (t) be a one-dimensional P-Brownian motion (BM). For any
F(t)-adapted process 6(t), define

T T
Z(T) = exp (/0 O(u) dW (u) — %/0 0(u)? du) .

Then, by construction, Z(T') > 0 almost surely and
E[Z(T)] =1.

For 0 <t < T one similarly defines

Z(t) =B [Z(T) | F(t)] = exp (-/0 o) ) — 5 | e(u)2du) .
(Martingale property) Set ) )
Y(t) = —/0 o(u) dW(u)—%/O 6(u)? du,

so that Z(t) = e¥®). Applying It6’s formula to the function f(y) = e¥ (with f'(y) = e¥ and f”(y) = e¥)
yields

de¥® =¥ ® gy (1) + %ey(t) d(Y);.

Since
AV () = —0(t) AW (t) %Q(t)th

and the quadratic variation is

we obtain
1 1
de¥® = —eY Do) dw (t) — 5eY“)a(t)? dt + 5eY“)e(t)? dt = —e¥ Do) dW ().

Thus, Z(t) = e¥'® is a P-martingale.

(Transformation of BM) Under the new measure P defined via Z(T'), the process

plays a central role. In differential form,
AW (t) = dW (t) + 6(t) dt.
Using the Bayes rule and the properties of the density process Z(t), one can show that VIN/(t) is a standard
BM under P; that is,
E [W(t) | .7-"(5)} —W(s), forall0<s<t<T.
A key step in this verification is establishing that the process W(t)Z (t) is a P-martingale.

(Eatension to the multidimensional case) For a d-dimensional BM W (¢) = (W1 (), ..., W4(t)) and an adapted
process 0(t) = (01(t),...,04(t)), one defines

B d T 13 /T
Z(T) = exp (— Z/o 0;(u) dW;(u) — 5 Z i 0, (u)>2 du> '

Then, as before, Z(T) > 0 a.s. and E[Z(T)] = 1; the corresponding change of measure procedure and
transformation of the BMs follow analogously.
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Girsanov’s theorem in the Black-Scholes model

We consider a financial market consisting of a risky asset and a risk-free asset. The dynamics of the risky
asset S(t) are given by

dS(t) = a(t)S(t) dt + oS(t) dW (1),

with o > 0 (constant) and «(t) an adapted process,
where S(t) represents the adapted price of the risky asset. The risk-free asset is given by
1$ — €$, t>0,

meaning that an investment of 1 dollar grows to e™ dollars at time ¢'.

(Discrete trading) Let X (t;) denote the portfolio value at trading time ¢; and let A(t;_1) denote the number
of shares held in the risky asset at time ¢;_;. In a discrete setting, the change in the portfolio value over the
interval from a previous trading time to time ¢; is modeled as

X(tj) = X(tj—1) = Atj—1) (S(t;) — S(tj-1)) + r (X (tj—1) — At;—1)S(tj-1)) (t; — tj—1).
In the limit of continuous trading, the portfolio dynamics become more tractable.
(Continuous trading) Under continuous trading, the evolution of the portfolio value X (t) is governed by

dX(t) = A(t)dS(t) + r (X () — A(t)S(t)) dt.

Example 1.1.5 (Hedging a European call option). Consider a European call option with payoff
(S(T) - K),.

A hedging strategy consists of an initial capital X(0) and a trading strategy A(t) such that the terminal

portfolio value satisfies
X(T)=(S(T) - K), .
One may introduce a pricing function c(t,z) with the terminal condition
C(T,ﬂ?) = (JU - K)+7

and identify
c(t, S(t)) = X(1).

(Delta-hedging strategy) A naive approach would attempt to equate the differentials
de(t,S(t)) = dX (t).
A more effective strategy is to work with the discounted processes. In particular, one imposes
d(e et,S() =d(e "X (1)) .
Using Itd’s formula, the differential of e~ c(t, S(t)) is computed as
d(e e(t,S(t)) =e " de(t, S(t)) +c(t,S(t) d (™)

=t {ct dt + ¢, dS(t) + %cm dS(t)?| + elt, S(1)) d (e™™)

— et [ct dt + ¢, (a(t)S(t) dt + o S(t) dW (1)) + %cm a?S(t)* dt| +c(t, S(t) d (7).

IThis implies that if Y (t) = e represents the value of non-risky asset at time ¢, then dY/dt = re™ = rY(t); i.e. dY (t) =
rY (t)dt.
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Similarly, for the portfolio process we have
d(e X () =e " dX(t)+ X(t)d (")
=e "[A() (a(t)S(t) dt + oS (t) dW (1)) + 7 (X (t) — A(t)S(t)) dt] + X (t)d (e7) .
By equating the coefficients of the dW (¢) terms in the two expressions, we obtain
e e, aS(t) =e " A(t) 0 S(t).

It immediately follows that
A(t) = cu(t, S(1)).
This is the delta-hedging rule in the Black-Scholes model.
End of Lecture 2

(Recap) Recall that under the physical measure P the dynamics of the underlying asset S(t) are given by
dS(t) = a(t)S(t) dt + o S(t) dW (t),

where «(t) is the (possibly time-dependent) drift, o > 0 is the volatility, and W(t) is a standard Brownian
motion.

For a European call option with payoff

(S(T) - K)*,
we denote by c¢(t, S(t)) its price at time ¢t. By applying Itd’s formula to ¢(¢, S(t)) we obtain
1
de(t, S(t)) = ce dt + ¢, dS(t) + 3 Cas d{S)(¢),

and since
d(S)(t) = o*S(t)? dt,

this becomes

de(t, S(t)) = | + a(t)S(t)e, + %JZS(t)2 Ceg | dt 4+ 0S(t)e, AW ().

Now consider a replicating portfolio composed of A(¢) units of the asset and an amount invested in the
risk-free asset (with constant rate r). Its value X (¢) satisfies

dX(t) = A(t)dS(t) +r (X (t) — A(t)S(t)) dt.
Matching the dW (t) terms between dc(t, S(t)) and dX (t) requires
oS (t)ex = A(t)oS(t),

so that
A(t) = e (8, 5(t)).
Matching the dt terms then yields

1
et +a(t)S(t)e, + 5025(75)%“ =7 (c(t,S(t)) — S(t)ex(t, S(t))).
A rearrangement shows that the call price must satisfy the Black-Scholes partial differential equation (PDE)

1
¢t +rScy+ 50252011 —r-c=0,

with the terminal condition
(T,S)= (S - K)*.
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(Risk-neutral measure via Girsanov’s theorem) In order to simplify pricing we seek a probability measure
under which the discounted asset price process is a martingale. Under P the asset dynamics are

dS(t) = a(t)S(t) dt + o S(t) dW (¢).
We wish to find an equivalent (risk-neutral) measure P under which the dynamics become
dS(t) = rS(t)dt + o S(t) dW (),

with r being the risk-free rate and W (t) a Brownian motion under P.

To this end, define the process?

Then set N
dW (t) = dW (t) + 6(t) dt.

Substituting into the dynamics gives

dS(t) = a(t)S(t) dt + o S(t) [dW (t) — 0(t) dt| = [a(t) — oB(t)] S(t) dt + o S(t)dW ().

Since
a(t) —ob(t) = at) — (a(t) —r)=r,

we obtain the desired risk-neutral dynamics:

dS(t) = rS(t) dt + oS (t)dW (t).

Girsanov’s theorem guarantees that the process

Z(T) = exp (—/0 O(u) dW (u) — %/0 0(u)? du)

is a P-martingale with E[Z(T)] = 1. We then define the risk-neutral measure P by
P(A) = E[Z(T)14],
for all A € F(T).

Under P the discounted asset price process
S(t) = e "tS(t)
is a martingale, and the pricing of derivatives is given by the risk-neutral valuation formula.

Example 1.1.6 (Black-Scholes). Under the risk-neutral measure P the European call price is given by
o(t,S(t) =E |e " T=(S(T) — K)* | il

Since the SDE .
dS(t) =rS(t)dt + o S(t)dW (t)

is linear, we can solve it by applying Ité’s formula to log S(t). A short computation yields

dlog S(t) = (7’ - ;az) dt + o dW ().

2Note that it coincides with the definition of the Sharpe ratio (the excess return over the risk-free rate divided by the
standard deviation of returns).
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Integrating from t to T we obtain

log S(T) = log S(t) + (r - ;&) (T—t)+o (W(T) - W(t)) .

Thus,
1
S(T) = S(t) exp [(r - 202) (T—-t)+ovVT — tY} ,

where _

Y ~ N(0,1) wunderP.
Setting x = S(t) and performing the standard expectation calculation, we arrive at the Black-Scholes formula:

c(t,z) =z N(dy) — Ke " T N(d_),

with

In(z/K) + (r+ 10?)(T —t)

dj:: ;

oVl —1t

and where N(-) denotes the cumulative distribution function of the standard normal distribution.

1.1.5 General models: the Brownian framework

We consider a general financial market model defined on a probability space (2, F,P) with independent
standard Brownian motions W7, ..., Wy. The primary asset prices S;(t) for i = 1,...,m evolve according to

dSi(t) = Si(t) o (t) dt + Si(t Zcr”

and there is an interest rate process R(t). All processes are assumed to be adapted.

(Risk-free asset and discount process) The risk-free asset is given by
1$ —s efo Bwdug ot time ¢.

Define the discount process by
D(t) = e~ Jo B(wd

Under a risk-neutral measure @, the discounted primary asset prices D(t)S;(¢t) for ¢ = 1,...,m are required
to be martingales. (It then follows that D(t)X (t) is also a martingale for any portfolio value X (¢).)

By applying the product rule,
d(D(t)S;(t)) = D(t) dS;(t) + S;(t) dD(t)

= D(t) | Ss(t) ci(t) dt + Si(t Zow AW;(t)| + Si(t) dD(t).
()

The condition that D(t)S;(¢) is a IP’—martmgale implies that its drift term must vanish; that is, under P

D(t)S;(t) has only the stochastic integral term D(t Z oi;(t

(Market price of risk) For the discounted price D(¢)S;(t) to be a P-martingale, it is necessary that

d
t)dt+ Y oi;(t) dW;(t) — R(t) dt
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has no drift under P. This requirement leads to (recall that dW (t) = dW (t) + 6(t) dt)

d
a;(t) = R(t) = Y _ 03, (t) 0;(t) :
= ~—~—
market price of risk
for i =1,...,m. These m equations, with d unknown processes 6;(t), are known as the market price of risk

(MPR) equations.

Theorem 1.1.7 (First fundamental theorem of asset pricing (FTAP)). A model is arbitrage free if and only
if there exists a risk-neutral probability measure P if and only if the MPR equations

d
ai(t) — R(t) = Zaij(t) 0;(t), i=1,...,m,

have a solution.

Example 1.1.8. Consider
dSl (t) == 04151 (t) dt + 0'151 (t) dW1 (t),

dSs (t) = S5 (t) dt + 0955 (t) dWh (t)
Here both assets are driven by the same Brownian motion. The claim is that
arbitrage free <= Sharpe ratio, = Sharpe ratioy;
that is, the model is arbitrage free if and only if the two assets have the same market price of risk.

Completeness means that every contract written in terms of the primary assets can be replicated by a
portfolio in these primary assets. For a portfolio with positions Aj(t),...,A,.(t), the portfolio value X (¢)

evolves as
m

dX (t) = Em: Aq(t) dSi(t) — (X(t) -3 Ai(t)SZ-(t)> R(t) dt.
=1 i

An arbitrage opportunity is a portfolio with X (0) = 0 and
X(T)>0, X(T)> 0 with positive probability.

(One rules out arbitrage if under some equivalent measure P the discounted portfolio value D(£)X (t) is a
martingale.)

Theorem 1.1.9 (Second FTAP). A model is complete if and only if the risk-neutral measure P is unique
if and only if the MPR equations have a unique solution, i.e., there exists a unique set of processes
01(t),...,04(t) such that
d
ai(t) = R(t) =Y 0ij(t) 05(t), 1<i<m.

Jj=1

End of Lecture 3

We now present a counterexample to the completeness of a financial market. Example 1.1.10 illustrates that
even if an asset (such as a stock) has dynamics similar to those in the Black-Scholes framework, introducing
an additional source of randomness (here, via a stochastic interest rate) may render the market incomplete.
In an incomplete market, there exist infinitely many risk-neutral measures and not every contingent claim
can be perfectly replicated by trading in the primary assets.

Example 1.1.10 (Incomplete market). We consider a market with two primary sources of uncertainty
driven by independent Brownian motions. The dynamics are given by:

dS(u) = aS(u)du + o S(u) dWi(u),
dR(u) = pdu+ v (del(u) /12 de(u)) . pe(=1,1),

where:
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S(u) is the asset (stock) price,

R(u) is the (random) short rate,

« is the (constant) rate of return of the stock under the physical measure,
o > 0 is the volatility of the stock,

u and v are constants for the interest rate dynamics,

Wi(u) and Wa(u) are two independent standard Brownian motions.

An investor trading in the risky asset S and investing the remaining wealth at rate R holds a portfolio X (t)
which evolves according to

dX(t) = A(t)dS(t) + R(t) [ X (t) — A(t)S(t)] dt,

where A(t) denotes the position in the stock.

(Risk-neutral measure perspective) To price derivatives, we introduce a discount process that reflects the
accumulation of the (stochastic) short rate:

D(t) = exp { /Ot R(u) du} .

The discounted portfolio value is given by D(t)X (t). Using Ité’s product rule,
d(D(#)X(t)) = D(t)dX (t) + X (t) dD(t),
and substituting the dynamics of X (t) and noting that dD(t) = —R(t)D(t)dt, we obtain

d(D()X () = D(t) [A()dS(t) + R(E)(X () — A®)S(t))dt] — R(t)D ()X (t)dt
= D(t)A(¢) [dS(t) — R(t)S(t)dH] .

Thus, if we can adjust the dynamics of S so that
dS(u) = R(u)S(u)du + o S(u)dWi (u),

the drift term in the discounted asset dynamics will vanish, and D(t)X (t) becomes a martingale under the
new measure.

This is achieved by introducing the Sharpe ratio

and applying Girsanov’s theorem. Under the change of measure defined by the Radon-Nikodym derivative

Z(t)zexp{—/ot(a(u)dwl(u)—;/Ote)(u)2du},

one obtains a new Brownian motion
t
Wi (t) = Wi(t) +/ O(u) du,
0
so that under the risk-neutral measure ]T”,
dS(u) = R(u)S(u)du + oS (u)dW; (u).
Hence, the discounted portfolio value
d(D()X(t)) = D()A()oS(t)dWy(t)

is a martingale, ensuring the model is arbitrage-free, following the first FTAP (Theorem 1.1.7).
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The model becomes incomplete because there is a second source of randomness from Wa(u) that does not affect
the stock price dynamics directly. To see this, define a one-parameter family of Radon-Nikodym derivatives
for any arbitrary constant 6 € R:

Z(t) = exp {— /Ot O (u) AWy (u) — OWy(t) — ;/Ot O(u)? du — ;é%} .

Then, by setting
P(A) =E [nA Z(T)} ., VAe F(T),

Girsanov’s theorem ensures that under P the processes

Wi(t) = Wi(t) + /O t@(u) du, Wa(t) = Wa(t) + 0t

are independent standard Brownian motions. Notice that
Wi (t) = Wi (1),
so that the stock dynamics remain
dS(u) = R(u)S(u)du + oS (u)dWi (u).
Thus, P is also a risk-neutral measure since the discounted portfolio evolution becomes
d(D(t)X(t)) = D(t)A(t)aS(t)dﬁ/\l(t).

Because 0 can be chosen arbitrarily, there exist infinitely many risk-neutral measures. According to the
second FTAP (Theorem 1.1.9), the ezistence of more than one risk-neutral measure implies that the market
is incomplete.

(Replication perspective) An equivalent way to see the incompleteness is through replication. Under any
risk-neutral measure (say, P), the stock dynamics are given by

dS(u) = R(u)S(u)du + US(u)dWﬂu).

However, the interest rate R(u) still evolves as
dR(u) = pdu+v (del(u) ++/1—p? dWQ(U)) ,

and after the change of measure the dynamics for R(u) involve both Wi (u) and /V[72(u). Since the stock
price S(u) is driven only by W1(u), any claim (for example, a European call with payoff (S(T) — K)™ ) will
depend on both S(T) and R(u). A hedging strategy based solely on trading the stock (and the money market

account) can at best cancel the risk due to W (u) (via delta hedging), but the risk associated with ﬁ/\g(u)
remains unhedged. Consequently, perfect replication of such claims is impossible, confirming the market’s
incompleteness.

End of the first half of Lecture 5

Exercises

Exercise 1.1.11 (Decorrelating correlated BMs). Consider Bi(t),..., Bn(t) adapted to the same filtration
F(t), with

where p; ; = 1 since B;(t) are Brownian motions.
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Define the correlation matriz C as

1 pi2 - pin
p271 1 e /)2,71
Pn,1  Pn2 - 1

Note that C is symmetric. Let B(t) = (By(t), ..., Bn(t))T. Then we can express the quadratic covariation
in matriz form as
dB(t)dB(t)" = Cdt

For any vector V = (vq,...,v,)" € R™, the quadratic variation of VTE satisfies

NE

dV'B,VT'B], =

V; de (t) . Z Uy dBj (t)
j=1

s
Il
_

ViU dB,(t) dBj (t) = Z Z ViV5 Pij dt = VTCV dt

1 i=1 j=1

|
NE
NE

.
Il
_

J

Since quadratic variation is non-decreasing, we have V'CV > 0 for all V € R™, which implies that C is
positive semidefinite.

By the spectral theorem, C has n orthogonal eigenvectors vy, ..., U, with corresponding non-negative eigen-
values \y > Ao > -+ > X\, > 0. Without loss of generality, we can assume the eigenvectors are normalized

so that
1 ifi
Wy =by =] 1=
0 ifi#j
We can diagonalize C' as
C = PAPT

where P = [0y | U | -+ - | U] is the matriz of eigenvectors and A = diag(A1, Az, ..., An) is the diagonal matriz
of eigenvalues. From the orthonormality of eigenvectors, we have PPT = PTP = 1.

If any \; = 0, then rank(C) < n, which would mean that some Brownian motion could be expressed as a
linear combination of others. To ensure full independence, we assume \; > 0 for all i.

Now consider the process W(t) defined by

W(t) = A~ PTB(t)

We claim that W(t) = (Wy(t), ..., Wa(t))T consists of independent Brownian motions. To verify this using
Lévy’s characterization theorem, we need to check:

W;(0) =0 for all i

Wi(t) has continuous sample paths
Wi (t) is a martingale

AW () dW ()T = Idt

The first three conditions follow directly from the properties of é(t) and the linear transformation. For the
fourth condition, we compute:

AW (t) dW ()T = A2 PTdB(t)dB(t)TPA2 = A"2PTCdt PA™>
= A 2P TPAPTPA 2 dt =A"2AAN "= dt = I dt
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Therefore, by Lévy’s characterization theorem, W;(t) are independent standard Brownian motions. Con-
versely, we can express the original correlated Brownian motions as

—

B(t) = PA2W (1)
which provides a way to construct correlated Brownian motions from independent ones.

Exercise 1.1.12 (Change of measure on exponential r.v.). Recall that an exponential random variable with
parameter X > 0 has cumulative distribution function Fy(z) =1— e~ for x > 0.
1—w

The inverse of this function is given by F;l(w) = %hl (L> for0<w<1.

Let (9, F,P) be a probability space where Q = [0,1], F = B([0,1]) is the Borel o-algebra on [0,1], and P is
the Lebesgue measure on [0,1], i.e., P([a,b]) =b—a for0<a <b< 1.

Define the random variable X : Q — Ry by X (w) = Fy ' (w) for w € Q.

Claim. X is an exponential random variable with parameter .

Proof. For any b > 0, we have

X(w)<b = i\ln<1—1w> <b = ln(l—lw) < Ab
<— ﬁﬁe)‘b < 1—w26_>‘b <— wSl—e‘Ab
Therefore,
Fx(b) = P({w € 2: X (w) < b})
=P([0,1—e ) =1—¢e?
which is the CDF of an exponential random variable with parameter A. O

Now, let X > 0 be another parameter. Define the random variable Z : Q0 — Ry by

)\ ~
Z(w) = SO DX

We verify that

o Z>0: since X > 0, A > 0, and the exponential function is positive.
e E[Z] =1 where

E[Z] :/0 Z(w)dw

zi/olexp{(A—X)iln(l_lw»dw;

Making the substitution x = F;l(w) = %ln (ﬁ), we have w = 1 — e > and dw = Ne™**dzx. The

limits of integration change from w € [0,1] to x € [0,00). Thus,
X >~ Y -z
E[Z] = X exp{(A — Nz} e dx
~ o < ~ 1
:)\/ e Mdr=X-= =1,
0 A

as desired.



16 CH.1. LECTURE NOTES

Since Z is a non-negative random variable with E[Z] = 1, we can define a new probability measure P on

(92, F) by

P(A) =E[l4 - Z] = /AZ(w)dw, AeF

For any interval [a,b] C [0, 1], we compute

P([a,b]) = /abZ(w)dw = i/abexp{()\ —X)%ln (1_110)}61@0

Using the same substitution as before, we get

_ N RO ~
P([a,b]) = /\/Fl( ) exp{(A — Nz} e Mdz
a

A

Folb -
— / g - [—e—x”‘}@ O A

F'(a) F*(a)

Substituting Fy ' (w) = +1n (ﬁ), we obtain

Finally, we show that under the probability measure ﬁ, the random variable X follows an exponential distri-
bution with parameter .

For any b > 0, we have
P({w € Q: X (w) <b}) =P([0,1— e ) = E[ljg; e - Z] = E[lx<py - Z]

We can rewrite this expectation as an integral with respect to the density function of X under P:

]TD({w €N: X(w)<b}) == /000 Ljo,5) (x)e()‘fx)zfx(a:)d:c

b - b
/ eA=NE N\ AT Gy = )\/ e Mdg
0 0

-~ 1b ~
_ |:_6—Ax:| —]_ e

Therefore, X is an exponential random variable with parameter X under the probability measure P.

End of Recitation 1

1.2 Pricing in the Markovian framework

Reference: [Shr04, §6].

In this section we develop the Markovian framework for option pricing. We begin by introducing stochastic
differential equations (SDEs) and the Markov property, which ensures that the future evolution of a process
depends solely on its current state. This property underpins our derivation of pricing partial differential
equations (PDEs) via a systematic four-step procedure based on martingale arguments. We then illustrate the
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method through examples—ranging from the standard Black-Scholes and local volatility models to the more
intricate Asian option pricing problem. Finally, we explore Kolmogorov’s forward and backward equations,
culminating in the derivation of Dupire’s formula—a powerful tool that links the observed market surface of
European option prices to the local volatility function. This chapter lays the theoretical groundwork for the
numerical methods used in modern derivative pricing and calibration.

1.2.1 Stochastic differential equations and the Markov property

We begin with the definition of a stochastic differential equation (SDE). Consider a stochastic process X (u)
that satisfies an equation of the form:

dX (u) = B(u, X (w))du + v(u, X (u))dW (u)

where W (u) is a standard Brownian motion, and B(u, X (u)) and y(u, X (1)) are deterministic functions of
time u and the process value X (u). This specific structure is crucial, as it restricts the source of randomness

to only the Brownian motion W (u).

The key consequence of this formulation is the Markov property: the future evolution of the process depends
only on its current state, not on its past trajectory. More precisely, if we know X (u) = z at some time u,
then the future evolution of X depends only on this current value x and not on the path taken to reach this
point.

This property is particularly valuable for simulation purposes. When generating Monte Carlo paths of the
process from a given time point u forward, we only need to know the value X (u) and not the entire history
of the process. This significantly simplifies numerical implementations.

The Markov property allows us to characterize the future distribution of the process through transition
probabilities. For any time T' > u, the conditional distribution of X (T") given X (u) = z can be described by
the conditional cumulative distribution function (CDF):

d%f"(X(T) <yl|X(u)=2x)=:plu,z;T,y) pdfiny

where p(u, z; T, y) represents the transition probability density function (PDF) for moving from state x at
time u to state y at time 7. This transition PDF satisfies the following normalization condition:

/p(u,z;ﬂy) dy =1

where the integration is over all possible values of y that the process can take at time 7.

1.2.2 Derivation of pricing partial differential equations (PDEs)

In the context of option pricing, we define the pricing function g(u,x) as the expected value of a payoff
function A applied to the process at the terminal time 7', conditional on the process being at level = at time
u:

9(u, ) == E[h(X(T)) | X (u) = 1]

In a model with zero interest rate, if X represents the underlying asset price, then g(u,x) is precisely the
price of a European option with payoff i at time u when the underlying asset is at level .

The pricing function can be expressed as an integral using the transition PDF":

g(u,z) = /h(y)p(u,x;T, y) dy

where the integration bounds depend on the range of possible values for the process X.

To compute the pricing function g(u,z), we can derive a partial differential equation (PDE) that g must
satisfy. This is accomplished through the following four-step procedure:
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1. Find a martingale

2. Take its differential

3. Set the dt-terms to 0

4. Replace random variables by real variables

The advantage of obtaining a PDE is that it can be solved using established numerical methods such as finite
differences, which are often more tractable than working directly with the original stochastic differential
equation.

Let us now implement this procedure step by step.

Step 1: Find a martingale

We begin by constructing a martingale related to our pricing function. Consider the process
9(u, X (u)) = E[L(X(T)) | X (u)]

Using the Markov property, we can rewrite this as
9(u, X (w)) = E[M(X(T)) | F(u)]

This is a martingale with respect to the filtration {F(¢)}. To verify this, let ¥ < u and compute

Elg(u, X (u)) | F(@)] = E[E[R(X(T)) | F(u)] | F(@)]
=EMX(T)) | F@)] = g(u, X (@)

The second equality follows from the tower property of conditional expectations. This confirms that
{g9(u, X (u)) }o<u<r is indeed a martingale.
Step 2: Take its differential

Now we compute the differential of g(u, X (u)) using Ito’s formula:
dg(u, X (u))
1
= gu(u, X (u))du + g5 (u, X (u))dX (u) + 3 Jzz (u, X (u))dX (u)dX (u)

= gu(u, X (w))du + g, (u, X (w))[B(u, X (w))du +(u, X (u))dW (u)] + %gm(% X (u))y(u, X () *du

= gu(qu(U))+5(u,X(U))gm(u,X(U))+%V(MX(U))ng(u,X(U)) du

+ g2 (u, X (u))y (u, X (u))dW (u)

Step 3: Set the di-terms to 0

Since g(u, X (u)) is a martingale, its drift term must be zero:

gu(u, X () + B(u, X () ga(u, X (u)) + %7(% X (u))?gaa(u, X (u)) =0

Step 4: Replace random Variables by real variables
Finally, we replace the random variable X (u) with the real variable x to obtain the PDE:

1

Gu(t, @) + B(u, 2)g2 (u, ) + 57(, ) gaa(u, ) = 0

This is the desired pricing PDE. The expression 3(u, z) gy (u, ©) + 37(u, )% gz (u, x) is known as the infinites-
imal generator of the stochastic process X (u).
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1.2.3 Boundary conditions for the pricing PDE

To obtain a unique solution to the pricing PDE, we need to specify appropriate boundary conditions. The
domain of the PDE is typically a rectangular region:

{(u,z) € [0,T] x X}
where X is the range of possible values for the process X (u) (which depends on the specific model).

T

Upper boundary condition

g9 = h(z)
(Terminal condition)

Lower boundary condition

Figure 1.2.1: Domain for the pricing PDE in the (u,z) plane

We need to specify boundary conditions on three of the four sides of this domain (see an illustration in
Figure 1.2.1):

1. Terminal condition (at w = T): This is straightforward since by definition
9(T,x) = h(z)

This follows directly from the definition of g.

2. Boundary conditions (at the extremes of X’): These are more challenging and typically require
careful consideration of the specific problem. For example, in the case of a call option on a non-
negative asset, one might consider:

e At x = 0: If the asset price is zero, the call option is worthless, so g(u,0) = 0.
e As x — oo: For very large asset prices, the call option behaves asymptotically like the asset itself,
so g(u,z) ~x — Ke " T=%) as o — oo.

Without proper specification of these boundary conditions, the PDE has infinitely many solutions. The
correct choice of boundary conditions ensures that the solution corresponds to the true option price.

Examples of the four-step procedure

We now apply the aforementioned framework to specific models, including European options in a local
volatility model and Asian option pricing.

Example 1.2.1 (Local volatility model). The local volatility model extends the standard Black-Scholes
framework by allowing the volatility to be a deterministic function of both time and the current asset price,
rather than a constant. Under the risk-neutral measure P, the asset price dynamics are given by:

dS(t) = rS(t)dt + o(t, S(t))S(t)dW (t)

where r is the constant risk-free rate, o(t,S(t)) is the local volatility function, and W(t) is a standard
Brownian motion.
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This model was developed to address the limitations of the constant volatility assumption in the Black-Scholes
model, particularly to account for the volatility smile observed in market option prices. The local volatility
function can be calibrated to match market prices using Dupire’s formula.

Our goal is to price a European call option with strike price K and maturity T. The option price at time t
when the asset price is x is defined as

c(t, ) = Ele " (Sp — K)* | S(t) = 2]
To derive the pricing PDE, we apply our four-step procedure.

(Step 1) The discounted option price e~ "'c(t,S(t)) is a martingale under the risk-neutral measure. This
follows from the risk-neutral pricing principle and the martingale property of discounted asset prices in a
complete market.

(Step 2) Using Ito’s formula and the product rule:
d(e "te(t, S(t))) = e "tde(t, S(t)) — re "te(t, S(t))dt
Applying Ité’s formula to c(t,S(t)):

de(t, S(t)) = ci(t, S(t))dt + c,(t, S(t))dS(t) + %Ca:m(t, S(t))dS(t)dS(t)
= ci(t, S(t))dt + co(t, S(t))[rS()dt + o (t, S()S(t)dW (t)]

+ %cm(t, S(t))a(t, S(t)2S(t)*dt

Substituting back:

d(e "e(t, S(t)) = e " |er(t, S(t)) + 7S(t)ex(t, S(t)) + %a(t, S(t)2S(t)2cpn(t, S(t)) — re(t, S(t))| dt

+e e (t, S(t))o(t, S(t))S(t)dW(t)

(Step 3) Since e "c(t, S(t)) is a martingale, the coefficient of dt must vanish:
1
ar(t, S(1) + rS(t)ea(t, S()) + 5ot S(t))*S(t) caa(t, S(t)) — re(t, S(t)) =0
(Step 4) The resulting PDE is:

1
ci(t, ) + raee, (t, x) + §a(t, x)? 1% cp(t, ) — re(t,z) =0

This PDE generalizes the Black-Scholes equation, reducing to it when o(t,xz) = o (constant).
To obtain a unique solution, we need appropriate boundary conditions.

1. Terminal condition (att="T):
c(T,r) = (x — K)*

2. Lower boundary (at x =0):
c(t,0) =0

When the asset price is zero, it remains at zero (an absorbing state), making the call option worthless.
3. Upper boundary (as x — o0): For very large asset prices significantly above the strike, the call option
is almost certainly going to expire in-the-money. The boundary condition is approximately:

e(t,z) =E [e_T(T_t) (Sp— K)* | S(t) = x]
~E [ﬁ(T*t) (St — K) | S(t) = x}
=B [T 080 | S(t) = o] — Ke (T
=S(t)— Ke "™ =g — Ke "7
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Ec(T,x) =(x—-K)*

(t,0)=0 T

Figure 1.2.2: Domain for the call option pricing PDE in the local volatility model

For numerical implementation, we truncate the domain at a sufficiently large value of x (typically 2-8
standard deviations above the strike) where this approzimation is accurate.

The illustration is shown in Figure 1.2.2. The PDE is solved in the rectangular region [0,T] X [0, Zmax],
where Tmax 18 chosen large enough for the upper boundary approximation to be valid. The terminal condition
specifies values at t = T, while the lower and upper boundaries provide conditions at x = 0 and T = Tyax
respectively.

Unlike the Black-Scholes model, the local volatility model typically does not admit closed-form solutions and
must be solved numerically using finite difference or Monte Carlo methods.

Here is a little bit of background on Asian options before we delve into our next example: Asian options
differ from standard European options in that their payoff depends on the average price of the underlying
asset over a time period, rather than solely on the terminal price. This structure was originally developed
in Japan for commodity markets to prevent price manipulation at maturity. Since manipulating prices over
an extended period is significantly more difficult than at a single point in time, Asian options offer reduced
vulnerability to market distortions.

Example 1.2.2 (Asian options). We consider an Asian call option in the standard Black-Scholes framework
where the asset price follows:
dS(t) = rS(t)dt + oS(t)dW (t)

where r > 0 is the constant risk-free rate, o > 0 is the constant volatility, and W (t) is a standard Brownian
motion under the risk-neutral measure P.

The payoff of an Asian call option at maturity T is given by:

I ’
(T/o S(u)du—K)

where K is the strike price and the expression represents the difference between the arithmetic average of the
asset price over [0, T] and the strike, if positive.

(State variables and pricing function) To determine the appropriate form of the pricing function, we need
to identify the state variables that fully characterize the future distribution of the payoff. Unlike FEuropean
options where the current price S(t) is sufficient, Asian options require tracking both the current price and
the running average.

Consider two scenarios at time t with the same current price S(t) but different price paths up to time t.
Despite having identical S(t) values, these scenarios would have different running averages and consequently
different option prices. Similarly, two scenarios with identical running averages but different current prices
would also have different option values, as the future evolution depends on the current price.
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Therefore, we define the state variable Y (t) to represent the running sum:
t
Y(t) = / S(u)du
0

The price of the Asian option at time t is then a function of three variables:

clt,z,y) =K |e 7T <;/o S(u)du — K) St)=z,Y(t)=y

where x represents the current asset price and y represents the accumulated integral.
(System of SDEs) The joint evolution of the state variables (S(t),Y (t)) forms a two-dimensional Markov
process governed by the system:
dS(t) = rS(t)dt + oS(t)dW (¢)
dY (t) = S(t)dt
Following our four-step procedure:
(Step 1) The discounted option price e "c(t,S(t),Y (t)) is a martingale under the risk-neutral measure.
(Step 2) Using the product rule for Ité’s formula:
d(e "te(t, S(t),Y (1)) = e "tde(t, S(t), Y (t)) — re "te(t, S(t), Y (t))dt
Applying Ité’s formula to c(t, S(t),Y (t)):
de(t,S(t),Y (1) = cu(t, S(t), Y (¢))dt + ¢, (¢, S(¢), Y (¢))dS(t) + ¢y (¢, S(¢), Y (¢))dY (t)
1
+ S (1, 5(0), Y () (@S (1))
= (t,S(¢), Y (t))dt + (¢, S(t), Y (t))[rS(t)dt + aS(t)dW (t)]
1
+ ¢, (t, S(t), Y (t)S(t)dt + 5cm(t, S(t),Y (t))o?S(t)%dt
Substituting back:
d(e™"e(t, S(t),Y (1)) = e [Ct(t7 S(8),Y (1)) +rS(t)es (8, 5(1), Y'(1))

£ 8(1)ey (1, 5(0), V(1)) + 50>S(1exalt, S0, ¥ (1) — re(t, S(0), Y (1)
+e e, (t,S(t), Y (t)aS(t)dW (t)

(Step 3) Since e~"c(t, S(t),Y (t)) is a martingale, the coefficient of dt must vanish:
c(t, St, Yr) +1S(t)cs(t, Se, i) + S(t)ey (¢, Se, Yy) + %UQS(t)Zcm(t, S, Yy) —re(t, S, Y:) =0
(Step 4) The resulting PDE is:
c(t,x,y) +recg(t,z,y) + zey(t, z,y) + %sz%m(u x,y) —re(t,z,y) =0 (1.2.1)

FEquation 1.2.1 is known as the Feynman-Kac equation for the Asian option. The term zcy(t,x,y) arises
from the evolution of the running sum Y (t) and distinguishes this PDE from the standard Black-Scholes
equation.

Again, to obtain a unique solution to the PDE, we need appropriate boundary conditions. Since we now
have three variables (t,x,y), the domain is a three-dimensional box, and we need to specify conditions on its
boundaries:
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1. Terminal condition (att=1T):

oT,z,y) = (y;OKy - (%7K>+

This follows from the definition of the option payoff. At maturity, the running sum Y (T) contains the
complete integral needed for the average calculation.

2. Boundary at x = 0: When the asset price reaches zero, it remains at zero (an absorbing state).
The future contribution to the average will be zero, and the option value depends only on whether the
current accumulated average exceeds the strike:

+
(t,0,y) =0 (L - K)
T
3. Boundary for large x (as x — o0): For very large assel prices, the average is almost certain to
exceed the strike by a significant amount, and the option behaves asymptotically like the discounted
difference between the expected average and the strike:

clt,z,y) ~E [e_T(T_t) (Y(TT) - K) ‘ S(t) =z, Y(t) = y]

This can be computed explicitly using the martingale property of the discounted price.

4. Boundary for very negative y (mathematical extension): Although Y (t) represents a running sum
of non-negative values in the original problem, the PDE remains mathematically valid for negative y
values. For sufficiently negative y, such that the terminal average will almost certainly be below the
strike, the option is worthless:

c(t,z,y) =0 fory<kO0

This extension facilitates numerical solutions by providing a clear boundary condition.

xT

c(t, z,y) for large x

Figure 1.2.3: Three-dimensional domain for the Asian option pricing PDE

An dllustration is shown in Figure 1.2.5. The PDE must be solved in the interior of the box with boundary
conditions specified on all sides. The terminal condition at t =T provides the option payoff, while additional
conditions are needed at extremes of x and y.

The complexity of this PDE generally precludes analytical solutions, necessitating numerical methods such
as finite differences or Monte Carlo simulation for practical implementation.

End of Lecture 4
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Exercise 1.2.3 (A four-step procedure example). Consider the stochastic differential equation
dX (u) = dW(u)
with the initial condition X (t) = x. Then X(T) = x + W (T) — W(t). The transition density is given by

, _ 1 (y —=)?
p(t,z; T, y) = mexp {_2(T—t)}

Define the pricing function g(t,z) = E[h(X(T)) | X(t) = x|, which implies g(T, ) = h(z). Also, g(t,x) can
be expressed as an integral:

g(t,x) / h(y)p(t,z; T,y)dy

1. Consider h(y) = y*>. Compute g(t,x) using two methods:

(a) Direct computation using properties of conditional expectation:

g(t,x) = B[X*(T) | X(t) = 2] = E[(z + W(T) = W (t))’]
=22 4+ 22E[W(T) — W) + E[(W(T) = W(t))?| = 2> + T — t

The result follows since E[W (T) — W ()] = 0 and E[(W(T) — W (t))?] = T —t.
(b) Integration using the transition density:
> (y—2)*
t,x) = 2p(t,z; T, y) dy d
g(t, @) [my pt,z;T,y) \/7_75/ Y eXp{ sT—nf Y
Using the substitution z = y — x, we have:

22

g(t,z) = \/7]5/ (x+2) eXp{_Q(T—t)

}dzzjl-l-.[z-f—]g

where
L = \/7_15/ xexp{ 2(;215)}(12:.’172
52 52
Igm/oo%vzexp{w_t)} dz = \/ﬁ/ zexp{ T—t)} dz=20

The integral in Is evaluates to zero because the integrand is an odd function.
For I3:

22

A S P e

I3 =

Using integration by parts with u = z and dv = zexp{—%fiit)} dz:

b= g 0o )

m/ exp{ 2<T22—t)}d

=0+ (T—t)=T—t

Therefore, g(t,x) =L + s+ I3 =2>+0+ (T —t) =2> + T — t.
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2. Show that g(t,z) is a martingale and derive the corresponding PDE.
To show g(t, X (t)) is a martingale, we need to verify:

Elg(r, X (7)) | F(s)] = BE[X*(T) | F(7)] | F(s)] = B[X*(T) | F(s)] = g(s, X (s))
for s < T, where we used the tower property of conditional expectations.

To derive the PDE, we apply It6’s formula to g(t, X (t)):

gt X (1)) = gu(t, X(0) dt + g2, X(0) AX(6) + Jue (1, X(0) dt

= gu(t, X(0) dt -+ o, X(0)) AW (1) + L gua b, X(0) dt

Since g(t, X (t)) is a martingale, the dt terms must sum to zero:

ge(t, X (1)) + %gm(t,X(t)) =0

Replacing X (t) with x, we get the PDE:

1
g:(t, T) + igm(t,x) =0, VO<t<T,VreR

3. Verify that g(t,x) = x® + T — t satisfies the PDE.

We compute the partial derivatives:
gt(tvx) = _17 gm(t,x) =2
Substituting into the PDE:

1 1
gt(t,x)—kigm(t,x)=—1—|—§-2:—1+1:0

Therefore, g(t,x) = x> + T — t satisfies the PDE.

Sidenotes
There are a lot of processes that are not Markovian. Below is an example.
Example 1.2.4 (Non-Markovian process). Consider the process in Figure 1.2./. Note that

1 1 1
ElS3 | F)(HT) = -2=2,  E[S| R|TH)=5 4+5 4=4
For the process to be Markov, only the value of So (namely 4) should matter for predicting Ss. There should
exist a single function

g(2,S52) such that E[Ss| F2] =g¢(2,4),
regardless of how Sy ended up being 4.

But here, depending on whether Sy = 4 came from HT or TH, we get different conditional expectations (2
vs. 4). That shows no single function g(2,4) can represent both of those conditional expectations. The only
way you can correctly predict B[Ss | Fa] is to look at more than just the current state Sa; you need to know
the path taken. That violates the Markov property.

End of Recitation 2

A common misconception is that every stochastic integral with respect to Brownian motion is normally
distributed. This is not true in general, especially when the integrand is itself a random process. However, if
the integrand is a deterministic function, then the stochastic integral is indeed normally distributed. Below,
we illustrate both points.
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Sy(HHH) = 32

/
So(HH) = 16
\

Sy(HHT) = Ss(HTH) = 8

A

Sy (H) =8
/ So(HT) = 4 /
\
So =4 S3(HTT) =2
\ So(TH) =4 —— Sy(THH) = Sy(THT) = 4
S\(T) =2

S5(TTH) =2

—
\

/A

SH(TT) =1
Sy(TTT) =1/2

Figure 1.2.4: An example of a non-Markovian process

Example 1.2.5 (A stochastic integral that is not Gaussian). Consider the process

t
/ Wy dW,,.
0

Applying 1t6’s formula to W2, we recall that
d(W?) = 2W, dW; + 1dt,
so rearranging and integrating from 0 to t gives
t
1 t
/0 Wy dW, = §Wt2 ~ 3
Since th >0, it follows that
t
5"
A Gaussian random wvariable, in contrast, takes values in (—o00,00) with nonzero probability everywhere.

Hence, fot W, dW,, cannot be normally distributed. Indeed, it is supported on [—%, oo) and thus fails to have
the full real line as its range of possible values.

t
/Wuqu > —
0

While integrals of the form fot (random) dW can yield a wide variety of distributions, there is a crucial special
case in which the result is always Gaussian:

Proposition 1.2.6. Let a(-) be a deterministic function on [0,t]. Then

/Ot a(u) dW (u) ~ A (0, /Ota(u)Qdu) .
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Proof outline. Define

Z,(0) :exp{ﬁ/ota(u) dW(u)} exp{—;GQ /Otoz(u)Qdu}, 0cR.

Ito’s lemma and the properties of stochastic exponentials show that Z;(6) is a martingale with E[Z(0)] = 1.
Hence
E[Z:(0)] = 1.

E [exp{@/ota(u) dW(u)H :eXp{;HQ /Ota(u)Qdu}.

The right-hand side is precisely the moment generating function of a normal random variable with mean 0
and variance f(f a(u)? du. Consequently,

/O ) AW () ~ N (o, /O ta(u)Qdu)

When a(u) is deterministic, the stochastic integral behaves like a linear combination of (infinitesimal) normal
increments with fixed coefficients, preserving normality. If «(u) is random (for instance, depends on W, or
other random processes), then the distribution can deviate significantly from Gaussian.

Rewriting,

O

In finance, one can exploit this fact in models where the volatility o(t) is purely a deterministic function of

time. Then fot o(u) dW (u) is normal, leading to closed-form solutions (e.g. a version of the Black-Scholes
formula for time-dependent volatility).

1.2.4 Kolmogorov’s equations and Dupire’s formula

We now turn to a central topic in local volatility modeling: how to ensure that a chosen volatility function
o(t,z) can match all observed market prices of European options. This line of reasoning leads us toward
Dupire’s formula, but first we need to establish the relevant Kolmogorov equations for transition densities.

Consider the local volatility model:
dS(t) =r S(t)dt + o (t,S(t)) S(t) dW (1),
where

S(t) is the underlying asset price at time ¢,
r is a (constant) risk-free rate,
o(t,S(t)) is a local volatility function depending on both time ¢t and the current price S(t),

W (t) is a Brownian motion under the risk-neutral measure.

Our goal is to see how one might choose o(t,z) so that this model reproduces the full market surface of
European option prices (i.e. perfect calibration). Before deriving Dupire’s formula, we recall how transition
densities evolve in Markov diffusion models.

Kolmogorov’s forward and backward equations

A process X (t) governed by the SDE
dX(t) = B (t, X () dt + (t, X (1)) dW (t)

is Markovian, and hence for any times ¢ < T, the distribution of X (T") given X (¢) = x can be described via
a transition probability density function (PDF),

Pt @ T,y) = di‘lnyX(T) <y|X(t)=1).
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In the local volatility setting for S(t), we similarly define

d
p(t, o T,y) = @P(S(T) <y|S(t)=z).
These transition densities satisfy two important PDEs known as the Kolmogorov equations:

e Backward Kolmogorov equation (BKE):
For (t,z) in the “backward” variables and fixed (7 y),

1

Note that the Black-Scholes PDE emerges as a special case of this backward equation when (¢, z) = rz
and 7(t,z) = ox are constants in = (up to a factor x).

e Forward Kolmogorov equation (FKE):
For (T,y) in the “forward” variables and fixed (¢, z),

2

pr(t,z; T, y) + 9 B(T,y) p(t,z;T,y)] — .

oy 207 v (T,y)* p(t,z; T, y)} =0. (1.2.3)

In essence, the backward PDE treats (t,z) as the evolving variables (with (T,y) fixed), while the forward
PDE treats (T,y) as the evolving variables (with (¢, z) fixed).

Proof outline of the FKE. We prove by contradiction. Define

q(t,z;T,y) = pr(t,z; T,y) + [B(T,y) p(t, z;: T, y)], — é [v (T,y)* p(t,2;T,y)

vy

Suppose that at some point (tg, 2o, To, Yo), this quantity is not zero. By continuity, ¢ will be strictly positive
(or negative) on a small interval (a,b) around yg.

Choose a smooth bump function h(y) with support in [a, b] such that
h(a) = h(b) = h'(a) =K' (b) =0, h(y) > 0for y € (a,b).

The idea is to multiply ¢ by this positive function h and integrate, then show that the integral must be both
zero and strictly positive, a contradiction.

Applying Itd’s formula to h (X (¢)), one has

+ i/t R (X (u) 7y (u, X () du,

then taking conditional expectations IE[ - | X(tg) = «] yields an integral representation involving the transi-
tion density p(to,z; T, y).

By carefully rearranging terms (integration by parts in y), one arrives at

b To b To b
| rwsto st dy=nta) = [ [ o), nwayar+ [ 75020, by

Now, by the Leibniz rule for parameter differentiation under the integral sign,

0 b 0 b
aiTLHS - /a h(y) aiTp(th‘Tajz y) dy - /a h(y)pT (to,I,T, y) dy7
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where pr denotes the partial derivative of p with respect to the second time argument 7. For RHS on
the other hand, the derivative of the constant term h(z) with respect to T is 0. For the double integrals
(from tg to T'), differentiation with respect to the upper limit 7" picks out the integrand evaluated at ¢ = T.
Concretely,

T b b
diT - /t / h(y) [B(t,y) p()],, dydt] = f/a h(y) [B(T.y) p (to, ;T )], dy.
T b b
diT /to /a %h(y) [V (ty)p(0)],, dydt] :/a %h(y) [ (T,9)p (o, 25 T, y)] , dy.

Putting these pieces together, we obtain:

b b

a7<RHS):‘L

Equating the derivatives of LHS and RHS gives:

b
h(y) [B(T,y)p (to, x: T, y)], dy+/ %h(y) [V (T y)p (to, T, y)],, dy.

» dy.

b b bl
| e ooy dy == [ b) 5050, dy+ [ 5h00) BT p0)]

Rearrange terms:

b
1
/ h(y) {pT (to, 23 T,9) + [B(T,y) p (to, & Ty )], — 5 [V (Tow)p (to, 25T, y)]yy} dy = 0.
a
That is, by our initial definition,
b
/ hy) q (to,z;T,y) dy = 0.

By assumption, if ¢ is strictly positive (or strictly negative) on (a,b), and h is chosen to be strictly positive
on (a,b), then f; h(y) q(+) dy # 0. However, the above integral identity says it must be 0. Contradiction! [J

End of the second half of Lecture 5

Dupire’s formula

In the local volatility framework the asset dynamics are described by
dS(t) = r S(t)dt + o(t, S(t)) S(t) dW (t),

where r is the constant risk-free rate and o(¢, S(¢)) is the local volatility function. The key calibration
question is: given the observed market prices of European call options,

c(0,5(0); T, K) =E [e7""(S(T) — K)*],

how can we choose ¢ so that the model reproduces these prices across all strikes K and maturities T'7

Dupire’s formula provides an explicit relationship between the call price surface and the local volatility
function. In particular, it states that

Theorem 1.2.7 (Dupire).

o 2(cr(0,8(0); T, K) 4+ 1K ck(0,5(0); T, K))
N K2 ck(0,9(0); T, K) ’

o(T, K) (1.2.4)

where cr, cx, and cx denote the partial derivatives of the call price with respect to the maturity T, strike
K, and the second derivative with respect to K, respectively.
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Before delving into the full derivation of this result, we illustrate its consistency with the classical Black-
Scholes model.

Example 1.2.8 (Consistency with the Black-Scholes model). Assume that the call price is given by the
Black-Scholes formula:
c(0,5(0); T,K) = S(0)N(dy) —e " K N(d_),

with
~ log(S(0)/K) + (r+ 302) T
= e ,

where o is the constant volatility and N(-) is the standard normal cumulative distribution function.

d4

When this call price is substituted into Dupire’s formula, one should recover the constant volatility, i.e.,
o(T,K) =oc. We verify as follows. A crucial relation in the Black-Scholes model is

S(0)N'(dy) =e "' K N'(d_), (1.2.5)

where N'(-) is the standard normal PDF. It can be derived by

N(d) B2

2
N'(dy) e /2 _ o~ (og(8(0)/K)+rT) _ K or

The partial derivatives of the call price are computed as:

1
=—5(0
KK K20\T ©0)

NG

Substituting these expressions into Dupire’s formula

1
or =g S(0)N'(dy) +re ™ TKN'(d_), cx=—e"TN(d_), N'(dy).

2 (CT +rK CK)
2 __
o(T,K)* = Ey—

straightforward algebra shows that the resulting local volatility equals the constant o.

This confirms that Dupire’s formula is consistent with the Black-Scholes model when the market call prices
are generated by Black-Scholes.

In practical applications, the partial derivatives cr, ck, and cx k are estimated from a continuum of observed
call option prices across strikes and maturities. The formula thus enables one to determine the local volatility
surface that exactly matches the market prices, making it a powerful tool for calibration in equity markets.

Derivation of Dupire’s formula. We begin with the risk-neutral pricing formula for a European call option:

6(075(0);T7 K) = C(Tv K) = IE [e—rT (S(T) - K)+] =e /Koo(y - K)p(oas(o);Tvy) dy,

where p(0,.5(0);T,y) denotes the transition density of S(T') given S(0). For notational simplicity, we drop
the explicit dependence on the initial time and spot, writing ¢(7T, K) and p(T, y).

Differentiating the call price with respect to T" and K yields:

er(T,K) = —re(T,K) + e T /KOO(y — K)pr(T,y)dy,
(T K) =7 [~ (plT0) dy =~ TBIS(T) > K],
K

cxx(T,K) =e " p(T, K).

Next, we recall the FKE (Equation 1.2.3) for a Markov process governed by

dX (u) = B(u, X (w)) du + v(u, X () dW ().
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Its transition density p(t,z;T,y) satisfies

2

oT.0) = pr(T) + - BT - 5o BT pT)] = 0

In the local volatility model we have

B(T,y)=ry and ~(T,y)=o(T,y)y,

so that the FKE becomes

oT,5) = pr(T) + 5 lryp(T)] = 5 s (0T 3 p(Tw)] =0

The key insight is to multiply ¢(7T',y) by the call payoff (y — K) and integrate over y from K to oo:

% 1
0:/ (y*K)q(T,y)dy:AﬁAriAm
K

with

oo

Ay = /:(y—K)pT(T,y)dy, Ay ::/K (y—K)a%[ryp(T,y)] dy,

oo 82 9 o

Az = / (y— K) = [o(T,y)* v’ p(T,y)] dy.
K dy

By the definition of cp we have e (T, K) = —re(T, K) + e~ "1 Ay, or equivalently,

Ay =¢T [er(T,K) +rc(T,K)].

Integrate by parts with

7]
u(y) =y—K and dv=z-[ryp(T,y)] dy.

Then,

o0

Ay = [(y = K)ryp(T,9)l;—% — /K L [ryp(T,y)] dy.

Assuming that the boundary term vanishes as y — oo and noting that at y = K the factor (y — K) =0, it
follows that

A2:—7"/ (y—K)p(T,y)derrK/ p(T,y)dy.
K K

Recognizing that

et /Oo(y — K)p(T,y)dy = (T, K)
K

and

T /K p(T,y) dy = — ex (T, K),

we can rewrite As as
Ay = —re T ¢(T,K) +rK e ci (T, K).

A similar (double) integration by parts yields
Az =o(T,K)> K* p(T, K).
Since cxi (T, K) = e "I p(T, K), it follows that

Az =o(T, K> K? e cx (T, K).
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(Combining the results) Substitute A, As, and Az back into the integrated FKE:
0=e"[er(T,K)+re(T,K)| 4+ [-re ™ o(T,K) + rK e e (T, K)] — %U(T, K)Y?K?e™ e (T, K).
Dividing both sides by e™” yields
0=cp(T,K)+rce(T,K) —re T ¢(T,K) +rK cx(T,K) — %O’(T, K K? cxp (T, K).
Noting that the discount factors cancel appropriately in the derivation, we obtain the final relation
er(T,K) + 7K cx (T, K) — %O‘(T, K)?K?cpp(T,K) =0.

Solving for (T, K)? gives Dupire’s formula

2 _ 2(er(T,K) 4+ rK cx (T, K))

T K
U( ’ ) K2CKK(T,K)

as desired. O

Conclusion of materials for the midterm

1.3 Fixed income models

Reference: [Shr].

Thus far, our focus has been on equity pricing using a Markovian framework and the tools of stochastic
calculus. Now we shift our attention to fixed income, where our aim is to explore continuous-time models that
capture the dynamics of interest rates. In this chapter, we introduce the fundamental concepts underlying
fixed income modeling—from the construction of yield curves and the definition of forward rates to the
formulation of short rate models and their applications in pricing bonds and related interest rate derivatives.

Our approach will demonstrate how the techniques of stochastic calculus can be applied to analyze and
calibrate models in the fixed income arena, ultimately providing a unified framework for understanding the
behavior of interest rate instruments in continuous time.

1.3.1 Yield curve and forward interest rates
Reference: [Shr, §1.1-1.3].

The term structure of interest rates is a central concept in fixed income markets. It is graphically represented
by the yield curve—a function that maps maturities T to their corresponding continuously compounded
yields. At the initial time (commonly taken as t = 0), the yield curve is observable and fixed. For example,
the yields for bonds expiring one month, six months, one year, and so forth, are known. Importantly, the yield
curve at time zero also satisfies Y (0,0) = R(0), indicating that the yield for an infinitely short investment is
the short rate.

Figure 1.3.1 portrays two configurations of the yield curve. In the left panel, the curve Y (0,T) represents
the known yields at time zero for various maturities 7. In contrast, the right panel shows the yield curve
Y (t,T) observed at a later time ¢ > 0; here, while the yield corresponding to the instantaneous maturity
T =t (which equals the short rate R(¢)) is still defined, the yields for T' > ¢ are not predetermined but are
random, reflecting future market uncertainty. This dynamic perspective is essential, as a primary objective
in fixed income modeling is to describe how the entire curve Y (¢, ) evolves over time.

Now, our goal is to develop a model for the evolution in time of the yield curve, i.e., to characterize how the
function
Y(t,): T—Y(tT)
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yield yield
Y (0,7) Y(t,T)
R(0) W zero Wndom
maturity f % / 1!

Figure 1.3.1: Illustration of the term structure at time 0 (left) and at a later time ¢ (right).

changes with the time parameter t.
Observation 1: correspondence between yields and bond prices.

Let B(t,T) denote the price, at time ¢, of a non-defaultable zero-coupon bond that pays $1 at maturity 7.
The yield Y (¢,T) is defined through the relation

—log B(t,T
B(t,T) — ¢~ Y(T)T-1) — Y(t,T) — Ojg“i(t’)
Thus, bond prices and yields are in one-to-one correspondence and knowledge of one determines the other.
Observation 2: (instantaneous) forward interest rate.

Another quantity of central importance is the (instantaneous) forward interest rate, f(¢,7). This rate is
defined as the rate agreed upon at time ¢ for a loan that starts at time 7" and spans a very short interval.

(Derivation via a replicating portfolio) Consider constructing the following portfolio at time ¢:
1. Long: One unit of the bond maturing at T', with price B(¢,T).

B(t,T)
2. Short: — ) _
Short: o T

The initial net cost of the portfolio is zero. At time T, the long bond pays $1. At time T + 7 the short
position must be covered by paying

units of the bond maturing at T + 7, with price B(¢t,T + 7).

B(t,T)
Bt,T+71)
Interpreting this as a borrowing with an effective interest rate f(¢,7,7 + 7) for the period of length 7, we
equate

B(t,T)
1 t, T, T ==
TTIGTTET) = B
B(t,T) 1
B I+7) B(t,TJrT) *B(t,T) 1
f&T.T +7) 7 T B(t,T+7)

Definition 1.3.1. Taking the limit as T — 0 defines the instantaneous forward rate:

0 1 3}
f@&,T) = lTiJIBf(t,T,T—i—T) = —8—TB(t,T) BET) = —8—TlogB(t,T). (1.3.1)

In particular, setting T' = t recovers the short rate:

F(t.8) = R(®).

Furthermore, integrating the forward rate yields

T
/ f(t,u) du = —log B(t,T), — B, T) = J ftwdu g <y <7 < T (1.3.2)
t



34 CH.1. LECTURE NOTES

This demonstrates the one-to-one correspondence between bond prices, yields, and forward rates. Conse-
quently, a model for any one of these quantities inherently provides models for the others.

1.3.2 The Ho-Lee short rate model
Reference: [Shr, §1.5, 1.6].

The Ho-Lee model is one of the simplest short-rate models, and it offers a framework for pricing fixed income
securities by modeling the dynamics of the instantaneous short rate. Recall that the short rate is given by

R(t) = f(t,1).
In the Ho-Lee model the short rate evolves according to
dR(t) = a(t) dt + o dW (1),
where:

e a(t) is a deterministic function (often chosen to fit the initial term structure),
e 0 is a constant, representing the absolute volatility of the short rate,
e W (t) is a Brownian motion under the risk-neutral measure.

The risk-neutral pricing formula for a zero-coupon bond remains:

F(t)] = 5 B [D(0)| F)]

_ | o= T R(w) du
B(t,T)=E [e 0]

where D(t) is the discount factor. This implies that the discounted bond price, D(t)B(t, T), is a P-martingale.

Due to the Markov property of the short rate process, the bond price can be expressed as a function of time
and the current short rate:
B(t,T) = g(t,T, R(t)).

A standard four-step procedure yields a partial differential equation (PDE) for the function g(t, T, ). Solving
this PDE provides explicit bond pricing formulas within the Ho-Lee framework.

End of Lecture 6

We continue the analysis of the Ho-Lee model, where the short rate R(t) follows the dynamics under the

risk-neutral measure P: .
dR(t) = a(t)dt + cdW (1), (1.3.3)

with «(t) being a deterministic function of time and o > 0 a constant volatility. W(t) is a standard Brownian
motion under P.

Our primary goal is to determine the price B(t,T') of a zero-coupon bond maturing at time T" with face value
1. The risk-neutral pricing formula gives:

B(t,T) = E [e~ Ji Rw)du

f(t)} :

Since the process R(t) is Markovian, the bond price B(t,T') depends only on the current time ¢ and the current
short rate R(t), along with the maturity 7. We denote this functional dependence as B(t,T) = g(¢, R(t); T).
We aim to find the pricing function g(t,7;T).

We employ the standard four-step procedure for finding the pricing function associated with a Markovian
short-rate model.

Step 1: Identify a martingale. The discounted bond price, D(¢t)B(t,T), where D(t) = e~ s Rwdu ig the
discount factor, is a martingale under P. This follows directly from the tower property of conditional

expectation applied to the pricing formula:

D(t)B(t,T) = D(t)E [%((f)) ‘]—'(t)} = E[D(T)| F(t)].



§1.3. Fixed income models 35

Since D(T') is an F(T)-measurable random variable, its conditional expectation process is a martingale.

Step 2: Compute the martingale differential. We apply Itd’s formula to D(¢)B(t,T) = D(t)g(t, R(t); T). Let
g = g(t,R(t);T). First, dD(t) = —R(t)D(t)dt. Second, applying It6’s lemma to g(t, R(t); T) considering
R(t) as the stochastic variable and ¢ as the time variable:

1
dg = gtdt + grdR(t) + §grr(dR(t))2

1 —
= <gt + gra(t) + 2grra2> dt + grodW(t).

Using the product rule d(XY) = XdY + YdX + dXdY:
d(D(t)g) = D(t)dg + gdD(t) + (dD(t))(dg)

= D(¢) th + gra(t) + ;gwaz> dt + g,.adf/lv/(t)] + g(—R(t)D(t)dt) + 0

= D(0)[ (0 + (1) + Janeo? ~ Ri0)g) di-+ .00 (0)].

Step 3: Set the drift term to zero. Since D(t)B(t,T) is a ﬁ’—martingale, the dt term in its differential must
be zero. Dividing by the non-zero factor D(t):

1
gt + gra(t) + 59,,,.02 — R(t)g = 0.

Step 4: Formulate the PDE. Replacing the stochastic process R(t) with the state variable r, we obtain the
partial differential equation (PDE) for the bond pricing function g(¢,7;T):

1
ge(t,m) + a(t)gr(t,r) + §U2g”(t, r)—rg(t,r) =0. (1.3.4)
The terminal condition comes from the definition B(T,T) = 1 (bond price at maturity equals face value),
so g(T,r;T) =1 for all r.

Solving the PDE using the affine ansatz. The Ho-Lee model belongs to the class of affine term structure
models. For such models, the bond pricing function typically takes an exponential-affine form. We make the

ansatz:
g(t,r;T) = exp[-C(t, T)r — A(t,T)], (1.3.5)

where A(t,T) and C(¢,T) are deterministic functions of time ¢ and maturity 7. We compute the necessary
partial derivatives:

g1 = (=Cir = A)g, 9. =-Cyg, g =(-C)’g=C?.
Substituting these into the PDE (1.3.4):
1
(=Cyr — At)g—l— a(t)(—Cg) + 502(C2g) _ rg =0.
Rearranging and grouping terms by powers of r:

r(=Cy—1)+ <At —a(t)C + ;0202) =0.

Since this equation must hold for all values of r, the coefficients of r and the constant term must both
independently be zero:

O, T) =1 =0 (1.3.6)
A T) — a()CT) + %UQC(LT)Q —0 (1.3.7)
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The terminal condition g(T,7;T) = 1 implies exp[—C(T,T)r — A(T,T)] = 1 for all r. This requires the
exponent to be zero, leading to the terminal conditions for the ODEs:

C(T,T)=0, A(T,T)=0.

Solving the ODE for C(¢,T) (1.3.6) with C(T,T) = 0: C; = -1 = C(t,T) = —t + K(T). Using
C(T,T)=0,weget -T+ K(T)=0 = K(T)=T. Thus, C(t,T) =T —1t.

Substitute C(¢,T) =T — t into the ODE for A(¢,T) (1.3.7):
—A(t,T) — at)(T — t) + %Uz(T —1)?=0 = At,T)=—at)(T—1t)+ %02(T — )2
Integrating from ¢ to T using A(T,T) = 0:
T 1 T T
A(t,T) = 7/ <a(u)(T —u)+ iaz(T - u)z) du = / a(u)(T — u)du — / iaz(T — u)?du.
¢ ¢ ¢

The second integral can be computed explicitly:

/tT %UQ(T—u)Qdu _ 1 {_(T—“V’f _ %02 (0 - (_(T;t)3)> _ é02(T—t)3,

So,
T
A(,T) = /t a(w)(T - w)du — %UQ(T )

Plugging A(t,T) and C(t,T) back into the ansatz (1.3.5), the bond price is:

B(t,T) =g(t,R(t);T) = exp

T
(T —1)R(t) - /t a(w)(T — w)du + éUQ(T - t)3] . (1.3.8)

(Yield calculation) The continuously compounded yield Y (¢, T) is defined by B(t,T) = e~ (T=9Y®T)  Com-
paring with (1.3.8):

T 1
(T = )Y (t,T) = —(T — )R(t) — /t a(u)(T ~ u)du + co*(T ~ 1)
Dividing by —(T —t):

T

Y (t,T) = R(t) + % t a(u)(T — u)du — éoQ(T —1)2 (1.3.9)

(Bond price dynamics) To find dB(t,T'), we first find the dynamics of the exponent in (1.3.8). Let
T 1
Yoxp(t) = —(T — t)R(t) — /t a(u)(T — v)du + 60'2(T —1)3.
Applying [t6’s lemma and Leibniz rule:
T
dYexp(t) = d(—(T —t)R(t)) — d (/t a(u)(T — u)du> +d (éo2(T — t)3)
= —[(T — t)dR(t) + R(t)d(T — t) + d(T — t)dR(t)] — [~a(t)(T — t)dt] + éa2 S3(T —t)*(—1)dt
= —[(T — t)(a(t)dt + cdW () + R(t)(—dt) + 0] + a(t)(T — t)dt — %UQ(T —t)%dt
= —(T — t)a(t)dt — (T — t)odW (t) + R(t)dt + a(t)(T — t)dt — %JQ(T —t)%dt

- (R(t) - %U%T - t)2> dt — (T — )odW (1),
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Now, applying Ité’s lemma to B(t,T) = eYexr(t):
AB(1,T) = Bt T)Yexy (1) + 3B T) (Y (1))
= B(t,T) [(R(t) - %UQ(T - t)2) dt — (T — t)adrV[V/(t)} + %B(t,T)(—(T — t)odW (t))?

= B(t,T) [(R(t) - %OZ(T - t)2) dt — (T — t)adW(t)} + %B(t,T)(T —t)%02dt.

The o2 terms cancel, yielding the bond price dynamics under P:
dB(t,T) = R(t)B(t, T)dt — (T — t)o B(t, T)dW (t). (1.3.10)
This confirms that the expected instantaneous return under P is R(t). The term —(T — t)o represents the
bond price volatility.
(Discounted bond price dynamics) Using d(D(¢)B(t,T)) = D(t)dB(t,T) + B(t,T)dD(t), we substitute
(1.3.10) and dD(t) = —R(t)D(t)dt:
d(D(t)B(t,T)) = D(t)[R(t)B(t,T)dt — (T — t)oB(t, T)dW ()] + B(t, T)[—R(t)D(t)dt]
= D(t)B(t, T)R(t)dt — D(t)B(t,T)(T — t)odW (t) — D(t)B(t, T)R(t)dt
= —D(t)B(t,T)(T — t)odW (t).

This is an SDE of the form dX; = XtG(t)dW(t) with O(t) = —(T' — t)o. The solution is given by the
stochastic exponential:

1

D(#)B(t,T) = B(0,T) exp (/0 (T — w)odW (u) — 5/0 (—(T - u)a)zdu> . (1.3.11)

(Forward rate calculation) The instantaneous forward rate f(¢,T) is related to the bond price by f(¢t,T) =
—% log B(t,T). Using the formula (1.3.8):

T 1
log B(t,T) = —(T — t)R(t) — /t a(u)(T — u)du + 6<72(T —t)3

T
% log B(t,T) = —R(t) — % (/t a(u)(T — u)du) + %02 3(T —t)?
T
=—R()— |a(T)T -T)+ /t a(u)a%(T —u)du| + %0’2(T —t)?
T T
— R - |0 +/t a(u)du| + %UQ(T 42— —R(t) - /t o(u)du + %&(T _2.

Therefore, the forward rate is:
r 1
f(t,T) = R(t) +/ a(u)du — 502(T —1)2 (1.3.12)
t

(Forward rate dynamics) We compute the differential df (¢, T) using (1.3.12) and Ito’s lemma / Leibniz rule:

df(t,T) = dR(t) + d (/tT a(u)du) —d (;UQ(T - t)2)

= (a(t)dt + odW (1)) + (—a(t)dt) — (302 (T — t)(—1)dt)

= a(t)dt + cdW (t) — at)dt + o*(T — t)dt = o*(T — t)dt + ocdW (t).
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Note that the forward rate f(t,T) is not a traded asset price, and its drift under P is not R(¢)f(t, T), nor is it
zero in general. Thus, f(¢,7T) is not a martingale under P. (The T'-forward measure) We can define a change
of measure from P to the T-forward measure P7 such that f(¢,7) becomes a martingale. Rearranging the
dynamics:

df(t,T) = o (J(T — t)dt + d’W(t)) .

Define a new process W7 (t) such that dW*(t) = o(T — t)dt + dW(t). By Girsanov’s theorem, WT(t) is a
Brownian motion under the measure P7 defined by the Radon-Nikodym derivative process Z(t) = %| F-
This process is given by the stochastic exponential:

20) = € </0t (T — u)dW(u)> — exp <—a /Ot(T — ) dW (u) — %GQ /Ot(T _ u)2du> .

Comparing this with the expression for the discounted bond price (1.3.11), we see a fundamental relationship:

D(t)B(t,T)
B(0,T)

This identity holds generally for arbitrage-free short-rate models: the Radon-Nikodym process relating the

risk-neutral measure P to the T-forward measure PT is the discounted bond price D(t)B(t,T), normalized
by its initial value B(0,T).

Z(t) = (1.3.13)

Under the T-forward measure P7, the forward rate dynamics become:
df (t,T) = cdW™(t). (1.3.14)
This confirms that f(¢,T) is a martingale under its corresponding forward measure P7 .

End of the first half of Lecture 7

We present another interest rate model as an exercise.

Exercise 1.3.2 (The Cox-Ingersoll-Ross (CIR) model). We consider the Cox-Ingersoll-Ross (CIR) model
for the short-term interest rate R(u). Assume that R(u) >0 for allu > 0. The dynamics are specified under
a risk-neutral measure P.

1. (Analysis of the CIR model SDE) The CIR process R(u) is defined by the following stochastic differential
equation (SDE) under the risk-neutral measure P:

dR(u) = k(6 — R(u))du + o/R(w)dW (u), u>0 (1.3.15)

where k,0,0 are positive constants, R(0) is the initial rate, and W(u) s a standard Brownian motion
under P. The condition 2kf > o2 is typically required to ensure R(u) > 0 for u > 0 if R(0) > 0

: : _ Lku : A _ Lku of _
We investigate the process Y (u) = e R(u). Applying It6’s lemma to f(u,R) = "R, we have g =
kebuR, 2L = ek and i Therefore,

7 OR T OR? —
d(e™R(u)) = (gi + % (0 — R(u)) + 1%( R(u)) ) du + —aWdW

= <kek”R(u) + k(0 — R(u)) + ;(O)U2R(u)> du + e*“o\/R(u)dW (u)

= (ke* R(u) + ke — keF R(u)) du + o™ \/R(u)dW (u)
= kfe* du + o€t \/R(u)dW (u)
Alternatively, as noted, using the informal product rule notation (justified by the Ito calculation above):
d(eH R(u)) = e dR(u) + R(u)d(c™)
= " (k(0 — R(u))du + o/R(u)dW (u)) + R(u)(ke " du)
= (kfer — kR(u)ek“ + kR(u)e*)du + oe* de(u)

= kfeFudu + oeF\/R(u)dW (u)
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Integrating both sides from O to t:

t t
" R(t) — e*OR(0) = / koektdu+ | oe*\/R(u)dW (u)
0 0

eku

eF R(t) :R(O)—s—ke{ - I)ﬂ—/ot "/ R(u)dW (u)

= R(0) + 0(e* — 1) + U/Ot e/ R(u)dW (u).

This gives an expression for R(t):

R(t) =P R(O) +0(1 - ) + oe ™ [ ek RO (). (1.3.16)

We cannot obtain a simple closed-form solution for R(t) itself because the Itd integral term depends on

R(u). However, we can compute the expected value under P. Since f; ekuy /R(u)AW (u) is an Ito integral
(assuming the integrand satisfies the necessary conditions, which it does for CIR), its expectation is zero:

t
E / eF\/R(u)dW (u) = 0.
0
Therefore, the expected value of the short rate is:
ER(t) = e " R(0) + 6(1 —e~*), ¢>0. (1.3.17)
Note that the long-term mean of the expected rate is:

lim ER(t) = lim (e *R(0) 4+ 6(1 — e~ **)) = 0.

t—o0 t—o0

The Ito integral term I(t) = fot oekv /R(u)dW (u) determines the stochastic nature of R(t) around its
mean. This integral has expected value EI(t) = 0. Its variance is given by the Ito isometry:

Var(I(t)) = EI(t)2 — (EI(t))2

= IE(O’ /Ot ek“mdﬁ/(u)>
= o°E /O t (e’w R(u))zdu

t
:02/ M ER(u)du.
0

2

The random variable I(t) is generally not normally distributed. This is because the integrand H(u) =
oek"\/R(u) is itself stochastic and depends on the path of W(u) through R(u). An Ito integral
fot H(u)dW(u) is normally distributed if and only if the integrand H(u) is deterministic. The fact that
R(u) > 0 also implies the distribution of R(t) is skewed (specifically, related to a non-central chi-squared
distribution).

2. (Bond pricing under the CIR model) The CIR model (1.3.15) describes a Markov process for the short
rate R(t). We want to find the price at time t of a zero-coupon bond maturing at time T > t. Let J;
be the filtration generated by the Brownian motion W(u) up to time t. The price of the bond under the
risk-neutral measure P is given by the conditional expectation of the discounted payoff:

B(t,T) =E |e~ /" Rwdu | ft] . (1.3.18)

Since R(t) is Markov, the bond price depends only on the current time t and the current state R(t). Thus,
there exists a deterministic function g(t,r) such that B(t,T) = g(t, R(t)).
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Define the discount process D(t) = e~ Jo Rwdu - ppe fundamental theorem of asset pricing states that the
discounted price process of any traded asset is a martingale under the risk-neutral measure. For the bond,
this means the process D(t)B(t,T) is a P-martingale for 0 <t < T. We can verify this using the tower
property of conditional expectation:

E[D(T)B(T,T) | Fi] = E {e— S Rewdu | ;t}
— o~ Jg Rwdufp [e* I R(uw)du | ]_-t}
= D(t)B(t, T).

Since D(t)B(t,T) is a martingale, its drift must be zero. We apply Ité’s lemma to find the dynamics of
D()B(t,T) = D(t)g(t, R(t)). First, dD(t) = —R(t)D(t)dt. Next, apply Ito’s lemma to g(t, R(t)). Let

r = R(t).
dg(t, R(t)) = %dt + ?dR( t) + ;g —=d(R),
d(R); = (0+/R(t))?dt = c*R(t)dt = o?rdt.
dg(t,r) = ngt + gg(k(e —r)dt 4+ o/rdW (1)) + 5%02 dt
(gﬁ + k(0 — )?Jr g2 g g) dt + o/r gdW( ).

Now apply Ité’s product rule to d(D(t)g(t, R(t))):
d(Dg) = gdD + Ddg + d(D, g)¢

= g(—rDdt) + D Kawc(e— 29 | 10 o9

9
o o az)dt—i—a\f AW ()| +

The quadratic covariation term d(D, g); = 0 because D(t) has no dW component. Collecting terms:

9 dg 1,0
d(Dg):D[—rg+g+k(9— R + 507y

5 - az}dH—D \fgdW()

For D(t)g(t, R(t)) to be a martingale, the drift term (the coefficient of dt) must be zero. This yields the
following partial differential equation (PDE) for g(t,r):

Og dg 1 52 0%g

Yk 1 2e%Zd g, 1.3.19
or TG TR e (1.3.19)
forr >0 and 0 <t <T. The terminal condition for a zero-coupon bond is that its price at maturity
equals its face value (assumed to be 1):

g(T,r)=1 for allr > 0. (1.3.20)
An educated guess is that the solution to this PDE with the given terminal condition has an affine form:
g(t,r) =exp{-C(t,T)r — A(t,T)},

where A(t,T) and C(t,T) are deterministic functions of t and T We need to find these functions. Let’s
denote A(t,T) by A and C(t,T) by C for brevity, and A; = 6t ,Cp = %—?. The partial derivatives of g
are:

g g &g

—= = —¢(C A —= =-C —

ot 9(Cor + Ar), or T o2
Substitute these into the PDE (1.3.19):

= C?%.

1
—g(Cyr + Ap) + k(0 —r)(—Cyg) + 5027“(029) —rg=0.
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Assuming g # 0, we can divide by g:
1
—(Ct’/‘ + At) - kC’(G - T‘) + 50'27"02 —r=20.

Rearrange and collect terms multiplying r and constant terms:
1
r (C’t + kC + 50202 — 1) +(—A; —kOC) = 0.

This equation must hold for all v > 0. Therefore, the coefficients of r and the constant term must both be
zero:

1
fa+wc+§ﬁ02f1:0 (1.3.21)
—Ay —kOC =0 (1.3.22)

These are ordinary differential equations (ODEs) for C(t,T) and A(t,T) with respect to t. Equation
(1.3.21) is a Riccati equation for C. Equation (1.3.22) is a linear equation for A, once C is known.
Now we apply the terminal condition g(T,r) = 1. From the ansatz:

g(T,r) = exp{-C(T,T)r — A(T,T)} =1 for allr > 0.
This implies that the exponent must be zero for all r > 0:
—C(T,T)r — A(T,T) = 0.

For this linear function of v to be identically zero, both coefficients must be zero. This gives the terminal
conditions for the ODEs:

C(T,T) = A(T,T) =0

The ODEs (1.3.21) and (1.3.22) can be solved backwards from time T wusing these terminal conditions to
find the functions C(t,T) and A(t,T), thus fully specifying the bond price B(t,T) = g(t, R(t)).

End of Recitation 4

We now present an example of pricing interest rate caplets.

Example 1.3.3 (Midterm of 2022, Problem 3). Consider a caplet that pays (R(T) — K)* at time T, where
K is the strike rate. Its price at time t = 0 is given by the risk-neutral expectation:

Caplet Price=E [D(T)(R(T) — K)*] .
Using the change of measure to the T-forward measure PT :

. =[D(T)B(T,T) B(0,T)
Price=E BO.T) BT T)

Since B(T,T) = 1, this becomes:
Price =K (Z(T)B(0, T)(R(T) — K)*] = B(0,T)E" [(R(T) — K)*],

where BT denotes expectation under PT. To evaluate this, we need the distribution of R(T) under PT.
Integrating dR(t) = a(t)dt + cdW (t):

T —
R(T) = R(0) + /0 a(u)du 4+ oW (T).
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Substitute W (T) = WT(T) — fOT o(T — u)du:
= TOé u)au g T — 0 ! —u)au
R(T)fR(O)+/O (u)du + <W (T) /O (T )d)
2

- (R(O) + /OT a(u)du — o [Tu - “2} OT> +oW(T)

= (R(O) + /OT a(u)du — ;02T2> +oW(T).

Mean under PT

Under PT, WT(T) is normally distributed with mean 0 and variance T. Therefore, R(T) is normally dis-
tributed under PT. The expectation ET[(R(T) — K)*] is the price of a European call option on a normally
distributed variable, which can be calculated using a formula analogous to the Black-Scholes formula for call
options on log-normal variables.

1.3.3 Heath-Jarrow-Morton (HJM) framework

Reference: [Shr, §1.4].

Short-rate models, such as the Vasicek or Ho-Lee models, postulate dynamics for the instantaneous short
rate R(t). While tractable, they often face practical challenges during calibration to market data. Consider
the Ho-Lee model under the risk-neutral measure P, where dR(t) = a(t)dt + odW (t). The time-t price of
a zero-coupon bond maturing at time T', B(¢,T'), is given by EP[exp(— ftT R(u)du)|]—'t]. For the Ho-Lee
model, this leads to an explicit formula for the bond price at time ¢t = 0:

B(0,T) = exp | -R(0)T — /0 a(u)(T — u)du + éU2T3

Market quotes are typically given in terms of yields, Y (0,T), where B(0,T) = exp(—TY (0,7T)). Calibration
involves choosing the model parameters, primarily the function «(t) and the constant o, such that the
model-implied yields YMedel(0, T') match the observed market yields YMarket(0 T') for various maturities 7'.
Equating the exponents gives:

T
TyMarket (0’ T) — R(O)T + / a(u) (T — u)du — éO’QTS-
0

To extract the function a(T'), one typically differentiates this expression with respect to the maturity 7. A
first derivative yields:
d

T
1
—(TYMarket (0, 7)) = R(0) —|—/ a(u)du — =o*T?.
T o 2

A second derivative with respect to T isolates a(7T):

d2
ﬁ(TYMarket(o, 7)) = a(T) — o°T.
Assuming o is estimated (e.g., from historical data or option prices), this equation allows determining
a(T). However, market yield data is typically available only for a discrete set of maturities T, 75, ..., Tp,.
Estimating the second derivative of the yield curve from such sparse and potentially noisy data is numerically
unstable and highly sensitive to the interpolation method used. This practical difficulty motivates alternative
approaches to interest rate modeling.

The Heath-Jarrow-Morton (HJM) framework provides such an alternative by directly modeling the dynamics
of the entire instantaneous forward rate curve f(¢,T), where f(¢,T) is the forward interest rate at time ¢
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for an instantaneous borrowing or lending period at time T > t. The framework specifies the dynamics
under the physical measure P. Let W (t) be a standard Brownian motion under P. The general HIM model
assumes that for each fixed maturity T, the forward rate f(¢,7T) follows an Itd process for ¢t € [0, T]:

df(t, T) = a(t, T)dt + o(t, T)AW (), 0<t<T. (1.3.23)

Here, the drift process a(t,T") and the volatility process o(¢,T") are adapted to the filtration F; generated
by W (t), and may depend on the current state of the entire forward curve or other factors. A key advantage
is the calibration procedure. The initial state of the model, the forward curve f(0,T) for all T' > 0, is taken
directly from the currently observed market term structure of interest rates. Recall that the forward rate is
related to market bond prices or yields by

F(0,7) = — 108 B.T) = o(TY(0,7)).

While this still requires computing one derivative from market data, it avoids the problematic second deriva-
tive required in the Ho-Lee calibration example. The HJM framework thus ensures by construction that the
model perfectly fits the initial yield curve.

The primary assets in this framework are the zero-coupon bonds B(t,T), whose prices are determined by

the forward rates:
T
B(t,T) = exp (/ f(t,u)du) .
t

For pricing interest rate derivatives, we need to work under a risk-neutral measure P. According to the
fundamental theorems of asset pricing, under P, the price process of any traded asset, discounted by the

money market account
t
M(t) = exp (/ R(s)ds)
0

where R(t) = f(¢t,t) is the short rate, must be a martingale. Equivalently, the instantaneous expected return
on any bond B(t,T) under P must equal the risk-free rate R(t). This means the dynamics of the bond price
must take the form: .

dB(t,T) = R(t)B(t, T)dt + (volatility terms) dW (t),
where W(t) is a Brownian motion under P. By Girsanov’s theorem, the change of measure from P to P is

associated with a market price of risk process O(t), such that dW () = dW (t) + ©(t)dt. The dynamics of
the bond price under P would then be:

dB(t,T) = (R(t) + (volatility terms)O(t)) B(t,T)dt + (volatility terms) dW (t).

A significant challenge arises because we have a continuum of assets (bonds B(¢,T) for all T > t) but only a
single source of randomness W (t) in this specification. For the market to be arbitrage-free and for a unique

risk-neutral measure P to exist (associated with the numeraire M (t)), the market price of risk O(¢) derived
from the dynamics of any bond B(t,T) must be the same, independent of the maturity 7. This requirement
imposes a strong consistency condition, known as the HIM drift condition, relating the drift «(¢,T) and
volatility (¢, T) of the forward rates under P.

To derive this condition, we first need to compute the dynamics of the bond price B(t,T) under P. By Itd’s
lemma, dB(t,T) depends on the dynamics of the exponent X (¢,T) = j;T f(t,u)du. Let’s find dX (¢t,T). We

start by expressing f(¢,u) using its definition (1.3.23):
¢ t
flt,u) = f(O,u)Jr/ a(s,u)ds+/ o(s,u)dW(s).
0 0

Substituting this into the definition of X (¢,T):

X(t,T) = /tT (f(O,u) + /Ot a(s,u)ds + /Ota(s,u)dW(s)> du.
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Assuming sufficient regularity of the coefficients o and ¢ to apply Fubini’s theorem and its stochastic coun-
terpart (as rigorously justified in the original HIM papers), we can swap the order of integration:

X(t,T)= /tT £(0,u)du + /Ot (/tT a(s,u)du) ds + -/Ot (/ja(s,u)du) dW (s).

Let us define the integrated drift and volatility coefficients:

o™ (t,T) = /tT at,u)du o (t,T) := /tTcr(t,u)du. (1.3.24)

The differential dX (¢,T) can be found using Leibniz integral rule and properties of Ito integrals. A detailed
derivation shows that (noting that f(¢,t) = R(t), the instantaneous short rate)

d (/tT f(t,u)du)

...see [Shr, p. 6]...

[—f(t,t) + o™ (t,T)]dt + o™ (t, T)dW(t)
=[—R(t) + o™ (t, T dt + o™ (t, T)dW ().
This expression for the dynamics of the exponent is the crucial intermediate step. Applying Itd’s lemma to

B(t,T) = exp(—X (¢,T)) using this result will yield the dynamics dB(¢,T) under P, allowing us to identify
the market price of risk O(¢) and derive the HIJM no-arbitrage condition.

End of the second half of Lecture 7

We can now apply Itd’s lemma to the function g(z) = e™® with © = X (¢,T) to find the dynamics of the
bond price B(t,T) = g(X (¢,T)). Since ¢'(z) = —e~* and ¢"(x) = e~ *, we have (see [Shr, p. 7] for a detailed
calculation)
AB(.T) = o/ (X(1,T)AX(1.T) + 3¢ (X (1)) (dX (1. T))?
. (1.3.25)
= B(t,T) KR(t) — o (t,T) + 2(0*(t,T))2> dt —o*(t, T)dW(t)| .

This equation describes the bond price dynamics under the physical measure P.

We summarize the above discussion with a theorem.

Theorem 1.3.4. Every arbitrage-free term structure model driven by a single Brownian motion has the
following form. For 0 <t <T,

df (t,T) = o(t, T)o*(t, T)dt + o (t, T)dW (t), (1.3.26)
dB(t,T) = R(t)B(t,T)dt — *(t, T)B(t, T)dW (t), (1.3.27)
d(D(t)B(t,T)) = —o*(t, T)D(t) B(t, T)dW (t), (1.3.28)
D(®)B(t,T) = B(0,T) exp {— /0 o (u, TV (1) — % /0 (0" (u, T))? du} (1.3.29)

From Equation (1.3.2), we have

0

f@&,T) = —a—TB(LT)7 B(t,T) = exp l—/t f(t,u)du]

and o*(t,T) is given by (1.3.24):

o (4, T) = /t " ot u)du

In these formulas, W is a Brownian motion under a risk-neutral measure P.
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HJM no-arbitrage condition

For the market to be free of arbitrage, there must exist an equivalent risk-neutral measure P under which
the discounted price of any traded asset is a martingale. Specifically, the instantaneous expected return of
any bond under P must equal the risk-free rate R(t). This implies the bond price dynamics under P must
be of the form: .

dB(t,T) = R(t)B(t,T)dt + (volatility terms) dW (¢),

where W(t) is a Brownian motion under P. The transition between the measures is achieved via Girsanov’s
theorem, which relates the Brownian motions through a market price of risk process O(t), independent of the

specific asset: dW (t) = dW (t) + ©(t)dt. Comparing the drift term in (1.3.25) with the required risk-neutral
drift R(t)B(t, T)dt, we can identify the risk premium associated with the bond B(t,T'):

1
Risk Premium = (—a* (t,T)+ 5(0*(15, T))2> B(t,T)dt.
The risk premium must equal the product of the volatility coefficient and the market price of risk increment:
Risk Premium = (—o*(¢,7)B(t,T))O(t)dt.
Equating these two expressions for the risk premium yields:
1
<o¢*(t,T) + 2(0*(t,T))2> B(t,T)dt = —c*(t,T)B(t, T)O(t)dt.

Solving for O(¢), we find:

o (t,T) - 5(0*(t,T))*  o*(t,T) o*(t,T)
o) = o*(t,T) o, T) 2

A crucial requirement for the absence of arbitrage in the HJM framework is that the market price of risk ©(t)
must be independent of the bond maturity 7. If O(¢) depended on T', we would need a different change of
measure for each bond, contradicting the existence of a single consistent risk-neutral measure P under which
all discounted bond prices are martingales simultaneously. Therefore, the HJM no-arbitrage condition
(or drift condition) states that the quantity

o*(t,T)  o*(t,T)

— i fT. 1.3.
) 5 must be independent of T (1.3.30)

Assuming this condition holds, we denote the resulting market price of risk process by O(¢).

It is often more convenient to express this condition in terms of the original forward rate drift and volatility

coefficients, a(t,T) and o(t,T). Starting from O(t) = i‘*gg - U*(S’T)

, we multiply by o*(¢,T):
0" (6 T)O) = a*(1,T) ~ L (0" (1,T))".

Differentiating both sides with respect to the maturity 7', and recalling that %O‘*(t,T) = o(t,T) and
2o (t,T) = aft,T):

1
o(t, TYO(t) = a(t,T) — 3 2207 (t,T)-o(t,T) =a(t,T)—oc"(t,T)o(t,T).
Rearranging gives the HJM drift condition in its standard form:
a(t,T)=0(t,T)(O()+ o (t,T)). (1.3.31)

This condition imposes a strict relationship between the drift and volatility structures of the forward rates
under the physical measure P to ensure consistency with no arbitrage. In practice, modelers typically specify
the volatility structure o(¢,T) (often based on market data like cap/swaption volatilities) and the market
price of risk ©(¢) (which might be set to zero for simplicity or calibrated to market prices reflecting risk
aversion). The drift a(t,T) under P is then uniquely determined by the no-arbitrage condition (1.3.31).
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Forward rate dynamics under different measures

Having established the no-arbitrage condition and the market price of risk ©(t), we can now express the
dynamics of the forward rate f(¢,7) and related quantities under the risk-neutral measure P and the T-
forward measure P7.

First, let’s verify the bond price dynamics under P. Substitute dW (t) = dW(t) — O(t)dt into (1.3.25):

dB(t,T) = B(t,T) {(R(t) —o*(t,T) + = (0" (¢, T))2> dt — o (£, T)(dW (t) — @(t)dt)}

N = N =

= B(t,T) {(R(t) —a*(t,T) + = (" (£, T))? + o™ (¢, T)@(t)> dt — o (t, T)dW(t)} .

Using the relationship
1
o' (t,T) = " (£, T)O(t) + 5 (0" (¢, T))*
derived from the no-arbitrage condition (1.3.30), the drift term simplifies:

R(t) — (0*(t,T)@(t) + ;(o*(t,T))Q) + %(0*(t,T))2 +0*(t,T)O(t) = R(t).

Thus, the bond price dynamics under P are:

dB(t,T) = B(1,T) [R(t)dt - a*(t,T)d’W(t)} : (1.3.32)

Now consider the discounted bond price D(¢)B(t,T'), where D(t) = exp( fo ) is the discount factor
with dD(t) = —R(t)D(t)dt. Using the product rule for Ité6 processes:

d(D(t)B(t,T)) = D(t)dB(t,T) + B(t,T)dD(t) + dD(t)dB(t,T) (1.3.33)

= D(t) (B(t, T)[R(®)dt — o (t, T)AW ()] ) + B( T)(~R(H)D(t)dt) + 0 (1.3.34)

= D(t)B(t, T)R(t)dt — D(t)B(t, T)o*(t, T)dW (t) — D(t)B(t, T)R(t)dt (1.3.35)

—D(t)B(t,T)o*(t, T)dW (). (1.3.36)

Since the drift term is zero, this confirms that the discounted bond price D(t)B(t,T') is a martingale under
the risk-neutral measure P, as required by the no-arbitrage principle.

The process D(t)B(t,T) plays a crucial role in defining the change of measure from the risk-neutral measure
P to the T-forward measure PT. The T-forward measure uses the bond B(t,T) as the numeraire. The
Radon-Nikodym derivative process for this change of measure on F; is given by:

dpPT D(t)B(t,T)  D(t)B(t,T)

2= "5 = DoBO.T) - BO.T)

From (1.3.36), the dynamics of the Radon-Nikodym process are

1

2 =~ 5.1

D(t)B(t, T)o*(t, T)dW (t) = — Zy(t)o* (¢, T)dW (t)

By Girsanov’s theorem (using the convention dW7 = dW — (dlog Zr, dW),), the process WT(t) defined by
dWT(t) = dW (t) + o*(t, T)dt (1.3.37)

is a standard Brownian motion under the T-forward measure PT.

Finally, we can summarize the dynamics of the forward rate f(¢,T) under the three different measures:
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1. Under the physical measure P: Substitute the no-arbitrage condition (1.3.31) into the original
definition (1.3.23):

df (t,T) = [o(t, T)O(t) + o™ (t, T)o(t, T)] dt + o(t, T)dW (2).
2. Under the risk-neutral measure P: Substitute dW (t) = dW (t) — ©(t)dt into the P-dynamics:
df(t,T) = [o(t, T)O(t) + o™ (t, T)o(t, T)] dt + o(t, T)(dW (t) — O(t)dt)
= o*(t, T)o(t, T)dt + o(t, T)dW (t).

Note that f(t,T) is generally not a martingale under P.
3. Under the T-forward measure PT: Substitute dW (t) = dW?(t) — o*(t,T)dt into the P-dynamics:

df(t,T) = o* (t, T)o(t, T)dt + o(t, T)(dWT (t) — o™ (t, T)dt)
= o*(t, T)o(t,T)dt + o(t, T)AWT (t) — o (t, T)o* (¢, T)dt
=o(t,T)dWT(t).

The remarkable result is that under the T-forward measure P7, the instantaneous forward rate f(t,T) for
that specific maturity T follows a martingale process. This property is extremely useful for pricing derivatives
whose payoff depends on the forward rate at maturity, such as caplets and floorlets, as it simplifies expectation
calculations, often leading to Black-Scholes-like formulas (e.g., Black’s formula).

1.3.4 Forward contracts
Reference: [Shr, §2.1, 2.2]. Most of the materials in this section are direct excerpts from [Shr, §2.1, 2.2].

Forward contracts and futures contracts allow agents to lock in prices before actual asset transactions, but
through different mechanisms.

A forward contract is an agreement where at time ¢, party A commits to pay For(¢,T) to party B at future
time T in exchange for an asset S whose price S(T') will be unknown until time 7. The price For(¢,T) is set
so the contract has zero value at inception. After time ¢, the contract’s value fluctuates: if the asset price
rises faster than expected, party A benefits; if it falls, party B benefits.

Unlike options, forward contracts require both parties to complete the exchange. When one party gains
value, the other faces a liability, creating counterparty default risk. This risk explains why forwards typically
trade over-the-counter rather than on exchanges. Counterparties often establish collateral agreements or
trade through clearing houses to mitigate this risk.

Definition of the forward price

Consider an asset with price S(t) at time ¢. Assume that this asset does not pay dividends and there is no
cost associated with holding the asset. Owning some assets, gold for example, requires the payment of a
storage cost. This is called a cost of carry. Financial assets, such as stocks and bonds, do not have a cost of
carry.

According to the definition of risk-neutral measure, the discounted price of assets that do not pay dividends
and have no cost of carry are martingales under risk-neutral measures. Therefore, we assume there is a
probability measure P under which D(¢)S(t) is a martingale. As usual, D(t) is the discount process

D(t) = exp (— /O tR(u)du)

and R(t) is the spot interest rate. Now consider a forward contract, entered at time ¢, under which the agent
in the long position agrees to pay cash K at a later time 7" in exchange for one unit of S at time 7', valued
at S(T'). According to the risk-neutral pricing formula, the price of this contract at time ¢ is

1 = 1 K

B EIPIST) — K) | F)] = 5y EIDTISIT) | F)) = BT | FO] = §() = KB(.T).
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The price of this contract at time ¢ is zero if and only if K = S(t)/B(t,T). Therefore,”

Definition 1.3.5 (forward price). Assume that S is an asset that does not pay a dividend and has zero cost
of carry. For 0 <t <T, the forward price at time t for delivery of one unit of S at time T is

For(t,T) = 5 (1.3.38)

Price of a forward contract

The forward price is not the price/value of a forward contract. The forward price is instead the price one
agrees to pay at a future date in order to receive an asset at that future date.

Therefore, there is no reason that discounted forward prices should be martingales under the risk-neutral
measure. We will however see that undiscounted forward prices are martingales under a different measure,
called a forward measure.

Let us consider a forward contract that is entered at time ¢ for delivery of one unit of an asset valued at
S(T) at time T. We continue to assume that S does not pay a dividend and has zero cost of carry. The
forward price at time ¢ is given by (1.3.38). The forward contract will have value

S(t)
B(t,T)

S(T) — For(t,T) = S(T) —

at time T'. At times u between t and T, the price of the forward contract, given by the risk-neutral pricing
formula can be computed using the martingale property for D(¢)S(¢t) and the fact that S(¢t)/B(t,T) is
F (u)-measurable to be

P(u;t,T) = ﬁz’é [D(T) (S(T) - Bft(’tgr))‘ F (u)}
_ 1 oo S0 1
= D(u)E[D(T)S(T)U-"( )] B.T) D(U>E[D(T) | F(t)]

e SWBT) Sw S
=5 "pe . — Pl <B<u,T> - B(aT)) o tsusT

Observations of the price (value) P(u;t,T) at time u of the forward contract entered at time ¢ for delivery
at time 7"

1. At the time the forward contract is entered, its price is zero:
P(t;t,T)=0

No money changes hands at time ¢.

2. At the time the forward contract expires, B(T,T) = 1 and the price of the forward contract is
S5(t)

B(t,T)

P(T;t,T) = S(T) — = S(T) — For(t, T)

This is because the forward contract delivers one unit of S in exchange for For(¢,T) in cash.

3We have arrived the definition of forward price by a risk-neutral pricing argument. It can also be obtained by a no-
arbitrage argument as follows. Suppose at time ¢, an agent shorts S(¢)/B(t,T) zero-coupon bonds that pay 1 at maturity 7.
This generates income S(t). With this income, the agent buys one unit of S. Then at time T' the agent has one unit of S and
is short S(t)/B(t, T)T-maturity bonds, a position valued at
5(t)

ST - B(t,T)

It costs zero to set up this position at time ¢. If the forward price For(t,T) were anything other than S(¢)/B(t,T'), then one
could arbitrage the forward contract against the trade just described, going long one and short the other, and make a riskless
profit at no cost. This argument makes clear that we need to assume that S pays no dividend and has zero cost of carry.
Otherwise the portfolio that shorts S(¢)/B(t,T)T-maturity bonds and holds one unit of S between times ¢ and T either receives
a dividend or pays a cost of carry, and the argument no longer works.
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3. For times u between ¢t and T, the price of the forward contract is positive if

Sw S
B(u,T) =~ B(t,T))

If the ratio of the asset price to the bond price has grown between times ¢ and wu, i.e., if the asset price
has grown at a faster rate than the bond price, then the forward contract takes on positive value. If
the asset price has grown more slowly than the bond price, then the forward contract takes on negative
value. Since the asset price generally does not grow exactly at the rate of the bond price, the price of
the forward contract is generally not zero after time t¢.

4. Forward contracts are doubly indexed, i.e., P(u;t,T) depends on the time ¢ the contract is entered
and the time of delivery T'. Because of this, there cannot be deep markets in forward contracts. This
is another reason futures contracts, which are indexed only by the time of delivery, are more common.

Forward measure

Undiscounted forward prices are a martingales under a different measure, called the forward measure. This
fact plays an important role in pricing fixed income derivatives because it leads to Black’s formula.

We begin with a Brownian motion W under a risk-neutral measure P and use Girsanov’s Theorem to change
to a different measure and a different Brownian motion.

Definition 1.3.6. Let T € [0,T)] be given and consider the default-free zero-coupon bond price B(t,T),0 <
t <T. According to Theorem 1.3./, Equation (1.5.29),

POSLD) e [- [ — 5 [ ) aa] . 0<is<t

We use this process as the Radon-Nikodym derivative to change to a new measure called the T-forward
measure and denoted PT. Under this measure, the process

t
WT(t) =W(t) +/ o*(u, T)du, 0<t<T (1.3.39)
0
is a Brownian motion called the T'-forward Brownian motion.
By Girsanov’s theorem, we have

ET[Y]:]E[D(T)B(T’T) } -

=—F-—ED(T)Y
B(0,T) B(0,T) [D(T)Y]
for F(T')-measurable random variables Y. If Y is F(¢)-measurable for some ¢ € [0,T], this formula is still
correct, but also

E[D(t)B(t,T)Y]

ET[y}ﬁ[D(t)B(t’T) } 1

B(0,T) B(0,T)
If Y is F(t)-measurable for ¢t € [0,7] and 0 < s < ¢, then we have Bayes’ rule

E[D(t)B(t, T)Y | F(s)]  (1.3.40)

ETly | Fo) = BT ~{D(t)B(t,T) 1

Y| F = =
D(s)B(s,T) B(0,T) ' (S)] D(s)B(s,T)
We are now ready to state and prove the main result.

Theorem 1.3.7. Assume that S is an asset that does not pay a dividend and has zero cost of carry. Let
T € [0,T] be given. The forward price of S for delivery at time T (1.3.38) is a martingale under the
T-forward measure PT.

Proof. Welet 0 <u <t <T be given. We must show that

E”[For(t,T) | F(u)] = For(u,T)
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Because For (¢,7') is F(t)-measurable, we can use Bayes’ rule (1.3.40), the definition (1.3.38) of forward
price, and the fact that discounted S is a P-martingale to compute

1 - S(t)
BT | POBET) 50 ‘ }'(u)}

I & 1
= DB ) POSO [ Fw) = WMS(@ = For(u, T)

E” [For(t, T) | F(u)] =

Forward interest rate

Consider a model with a spot interest rate R(t). According to the risk-neutral pricing formula, the price at
time ¢ of a default-free zero-coupon bond paying 1 at maturity 7T is

B(t,T) = E [~ I R | F(p)]

Therefore,
-9 Bty = F {ae S B ]-“(t)] =B [R(T)e I R0t | F ()] = L_BIDTR(T) | F(t)]
o T T - ~ D)

According to the risk-neutral pricing formula, this is the price at time ¢ of an asset that pays R(T) at time

T. We call this price
0
= ——B(t,T
S(t) i= 55 B, T)

The asset that pays R(T) at time T does not pay a dividend and has zero cost of carry, so its forward price

° Sty  &BGLT) 9
B, T) 8jTB(t,T) = ~gr e BT

This is the forward interest rate (1.3.1) of Definition 1.3.1. We thus have a second interpretation of the
forward rate. In that part (§1.3.1) we saw the f(¢,T') is the instantaneous rate that can be locked in a time
t for borrowing or investing at time T'; this is how we understood (1.3.1). Here we see that f(¢,7T) is the
forward price at time ¢ for a contract that delivers R(T) at time T

Example 1.3.8 (Forward rates in the Ho-Lee model). Recall the Ho-Lee model whose differential is
df(t,T) = 0*(T — t)dt + odW (t) = o(dW (t) + o(T — t)dt), 0<t<T (1.3.41)

We have just seen that this is the forward price of a contract that pays R(T) at time T. Therefore, Theorem

1.3.7 implies that f(t,T) is a martingale under the T-forward measure. We verify this.

In the Ho-Lee model, o*(t,T) = (T — t)o. Therefore, the forward Brownian motion (1.3.39) is

Wrt)=W(t)+o /Ot(T — u)du (1.3.42)

which implies that .
dWT(t) = dW (t) + o(T — t)dt (1.3.43)

Equation (1.3.41) can be rewritten as
df(t,T) = cdW?T(t), 0<t<T

Because W' is a Brownian motion under PT, f(t, T) is a PT-martingale. In addition, we see from Definition
2.4 and (1.58) that in the Ho-Lee model the Radon-Nikodym derivative P-martingale for the change of measure

from P to PT is
D()B(t, T

B((),T)) — e {—a /Ot(T )iV (u) ~ o /Ot(T - u)Qdu}
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1.3.5 Black’s formula

Reference: [Shr, §2.3]. Most of the materials in this section are direct excerpts from [Shr, §2.3].

The Black-Scholes formula, published in 1974, revolutionized finance by enabling the pricing and trading of
derivative securities for both hedging and speculation. This work by Black, Scholes, and Merton established
volatility as the standard quoting method for equity options.

European call prices depend on five factors: interest rate, time to expiration, underlying asset price, asset
volatility, and strike price. With constant interest rates typical for short-lived equity options, prices effectively
depend on just three variables: expiration time, asset price, and volatility.

Since expiration time and asset price constantly change, quoting option prices directly is impractical. Instead,
specifying the volatility for the Black-Scholes formula provides a more stable quoting method. This approach
eliminates the need to update quotes when time passes or asset prices fluctuate.

Fischer Black later joined Goldman Sachs’ fixed income division, where he adapted his work for fixed income
derivatives. Unlike equity options, these long-term instruments operate in changing interest rate environ-
ments. Black developed a formula using forward prices and forward measures to maintain volatility as an
effective quoting convention for these derivatives.

Derivation of Black’s formula

Consider a model in which the spot interest rate R(t) is not necessarily constant. In this model, suppose
S is an asset that does not pay a dividend and has zero cost of carry. Assume further that S(¢) > 0 for
0 <t < T almost surely. According to the risk-neutral pricing formula, a European call on S expiring at
time T" with strike price K has time-zero price

C(0) = E [D(T)(S(T) — K)*] (1.3.44)

In models of fixed-income markets, the asset S is not a stock. It might be a bond. More frequently, it is a
contract that makes a payment at a future date based on interest rates over a period of time just prior to
that date. The computation of the right-hand side of (1.3.44) is difficult because of the correlation between
D(T) and (S(T) — K)™.

Suppose that D(T) and (S(T) — K)* are uncorrelated under P. In this case, we can write

C(0) =E[D(T)E [(S(T) — K)*] = B(0, T)E [(S(T) — K)*] (1.3.45)

However, in fixed income applications, the second equality in (1.3.45) is always incorrect. We resolve this
issue by recalling the T-forward measure P of Definition 1.3.6. We use up the troubling term D(T) in
(1.3.45) by changing to expectation E” under P?. Thus, in place of (1.3.45), we write

— [D(T)B(T,T)

C(0) = B(0,T)E BmT)(aﬂ_Kw = B(0, T)ET [(S(T) — K)*], (1.3.46)

where noting that B(T,T) = 1 and that B(0,T) is not random. We obtain a formula much like (1.3.45), but
now D(T) and (S(T) — K)*tare allowed to be correlated and the expectation in the final result is computed
under PT. Of course, to compute this expectation, we need to know the distribution of S(7) under PT.

Recall that the forward price at time ¢ for delivery of one unit of S at time T is

For(t,T) =

0<t<T

According to Theorem 1.3.7, For(t,T) is a martingale under P?. But we have assumed that S(t) is strictly
positive for all ¢ € [0, 7], so For(¢,T) is strictly positive for all ¢ € [0,T]. A strictly positive martingale is a
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generalized geometric Brownian motion. In other words, there is an adapted process o(t),0 < t < T, such
that for 0 <t < T,

dFor(t,T) = o(t)For(t, T)dW™ (t) (2.18)

For(t, T) = For(0, T) exp { /0 o (w)dWT (1) — % /0 02(u)du] . (2.19)
But S(T') = For(T,T), and therefore

S(T) = For(T,T) = For(0,T) exp [/0 o(w)dW? (u) — %/0 02(u)du] (1.3.47)

We now consider special cases.

The first case is when the volatility is either a positive or negative constant +o* and thus For(¢,T) is a
geometric Brownian motion under P7. In particular, (1.3.47) reduces to

S(T) = For(0,T) exp {io—WT(T) = ;0’2T:| (1.3.48)

and ET [(S(T) — K)*]is given by the Black-Scholes formula.

Theorem 1.3.9 (Black’s formula with constant volatility). Let S be an asset that does not pay a dividend
and has zero cost of carry. Let C(0) be the price at time zero of a European call option on S with strike
price K expiring at time T. Let o be a positive constant, and assume that the forward price For(t,T) of S
for delivery at time T has volatility o or —o. Then

C(0) = B(0,T) (For(0, T)N (dy) — KN (d_)) = S(O)N (dy) — KB(0, T)N (d_), (1.3.49)
where
dy = g\l/f log Forgg’ L %HT . (1.3.50)

Proof. If the forward price volatility is o, then the first equation in (1.3.49) together with (1.3.50) follow
from the Black-Scholes formula applied to compute ET[(S(T)— K)*] using formula (1.3.48) for S(7T') and
then using formula (1.3.46) for C(0).

If the forward price volatility is —o, we observe that —oW 7T (T) and cW*(T) are both normal with expected
value zero and variance ¢2T under P7. Therefore,

S(T) = For(0,T) exp {—UWT(T) _Z

and
S(T) = For(0,T) exp |:O'WT(T) -

have the same distribution. It follows that

E[(S(1) - K)*] =E |(S(1) - K)*|
and the computation of this last quantity proceeds by the standard Black-Scholes argument. In particular,
we obtain formula (1.3.50) for dwith leading term 1/0+v/T, not —1/0v/T.

Regardless of whether the volatility of the forward price is o or —o, the second formula in (1.3.49) follows
from the first and the fact that For(0,7T") = S(0)/B(0,T). O

4In Theorem 1.3.9 we permit the volatility to be negative because in fixed-income applications the volatility of assets often
has the opposite sign from the volatility of the spot rate, and so one of these must be negative. See for instance Example 1.3.11.
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Remark. In the special case that the interest rate is a constant r and the volatility o is positive, we have
B(0,T) = e~ """ and For(0,T) = "7 5(0)
In this case (1.3.49) reduces to the usual Black-Scholes formula
C(0) = S(0)N (dy) —e "™"KN (d_)
where
1 eTS(0) | 1

_ 1o 1 S5(0) 15
=7 log % iQUTia\/T logK+ r+go T

The beauty of Black’s formula, however, is that no assumption is made on the interest rate. The only
assumption is that the forward price of the underlying asset rather than the asset price itself has constant
volatility.

d+

Remark. Using the independence lemma, one can derive the following dynamic version of Black’s formula.
Under the assumptions of Theorem 1.3.9, the call price at time ¢, denoted by

Clt) = p B [DONST) - K)* | 7). 0<e<T
is given by
O(t) = S(ON (dy (1, For(t, 1)) - KB(t T)N (d_(1For(t. 7)), 0<t<T, (L351)
where

dy(t,x) = RS 1orZ(T— t)] .

1
S | P
oVl —t gK 2

End of the first half of Lecture 8

We next consider the case that o(u) is a nonrandom function of time. First note that one term on the
right-hand side of (1.3.47) follows

T - T
/ o(w)dW? (u) ~ N (0,V(T)), V(T):= / o?(u)du.
0 0

We define®

N A 0 N b Y

0=\ = T/o o?(u)du (1.3.52)
Then

S(T) = For(0,T) exp

/OT o(w)dWT (u) — % /OT 02(u)du]

has the same distribution as (noting that W1 (T) ~ AN (0,T))

S(T) = For(0,T) exp {5WT(T) - ;52T] ,

which is the solution to the SDE dS(t) = .5(t)dWT(t), 5(0) = For(0,T). This implies that
ET [(S(T) - K)*] =ET |(S(T) - K)"]

This last quantity lends itself to a standard Black-Scholes calculation. This permits us to extend Black’s
formula to the case of nonrandom, time-dependent volatility:

5Note that & is positive and we do not need to write |7| in Theorem 1.3.10.
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Theorem 1.3.10 (Black’s formula with nonrandom, time-dependent volatility). Let S be an asset that does
not pay a dividend and has zero cost of carry. Let C(0) be the price at time zero of a European call on S
with strike price K expiring at time T. Assume that the forward price For(t,T) of S for delivery at time T
has nonrandom, time-dependent volatility® o(u),0 < u < T. Then

C(0) = B(0,T) (For(0, T)N (dy) — KN (d_)) = S(0)N (dy) — KB(0,T)N (d_) (1.3.53)

where

1 For(0,7) , 1 _, }
dy = lo + =T
+ ovT [ & K 2

Remark. Again, one can use independence lemma to show that under the assumptions of Theorem 1.3.10,
the call price at time ¢ is given by (1.3.51), where now

. T
dy(t,z) = m {log 74 + %62(t)(T - t)} , o(t) = \/Tl—t/t o?(u)du.

End of Recitation 5

Example 1.3.11 (Bond option in the Ho-Lee model). Recall that in the Ho-Lee model, the spot interest rate
has differential

dR(u) = a(u)du + odW(u), 0<u<T (1.3.54)

and bond price are given by

B(t,T) = exp

(T )R(t) - /t a(w)(T — w)du + éaQ(T - t)3] (1.3.55)

Let 0 < Ty < To, < T be given. For 0 <t < Ty, the forward price at time t for delivery at time T, of the
Ts-maturity bond is’

B(t, T
Forp (t,T)) = —— 2) Y(0)

B (t,Ty)

=...(see Equation 1.3.56)... =€

where

Y(t):=—-T,—T1)R(t) — (T2 — Tl)/t 1 ou)du — / ’ afu) (T —u)du

T
1 1 1
+ 6"2 (T, — Tv)" + 502 (Ty — T1)? (T, — t) + 502 (T, — Ty (Ty — t)?
with differential
— 1
dY (t) = ... (see Equation 1.3.57)... = — (Ty — T1) odW (t) — 502 (Ty — T1)? dt — o° (T, — T4 (Ty — t) dt,

so that
dY (£)dY (t) = (Ty — Ty)? odt.
Because Forp (t,Th) = f(Y (t)) where f'(y) = f"(y) = f(y) = €Y, we have
dForp (t,Ty) = ... (see Equation 1.3.58)... = — (Ty — Ty) oForp (t,Ty) dW ™' (t)
where

Wi (t) := W(t) + o—/ot (Ty —u)du, 0<t<Ty (1.3.59)

6We do not require o(u) to be positive. However, we do require that & given by (1.3.52) is non-zero and hence positive so
that we can divide by it in the formula for d+.
7We use the subscript B in the notation Forp to indicate that this is the forward price of a bond.
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is the Ty-forward Brownian motion given by (1.5.42) with differential given by (1.3.43) when T in those
equations is replaced by Ty. Under P11, the forward price For g (t,T1) is a martingale. We have identified
the volatility of the T -forward price of the Ta-maturity bond. It is the constant — (To — T1) 0.

According to Black’s formula with constant volatility (Theorem 1.3.9), a call on the Ty-maturity bond expiring
at time T1 with strike price K has time-zero price

C(0) = B(0,T») N (dy) — KB (0,T1) N (d_), (1.3.60)

where

1 B(0,T 1
(0,75) + = (T, — 1Y) 0Ty | . (1.3.61)

d =
T -T)ovTi | PEB(O,T) 2

1.3.6 Secured overnight funding rate (SOFR)
Reference: [Shr, §3.2 — 3.4].

Prior to 2008, the London Interbank Offered Rate (LIBOR) was the primary benchmark for short-term
unsecured borrowing costs. LIBOR was published by the British Bankers’ Association: each day the Bank
of England solicited quotes from a panel of banks, discarded the highest and lowest submissions, and averaged
the remainder. In the wake of the 2008 financial crisis it became clear that LIBOR was highly susceptible
to manipulation; several traders were prosecuted and the benchmark was discontinued for many tenors in
2013.

In response, market participants adopted the Secured Overnight Financing Rate (SOFR), a transaction-based
overnight rate reflecting the cost of borrowing cash collateralized by U.S. Treasury securities in the tri-party
repurchase agreement (repo) market.

Denote by R(u) the overnight repo rate realized at time u. A repurchase agreement executed at the close of
trading on day u involves

sell Treasury securities at time wu,

and agree to repurchase them (slightly more) at time u + A,

thereby locking in a one-day interest rate.

T:Tj —Tj,1

] ]
T T

Tj— T;

Figure 1.3.3: Time interval of length 7 over which the SOFR average is computed.

In Figure 1.3.3, [Tj_1,T;] is a term interval (e.g. three months, so that 7 = 1/4 year). By rolling over
overnight repos each day in this interval, the cumulative gross return is

T;—A

[I a+RwA)=~exp (

u=T;_1

T;

R(u)du) .

Tj,1

We define the (averaged) SOFR rate over [T;_1,T}] as the unique constant SOFRz,_, 1) satisfying

T
exp </ R(u)du> =1+ 780FR7,_, ;).
Tj71

Hence

exp (fTTj];l R(u)du) -1

T

SOFR[Tj,l,Tﬂ = (T = Tj - Tj—l) .
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In the next lecture we will take
R(u), ue€l0,T],

as a continuous-time stochastic process and study the evolution of term SOFR averages and related interest-
rate derivatives.

End of the second half of Lecture 8

(Recap) Let 0 < T; < Tj41 be consecutive accrual dates and set 7 := T 11 —Tj (in practice 7 = 1/4 ~ 90 days,
7 =1/2 ~ 180 days). Denote by r(t) the (continuously-compounded) short rate and by

D(t) = exp (/0 r(u) du) , B(t,T) = IEW

the discount factor and the time-t price of a zero-coupon bond maturing at 7" under the risk-neutral measure
P.
Definition 1.3.12 (Average SOFR). The realised average SOFR for the period [T, T;11] is

S(Tj41;T5, Tj1) = % (DD(I(:;IE) - 1) = % (exp (fTTjj+1 r(u) du) - 1) )

Thus

T
1+75 =exp (/ T(u)du);
T;

this follows from rolling overnight repo loans and replacing 1 + §r by " for the daily tenor 6.

Proposition 1.3.13 (no-arbitrage time-¢ price of average SOFR). For t < T,y the no-arbitrage price
S(t: 15, Tjya) of S(Tj41; T, Tjya) is

B(t,T}) - B(t, Tj+1)

t<T;
1 =~ ) > 1y,
STy, Tja) = WE[D(TJ‘H)S(TjH;TjaTjH) |7 =1 by Zg(t,TjH)
D(t) T ’

te [T]‘aTjJrl]'

Proof. Insert the definition of S(Tj41;7Tj,Tj41) and use E[D(T) | F,] = D(t)B(t,T), taking into account
whether D(T}) is Fi-measurable (¢ > T;) or not. O

Definition 1.3.14 (Forward SOFR). The forward SOFR rate observed at time t < Tji1 for the period

(T3, T4 is
S(t;T;, Tj41)
Forg (t;T;,Tjy,) i= ——- L2722
( J ]+1) B(t,Tj+1)
Consequently
B(t,T;) 1 P < T,
TB(t,Tj+1) 7'7 -

Fors(t;Tj7Tj+1) = 1
— = — = te|[T;,Ti41]
DOBG T €Tl
Unlike LIBOR, the realised average SOFR is fixed at the end of the accrual period, so Forg is the tradable
rate that locks-in today the future average funding cost.
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Example 1.3.15 (Caplet on the compounded SOFR). Fiz an accrual period [T;,Tj11] of length T =T 11 —
T;. The caplet pays
(S(T]-‘rl’T Tt ) K)+ at Tji1,
where the realised average SOFR S(Tj11; T}, Tj+1) is given by S = 71 (D(T})/D(Tj41) — 1)
Because S(Tj41;T;,Tjq1) = Forg(Tj11; T}, Tj+1), the payoff can be written as
(Fors(Tys1; Ty, Tjn) — K
so the caplet is a Furopean call on the forward SOFR.

For any valuation time t < Tjyq,

Caplet(t) = D(Tj41) (Fors(Ty41: Ty, Tyg1) — K)+|]-‘t}.

( )

(Change to the T;y1-forward measure) Introduce the density

D(t)B(t,Tj+1) dPTi+1
B(Ov Tj+1) , dﬁ)

Then Fy := Forg(s; T;, Tj+1) is a PTi+1-martingale, and Caplet(t) becomes

Zy =

= 7.
Fi

Caplet(t) = B(t, Ty )E ™ [(Pr,,, — K)* | 7]

(Making the payoff log-normal) The explicit form of Fs (Definition 1.3.1/) contains a constant shift —
Set Fy := Fy + 771, Then F, is a quotient of discounted bond prices, hence a geometric Brownian motion
under PTi+1. The payoff rewrites as

~ RS
(P = (K +771)
Under Ho-Lee (dr = UdW) every bond price is log-normal with volatility op(t,T) = —o (T' —t). Fort < T;
the ratio ﬁt = % inherits the constant volatility

O — —0O (Tj+1 - Tj)

Fort € [T}, Tj11] one obtains the time-dependent volatility op(t) = —o (Tj41 —t). Hence, under PTi+1
Fr, 1 Tita (Tjsr = T5)% (Tj1 — 1), t < Ty,

In —2*L N (v(t), v(t)) . u(t) = / op(uPdu=0%q " 0T !
F; 2 ¢ ( .7‘+:1))—t) , t>T;.

Applying the Black formula with spot Fy, strike K, and variance v(t) gives

| Caplet(t) = 7 B(t, Tj41) (F N(dy) — K N(d-)) |

where
In(F/K) £ Lo()

u(t)

(The pre-factor T restores the industry convention that caplet notionals are expressed in rate per annum.)

dy =

y Ft :FOrs(t;jy,Tj+1).

To summarize the section, rolling overnight repos links the short rate to the realised average SOFR:

S = (") (D(T})/D(Tj41) — 1)
The tradable forward SOFR
FOI‘S S/B( ]+1)

is known at the start of the interval and serves as LIBOR’s analogue. Caplets and other SOFR derivatives
are valued by switching to the T} i-forward measure and applying the Black formula once the volatility of
Forg is identified (constant in Ho-Lee, piece-wise in general).
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1.3.7 Futures contracts
Reference: [Shr, §2.4]. Most of the materials in this section are direct excerpts from [Shr, §2.4].

Futures contracts also present a way of locking in a price in advance, but without the default risk inherent
in forward contracts. These contracts are traded on exchanges. Suppose at time ¢y an agent wishes to lock
in a price for purchase of one unit of an underlying asset S at a later time 7. She can do that by taking
a long futures position on S. This generates a cash flow depending on changes in the futures price for the
asset between times ¢ty and 7. The futures price is set by supply and demand at the exchange. An agent
who buys a futures contract pays nothing for the contract but must deposit money into a margin account®
held by the exchange. The next day, if the futures price has increased, the agent will receive the amount of
the increase added to her margin account. If the futures prices has decreased, the amount of the decrease is
deducted from her margin account. This process is called marking to market or daily resettlement.

Suppose at time ¢y an agent takes a long futures position with delivery at a later date ¢,, = T. Suppose at
the end of day t;,7 = 0,1, ..., n, the futures price for time- 7" delivery is Fut (¢;,T). The futures price on the
delivery date T' = t,, is always the price of the underlying asset S(T') at that date, i.e., Fut (¢,,,7) = S(T). On
each of the dates t;,j = 1,...,n, the agent with the long futures position receives Fut (¢;,T) — Fut (t;—1,T).
If this quantity is negative, “receives” means that money is deducted from the agent’s margin account. The
total amount received by the long futures position between the time ¢ty when the long position is entered and
the time T of delivery is

(Fut (t, T) — Fut (tg, T)) + - - + (Fut (tn_1,T) — Fut (tn_2, T)) + (Fut (tn, T) — Fut (t,_1,T))
= Fut (t,,T) — Fut (t,,T) = S(T) — Fut (to, T)

If the agent holding the long futures position wishes to own the asset, at time T she pays market price
S(T). From the cash flow associated with the long futures position, she has received S(T"), which covers this
purchase, and has paid Fut (¢9, 7). Thus the futures price Fut (¢o,T) at time to has been locked in as the
net amount the agent pays to acquire the asset S at time 7T'.

Because the forward contract results in a single payment at time 7T, whereas a futures contract generates
a cash flow between inception and delivery, the interest rate, especially if it is random, plays an important
role in the difference between the two kinds of contracts and the resulting difference in forward prices and
futures prices.

We start with discrete-time setting.

Let {t;};=0,1,... » be an increasing discrete time grid with ¢ty = 0 and ¢,, = T. We work under a risk-neutral
measure P and denote by R(¢;) the (forward) short rate over [t;,t;41). Define the discount factor

Jj—1
D(t;) = exp |- ZR(ti) (tit1 —ti)| -
i=0

Note that D(t;) is F(t;—1)-measurable and strictly positive.
For a payoff S(T') at time T, define the discrete-time futures price by

Fut(t;, T) =E [S(T) | F(t;)].

(Martingale property via zero-cost settlement) A futures contract is marked-to-market at each ¢;, with payoff
Aj = Fut(tj+1,T) — Fut(tj,T),
settled at ;1. The present value at t; of that settlement is

1

m E [D(tj+1) Aj | F(t5)]

8Money is deposited into the margin account for reasons other than the one described here. For example, a deposit into the
margin account may be required because of the risk associated with the agent’s position. For this discussion, we consider only
money credited or debited to the account as a result of changes in the futures price.
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Zero-cost entry and exit require this to vanish. Since D(t;41)/D(t;) # 0 and is F(t;)-measurable,

E [Fut(tj+1,T) | F(t;)] = Fut(t;, T),

ie. {Fut(t;,T)} is a P-martingale.
We now turn to continuous-time setting.

Let {r(u)}u>0 be a progressively measurable short-rate process, and set
¢
D(t) = exp [/ r(u) du] , 0<t<T,
0

the continuous-time discount factor. Again work under the risk-neutral measure P.

Definition 1.3.16 (futures price). Let S(T) be an F(T)-measurable random variable in a model with a

risk-neutral measure P. The futures price at time t for delivery of one unit of S at time T is

Fut(t,T) = E[S(T) | F(t)], 0<t<T

In particular, Fut(T,T) = S(T).

(Zero-value of the futures contract) In continuous time the daily settlements Y D AFut become the stochastic
integral

T
/t D(u) d [Fut(u, T)].

By the risk-neutral pricing formula, the value at time ¢ of entering and then immediately exiting the contract
is

[T
ﬁﬂi /t D(u)dFut(u,T) ’ }-(t)] :

Since Fut(-,T) is a ]IND—martingale, the martingale representation theorem gives
dFut(u, T) = U(u) dW (u)
for some adapted process W. Thus
T
/ D(u) U () dWW ()
t

is an Ito integral whose conditional expectation (given F(t)) vanishes. Hence the futures contract has zero
value at all times:

1 ~
Ok

/TD(u)dFut(u,T) ‘ ]—'(t)] —0.

In summary, futures contract value is always zero, both in discrete and continuous time, because daily (or
instantaneous) marked-to-market settlements cost nothing to enter and exit; in other words, the value of the
contract is identically zero under no-arbitrage. Futures price is the conditional expectation of the terminal
payoft.

Theorem 1.3.17 (Forward-futures spread). Assume S is an asset that does not pay a dividend and has zero
cost of carry. Let For(0,T) be the time-zero forward price for delivery of one unit of S at time T, and let
Fut(0,T) be the time-zero futures price for the same. Then

For(0,T) — Fut(0,T) = ﬁé&[pm, S(T)]

where Cov denotes covariance under the risk-neutral measure P.
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Proof. By the definition of forward and futures prices with ¢ = 0, the fact the D(¢)S(¢),0 <t < T, is a
P-martingale, and the formula B(0,T) = E[D(T')] to compute

S(0) -~

For(0,T) — Fut(0,T) = BO.T) [S(T)]
I = ~ ~ __
= B0.7) [E[D(T)S(T)] — E[D(T)E[S(T)]] = mCov[D(T),S(T)]

O

Roughly speaking, forward-futures spread says that if the asset price S is negatively correlated with the
interest rate, so that D(T') is positively correlated with S(T'), then For(0,T) > Fut(0,7). In the case that
S is negatively correlated with the interest rate, the long futures position tends to receive cash when the
interest rate is falling and pay cash when the interest rate is rising. This is less favorable than the long
forward position, which does not pay cash until the delivery date. To compensate for this disadvantage,
the price Fut(0,7) ultimately paid by the long futures position is lower than the price For(0,7T") paid upon
delivery by the long forward position. The correlation considered here is under a risk-neutral measure, not
the physical measure, but the direction of correlation under these two measures is generally the same.

Note that, if the interest rate is not random, the D(T') is not random, and thus its correlation with S(T') is
zero, so we have

Corollary 1.3.18. Assume S is an asset that does not pay a dividend and has zero cost of carry. If the
interest rate is not random, then the forward price and the futures price for delivery of one unit of S at time
T are equal.

Example 1.3.19 (Forward-futures interest rate spread in the Ho-Lee model). Recall that the forward interest
rate in the Ho-Lee model is

4 1 2 2
f(t,T):R(t)+/t a(wdu— S0 (T =12, 0<t<T

In addition to being an instantaneous interest rate that can be locked in at time t for borrowing at time T,
this is the forward price Forg(t,T)? of the contract that pays R(T) at time T.

In the Ho-Lee model, we have

T
R(T) = R(t) +/ a(u)du + oc(W(T) — W (t))
t
from which we see that the futures price'’ at time t for the payment R(T) at time T is'!
_ T
Futr(t,T) = B[R(T) | F(t)] = R(t) + / a(w)du, 0<t<T
t

It follows that .
dFutr(t,T) = dR(t) — a(t)dt = cdW (t)

The futures price is a martingale under the risk-neutral measure. In this case, the price R(T') of the underlying
asset delivered at time T is positively correlated with the interest rate and negatively correlated with D(T).
We have the opposite of the situation described above. The interest rate forward-futures spread is

1
Forg(t,T) — Futp(t,T) = —502(T —1)?

which is negative. Recall that o appearing in this formula is the volatility of the interest rate.

9We use the subscript R in the notation Forg to indicate that is is a forward interest rate.

0Tnterest rate futures have a non-intuitive quotation convention, namely, 100 — 100Fut(¢,T"). If the interest rate futures in
our notation is 0.04, i.e., 4%, then the quote is 96.

1We use the subscript R in the notation Futp to indicate that this is an interest rate futures.
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Trading futures contracts

Futures contracts are traded on many asset classes, e.g., stock indices, agricultural commodities, metals,
and oil. There are even futures contracts on non-asset time series such as weather. Futures can be easier to
trade than the underlying assets, and hence are often used for hedging. In this section, we consider futures
trading and give some examples of replication (hedging) with futures.

Suppose at time ¢, 0 < ¢ < T, an agent holds A(t) futures contracts and finances her trading using the
money market account with interest rate R(¢),0 < ¢t < T. For now let us assume that the interest paid
on the agent’s margin account is also R(¢). The agent’s portfolio consists of the futures contracts held and
cash. Some of the cash is in the margin account and the remainder is invested or borrowed at the money
market rate R(¢). The position in futures always has zero value and thus does not contribute to the agent’s
portfolio value. In other words, all the agent’s portfolio value is in cash. The futures contracts held affect
the differential of the portfolio value, but do not contribute to the portfolio value itself. Thus,

dX(t) = ®(t)dFut(t, T) + R(t) X (t)dt (1.3.62)
and

d(D(t)X (t)) = Dt)(~R()X () + dX () = D(t)®(t)d Fut(t, T) (1.3.63)

Example 1.3.20 (Black-Scholes futures hedging). Consider a geometric Brownian motion price process
S(t) with differential
dS(t) = rS(t)dt+ oS(t)dW(t), 0<t<T

where the interest rate v and the volatility o > 0 are constant and W is a Brownian motion under a risk-
neutral measure P. The futures price for delivery of one unit of S at time T is

Futs(t,T) = E[S(T) | F(t)] = ¢'TE [e"TS(T) | F(t)] = e"T~DS(¢) (1.3.64)

(This is also the forward price because the interest rate is constant. In particular, B(t,T) = e (Tt

Forg(t,T) = S(t)/B(t,T) = e" =1 S(t).) The differential of the futures price is

SO

dFutg(t,T) = —re" TS (t)dt + " T=DdS(t) = oe" T S(t)dW (t)

As always, the futures price is a martingale under the risk-neutral measure.

Consider an agent who at each time t holds ®(t) futures contracts and finances trading using the money
market account. From (1.5.63) and (1.5.6/), we have

d (e X (1)) = 0" TP (1) S (1) dW (1) (1.3.65)

This discounted portfolio process is a martingale under the risk-neutral measure. For 0 <t < T, the price at
time t of a European call on S expiring at time T with strike price K is

e(t, S(1)) = S(t)N (d(t)) — e " T"IKN (d- (1))

where do(t) = m/% {log SI((t) + (r + ;02) (T - t)]

The differential of the discounted call price is

d (e e(t, S(t))) = e " (rcdt + cpdt + c,dS(t) + ;cmdS(t)dS(t)>

= (—rc e+ rS(tes + ;UZ‘SQ(t)Cm> dt + aS(t)ea(t, St)aw () (1300

= ge S (t)ea(t, S(1))dW (1)
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because c(t,x) satisfies the Black-Scholes partial differential equation
re(t, x) = e(t, x) + racy(t, x) + %ozac%m(t,ac)7 0<t<T,z>0
Equating (1.3.65) and (1.5.66), we see that to replicate the call, the agent should take X (0) = ¢(0,S(0)) and
B(t) =e " TV (8, S(t))

From (1.5.6]), we see that the futures price at time t is the asset price S(t) scaled up by e"T=Y " Therefore,
the hedge ratio ®(t) for trading in futures is the hedge ratio A(t) = c,(t,S(t)) for trading in the underlying
asset scaled down by e~"(T—1),

End of Lecture 9

1.4 Financing portfolios

1.4.1 Self-financing portfolio

For simplicity, consider a portfolio with two (risky) assets: Sp, Sa, so that we have the portfolio value X ()
such that
X (t) = A(t)S1(t) + T(¢)Sa(t)

In differential, we (wish to) have
dX(t) = A(t)dS1(t) + T'(t)dSa(t) (1.4.1)

Note that this is not true in general but a condition called self-financing. This is because, by Ité’s product
rule, we have

dX (1) = A(t)dSy (1) + S (t)AA(t) + dSy(£)dA(t) + T(£)dSa(t) + Sa(t)dT(t) + dSa(t)dT ()
So to satisfy (1.4.1), we need
S1(t)dA(t) + dS1 (£)dA() + Sa(t)dD(t) + dSo(t)dT () = 0 (1.4.2)
In discrete time, (1.4.2) implies:

S1(tj—1) [Aty) — Altj—1)] + [Aty) — A(tj—1)] [S1(t;) — S1(tj-1)]
+ 82 (tj—1) [U(t;) — T(tj—1)] + [S2(t;) — S2(t;—1)] [['(¢;) — T'(tj-1)]
= Si(t;) [A(t;) — A(tj—1)] + S2(t;) [[(t;) = T(tj-1)] = 0.

Example 1.4.1 (Black’s formula). Consider the model
X(t) = C(t) = SN (dy (t, For(t, T))) — KB(t, T)N(d_(t, For(t, T)))
To equate
dX(t) = Ay ()dS(t) + T(t)dB(t, T),

We suggest that
Aq(t) = N(dy(t,For(t,T))), [(t) = —KN(d_(t,For(t,T)))

achieves the self-financing condition.

Example 1.4.2 (Using money market to finance trading). Let S(t) be a risky asset price process and let
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be the value at time t of one unit invested in the risk-free money-market. Then
dM(t) = r M(t) dt.

A trading strategy is given by progressively measurable processes A(t) and I'(t), denoting the number of shares
of S and units of M. The portfolio value is

X(t)=A@t)S(t) +T(t) M(t).

We require the strategy to be self-financing, i.e.
dX(t) = A(t)dS(t) + T'(t) dM(t).
Applying Ité’s product rule to X (t) = AS +T'M yields
dX(t)=AdS+ SdA +d{A,S)+TdM + M dl' + d(T', M).
Comparison with the self-financing relation gives the financing condition
S(t)dA(t) + M(t)dl(t) + d(A,S),+d{I, M), =0,

which in continuous-diffusion models reduces to

S(t) dA(t) + M(t) dD(t) = 0.

Since X = AS +T'M, one solves

so that I'(t) M(t) is precisely the cash position.

To replicate a European call with payoff X(T) = (S(T) — K)T, set X(t) = c(t,5(t)). Under the
self-financing condition and risk-neutral valuation one obtains the Black-Scholes PDE. The resulting delta-
hedging strategy is

Oc

_ t,S(t) — A(t) S(t)
= 55 ( :

M(t)

AW =2 sy, =2

Trading-floor derivation of the Black-Scholes PDE

This section records the well-known “trading-floor” (heuristic) route to the Black-Scholes equation. The
argument is illustrative—it shows why a delta-hedged portfolio is almost risk-free—but it is not itself rigorous;
the two key shortcuts we highlight below happen to cancel.

For the set up, at time ¢ we hold one European call worth ¢(¢, S(t)) and sell A(t, S(t)) shares of the underlying
S(t). The portfolio

dc

Y(t) =ct, 5S(t) - AL SM)S1), A S() = 55l

t,S(t)).
Assume the stock follows
dS(t) = uS(t)dt + aS(t)dW (t), (dS)* = o?S?dt.
(Flawed Tto calculation) Applying It6 to ¢(t, S(¢)) and ignoring the stochasticity of A(¢, S(t)) one obtains

de 1 9%c
dY (t) = <8t + 20252852) dt (1.4.3)

The dS-terms appear to cancel.
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(Flawed risk-free argument) Because A(t,S(t)) is chosen so that the portfolio is locally insensitive to dS,
traders treat Y as instantaneously riskless; hence

dY (t) = rY (¢) dt. (1.4.4)
Setting the right-hand sides of Equations (1.4.3) and (1.4.4) equal and rearranging yields

Oc de 1 4 0% B
at+r585+205852—r0—0,

the Black-Scholes PDE.

So why does this seem to be correct? Correction 1: define A := g—g and apply It6 to the whole portfolio:
de 1 0%c
Y=(=+-029"_— — SdA — A. 1.4.
d <8t+205652)dt Sd dsSd (1.4.5)

Meanwhile, consider Figure 1.4.1. The solid curve is the call-price surface x — c(t, ), a convex function of
the spot. The dashed line is the tangent at the current spot = S(t); its slope A = d¢/dx represents the
delta of the option. The current state is at (S(t),c(t,S(t))). The vertical gap between the curve and the
tangent, Y = ¢ — AS, equals the value of the delta-hedged portfolio. Although this gap is locally flat at
x = S(t) (hence the position is instantaneously insensitive to small moves in S), the entire curve shifts over
time, so re-hedging is required; the position is not truly risk-free.

c(t, x)

Figure 1.4.1: Call price c(t,x) and its tangent at the current spot = = S(t).

Correction 2: define I" such that
Oc

Y(t) =c(t,S(t)) — %(t, S(t)) S(t) =:T(t)e™.
Taking the differential correctly, one gets
dY =T (t)re"™ dt + " dl(t) + de"'dl (t); (1.4.6)
——
rY (t)

The terms omitted in (1.4.3) and (1.4.4) are exactly —S dA — dS dA and e"dl’ + de"dl’, respectively, and
note that (1.4.5) and (1.4.6) reconcile and the two errors cancel, because

e"dl + de™dl’ = —S dA — dS dA
is exactly the self-financing condition (1.4.2). A fully rigorous derivation starts from (1.4.5)—(1.4.6) rather
than (1.4.3)—(1.4.4).
1.4.2 Funding and collateral considerations
Reference: [Pit10], [BBPL12|. Below is a direct excerpt from [Pit10].

Classic derivative-pricing textbooks assume a trader can borrow and lend at one universal “risk-free” rate.
Since 2008, that fiction has broken down: banks face a menu of funding rates—secured vs. unsecured,
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bank-specific credit spreads, repo, collateral rates, etc. For a derivatives desk, funding is now the dominant
practical cost because every hedge or replication step requires borrowing or lending cash or securities at one
of those rates.

We start with the risk-free curve for lending, a curve that corresponds to the safest available collateral (cash).
We denote the corresponding short rate at time ¢t by r¢(t); C here stands for ‘CSA’, as we assume this is
the agreed overnight rate paid on collateral among dealers under CSA. It is convenient to parameterise term
curves in terms of discount factors; we denote corresponding riskfree discount factors by Po(t,7),0 < t <
T < oco. Standard Heath-Jarrow-Morton theory applies, and we specify the following dynamics for the yield
curve:

dPo(t,T)/Po(t,T) = ro(t)dt — oo (t,T) T dWe (t) (1.4.7)

where W, (t) is a d-dimensional Brownian motion under the riskneutral measure P and o¢ is a vector-valued
(dimension d) stochastic process.

In what follows, we shall consider derivatives contracts on a particular asset, whose price process we denote
by S(t),t > 0. We denote by rg(t) the short rate on funding secured by this asset (here * R ’ stands for
'repo’). The difference r¢(t) — rr(t) is sometimes called the stock lending fee. Finally, let us define the short
rate for unsecured funding by rr(t),t > 0. As a rule, we would expect that ro(t) < rr(t) < rr(t).

The existence of non-zero spreads between short rates based on different collateral can be recast in the
language of credit risk, by introducing joint defaults between the bank and various assets used as collateral
for funding. In particular, the funding spread sg(t) := rp(t) — rc(t) could be thought of as the (stochastic)
intensity of default of the bank. We do not pursue this formalism here, postulating the dynamics of funding
curves directly instead. Likewise, we ignore the possibility of a counterparty default, an extension that could
be developed rather easily.

Black-Scholes with collateral

Let us look at how the standard Black-Scholes pricing formula changes in the presence of a CSA. Let S(t)
be an asset that follows, in the real world, the following dynamics:

dS(t)/S(t) = ps(t)dt + os(t)dW (t)
Let V (t,.5) be a derivatives security on the asset; by It6’s lemma it follows that:
dV (t) = (LV (¢t))dt + A(t)dS(¢)

where L is the standard pricing operator:

9 os(t)?s? 9

f=at o o
and A is the option’s delta:
oV (t)
Alt) = —=
(1) =—35

Let C(t) be the collateral (cash in the collateral account) held at time ¢ against the derivative. For flexibility,
we allow this amount to be different'? from V (¢).

To replicate the derivative, at time ¢ we hold A(¢) units of stock and ~(¢) cash. Then the value of the
replication portfolio, which we denote by TI(t), is equal to:

V(t) =TI(t) = A(£)S(t) + 7(t) (1.4.8)

The cash amount «(t) is split among a number of accounts:

121n what follows we use (1.4.9), (1.4.11) with either C = 0 or C = V. However, these formulas, in their full generality, could
be used to obtain, for example, the value of a derivative covered by one-way (asymmetric) CSA agreement, or a more general
case where the collateral amount tracks the value only approximately.
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Amount C(t) is in collateral.

Amount V(t) — C(t) needs to be borrowed/lent unsecured from the treasury desk.

Amount A(¢)S(¢) is borrowed to finance the purchase of A(t) stocks. It is secured by stock purchased.
Stock is paying dividends at rate rp.

The growth of all cash accounts g(¢)dt (collateral, unsecured, stock-secured, dividends) is given by:
gt)dt = [re(OC(E) + re()(V(E) — C(1) — rr) AWS(E) + o) AM)S(H)] dt
On the other hand, from (1.4.8), by the self-financing condition:
g(t)dt = dV (t) — A(t)dS(t)
which is, by It6’s lemma:

AV (1) — A@)dS(t) = (LV())dt = (gt + "Sét)z 5288;) V(t)dt

Thus we have:

8 Us(t)Q 2 82
<aﬁ > 2 a5

) V=rc(t)C(t) +rrt)(V(t) = C(t) + (rp(t) — rr(t)) %S

which, after some rearrangement, yields:

o 2 2
Ot rat) —ro(0) S5+ P52 T L e )V (1)~ () — re(6) C()

The solution, obtained by essentially following the steps that lead to the Feynman-Kac formula, is given by:
T T u
V(t) =K, [ e Jo mrduy Ty 4 / e~ Sy (1 (4 — e (u) C(u)du (1.4.9)
t

in the measure in which the stock grows at rate rg(t) — rp(t), that is:
dS(t)/S(t) = (rr(t) — rp(t)) dt + os(t)dWs(¢) (1.4.10)

By rearranging terms in (1.4.9), we obtain another useful formula for the value of the derivative:

T
V(t)=E, (e_ I TC(")d“V(T)) —E, (/ e~ e (pp(u) — o (u)) (V(u) — C(u))du) (1.4.11)

We note that:
B (dV (1)) = (re(O)V (1) = (re(t) —re(t)) C(t)) dt
= (rr(O)V(t) — sp(t)C(1)) di
So, the rate of growth in the derivatives security is the funding spread rr(t) applied to its value minus the
credit spread sp(t) applied to the collateral.

(1.4.12)

(Full collateral) In particular, if the collateral is equal to the value V' then:
E(dV (1)) = re(OV()dt, V(t) = E, (e— I “(“)d“V(T)) (1.4.13)

and the derivative grows at the risk-free rate. The final value is the only payment that appears in the
discounted expression as the other payments net out given the assumption of full collateralisation. This is
consistent with the drift in (1.4.7) as Po(t,T) corresponds to deposits secured by cash collateral. This case
could be handled by using a measure that corresponds to the risk-free bond

Po(t,T) =E,; (e, [r Tc(u)du)
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as a numéraire.

(Zero collateral) On the other hand, if the collateral is zero, then:
E(dV (¢)) = rp(t)V(t)dt (1.4.14)

and the rate of growth is equal to the bank’s unsecured funding rate or, using credit risk language, adjusted
for the possibility of the bank default. This case could be handled by using a measure that corresponds to
the risky bond

Pr(t,T) = E, (e‘ ftTF(u)du)

as a numéraire.

End of Lecture 10

1.5 Foreign and domestic risk-neutral measures

Reference: [Shr04, §9.3].
FX is always confusing but never complicated.

We consider a market with two currencies, A (domestic) and B (foreign). For concreteness, one might think
of A as US Dollars (USD) and B as Euros (EUR). The exchange rate process X 214 (t) denotes the price of
one unit of currency B expressed in units of currency A at time ¢. For example, if XPURIUSD(+) = 114, it
costs 1.14 USD to buy 1 EUR at time ¢.

This notation behaves algebraically like fractions:

o XBIA(L). XCIB(t) = XCIA(t) (Triangular relationship)

XBlA¢
Xc\AEt; = XB‘C(t)

o XAIB(t) =

X%A(t) (Inversion)

We model the financial market under the physical measure P. Let (2, 7, P) be a probability space equipped
with a filtration {F(¢)}+>0 generated by two independent standard Brownian motions Wi (t) and Wa().

The market consists of:

1. A domestic money market account M“(t) growing at a constant risk-free rate ra:
dMA(t) = raMA(t)dt,

with M4(0) = 1, so MA(t) = e"4*. The corresponding discount factor is DA (t) = e~ "4t
2. A foreign money market account M?(t) growing at a constant risk-free rate rp:

dMB(t) = rgMB(t)dt,

with MP(0) = 1, so MP(t) = e"2!. The corresponding discount factor is DZ(t) = e~ "5t
3. A risky asset S(¢), denominated in the domestic currency A, following a geometric Brownian motion:

dS(t) = aS(t)dt + oS (AW (1), (1.5.1)

where « is the constant expected rate of return and o > 0 is the constant volatility.
4. The exchange rate X Zl4(t), also following a geometric Brownian motion, potentially correlated with

S(t):
AXBIA(t) = v XBIA 1) dt + oo X PIA(2) (del () +/1— p2dW2(t)) , (1.5.2)

where 7 is the constant expected rate of change, oo > 0 is the constant volatility of the exchange

rate, and p € (—1,1) is the constant correlation coefficient between the Brownian drivers of S(t) and
XBIA().
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It is sometimes convenient to represent the volatilities as vectors corresponding to the coefficients of dW;
and dWs.

e Volatility vector for S(t): &s = (0,0). The magnitude |5s| = o is the standard volatility.
e Volatility vector for XBl4(t): Gx = (poa, /1 — p202). The magnitude

ox| = \/(PU2)2 + (V1 - po2)? = \/02‘7% +(1=p?)os =02

is the standard volatility.

Volatility vectors have the useful property that for a ratio of two processes Z1/Zs, the volatility vector of
the ratio is the difference of the individual volatility vectors: 6z, /7, = 6z, — 0z,.

1.5.1 Domestic risk-neutral measure

We seek a risk-neutral measure P4 equivalent to P, under which asset prices denominated in the domestic
currency A, when discounted by the domestic discount factor D“(t), become martingales. This implies
that under P4, the expected rate of return for any traded asset denominated in currency A must equal the
domestic risk-free rate r4.

Let Wit(t) and W3'(t) be two independent standard Brownian motions under P#. By Girsanov’s theorem,
there exist market price of risk processes O1(t) and O4(t) such that:

dW{(t) = dWi(t) + O, (t)dt
dWiHt) = dWa(t) + Oo(t)dt
In our constant coefficient setting, ©; and ©, will be constants.

Applying the risk-neutral requirement to asset S(¢): The dynamics under P are dS(t) = «aS(t)dt +
aS(t)dWy(t). Substituting dWi(t) = dW{(t) — ©,dt:

dS(t) = aS(t)dt + oS(t)(dW{(t) — ©1dt) = (a — 0O1)S(t)dt + oS (t)dW{A(t).
For the drift to be 74.5(t)dt under P4, we must have:
a—001=r4 = a=r14+00;. (1.5.3)

This is the first market price of risk (MPR) equation. It determines ©; = (o — r4)/0.

Now consider the investment strategy from the perspective of a domestic (A) investor: investing in the
foreign (B) money market account MPB(t). The value of this investment in the domestic currency A is
V(t) = MPB(t)XBlA(t). This represents a traded asset denominated in currency A. We need to find its
dynamics under P. Using Itd’s product rule for V(t) = MB(t) X BIA(t):

AV (t) = MP()dx P14 (t) + X B () dMP (t) + dM P (1) dX B (1)
= MP(t) [y X (0)dt + 02 X P (1) (pdWi + /1= p2dWa) | + X P14 (0)[rp M (1)dt] +0
(since dMPBdX P4 involves dt - dt or dt - dW)
= (rg +7)ME)XBIA#)dt + oo MP (£) X BIA(1)( de1 )+ /1= p2dWs(t)
= (rp + )V ()dt + o2V (t) (pdW1 (t) + /1 — p2dWa(t)

Under the risk-neutral measure P4, this asset must also have an expected return of r4. Substituting diW, =
dW{ — ©1dt and dWy = dW* — O.dt:

AV (t) = (rg + )V (t)dt + o2V () (p(dW]* — O1dt) + /1 — p2(dW5' — O4dt))
= |rp+v— 02001 —02y/1—p @2} t)dt + ooV (t) pdVV1 )++vV1—p dW2
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For the drift to be 74V (¢)dt under P“, we must have:

rB+7y— 02001 — 02/ 1 — p20s =14. (1.5.4)
This is the second MPR equation.

Given a,0,7r4,7,02,p,78, equations (1.5.3) and (1.5.4) form a system of two linear equations for the two
unknowns 0; and ©5. Since o > 0 and g34/1 — p? > 0 (as |p| < 1), this system has a unique solution for
©1 and ©,. This implies the market is complete with respect to the sources of randomness Wy, W5 and the
traded assets S(t), MZ(t)XBIA(t), and there exists a unique domestic risk-neutral measure P4.

The Radon-Nikodym derivative process defining the change of measure from P to P4 on F; is given by the

d]P’A
( /@dW1 /@gde )

stochastic exponential Z4(t) = 4|7,
A L o2 2
VA (t) = exp (—@1 H/l(t) — Oy Wg(t) — 5(@1 + @2)t) .

Under the domestic risk-neutral measure P4, the dynamics of the primary assets become:

dS(t) = raS(t)dt + o S(t)dWi(t) (1.5.5)
Ad(MB ) XPIAW)) = raMB () XPIA ) dt + o2 MP () X BIA L) (pdW () + /1 — p2d Wi (t) (1.5.6)

We can also derive the dynamics of the exchange rate XPI4(t) itself under P4. Note that X Pl (t) =
DB(#)V(t) = e~"B'V (t). Using the product rule on this relationship with the dynamics (1.5.6):

dXPA(t) = d(e7"'V (1)) (1.5.7)
e "BV (t) + V(t)d(e "BY) + d(e "B dV (t) (1.5.8)

= e [raV (1)t + 02V (8) (pdWit + /T p2dW3)| + V(1) rBe-*Btdt} +0 (159

= (ra —rg)e "BV (t)dt + o2 PV () (pdW (1) + /1 — dW2 (1.5.10)

= (ra —rp) X P (@) dt + o X P () (pdW () + /1 — p2dWi (1)). (1.5.11)

This is a crucial result: under the domestic risk-neutral measure P4, the expected rate of change of the
exchange rate XZI4(t) (price of foreign currency in domestic units) is the difference between the domestic
and foreign risk-free interest rates, 74 — rg. This relationship, often called the interest rate parity condition
in a risk-neutral world, holds generally beyond this specific constant-coefficient model.

1.5.2 Foreign risk-neutral measure

The dynamics of the exchange rate X214 (¢) under the domestic risk-neutral measure P4 were found to be:
dXB‘A(t) =(ra— TB)XBlA(t)dt + UQXBlA( t)( deA )+ \/1—7sz

The drift 74 —rp might seem counterintuitive initially, as X %14 (¢) is not a traded asset price denominated in
currency A whose discounted value must be a PA-martingale. The explanation lies in viewing the investment
in the foreign money market account MP(t) from the domestic perspective. The value in currency A is
V(t) = MP(t)XPBIA(t). An investor holding this position earns the domestic risk-free rate r4 on the value
V(t) (as it’s a traded asset under P4) but also implicitly receives the foreign interest rp on the underlying
quantity MPB(t) held in the foreign currency. This foreign interest acts like a continuous dividend stream
paid at rate rp on the asset V(t). For the discounted value D4 (t)V(t) to be a martingale under P4, the
drift of V'(t) must be 4V (t)dt. However, the drift of the underlying exchange rate X ?14(¢) must adjust to
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account for the “dividend” . If X BI4(¢) had drift r 4 X Bl4(t)dt, then V (t) would have drift (74 4rp)V (t)dt.
To achieve the required drift of 74V (¢)dt for V (t), the drift of XBl4(t) must be (ra — rp)X P14 (t)dt. This
ensures consistency:

dV(t) = d(MPXPI4) = MPax P4 4 xPlAan®
= (ra—rp +rp)MEXPAG 4 WA = 1y V(H)dt + ... AWA,

Let’s consider pricing a European call option on the exchange rate with strike K and maturity T, paying
(XBIA(T) — K)* in currency A. The price at time ¢ under P4 is:

O(t,z) = EP* [DA(T) /DA (XPIA(T) - K)*+ ‘ XBIAp) = x}

_ ]E]P’A [@7TA(T7t)(XB‘A(T) _ K)+ ‘XBlA(t) _ I} )
This expectation involves the process X Z!4(t) which has drift 74 —rp under PA. This structure is analogous
to pricing an option on a stock paying a continuous dividend yield equal to rg. We can use a change of

numeraire technique or directly adapt the Black-Scholes formula. Let’s adjust the discounting to match the
asset’s growth rate temporarily:

C(t7$) _ E]P’A [e—(rA—rB)(T—t)e—TB(T—t)(XB\A(T) _ K)-‘r ‘XBlA(t) _ IL':|
_ o—rB(T-t)P* [e—(rA—rB)(Tft)(XB\A(T) Kt ‘XBlA(t) _ x} .
The remaining expectation is now in the standard Black-Scholes form for an asset with drift r4 — rp and

volatility og, discounted at rate r4 — rp. The standard Black-Scholes formula applies with the interest rate
replaced by r4 — rp and volatility os:

EF* |:e_(TA—TB)(T_t)(XB|A(T) —-K)* ‘XBIA(t) - x] = xN(dy) — Ke—(m—TB)(T—t)]\[(aL)7

where N(-) is the standard normal CDF and

dy = ﬁ [log (%)+ ((m g+ ;05) (T - t)] .

Substituting back, we obtain the Garman-Kohlhagen formula (1983):
Clt,x) =2e " 2TON(d,) — Ke A T=IN(d_). (1.5.12)

This formula is the standard for pricing European options on foreign exchange rates.

Now, consider the perspective of an investor based in currency B (e.g., Frankfurt). They would naturally
use a risk-neutral measure P under which asset prices denominated in currency B, when discounted by the
foreign discount factor DZ(t) = e~"2!, become martingales. Under PZ, the expected rate of return for any
traded asset denominated in currency B must be rpg.

We can summarize the assets and their values in different units in the following table. Let Q(t) = X4 (¢)
be the price of 1 unit of B in A. Then 1/Q(t) = XAIB(t) is the price of 1 unit of A in B.

Denominated in | / Asset — Domestic money market (M%) Stock (.5) Foreign money market (MF)
Domestic currency (A) MA(t) S(t) MBEB)Q(1)
Units of M# (Domestic numeraire) 1 DA(1)S(t) DAME(H)Q()
Foreign currency (B) MA)/Q(t) S(t)/Q(t) ME(1)
Units of M P (Foreign numeraire) MA)/(Q(t)MB(t)) S /(Qt)ME(t)) 1

= DP(H)MA(1)/Q(t) =DP1)S(1)/Q(t)
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The processes in the second row, denominated in units of M#, are martingales under the domestic risk-
neutral measure P4. The processes in the fourth row, denominated in units of M?, must be martingales
under the foreign risk-neutral measure PZ.

We can find the relationship between P4 and P? using the change of numeraire technique. The Radon-
Nikodym derivative process relating the two measures is given by the ratio of the *target* numeraire (for
P5) to the *source* numeraire (for IP’A) both normalized by their initial values and expressed in a common
currency (say, A). Numeraire for P4: N4 () = MA(t). Value in currency A is N4 (t) = M4(t). Numeraire
for PB: Ng(t) = MPB(t). Value in currency A is Nj(t) = MB(t)Q(t). The Radon-Nikodym derivative

process ZA7B(t) = %a 7, is given by the ratio of the normalized target numeraire to the normalized source

| 7a-ny = NEOINEO) _ ME0Q)/ (12 0)(0)
NAW®)/NA©) MA(t)[MA(0)

Assuming the standard initializations M4 (0) = 1 and MB(0) = 1, this simplifies to:

ZAB(p) = ME®)QE)/Q0) _ MP(H)Q(t)

MA()/1 MA1)Q(0)

Alternatively, using the martingale approach from the lecture: the process used to change from P4 to PP
should correspond to the numeraire portfolio for PZ when expressed as a PA-martingale. The third entry
in the second row, D4 (t)M®Z(t)Q(t), represents the value of the foreign money market account (numeraire
for PP) expressed in units of the domestic money market account (numeraire for P4). This process is a
PA-martingale. Normalizing it to start at 1 gives the Radon-Nikodym derivative process:

gy DAOME(QU) _ DAOMEMQW)
70 xR0 T o (1519

The volatility vector of Z4~5(t) under P4 is the same as the volatility vector of Q(t) = X B4(t) under P4,
as DA(t) and MB(t) are deterministic. Volatility vectors are invariant under equivalent measure changes,
so the volatility vector is 6x = (poz,\/1 — p202). The dynamics of ZA75B(t) under P4 are dZ4AB(t) =
ZA=B(4)(Gx - dWA(t)). By Girsanov’s theorem, the Brownian motions under P2, denoted W, W2, are

related to those under P4 by dW/? = dWA — (Gx);dt.
dWE(t) = dW{A(t) — poodt (1.5.14)
AWP(t) = dW3'(t) — /1 — p2oqdt (1.5.15)
Using these relationships, one can derive the dynamics of assets S(t) and Q(¢) under the foreign risk-neutral

measure PZ. For example, under PZ, the drift of S(¢)/Q(t) (stock price in currency B) discounted by DB (t)
should be zero.

We now examine the market from the perspective of an investor based in currency B. Their natural pricing
measure is the foreign risk-neutral measure PZ. We derived the relationship between the Brownian motions
under P4 and P? as:

AW (t) = dWE(t) + poadt

AW (t) = dWE(t) + /1 — p2oqdt
(Note: these are inverted from (1.5.14), (1.5.15) to express PA-BMs in terms of PE-BMs).

Let’s verify the dynamics of the inverse exchange rate, X4!5(t) = 1/XBl4(t), which represents the price of
1 unit of domestic currency A in terms of foreign currency B. We expect its drift under P? to be rg — r4.
We start with the dynamics of X214 (¢) under P4 (1.5.11):

dXBIA) = (rg —re)XPIA@)dE + o2 X BIA () (pdWA(E) + /1 — p2dW3 (¢
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Apply Ito’s lemma to f(z) = 1/z, where 2 = XBI4(t). We have f'(z) = —1/2% and f"(x) = 2/z°.
dXA1B (1)
=d(f(XPI4(0)) = f/(XPIN)ax B4 + %JC"(XB‘A)(dXB‘A)2

1 1 2 2
= ~ ey [(rA —rB)XBlAdt + o X BIA(pdWH + /1 — p2dW2A)] + 5 ey [UQXBlA(de{‘ V1o p2dW2A)]
2 (pd Wi+ /T p2aws) +

X5 * Ga (P oW TP

(rg —ra)XA1Bdt — o XAB (pdWit + /1 — p2dW3s') + XA B o2 (p2dt + (1 — p2)dt + 2p\/1 — p2dW{*dW3')
=(rg —ra +0)XNBdt — oy XAB (pdW{ (1) + /1 — p2dW5 (¢)).
This gives the dynamics of X2 (¢) under PA. Now, substitute dW{* = dW{ + poodt and dW5' = dWE +

V1 — ploadt:

dXAB(t) = (rp —ra + 02)XABdt — g, XAIB [p(dWlB + poadt) + /1 — p2(dWE + /1 — p%@dt)}

1
- xBA (ra

—rp)dt —

= (rg —ra+ o) XABdt — g, X A1 [delB + MdWQB} — oy XAIB [p*o2dt + (1 — p*)oadt]
= (rg —ra+0)XABdt — gy XAB (pdW P + \/idWQB — o2 XA gt
= (rg —ra) X Bdt — o3 X AP (pdWE (t) + /1 — p2dWE (¢
Thus, under the foreign risk-neutral measure P?, the dynamics are:
dXAB(t) = (rp — ra) XAB()dt — o2 XAB () (pdWE(t) + /1 — p2dWE(t) (1.5.16)

This confirms that the expected rate of change for X! (t) (price of domestic currency in foreign units) is
rp —ra under PE. Note that the volatility structure —os(p, /1 — p2) corresponds to —d'x, reflecting the
inverse relationship X418 = 1/XxBI4,

Two examples under P5:

Example 1.5.1 (Dynamics of Domestic Asset in Foreign Currency). Let SE(t) = S(t)/Q(t) = S(t) XA (t)
be the price of the domestic stock S expressed in the foreign currency B. Using the dynamics under PE for
S(t) (derived by changing measure in (1.5.5)) and XA1B(t) (1.5.16), and applying Ito’s product rule, one can
show that dSB(t) = rpSP(t)dt+...dWPB, confirming it grows at the foreign risk-free rate r under PB. The

volatility vector calculation is simpler: Ggs = dg—0q = (0,0) — (poa, /1 — p?o2) = (0 — poa, —/1 — p202).

Example 1.5.2 (Put-call duality). Consider the price C(0) of the European call option paying (XB14(T) —

K)t in currency A at time T. We found C(0) = EP* [DAT)(XBIA(T) — K)*]. Let’s manipulate this
A B

expression using the change of measure process ZA7B(T) = DEMMETIQT) - Recall Q(t) = XBlIA(®t).

QM)

c(0) = E®* —DATXB‘AT 1 K_\" — EF | DA XBA(T)(1 — KXAIB(T))*

=" | P @ (1= ) | =B [PA@OXTA@A - kx50
_ P [DAT)MP(T)XPIA(T)  Q(0)

_ 00) iy (1 KXE)

=B [Z475(T) - Q0)DP(T) (1 — KXA1P(T))*]

— Q(0)EF” [DB(T)@ - KXA\B(T))ﬂ (by Bayes rule)

N
= Q(0)KE®” | DB(T) (Ilf - XA|B(T))

The term EF” [DB(T) (% — XAIB(T))*] is the price at time 0, in currency B, of a European put option with
strike 1/K on the exchange rate X1 (t) (price of A in B). Let PB(0,1/K) denote this price. Then,

CA40,K) = Q(0)KPB(0,1/K).
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This equation relates the price of a call option on X B4 (strike K, in currency A) to the price of a put
option on XAIB (strike 1/K, in currency B). Specifically, the value in currency A of one call option equals
the value in currency A of K put options (since Q(0) converts the price PE from currency B to A). This
relationship is known as FX put-call duality. It holds generally beyond the constant coefficient model,
relying only on the no-arbitrage relationship between the pricing measures. It is distinct from the standard
put-call parity for options on the same underlying asset.

End of Lecture 11

1.6 Course summmary

Derivative security pricing

We work in a market with one or more primary assets S¢(t) (e.g. stocks or zero-coupon bonds, paying no
dividends or coupons and with no cost of carry) and a money-market account

M(t) = exp </0tr(u)du> ,

where 7(t) is the (possibly stochastic) short rate and
dM(t) = r(t)M(t)dt.
We assume the model is arbitrage-free: no trading strategy in {S*} alone can generate a sure profit.

To price a derivative security with payoff H at T, we seek a self-financing strategy (Al(t), co AT(R), F(t))
such that its portfolio value

X(t) = Z AY(#)SU(t) +T(t)M(t)

satisfies X (T') = H. The self-financing condition is

n

dX(t) =Y A'(t)dS'(t) + T(t)dM(t),

i=1
and the requirement X (7)) = H uniquely determines {A?, T'} whenever H is replicable. By matching the
differentials of the discounted processes

X(t) = X(t)/M(t) and &(t) = c(t, S(t))/M(t),

one derives (i) an explicit formula for each hedge ratio A’(¢) and (ii) a partial-differential equation for c(t, S).
In particular, in the classical Black-Scholes setting one recovers

dc 1 , 0% Jc _
8t+505@+r5% TC—O,

with terminal condition ¢(T,S) = H. Finally, if H is replicable then the absence of arbitrage forces
c(t,S(t) =X () forall0<t<T.

Risk-neutral measure

Definition 1.6.1. A probability measure Q on (Q, F,{F;}) is called a risk-neutral measure (or martingale
measure) if _

S'(t)

Mi(t)

is a Q-martingale for each primary asset i. Equivalently, under Q the drift of every asset equals the short
rate:

Q~P and S'(t) =

dS'(t) = r(t)S*(t)dt + (diffusion terms).
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Three fundamental consequences:

1. Risk-neutral pricing formula. If a derivative with payoff H at T is replicable, then
e(t,S(t)) = MER[M(T)'H | F] .

2. First Fundamental Theorem of Asset Pricing. The market is arbitrage-free if and only if at least one
risk-neutral measure Q exists.

3. Incomplete markets. The market is incomplete (some payoffs are not replicable) precisely when there
are infinitely many risk-neutral measures.

Incomplete markets

An incomplete market is one in which some contingent claims cannot be hedged exactly by trading in the
available primary assets. By the Second Fundamental Theorem of Asset Pricing, an arbitrage-free market is
incomplete if and only if there is more than one risk-neutral measure.

Pricing in incomplete markets:

e Replicable claims. Some contracts (e.g. forwards, European calls in simple models) remain replicable
and thus have unique no-arbitrage prices.

e Non-replicable claims. When replication fails, practitioners typically enlarge the market (add traded
instruments) or choose a particular martingale measure (e.g. the minimal martingale measure, the
variance-optimal measure, or an Esscher transform) to compute

c(t) = MOEY [M(T)"'H | ] .

e No arbitrage. As long as the same Q* is used consistently for all derivative prices, arbitrage between
primary assets and derivatives is precluded.

The big theorems

e Martingale Representation Theorem. Every square-integrable martingale can be written as a
stochastic integral with respect to a Brownian motion.

e Multidimensional Lévy Theorem. A continuous local martingale with quadratic covariation matrix
[M?, M7]; = &;;t is a vector of independent Brownian motions.

e Girsanov Theorem. If §(¢) is adapted and satisfies the Novikov condition, then

e (- [osawis) - 5 [ o0sras)

is a P-martingale with EF[Z(¢)] = 1 and under the measure Q the process

d
Z(t) = %

Q = t S)as
W) W(t)—I—/O 0(s)d

is a Brownian motion.

¢ Radon-Nikodym derivative process. The process Z(t) = dQ/dP|,, is an exponential martingale
of mean 1.

e Change of expectation. For any integrable X,

EC[X] = EF[Z(T)X], E9X |G]= (Bayes’ rule).
e Fundamental Theorems of Asset Pricing.
1. First FTAP: No-arbitrage <= existence of a risk-neutral measure.
2. Second FTAP: Market completeness <= uniqueness of the risk-neutral measure.
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Markov processes

Definition 1.6.2. A one-dimensional process X (t) is Markov if for all s <t,
P(X(t)e A|Fs)=P(X(t) e A| X(s)).
Equivalently, in its SDE dX (t) = p (t, X (t)) dt+o (t, X (t)) dW (t) the coefficients depend only ont and X (t).
Definition 1.6.3. A two-dimensional process (X (t),Y (t)) is Markov if its joint SDE
dX(t) = a(t,X(t),Y(t))dt +b(t, X(t),Y(t)) dW(t),
dY (t) = c(t, X (t),Y(t))dt +d (t, X (t),Y(t)) dW?(t)
has coefficients depending only on (t, X (t),Y (t)) and the driving Brownian motions.

Examples

e Local-volatility model: .
dS(t) =rS(t)dt + o (¢, 5(t)) dW ().

e Stochastic-volatility (Heston):

(t) = /V®)S(t)dW, (¢
{ V() =k(A—V(t ))dt+a\/V( (de1 1) + /1 — p2dWalt )

e Non-Markov example:
dY (t) = S(t)dt,

since the drift depends on S(¢) not on Y (¢) alone.

Conditional expectations and Markov property

If X is Markov then for any measurable h,

E[h(X(T)) | Fil=g(tX(#), g(t.x)=E[h(X(T)) | X(t) = a].

The function g satisfies a backward Kolmogorov PDE found by the four-step scheme. In particular, under
constant rate r,

e et ) =E [e TR (X(T)) | X(t) = x] .

For a two-dimensional Markov pair (S,Y) one has

e "e(t,z,y) = E

Some common processes

Consider the linear SDE

By Ito’s formula,
1
dlog X (u) =Y (u)dW (u) — §Y(u)2du,

/tT ¥ () dW () — % /tT Y(u)Qdu] .

If Y is deterministic, then X is Markov and one can write down its log-normal transition density explicitly.

so that
X(T) = X(t)exp
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The Black-Scholes asset price satisfies
dS(u) = rS(u)du + oS (u)dW (u),

and similarly

S(T) = S(t) exp [0 (W(T) — W(t)) + (7" — ;0’2> (T — t)} .
The Ho-Lee short-rate model is .
dR(u) = a(u)du + odW (u),
so that

R(T) = R(t) + [ ' a(u)du + o (W(T) - W(t)) .

The Hull-White model satisfies
dR(u) = k (0(u) — R(w)) du + odW (u).

Multiplying by e"" and integrating gives

R(T) =e"T

T T
" R(t) + m/ e™0(u)du + a/ e"“dW(u)] .
t t
In each case, the It6 integral of a deterministic integrand is Gaussian.

Kolmogorov equations

The transition density of a Markov diffusion X is

pt,a; T,y) = %P[X(T) <y|X(t)=a].

If
dX (u) = B (u, X (u)) du + v (u, X (u)) dW (u),

then p satisfies the backward and forward Kolmogorov equations:

0 Op 2 0°p
ap+6(tax)%+§7(tax) @* )
o 9 1 8? ,

(Note that the roles of (¢,z) and (T,y) swap between the two PDEs.)

Dupire’s formula
Under a local-volatility model
dS(u) = rS(u)du + o (u, S(u)) S(u)dW (u),

the time-0 price of a European call is

c(0,S(0); T, K) =E[e " (S(T) = K)*] =" /:(y — K)p(0, 5(0); T, y)dy,

where p is the risk-neutral density of S(7T'). Differentiation yields
P{S(T) > K} = —"T¢x(0,5(0); T, K), p(0,5(0):T,K) = e e (0,5(0): T, K).
Substituting into the forward equation leads to Dupire’s formula for the local volatility:

2 (er(0, S(0); T, K) + rKexc(0, S(0): T, K))

2 _
o (T, K) = K?2ckk(0,5(0); T, K)
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Arbitrage-free term structure models
One-factor short-rate models

Let the short rate satisfy .
dR(u) = 8 (u, R(w)) du + 7 (u, R(u)) dW (u).

The zero-coupon bond price is

B(t,T) =E lexp (— /T R(u)du)

By the four-step procedure, g satisfies the PDE

]:t‘| = g(t, R(1)).

rg(tmc) = gt(tw%') + ﬁ(tﬂx)gw(th) + %V(tvxfgﬂr(ta CE)

Two-factor short-rate models

Suppose
dX1(u) = By (u, X1 (), Xo(u)) du+ 1.1 (w, X1 (1), Xo(w)) dWi (w) + 1.2 (u, X1 (u), Xo(u)) dWa(u),
dXo(u) = B (u, X1 (), Xo(u)) du + a1 (w, X1 (1), Xo () dW (u) + vo.0 (u, X1 (u), Xo(u)) dWa(u),

and set R(u) = X1(u) + Xo(u). Then B(¢,T) = g (t, X1(¢t), X2(t)) solves the PDE obtained by replacing r
with 1 + 22 in the one-factor equation and including mixed second derivatives 0y, ., 9.

Affine yield short-rate models
Guess the bond price in the one-factor case is of the form
g(ta T) = €xp (_O(ta T)’I" - A(ta T)) .

Compute
9t 9r, 9rr,

substitute into the PDE, and collect the terms multiplying r and those free of r. This yields a system of
ordinary differential equations for C'(¢,T) and A(¢,T).

In the two-factor case, guess
g (t,z1,22) = exp (=C1(t, T)z1 — Ca(t, T)z2 — A(t, 1)),

compute the six partial derivatives gi, gz;, gu,z;, substitute into the PDE, and separate the coefficients of
1, T9, and the constant term. One obtains ODEs for Cy, Cs, and A.

Matching the initial yield curve
The model-implied discount function at t = 0 is
BMedel(0 ) = exp (—=C(0,T)R(0) — A0, T)), 0<T<T,
while the observed market discount function is
BMarket (0. T) = exp (~TY(0,T)).

Equate exponents:

C(0,T)R(0) + A(0,T) =TY(0,T).
The right-hand side TY (0,7) is known from market data; the left-hand side depends on the model’s de-
terministic input (e.g. «(u) or #(u)). Differentiate both sides with respect to T to solve for the unknown
function (e.g. «(T) or 8(T)). Once «f-) is determined, it is known for all .
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Forward prices
For 0 <t < T the forward price For(¢,T) for delivery of S(T) at T is defined by
1 ~
S ED(T) (S(T) = For(t.T) | ] = 0.
If D(t)S(t) is a P-martingale then

_ S D(@)S@)
%WJW‘MWD_D@Bwﬂ’

and since For(t,T) is the ratio of two martingales it is itself a martingale under the forward measure PT
defined by
dPT D(t)B(t,T)

P |5 B(0,T)
Black’s formula

Let S(t) be an asset whose discounted price D(£)S(t) is a P-martingale, and let For(t, T') be its forward price.
Under PT, For(t,T) is a martingale. If For(¢,T) has constant volatility o, then

dFor(t, T) = oFor(t, T)dW7 (t).
The time-t price of a call with strike K and payoft S(T) at T' is

ﬁz’é (D(TY(S(T) — K)* | 7] = Bt TET [(For(T, T) — K)* | 7]

= S(t)N (d4+(t)) — B(t, T)KN (d_(t)),

where

dy(t) = o\/Ith {ln FOY;? T) + %O’2(T - t)} .

(Instantaneous) forward interest rate

The time-t price of a contract paying R(T') at T is

() = B [e 17 RO R(T) | 7] =~ 2E [ 008 | 7] - - ZB(e.T),
Define the instantaneous forward rate
S(t) 0
T)=—""" = WB(T).
F&T) B(t,T)  or - (t.7)

Writing f(¢,u) = —0, In B(t,u) and integrating from u = ¢ to u =T gives

B(t,T) = exp (—/t f(t,u)du) .

Heath-Jarrow-Morton framework
Assume the instantaneous forward rate satisfies
df (¢, T) = a(t, T)dt + o(t, T)dW (1),
and define
T
o*(t,T) = / o(t,u)du.
t
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A risk-neutral measure exists if and only if

alt,T)—o*(t,T)o(t,T)
o(t,T)

0(t,T) =
is independent of T'. In that case set
N t
0(t) =0(t, 1), W(t) = W(t) +/ 0(u)du.
0

Then under the risk-neutral measure
df(t,T) = o*(t,T)o(t, T)dt + o (t, T)dW (),
and one shows

d(D(t)B(t,T)) = —o*(t, T)D(t)B(t, T)dW (t).

SOFR and forward SOFR
The overnight SOFR fixed at 711 over [T}, T;41] is

1 Tj+1Rudu
S@H;%TMT(‘BH" 1) =T - T

The forward SOFR observed at ¢t < T4 is

S0 1 0<t<Ty

Forg (t;7},Tj41) = {TB(t’ng)) T
TD(t)B(tJ,Tj+1) T Ty <t <Tju1
Forward SOFR lets one lock in the overnight rate in advance by going long a SOFR-forward and borrowing
at Tj at rate S(T}+1; Tj7Tj+1)~
Futures prices

The futures price for delivery of S(T) at T is

Fut(t,T) = E[S(T) | F], 0<t<T,

and satisfies Fut(T,T) = S(T'). A futures contract has zero initial price; if one trades futures with position
A(t), self-financing in the money-market, then

dX(t) = A(t)dFut(t, T) + R(t) X (t)dt,
d(D()X () = D(t)A(t)dFut(t, T).

Forward-futures spread

Assume D(t)S(t) is a P-martingale. Then at ¢ = 0,

For(0 1) = Fut(0.1) = B%?)T) ~E[S(T) = ﬁ (E [D(T)S(T)] — B0, T)E [S(T)])
~ 5o (BID@S@)] - E D) Bls()
1
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Self-financing trading

Let S1(t) and Sa(t) be two asset price processes. A trading strategy holds A(t) shares of S; and I'(¢) shares
of Sy at time ¢, and no other assets. The portfolio value is

X(t) = A1) Sy (t) + T()Sa(t).

The strategy is self-financing if
dX(t) = A(t)dSi(t) + T'(t)dSa(t).

By Ito’s product rule applied to X = AS; + I'Ss, one obtains the financing condition

S1(t)dA(t) + dSy (t)dA(t) + Sa(t)dT () + dS,(t)dD'(t) = 0.

Funding using the money-market account

Introduce the money-market account

M(t) = exp </Ot R(u)du) , dM(t) = R(t)M(t)dt.

A portfolio holding A(t) shares of S and cash Cash(t) = X (t) — A(¢)S(¢) has value
X(t) = A(t)S(t) + Cash(t) = A@)S(t) +T(t)M(t).
Self-financing with funding at the short rate R(t) means
dX(t) = A(t)dS(t) + R(t) (X(t) — A(t)S(t)) dt = A(t)dS(t) + T(t)dM(¢),

since

RHT(t)M(t)dt =T(¢t)dM(t).
Black’s formula
The time-t price of a European call with strike K and maturity T is

C(t) = N (d+(t) S(t) = KN (d—(2)) B(¢,T),

where ( )
1 For(t,T 1

di(t) = 1 L+ —o(T —t)|.

+(1) oJT —1 n K 20( )

A detailed Itod-calculation shows
dC(t) = N (d4(t))dS(t) — KN (d_(t))dB(t,T),
but this derivation is not required.

Trading-floor derivation of Black-Scholes
Form the portfolio that is long one call and short A(t) = ¢, (¢, S(¢)) shares of stock. Its value is

Y(t) = c(t, S(t) — A()S(t).

First method: apply It6 to c:

1 1
dy (t) = {ct + 202520193] dt + c,dS — AdS = [ct + 20252%4 dt.
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Second method: since the portfolio is instantaneously riskless,
dY (t) =rY (t)dt =r (¢ — Sc,) dt.

Equating coefficients of dt gives the Black-Scholes PDE:
1
c(t,S) + 502520xz(t, S) =re(t,S) —rScy(t, ).

To summarize, we set up the portfolio that is long one call and short A(t) = cx (¢, S(t)) shares of stock.
When time passes, there are two effects:

1. Portfolio value changes due to underlying stock movement.

2. Portfolio value changes due to rebalancing.

3. If the trading is self-financing, the second effect is not present.

4. The trading floor derivation portfolio Y (¢) is not self financing because it does not account for the
position in cash.

Including the cash position and accounting for rebalancinng results in the same correction to both methods
of computing dY.

Funding considerations
Traders encounter several funding requirements in collateralized transactions:

o (Posting cash collateral) When a trader is required to post cash collateral, interest accrues on the
amount posted.

(Receiving cash Collateral) Conversely, when a counterparty posts cash collateral with the trader, the
trader pays interest on that collateral.

(Futures margin accounts) Trading futures mandates margin deposits, which earn interest.

(Repo financing) A trader may borrow at the repo rate—typically below the federal funds rate—by
pledging assets as collateral.

(Rate discrepancies) Each of these funding rates (collateral interest, repo rate, margin rate) may differ,
affecting total funding costs.

Remark. In modeling the portfolio value X (), one must:

1. Include gains or losses from asset price changes, dS(¢)x holdings.

Track all cash positions, including posted and received collateral, margin, and repo financing.

Account for interest income and expense on each cash component.

Discount both X () and any derivative price ¢(t,x) by the appropriate discount factors to derive the

governing PDE for c(t, x).

5. Identify a pricing measure under which the discounted derivative price is a martingale, yielding an
expectation representation analogous to Black-Scholes.

Ll

Quotients of martingales

Let M(t) and N(¢) be positive martingales under a probability measure P. In general, the ratio M (¢)/N(t)
is not a martingale under PP, but becomes one after a change of measure:

1. Define the Radon-Nikodym derivative process L(t) = N(¢)/N(0). Then L has expectation 1.
. Change to the measure Q via dQ/d]P"}_t = L(t). Under Q, M (t)/N(t) is a martingale.

2
3. The volatility vector of M/N is the difference of the volatility vectors of M and N.
4. The new Brownian motions satisfy

oy —wre) - [ orwdu
W2(t) = WE(1) /Oex ),

where 6 is the volatility vector of V.
5. The volatility scalar of a process is the Euclidean norm of its volatility vector.
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Foreign exchange options

Under the domestic (currency A) measure P4, the spot exchange rate X BI4(t) satisfies

dXBIA(t) = xBlA(®t)

i=1

d
(R — RP)dt + 3 VidWiA<t)1 »

where v = (v1,...,14) is the volatility vector and [|v| = />, 2. If rates and volatilities are constant, the
price of a European call with strike K and maturity 7" is given by the Garman-Kohlhagen formula:

C0) =T (XB|A(O)N(d+) - e_(TA‘T’B)TKN(d_)) ,

where BlA A_ B 1,2
In (XP4(0)/K) + (r* —rP £ 3|v|*)T

dy =
[v[IvVT

Changing currency of a risky asset

Let S4(t) be the price of an asset in currency A and XZ|4(t) the exchange rate from A to B. Then the
price in currency B is

_ S
SP(t) = XEA()

Using discounted martingale ratios, one shows under the currency-B measure that

dsB(t) = SB(t)

d
RBdt+Y " (0i — 1) dWiB(t)] :
=1

where
WE(t) = Wi(t) - /O vi(u)du.

End of Lecture 12
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