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Abstract

We derive a general formula for the change of numéraire in multifactor affine arbitrage
free models driven by marked point processes. As a complement, we present both affine
structures and change of measures in the general setting of jump diffusions. This provides for
a comprehensive view on the subject.
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Interest-rate derivatives can be expressed as contingent claims on zero-coupon bonds. Thus, one
may wish to build an arbitrage-free bond-market model where discount bonds have a predefined
convenient form that facilitates computations for pricing. Several particular short rate models
generate bonds of exponential affine form. On the one hand, they are solution of the fundamental
pricing equation with final value identically equal to 1: that is, for such models, the backward
equation can be explicitly solved and has an exponential affine solution. On the other hand, such a
solution, the bond price, enters the pay-off function of interest rate European contingent claims; if
these function is linear in the bond price, one intuitively looks for a solution of the backward equation
for the bond-option of the exponential affine form. In any case, one may look for the characteristic
function of the underlying interest rate process. This is itself a solution of the backward equation
with boundary condition an exponential complex function. Still based on a purely intuitive ground,
one may still have a strong confidence to find a solution of this problem, that is the characteristic
function, of exponential affine form.

Several example of particular short rate models give rise to exponential affine bond prices and
let one successfully accomplish the above stated program delivering explicit expressions for bond-
options and for the characteristic function of the underlying short rate.

This arises the issue of finding sufficient and necessary conditions for short rate process to give
rise to an exponential affine bond market.

In this section the problem of determining such conditions is solved in a pretty general case.
Specifically we work within arbitrage pricing theory, in a short rate framework, where a model is
defined by a short rate process of Markovian type, that is the discount bond price is generated by
formula:

Pr(t,w) =B (e 70%) () = F (1,7 (tw)3 7).

where the last equality hold true for some function F' since Markovianity of r implies that conditional
expectations with respect to F; (i.e.e the cumulated information up to t) coincide with the o-
algebra G,(;) generated by the random variable r (¢,w) (i.e.e the information generated by the only
observation of the short rate at time ¢) and thus are functions of the short rate at time ¢. We work
in a multifactor setting, in that r (¢) is generated by a multidimensional marked point Markovian



Brownian diffusion:
dX (t)=p(t, X (t)dt + 3% (t, X (t)) - dW (t) + / m (¢, X (t),y) p(dt, dy; w) (0.1)

according to:
r(tw) Y Rt X (tw)). (0.2)

Here X is in R™and p, 3, m are deterministic functions with values respectively in R™, M (n x d),
R"™; W is a d-dimensional Brownian motion; p is a Random measure on a Lusin space E, with
compensator given by v (¢, X (t),dy)dt for a suitable deterministic function v. Notice that the
compensator is absolutely continuous with respect to the Lebesgue measure on the time axis and
the randomness is exclusively through the current state of the factor process.

In synthesis, a model is specified by (u, ¥, m,v; R). Indeed one might redefine p by setting

its compensator as v “/ my and specify a model by (u, 3, 7; R), that is a tern defining the semi-
martingale factor and a short rate process generated from it. Since in concrete models one usually
takes for a Poisson measure and uses m to model the impact factor on X stemming from p, it is
more convenient to work with a model specification of form (@, ¥, m,v; R).

A bond market is exponential affine, or simpler exp-affine, if F' has form:

F(t,rT)=exp(a(t,T)—06(tT) X (t). (0.3)

The minus sign in front of 3 is conventional: if this coefficient is strictly positive, then one realize
the appealing property that bond prices are decreasing in underlying short rates. Our aim is to
find necessary and sufficient conditions on the model (u, ¥, m, v; R) such that the resulting bond
market is exp-affine.

To warm up, we begin with the easiest case of a single factor short rate process of continuous
diffusion type. Then we proceed with identification of sufficient conditions in the general case by
studying a more general problem that will let us to apply Fourier transform analysis in order to
come up to valuation formulae for European derivative assets with exponential pay-off function.
Finally we attack the much harder problem of identifying necessary conditions for exp-affine bond
markets. The basic tool we use will be Ito calculus, a part from the point concerning necessary
conditions in the general case of multidimensional marked point diffusions.

1. Affine term-structures driven by one-factor continuous diffusions

Let r be given by:
dr (t) = p(t,r(t))dt +o(t,r(t))dW (t). (1.1)
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This corresponds to setting (0.1),(0.2) with R (¢,7r) = X € R and m = 0.

Fix a maturity T' > ty defining a discount bond Pr. Suppose this bond has an exp-affine form
Pr(t) = exp(a(t,T)— B (t,T)r (t)). In other words, this is a solution of the backward equation
[0 + 0, + $020% —r] F (t,r) = 0 on [to, T] x R, with terminal condition F (T, r) = 1, computed
at (t,r (t)). Plugging partial derivatives, this is equivalent to state that functions o and 3 satisfy:

1
dx (tJ T) o Tat/B (tv T) — U (tv T) ﬁ (ta T) + 50-2 (ta T) 52 (tv T) —r=0 (12)
for all t € [ty,T]. We want to find sufficient condition for this to hold, that is functions y and o
such that (1.1) admits a unique solution and there exist functions o and 3 satisfying the equation
above with terminal conditions:

a(T,T) = 0 (1.3)
B(T.T) = 0, (1.4)

which derive from exp (o (T, T) — 5 (T,T)r) = Pr (T) = 1 (note that a+ bz is identically zero for all
x in R iff both a and b are zero: this is the linear matching principle). In other words we look for a
short rate of interest process r, solution of (1.1), generating an arbitrage-free bond market model of
exp-affine form. Notice that problem (1.2),(1.3), (1.4) is equivalent to simultaneously imposing both
an exp-affine bond price and the absence of arbitrage opportunities in that an exp-affine function
satisfies the backward equation for a discount arbitrage-free bond price.

Equation (1.2) is linear in r. Thus, one argues that functions p and o? linear in r let equation
(1.2) preserve its linear structure to which one may apply the linear matching principle and come
up to a system of two ordinary differential equation in « and . More precisely, if p(t,r) =
ko (t) + k1 (t)r and o (t,7) = \/ho (t) + h1 (t) r equation (1.2) becomes:

0 - [ata (4.) ~ ko (0B (4.T) + Shof” (¢ T)]
+ [—atﬁ (t,T) — k15 (t,T) + %h152 (t,T) — 1} r

for each fixed T', identically for any t € [ty, T]. This happens iff, for each T, both of the coefficient
of this linear relation in r are identically zero along ¢ € [to, T], namely:

{ _atﬁ(taT)_klﬁ@vT)_'_%hl/éﬁ (t,T)—lZO tOStST

B(T,T) =0 (15)
O (t,T) — ko (t) B, T) + 2ho* (£, T) =0  tu<t<T '
{ a(T,T)=0.



Conclusion: if, for each T > t(, the short rate process is given by:

dr () = [ko () + k1 () 7 (D] dt + V/ho (8) + ha () 7 ()W (2),

for deterministic functions kg,kq,ho,h1 of ¢, then the bond prices are of exp-affine form Pr(t) =
F(t,r;T)=exp(a(t,T)— G (t,T)r(t)) where 3 (-,T) is the solution of the Riccati equation (1.5)
and « (-,T) is the solution of the degenerate linear equation obtained by substituting solution
B (t,T) in expression (1.5).

In the next section, this sufficient condition will be generalized for multifactor short rate models
driven by marked point diffusion factor dynamics. The technique employed will be similar to
that here shown. In the following section we will prove the converse for multifactor short rate
models driven by continuous diffusions. The result holds for single-factor short rate models driven
by marked point diffusions. Next, a counterexample will show that for multidimensional factor
processes of marked point diffusion type, one may well have an affine term structure without factor
processes possessing linear coefficients.

2. Affine term-structures driven by multi-factor marked point diffusions

We work within the setting defined by (0.1) , (0.2) and look for sufficient conditions on (u, 3, m, v; R)
such that the resulting bond price dynamics E} " (e~ S R(s.X (8))d8> has an exp-affine form (0.3). We

indeed study a slight variation of the problem which actually accommodates the Fourier transform
analysis method for derivative pricing that will be dealt with in the last section of this paragraph.

Theorem 2.1.
Let a multi-factor short rate model be given by:

r(t,w) Y Rt X (t,w))
dX (t) =p(t, X (t)dt+X(t, X (t)-dW (t) + [,m(t, X (t),y) p(dt,dy;w),

where W is a d-dimensional Brownian motion under P*, y is a random measure on [ty, T| X E, for
any T > ty. X is thus an n-dimensional marked point diffusion process. Suppose that:

e (affinity) drift, squared volatility, compensator, short rate function are all affine in the fac-
tor state and the marked point coefficient is independent of the factor process, that is the



determining quintuple (p, 3, m, v; R) has form:

p(t,x) = ko () + Ky (t)-x

>(tx)S(tx)"T Y Hyt) +H (1) x

m (t,x, y) < mit,y) (2.1)
vit,x, dy)dt < 1o (t,dy) + 1 (¢, dy) - x

R(t,x) = po () +py (1) x

where H (t) : R, — Mg (n,d), the class of symmetric positive definite matrices n by d.

e (ode-s) coefficients are such that solutions 3 and a to the following system of ordinary
differential equations exist:

( at/B (t,T) = =P (t) T (t,T 2/6 (t T) Hl( )/6<t T)
/ BT m(ty) —1] L (t, dy)
\ /6 (T7 T) =
(0 (t,T) = py (t) + ko () - B(t,T) — 38 (t,T) Ho (t) B(¢,T)
_/ [efﬂ(t,T) m(ty) _ 1] l (t dy) (2.2)
L a(T,T)=0.

e (regularity) local martingales are true martingales.
Then, for each u € R,,, the process:
W (twi) def (e S R(s,X (5))ds ju- X(T)) (2.3)
has exponential affine form in X, namely:
¢ (t,wiu) =exp(a(t,T) =B, T) X (1)).

Corollary 2.2. Under the above mentioned conditions, the generated arbitrage-free bond-market
model is exp-affine. Just take u = 0.



Proof.
1. The problem consists in solving equation:

exp (o (t.T) = B(1,T)T X (1)) =By (e I FX(Discux()

in « and 8, for given T' > g and any t € [tg,T]. Throughout the proof, T is fixed.
2. The above expression reminds the martingale property if not for the time dependence of the expression inside

the conditional expectation. To get rid of it, one may multiply both of sides by exp (— ftt) R (s,X (s)) ds) and use a

well-known property of conditional expectations to obtain the equivalent equation:
M () i= e Jio TXENds oy (a (t.T) - B(t,T)" X (t)) —E, (e_ Jrg ’"<X<s>>dse"~X<T>) (2.4)

This equation holds true for ¢ € [tp, T] iff: 1) the left-hand-side is a martingale and 2) both of sides have equal final

value. This follows from the a.s.s-P* unicity of the conditional expectation operator.
3. The latter condition is:

e_ ftT[; R(S,X(s))ds eXp <a (T, T) _ ﬂ (T, T)T _X (t)) — e— ftq(; .R(s,)((s))dseu-)((’f)7
that is coefficients a and 3 must satisfy:

a(T,T) = 0
B(T.T

|
s

4. By applying Ito formula to M and imposing the resulting drift to be zero, one obtains equations for « and 3 as in
the statement of the theorem. In other words, one imposes the above exponential to satisfy the backward equation
relative to a discount bond in the considered market. Driftless Ito processes are local martingales. Regularity
conditions ensure the true martingale property for M. Notice that one is allowed to apply Ito formula to M because
it is a product of a finite variation process times an exponential which, by
(2.4), is itself a product of a finite variation process and a local martingale; thus M is a semimartingale.

5. To simplify notation, set: R =R (t,X (t)), M =M (t), a=a(t,T), 83=6tT), X = X_(t), 2 =3 (¢, X (¢¥)),
dlp =l (t,dy), dly =13 (¢,dy), du = p (dt, dy;w) and similarly for other measures and time dependent variables. By
Tto formula, we have:

diM (t) = —RMdt + e~ Jig Bds =X (Oyadt — 0,BXdt — Bd, X¢) + 3 Tx [He [e2=BX] 221 dt

+ [y [ea—ﬁ[Xer(th(t)vy)] — ea—ﬂXf] du,

that is:

d;M (1) = — RMdt + ¢~ Jo B co—p-X (Gtadt — 0,8Xdt — BT pdt — 5TEdW) +18Ts5Tgdt
+ [ [ePmEXOY) — 1] d(v+7) ,



where 71 is the compensated martingale measure under the underlying probability measure P*. By substituting
expressions (2.1) and setting the finite variation term to zero one obtains:

0 ~R+da—-0B-X—3- u+%BTEETB + / [e—ﬂ'm“»y) - 1} dv

E

1 _ 1
= —po—pX+0a—0BX -8k, —BK,X + §BTHOB+§,6TH1XB + / [ePm — 1] (dlp + d1; X) .
E

By gathering terms homogeneous of degree 1 in the factor process, one has:

1 _ 1
0=—py+da—PB-ky+ §BTHOB + / [e™Pm™ — 1] dly + {pl -0,8-KIB+ §BTH16 + / [ePm 1] dll] X.
E E

Finally, the principle of affinity matching gives (2.2).

An example of regularity conditions referred to in condition 3. are:
1. B (ftT M (t) f [ ~BTIm(ta) — 1] (Iy (¢, dy) + 1, (¢, dy) X (¢))] dt) <

2. B](fL 81T 6X )81 30X (0)ar)’
3 B(M (T >\><oo,

< 00

where M may be computed in terms of a, 3 and R by its very definition. That is, the compensator
of the marked point term is in L' (Q x [tg, T|,P* x L), the volatility is in L? (Q x [to, T] ,P* x L)
and the final discounted gain is an integrable r.v.

In practical applications, one decomposes the compensating measure as:

(txdy)d v (t,x,dy) A (t,x) dt,

where A (t,x) = [, v (t,x,dy) interprets a measure of arrival rate and ¥ is a conditional probability
density of jumping in points belonging to F given that a jump has occurred.. Further one assumes
v to be independent of x. In this context, the affine condition for v translates to A being affine in
X.

Suppose one is given an affine bond market driven by a multidimensional factor process X generating
an affine short rate process r (t) = Ry + Ry - X (¢). Consider a contingent claim on X whose profile
is given by a final cash amount of A (X (7)) Euros. The time ¢ value of this claim is:

V(t, X (t)) = B (eftT“X("))d"h (X (T))) .

8



In section (5) we will see that the general theorem above stated lets a direct pricing of such claims
in the case of either affine or exponential affine pay-off functions in the factor X. If this is not the
case, one may proceed as follows. First, redefine the state variable as:

X ()" [X ()] / r (X (u) du]
t
and the pay-off functions as:
* x\ def * * T
* x\ def * * T
g (S,X ) =g (S, (X(l)’ ,X(n)) ) y

for x*€R, 1. A x* indicates a vector in R, ., whereas x identifies an element in R,,. Secondly,
write the pricing expectation as:

V (¢, X (t)) = B (eXFn+1)<T>h* (X* (T))) .

Thirdly, compute the Green function v (s,y*;t,x)of X*(s) given ¢, that is the conditional density
at point y* of the random variable X* (s) given X* () = x*. Finally compute:

on (y)] 6 (Ty7tx) dy”,

*

VX )= [

where D* is the support of the process X*. Since pay-off do not depend on Y (nt1)» ODE can decuple
the integral above in two parts, the former over the support D; of yz‘n 1) the latter on the support
D of X:

* * * T * *
V(taX(t)) = / [ey(n+1)h ((y(l)a7y(n)) )} ¢(T7y ,t,X) dy
D1 xD
=[] ermu@yiexayi| nedy
D D1
def
< [ (@ yitxny)dy
D
-
where x := (XZ‘I), e xz‘ )) . The problem is to evaluate this green function. By definition:
¢ (T, y*’ ¢, X*) _ EE”* (e—iy*.X*(T)) )

9



Since the considered bond-market model is affine, this expectation is recovered by the explicit
formula in the theorem, where u = —iy*, p, = 0, p; = 0 and the dynamics of the first n components
of X* equates that of X, while the (n + 1)-th component is given by:

0X0 0 () = d, ( /t ") ds) — r(f)dt = Ro+ Ry - X (1)

and thus it is affine too.

3. Necessary conditions for exponential-affine bond markets

We have seen that affinity conditions on the model coefficients imply exp-affine bond prices. This
holds for short rate dynamics driven by marked point diffusions. Turning the other way around, the
exp-affinity of a bond market does not in general imply affinity in coefficients. Indeed, under pretty
weak assumption, one can prove the reverse side claim in the case of short rate dynamics driven
by multidimensional continuous diffusions. However, a simple counterexample shows that this is
not the case once one turns to more general processes. Moreover, even the sufficient conditions are
subject to some degree of incertitude about the regularity conditions required in the theorem. In
particular, L' and L? conditions are often not very easy to check since explicit solutions of the two
ode-s are pretty rarely available (recall the Riccati equations are not analytically solvable unless one
already knows one particular solution) and this is necessary for having an analytical expression for
M to plug into regularity conditions. In view of these remarks, one might legitimately argue that Ito
calculus is not the best analytical tool to deal with such Markov processes. From a purely theoretical
ground, it can be shown that classical tool for studying Markov processes such as generators and
resolvents, deliver nicer results in term of necessary and sufficient conditions. Yet, from a practical
side, this method has not much more to offer than Ito calculus.

In this section we investigate necessary conditions for exp-affinity of a bond market, provide the
stated counterexample and summarize recent results obtained using the classical tool-kit from the
theory of Markov processes.

Suppose an exp-affine bond market is given in a multidimensional continuous diffusion setting.
By applying Ito formula to the exponential-affine function representing the bond price and the
underlying factor process, setting the resulting drift to 0 and supposing that the short rate is affine
in the facto process, one comes up to:

1 _
O:—po—pl-X+8toz—8tﬂ~x—6~u,+§ﬁTEZTﬁ.

10



This follows immediately by replacing R with p, + p; - x and delete the marked point term. This
condition is necessary for a exp-affine bond prices. We look at it as an equation in the unknowns
pand 3. Set A := XXT. After gathering the first four summand into a unique affine function in
x, say —d (t,T,x), the previous equation takes form:

M
All

(1)2 Mg g2 g0 (n)2
o g g | e |aere
Na ~ / A21

or:
c(t,T) -h(t,x)=d(tT, x),

where vectors are columnwise expressed and c¢ has dimension N :=n + "22_ L 4 n (i.e.e dimension

of B + number of elements in the upper-east triangular part of A 4+ number of elements in the

main diagonal of A). For each T' > ¢, identifying a bond, last equation must hold identically for

t € [ty,T] and x € R,,.

Condition I: for each t > ty, there exist times 77, ..., T}, greater than ¢, such that matrix C (¢, T, ..., T},),

defined by:

p C (t, Tl)
CtT,..T,)™ :
c(t,T,)
is invertible.
Suppose that condition I holds. Then, for each time ¢, one has:
d (tv Tl; X)
h(t,x)=C(t,T,....T,) "
d (t, Tn,x)
Since all d are affine in x, then the components of h are affine in x too.

Theorem 3.1. If a short rate is affine in a factor process driven by a multidimensional continuous
diffusion satisfying condition I above stated, then the corresponding bond market is exp-affine only
if drift and squared diffusion coefficients of the factor dynamics are all affine in the factor.

We now turn to applications involving affine term structures.

11



4. A method for identifying factors

Multi-factor models serves the scope of driving bond dynamics by several imperfectly correlated
noises underlying a given market. Once such noises are detected in their cardinality and impact
over the discount function, the model can be used to price exotic interest-rate derivatives whose
pay-off function acts on several points on the discount function, either directly or through interest-
rates. It is just the asynchronous movement of these points (discount factors or rates) that reflects
the presence of several underlying factors. Intuitively, one may argue that a good property of a
multi-factor model is the identification of these noises with market observables, such as rates or
yields. If this is possible, one would be given a short rate dynamics as a deterministic function of
several market values. In principle one could estimate these dynamics, impose a structure and find
and estimate of the prices of risk for all of these factors and come up with a risk-neutral dynamics
of the short rate in terms of observable quantities. this can be used to price derivatives.

In this section we identify factor with some observables and give some examples of concrete affine
term-structure models. We present a method for changing variables in a given affine model. Suppose
an affine structure has already been determined in that Pr(t) = exp (a (¢t,T7) — B (¢t,T) - X (t)), for
an n-dimensional factor process X. For each i = 1,...,n, let F; be a function of X, possibly
representing observable values in the market place.

For instance, F; may be the yield in 7; years, that is:

F (1. X (1)) def 18 Prir, (t) —altt+71)+Btt+71) X (t)

T T

Let Y; (t) = F;(t,X (t)) be the components of the observable vector-valued process Y (¢). If
F : (F,..., F,) is invertible with respect to X, then one can identify factors X1, .., X,, with observable
values Y7, ..., Y, according to the relation:

X)) =F 1Y ().
In general, under the new vector of factors, the model is no more affine since:
Pr(t)=exp (a(t,T)=Bt,T)-F (1Y (1)) .

If F~! is affine, then the bond market stay exp-affine. This is the case for the example above.
Indeed:
FLtY () =K () [Y () + k()]

12



with: -
ot t+ 1) o B (tt+ 1)

18 (t.t + Tl)T
and thus:

Pr(t)=exp (a(t,T) = B(t,T) - K" (1) [Y (t) + k(t)]) = exp (o/ (,T) — B (t,T) - Y (1))

Of course, apart from the invertibility condition of F' and the affinity requirement, further constraints
are imposed by the redemption at par property of discount bonds:

o (t,t) =0, B (t,t)=0
and by conditions of the particular instance. For the case of yield factor, one must have:

Vi (t) = lgPi () o/ttt T) + B (4T Y(t))

T T

which holds iff:
o (t,t+71)=0,i=1,...,n

B (t.t+7;) = 1.

This tells us nothing else but our factors are just yields, in that:

P, () =exp(d (t,t+7;) — 0B (t,t+75)- Y (1) = exp[-Y; ()]

If F is in C'2, then the new factor dynamics is easily computed by Ito formula. In the case of yield
factors, if:
dX (t) = pdt + XdW (1),

one has:

dY (t) = diF (t, X () = Kp (K" (Y (t) + k) dt + KE (K" (Y (¢) + k) dW (¢) .

5. Pricing via Fourier transform methods

We can use the general result in theorem (2.1) in order to compute characteristic function of
distributions and then numerically invert them so to recover the corresponding density functions.

13



A typical application of this method is the following. Consider a call option on a function g of the
underlying factor expiring at 7" and striken at price c. For any monotonically increasing function h
one has:

vcall (t) _ E: <€, ftT R(X(s))ds (g (X (T)) . C)+>
— [T Rds * — [T Rds
= & (6 i Fd g(X (T))H{—hOg(X(T))S—h(c)}> — cly (6 i B X{fhog(X(T))thoc}> )

where R is a shorthand for R (X (s)). By now, h is arbitrarily fixed. Later we will see it has to
chosen according to the functional form of the pay-off function g.
The function:

def s —[r s))ds
2 (x) €L By (e RO (X (T)) Xy gy )

is not easy to compute, especially due to the presence of the indicator function. Yet, it is non-
decreasing in x and thus it can be seen as a distribution function on R so that we can calculate its
Fourier transform:

; — [T s))ds
PR = [ e (e MO (X () X ogixen)

_ (T $))ds T
= E <e Je BOXEDds g (X (T)) /R € d:cX{hog<X<T)>s:c})
— B (5 I REX@)s g (X (T)) ewehog(X(T)))) : (5.1)

what gets rid of the indicator. Once F'[f,] (v) is computed, one can numerically invert it and recover
the values of f. The price of the call is then:

Vel () = f,(=h(c)) — cfi (=h(c)),

where 1 indicates the constant function equal to 1.

For a given ¢, the idea is to choose h and eventually express g conveniently, such that the
conditional expectation (5.1) is of form (2.3). We examine two cases. Throughout R is affine X.
Suppose that g (x) = e**? for some a. Setting h (z) = Ig (), one has:

F [fg] (U) = (EdEz|< (ei I R(X(S))dse(lfiv)aTX(T)> ,

which is given by constant e? times the exp-affine function in X provided by theorem (2.1), where
u has been replaced by (1 —iv)a. An explicit expression for this expectation is given by theorem
(2.1).The following instances provide concrete derivatives in this class.
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e Bond options. The time t value of a call option written on a bond Ps in an affine term
structure model, striken at ¢ and expiring at T' < S, is:

Vel (1) = f,(=h(c)) — cfi (—h(c)),

with h = lg. This follows as Pr(t) = exp(a(t,T7)+ B3 (¢t,T)- X (t)) and thus g(x) =
exp (a(T,T) + B(T,T) - x(t)).

e Quanto options. A quanto option on an asset S whose value is expressed in unit of numéraire
N, say dollars, pays out a functional of S many unities of another numéraire N5, say Euros. If
the underlying asset S is exponential affine in the factor X, say S (t) = exp (« (t) + B (t) - X (¢)),
and the conversion value of V7 into N, can be expressed as an exponential affine function of the
state variable, that is each unity of Ny at 7" is financially equivalent to exp (a' (T") - X (T') + €' (T))
units of Ny and we wish to evaluate a quanto call option striken at ¢ on the S (7') unities of
Ns, expiring at T, the pay-off is:

(exp (a (2) + B (t) - X (t)) exp (' (T) - X (T) + €' (T)) — ¢)

and the time t value of this derivative is given by same formula as above, with a = a’+3 and
e = €' 4+ a. An example is a foreign bond option.

A slight extension occurs when the pay-off function g and the term determining the moneyness
of the option are different exp-affine functions, that is g (x) = €**¢ and the indicator function is
X{—lgm(x(T))<z} With m (x) = e>**? In this case:

F [fg] (’U) _ €c+dEz< (6_ ftT R(X(s))dse(a—ivbT)X(T))
and u = a — svb".This expression lets us computes the value of trigger options.
e Exchange-assets options. An option on the exchange of two assets has pay-off:

g =max (S (1), 5 (1)) = 51 (T) Xgs,(1)>85(1)3 + 52 (1) X181(1)<8(1)}

and has time ¢ value decomposable as the sum of the arbitrage-free value of each of the pay-off
components. For the first one, let X = (IgS;,1g %), a = (1,0), b = (+1,-1)" ,¢c=d =0
and h = exp. Similarly for the other summand.
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e Trigger bond option. Let a contingent claim pay-off at time 7" the time 7T value of a bond Pg
if the time T value of a second bond Py is above a certain ceiling d. Suppose the underlying
bond-market model is affine. The pay-off is:

g(Ps(T),Pu(T)) = Ps(T)Xgpyry>ay
= exp(a(T,S)+B(T,5)-X(T)) X{~a(T,U)+B(T,U)-X (T)<—lgd}>

so that: ¢ =a(T,S),d=06(T,S),a=3(T,S) and b = 3 (T,U) work out the case.

Consider pay-off functionals of the form:

T
90 ikl X (T) + az [ 1] (5) X (5) ds = X e a0 o

t

0=0=v ’
where X denotes the whole trajectory of the underlying factor over [¢t,T]. Then:
Flf](v) = E (e— ST RO g (x0) eiv(—g(X)))

_ E: (67 ftT R(X(s))ds 898U69a1k-1'—X(T)+va2 jtT k] (s)X(s)ds

0=0=v
% eiv(falkIX(T)fag ftT k;(s)X(s)ds)>

0,0, (e, JT[R(X () +(w—iv)ak] ()X (s)]ds e(e—iv)alkIX(T))) _
6=0=v

If the model is affine, one redefines the rate function as:
R(x) = py+ (p1 + (v —iv) azks (s)) x

and applies theorem (2.1) with p| = p;+(v — iv) asks (s) and u = (6 — iv) a1 k; to obtain an explicit
solution of the expectation inside differentiation. Taking partial derivatives gives the characteristic
function.

e Asian options. The pay-off is (% fOT S (u)du — c), with S exp-affine, let X () =1g .S (¢).

In both of the cases just considered, we tried to represent the transform induced by the pay-off
as a the conditional expectation of the theorem. That is the argument inside expectation must be
represented as an exponential affine function of the factor. One has two degrees of freedom. One
can use linear operators switching with conditional expectation in order to represent the real term
in exp-affine form. Also the function h is free to accommodate an exp-affine form for the imaginary
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term. When the pay-off is exp-affine, one already has an exp-affine real term; thus function h has
to be used in order for the imaginary part to be represented as an exp-affine function. In the case
of an affine pay-off, the imaginary part is already of the required form; thus h is useless a tool and
one has to play with linear operators to represent the real part as an exponential affine object. In
this case we represented an affine function as partial derivatives of an exponential affine function
with respect to dummy variables computed at 0. If we leave these variables at unspecified values,
the exponential does not delete and one is left with:

T
Oark] X (T) + vag/ kj (s) X (s) ds} Pk X(T)Fvaz [ 3 (s) X (s)ds. (5.2)
t

This may arise the suspect that the transform method can be applied to such kinds of pay-off..
Unfortunately this is not the case. Indeed at look at expression (5.1) show immediately that for
this kind of mixed affine-exponential pay-off, no function h exists such that hog (X (T")) is affine too,
what ought to be verified for the theorem to apply. Therefore one cannot use this technique to value
vanilla options, such as calls and puts, one underlying assets having time 7" value of form (5.2). Yet
the discussion just made is not useless. Indeed, any contingent claim on an asset whose dynamics
is either of affine-integral form a1 k{ X (T) 4+ vas ftT kJ (s) X (s) ds or of exponential affine-integral
form exp (QalkIX (T) 4+ vas ftT kt (s) X (s) ds) and whose payoff is of mixed affine-exponential

form (5.2) (possibly with constants oy, ay different than those at the exponent and k|, kJ multiple

of the ones at the exponent) can be evaluated with the transform method above. If suffices to take h
equal to the identity in the former case, equal to lg in the latter and conveniently adjust the values
of variables # and v according to the values of the other constants and deterministic functions in
the pay-off expression. We summarize the two cases just mentioned.

If the pay-off is:

T
g(X) = {alkIX (T) + s / KT (s) X (s) ds} (o KIX(T) o [T X ()
t

where D % {— (a’lk/l - X(T) + o, ftT ki - (s) X (s) ds) < —c}, then the Fourier transform for h =
1is:

Flf)(v) = E; (e’ JE RX(9)ds g () eiv(fg(X)))
= E (e, I R(X(s))ds 2 P K] X(T)+vas [T K] ()X (s)ds yiv(—anki X(T)—az [ k’z(s)X(s)ds)>

_ aeaUE: (ef ftT [R(X(S))Jr[Ua2k2(S)*’L”UCMQké(S)]X(S)]d86[0a1k1 fivalk’l]X(T)>

)

0,v
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which is a double partial derivative of an exponential affine function determined by theorem (2.1).
This is also the expression for the Fourier transform for A = lg in the case of a pay-off of form:

T .
|:9a1k1 . X (T) _I_ 'UO(Q/ k2 (S) . X (S) d3:| 600&1k1~X(T)+UOé2 jtT kz(S).X(S)dSXD,
t
where D % {exp <9a1kf1 - X (T) +vay ftT ki (s) - X (s) ds) }

6. Change of numéraire

6.1. Forward contract and measure construction in a lognormal market

At time t, two counterparts trade for a zero spot price a security, called forward contract, for which
the holder will obtain at a subsequent time T a financial payoff h from the short party in exchange
of a price f2(t), fixed at t once for ever: this trade is compulsory for both of the counterparts.. A
mathematical definition runs as follows:

Definition 6.1 (forward price and forward contract). Let an F;-measurable random variable
h (w) represent the time T value of a given security and let prices be expressed in terms of a given
currency $. The $-denominated time t forward price for delivery of h at maturity T is the F;-
measurable number fl (t) representing the price decided at time t (and then kept constant up to
T') such that the time t value of the time t set up security, called forward contract, defined by its
time T payoff h — f2(t), is zero.

Evidently the forward price is not a spot price of any security; its time ¢t numerical value is simply
the price then contracted for a trade on h to be performed at a future time T'; once fixed, it stays
fixed up to T’; on the other hand the forward contract corresponding to the forward price f (t) is
an actual security denoted by fwd (T, h), defined on [t,T] and whose time s value is the spot price
v fwdTh) (),

In order to fully specify a forward contract one needs a date of issue ¢, a maturity 7', an underlying
financial quantity h available at time 7" and a currency $: this information coupled with the above
contractual structure fully determine the corresponding forward price. By ’contractual structure’
we mean the statement according to which the value of the forward contract is 0 at t and h — f at

the delivery time T"
VwdTh) (1) .= 0

VIRIEI(T) == h— fr(t)
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The forward contract value V/*4T%) (s) for 0 < s < T is not a priori specified, yet its two endpoints
values above provide sufficient information to have the forward price be well defined and thus to
determine such intermediate values by arbitrage pricing. Indeed:
ds
Fi

0:= Vfwd(T,h) (t) _ Ep* (e‘ftTT(S)dS [h () _ f% (t)} }_) _ Vh (t) _ f% (t) Ep* (e_ftTT(S)

implies: ,
0=

Therefore, for each 0 < s < T, the time s forward contract value is:
VI (5) = VIR (5) = VI (5) = PT () 7 (1) (6.1)

which needs not be 0 such as at time ¢, because V" and PT vary over [t, T], but f is held fixed from
t on.
A scheme summarizes the former results:

data f1(t)
—  fixed — {VfU’d(T’h) (s)}

n [¢t,T]

@ >y o+

t<s<T

structure

contractual { V(t):=0
V(T):=h—ff(t) )

Formula (6.1) states also that a long forward contract is replicated by a short position of as many
T-maturing bonds as f and a long position in one unity of the security defined by h. We now turn
to the construction of a forward measure in the case of a lognormal market.

Given a market {M s STy ey Sis PT} with risk neutral dynamics for the rolled over money market
account M, time T maturing zero coupon bond PT and risky assets S; given by:

dS; (t) = Si(t)(r(t)dt+oi(t)-dW (1)) (6.2)
dPT (t) = PT(t)(r(t)dt+o" (t) - dW (1)) 6.3)
dM (1) = M (t)r () dt (6.4)

the forward price f}g’ is not a martingale under the risk neutral measure PM. By applying Ito
formula to the function lgz, processes S; and PT one finds explicit solutions to (6.2) and (6.3);
thus: ,

15 () = 28 _ 50 i {lo™ @]+ 5 00" 0] aw o
PT(s)  PT(0)
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under PM. By completing the square:

5 [l O = o™ @] = =5 llox (1) = o™ B]* o™ - [o:5) 0" (8],

we see that:

£5(s) = £5(0) olo =3 oi (1)~ ()| dt+ [ [o:(6) 0T ()] -d(W () fi 7 (w)du) (6.5)

According to the Girsanov theorem, under the measure PP" defined by:

£ (/0 - dw (u))t (6.6)

with ¢’ such that ¢’-fwd volatility=drift , o -drift pa, namely:

d-lo() =" )] = 0-[-0"-(o(t) =0 (1))]

C/:UT

dpP”
dPM

Fi

all the processes fﬁl satisfy a zero drift s.d.e.:

dfy' (s) = 7' (s) [oi (t) = o™ (1) W () (6.9)
where:

W (t) =W (t) —/0 ol (u) du

is an n-dimensional Brownian motion under PP
(6.9) states that the forward price process is the exponential martingale:

i = 0 ([ =" w] - avT )

0

We have created a probability measure PP " under which the PT discounted prices Jf} (s L which
are also forward prices relative to assets .S;, are martingales: this is a martingale measure for the

numeraire PT, in contrast with P, which is a martingale measure for the money market account
M.

d<1gPT(-)>t

Remark 1. The new measure is built up from the process o’ (t) which formally represents -

Remark 2. Instead of PT we could have had any lognormally distributed asset: taking the T-maturing
bond implies that under the new measure forward prices are martingales.
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The martingale defining the Radon-Nikodym (6.6)can be put in terms of asset processes; indeed:
Pr(t) PT(t)
M~ M)

follows from the product rule applied to (6.3) and (6.4). Its solution it just the right hand side of
(6.6) with ¢/ = o1

d T(t)ydw (t) (6.10)

dpr" PT(t) M (0
_E ) M) (6.11)
dpPM - M (t) PT (0)
The factor PT((O)) is the normalizing constant ensuring PP" () = 1. Since in a lognormal market

any asset value V' per unity of money market account M is a martingale satisfying an equation of
form (6.10), we argue that the transformation from the risk neutral to a martingale measure for
the V-discounted prices is obtained by a Radon-Nikodym transformation of form (6.11) where V'
substitutes P, namely: L
ar'| 20 -
dPM |, () V (0)

This formula will be proved to hold independently from the lognormal assumption to which we
owe the nice representation of the derivative (6.11) in exponential form (6.6)and this, in turns,
lets us determine the drift modification in the underlying processes due to change of measure. In
concrete applications a Radon-Nikodym of form (6.12) is chosen according to the user’s need, then
a representation in terms of stochastic exponential is looked for in order to determine the drift
modifications occurring in the underlying processes. We now turn to a financial interpretation of
the result above. Formula (6.5)shows that the quantity o7 - (o; (£) — o7 (t)) is the defect or excess
of percentage instantaneous mean return of all the T-forward prices fz‘?i, 1 = 1,...,n in the risk
neutral world over the T-maturing bond PT. Expression (6.7) states that the Girsanov coefficient
¢ = o7 is the same for all the assets and represents that excess or defects per unit of instantaneous
volatility o; (t) — o (t) 2.

It is convenient to draw a parallel between the risk neutral world and the forward risk adjusted.
Arbitrage pricing theory characterizes absence of arbitrage opportunities by the possibility of car-
rying an objective probability measure P to a risk neutral one PM under which each asset grows in
percentage, instantaneously and on average (p.i.a.) as the money market account; this amounts to
find a Girsanov coefficient A satisfying:

A - i-th asset volatility = risk neutral drift — objective drift

Since the money market account is thought of as the riskless security, the world where all assets’
p.i.a. growth equates the money market account’s can be said risk neutral. The vector \ is easily
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interpreted as the market price of risk because it represents the excess or defects of p.i.a. return
of any traded asset over the risk free asset’s per unit of p.i.a. volatility. On the other hand it is
difficult to be inferred from the market.

Alternatively, if we think of the bond PT as the riskless asset, then the world where all the assets’
values relative to the bond PT do not p..a. grow is the 'risk neutral world’. Since this latter
expression is by convention attached to the case where the money market account is the riskless
asset, in our situation a new label is needed: commonly adopted terms are ’forward neutral’ [17],[18]
and ’forward risk adjusted’ measure [19]. The meaning is the same.

We turn to the interpretation of Girsanov coefficients as prices of risk.

If one passes from the objective measure P to the forward risk adjusted P? " and interprets PT as
the riskless asset, then the corresponding Girsanov coefficient A + ¢’ is worth to be called 'market
price of risk’ or, in order to avoid confusion with the case where the money market is the riskless
asset, ‘market price of forward risk’. Actually we start from the risk neutral world, not the objective
one: the gain is that the Girsanov coefficient is surely determined by market dynamics: it is the
T-maturing bond volatility o7, which is independent of the asset whose forward is considered. The
drawback is that we cannot interpret it as a market price of risk because we pass from a fictitious
(not real) world to another fictitious environment.

Finally, it is inconsistent to label more than one asset (here more than one bond) as the riskless
asset: in fact for each PT there is a corresponding forward neutral world. This is because ¢ depends
onT'.

Summarizing, in a lognormal market, the T-forward prices are 1) stochastic exponentials 2) of an
Ito integral 3) of the difference between the unitary diffusion coefficients of the asset price and the
T maturing bond price 4) with respect to a standard Brownian motion. Since nothing formally
distinguished the asset PT from the others in terms of dynamics, any lognormal asset can be taken
as numeraire.

6.2. General change of numeraire

A market model is a finite collection of semimartingales { Ny, Ny, ..., N,,} each one representing the
stochastic behavior of a corresponding security price.

Given i such that N; is strictly positive, a probability measure P is a N;-martingale measure for
the market if all the relative prices %, j = 0,1,...,n, are martingales w.r.t. P It turns out
that this property also holds for all the value process V' of admissable replicable securities (see [?]
sections 2 and 3)

IfN;, = elo r(wdu where r is the instantaneous interest rate rolling over in the money market, then

the N;-martingale measure is called risk neutral probability.
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Problem: given PV, find the Radon-Nykodim derivative & dPN . carrying to PN
Solution: Abstract Bayes formula (see Appendix) gives PYi conditional expectation in terms of
the ones w.r.t. PV :

) (6.13)

N; dpPNi V(T)
. < V(1) 'f) B ((dTN)f ~m| 7
Ny(T) ) e () |=
dPNi Fr t

where the subscript F, for 0 < s < T, selects the restriction of ZIJENJ (w) to the o-algebra F;. In

order to exploit the martingale property for the N;-discounted prices under the measure PV, it

seems reasonable to try with:
N; ,
Ui BNEL/LO) (6.14)
dphi J N; (t)

so that the left hand side of (6.13) becomes equal to:

B (k N | ft)

~ (6.15)
and then:
N;(T) ') N () '

If we prove that the measure PYi is indeed a probability measure, then (6.16) implies that (6.14)
defines the required measure.

| imposed /Q PN (dPNJ)
- L

imposes a value for k :




The new martingale measure is assigned by the derivative:

dPVi\ N (0) N; (1)
(dPNf)E AT AT (6.17)

Since any replicable security V' can be added to the market model without altering its properties of
completeness and absence of arbitrage, if V' is strictly positive it can take the place of N; in (6.17),
giving rise to the V-martingale measure. In the following example, the time-1" zero coupon bond
martingale measure will be considered.

Example 6.2 (The forward risk adjusted probability measure). Definition (6.17) sets up the
process R; described in section (3.2). If the dynamics of processes N; and N; are available, it is
possible to compute the differential equation for R; by making use of product rule for stochastic
differentials. As an example, let N; be the money market account, that is:

N; (t) := M (t) = eJo r(wdu (6.18)
and N; represent the time-T' maturing zero coupon bond price, namely:
N; (t) :== PT (t). (6.19)

Then we define the T-forward risk adjusted probability measure PF" on Fr by its Radon-
Nykodim derivative with respect to the risk neutral probability P* according to formula (6.17):

dPP” o PT(T) B o~ Jo r(udu 6.0
dP* " PT(0) ofy rwdu — PT(0) (6.20)
T
Under PP" all the relative price processes ;%8) are martingales.
Therefore:
VO g (D)
PT(t) PT(T)

If the final payoff V (T') is assigned by a deterministic function h of the underlying state variable
Ty, one gets to:
T
V(t) = P" (t) E"r (B (rr))

in contrast to the more awkward risk neutral valuation formula:

V(1) = B (e fortep (ny))
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Let M (t) denote the time t value of the money market account and the new numeraire have
P-dynamics assigned by:

dP" (t) = P (t) (m" (t)dt + 0" (t) dW,) ;

since under PM the relative price 1;;(%) is a martingale, we have:
P (t) P (t)
d =ol(t dw, 6.21
(3r) =" O 52" (021

which, together with (6.20), leads to a differential expression for Ry:
dR, = o” (t) R dW, (6.22)

whose unique solution is:
2
R, = eJo 7 @aWu=3 [(o7) (w)du (6.23)

which recovers (77?) with ¢ := o7

7. Extension to markets driven by marked point processes

7.1. General results

Results presented for general change of numeraire are directly applicable to the present context
by simply performing computations of the case. We recall that changing the measure from Py,,
under which discounted prices % are all martingales, to Py,, under which % are martingales for
all maturities T', is possible by setting:

dPy,
dPy, | -

Ny (to) Na (1)
Ny (to) Ny (1)

Let X be any Ito process in the canonical form under the original measure Py, say:

X () = X—i—/t:lfc(s)ds—i-/t/f(s,x) VN (ds, da) (7.1)
+/tt2( dW' (s // s,x) M (ds,dzx) ,
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where coefficients «, 3 and f are suitable adapted stochastic process. In view of the preceding
results on change of equivalent measure for marked point diffusion, if one can represent this process
as a discontinuous Doléan exponential martingale £ (c,d — 1), that is a process Z satisfying:

dZ (t) = Z (t) |c(s) AWM () —I—/ [d(t,z) — 1] "™ (dt,dz)|,

then one automatically has the following change of the finite variation term in the stochastic differ-
ential of X:

k(s)ds+ [,f(s,z) "™ (ds,dx)
!
k(s)ds+c(s)X(s)+ [pf(s,z)d(s,z) /M (s,dz)

(7.2)

that is drift changes from & to & + c¢'Y and the compensator from M to d times v*M. The
resulting dynamics of X under the new measure Py, is:

X(t) = X—l—/[ ()+c()2()]ds+/f(s z)d (s, ) V"™ (s,dz)

to

+/t:§]( ) AW (s / / s, ) AN (ds, dx) (7.3)

7.2. Forward-risk-adjusted measure

We recall that changing the measure from the risk neutral P*, under which discounted prices % are

all martingales, to the forward risk adjusted Pr, under which % are martingales for all maturities
S, is possible by setting:
dPr
dP* | -

1 Pr(t)
~ Pr(ty) B(t)

=: Z (t)

Notation: superscript * denotes the correspondent process under P*, while superscript © stands for
“under Pp”.

Under P* we know bond dynamics are:

dPr (1)
Pr(t-)

=7 () dt + vy (t) - dW* () + / nr (t, ) " (dt, dz) (7.4)
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where all of the measure dependencies have been specified for clarity. Also dB (t) = B (t)r ( ) dt.
Either by direct computation using the product formula rule or by use of £ [X] /E[Y] =E[X — Y] —
[X, Y] one arrives at:

——2 = vy (t) - dW* (t) + / ny (t, ) 7" (dt, dz)

which matches (?7?) for:

(7.5)

as in the continuous diffusions case, and:

d:nT+1

(7.6)

With these coefficients, one can compute drift and compensator changes of any process of form
(7.1) by use of (7.3). The marked point diffusion for a process X under P7 is

X () = X—I—/t [n*(s)+vT(s)T2(s) ds+/t/f(s,x)(nT(s,:B)—I—l)u*(s,d:n)

to

+/tt2( - dWT (s / / s,x) 7" (ds,dx) (7.7)

Example 7.1 (Forward-risk-adjustment in a whole-yield-curve model). In a whole-yield-
curve model in terms of instantaneous forward rates one has nr (t,x) = exp {— ftT Eg(t,x)dS } —1,
where & is the marked point coefficient of the forward rate process under the risk neutral measure
P*. Thus d = exp {— ftT €g (t,z)dS } and the finite variation term of the forward rate dynamics
changes of an amount:

vr (s) X (s) + / f(s,z)e” Ji €s(ta)ds v (s,dx)
E

for a marked point diffusion factor process with instantaneous matrix volatility 3 and marked point
coefficient f.
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8. Application to multifactor affine models driven by marked point processes

In a general multifactor bond market model one is given a factor dynamics under P* of form:

X(t)zx+/t:n*(s)ds+/t: s)dW™ (s // s,x) " (ds,dx)

and a bond price process Pr(t,w) := Pr(t, X (t,w)), with Pr € C}?[R, x R,]. Alternatively, any
of the quantities equivalent to a full specification of that term-structure of interest-rate dynamics
can be imposed to be of this form, that is a deterministic function of time and factor’s value. In
the discount function formulation, we first have to find the bond dynamics by Ito formula (?7) in
the form d;Pr = Pr x Ito dif ferential and then substitute the obtained volatility function and
marked point coefficient into (7.7).

diPr(t,X(t))  [0Pr+VePr-k*+3Tr [HePr X7 X 0
Pr(t— X (t—)) Pr(t—, X (t-))
+V, g Pr(t—, X (t—)) - ZdW* (t)

PrtX (=) +£(ta) |\ Lo
AGE ==

There is no need to compute the above drift: since dynamics is under P*, then it must be equal to
r (t). Comparing this expression with (7.4) we see that instantaneous volatility and marked point
coefficients under P* are given by:

Pr(t,X (t—)+f(t,x))
Pr(t,X (t—))

nr

and the change of the finite variation term of the dynamics for X is:

s)ds+ [ f( v* (ds,dx)
i
k*(s)ds + Vg Pr(t— X (t=))" 2 (S)T ¥ (s) ds

+ [5f (s, ) PT(;;;((SX)(:J)” v* (ds,dx),
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that is:

KT (s) = k* (s) + Vo lg Pr(t— X (t=))T 2 (s)" 2 (s)

P ,X — f L *
vl (ds,dr) = T(;T(SX)(:F_S Dy (ds, dz)

(8.1)

Let X be a multidimensional marked point process representing a factor process inducing an expo-
nential affine bond market. This may be accomplished by the following set up:

r(tw) © =R(EX(1)),
dX(t) = w* (t,X(t))dt+2(t,X(t))~dW(t)+/f(t,X(t),y),u(dt,dy;w),

under P*, with:

K* (t,%) = ki@t +Kj(t)x

X (tx)2(tx) = Ho(t)+H1()
f(t,x,y) = f(ty)

v* (t,x,dy) dt = I§(t,dy) + 15 (t,dy) - x
R(t,x) = po(t)+pi(t) x

where v is the compensator of p under P* and r is the short rate process.
Example 8.1. The bond price is given by:
Pr(t)=exp(a(t,T)-B(T) X (t))

for suitable processes a and (3.
Formulae (8.1) give the forward-risk-adjusted coefficients of the dynamics of the factor process.

KT (s, X (s)) = K*(s,X(s))+ ValgPr(t— X (t—=))"2(s)" 2 (s)
= ki (1) + K5 () X (1) + B (6, 7)T (Ho (1) + Hi () X ()
= [t +BET) H ()] + [Ki () + BT H ()] X (1)

vl (ds,dz) = v* (ds,dx)

B
<
*
=
\‘Cf.k
a
2



Under Pr, an affine model is defined by:

r(t,w) @ =R(t,X(t),
dX () = &T(6LX ) dt+2(t, X (t) - dW (t) +/ (6, X (t),y) p(dt,dy;w),
with:
KT (£, %) _ ki) +K{(t)x
with kI (¢) == |ki (t) + 8 (¢, T)" Hy (t)
and KT (t) .= |K: (t) 4+ B (t,T)" H, (t)
Y (tx)2(tx) = Ho(t)+H ()x
f(t.xy) = f(y)
v* (t,x,dy) dt = B (t,dy)+ 1 (t,dy)-x

with I (t,dy) :=exp (=B (¢,T) - £ (t,2)) [ (t, dy)
and 17 (t,dy) :=exp (=B (t,T) - £ (t,2)) 1} (¢, dy)
R(t,x) = pp(t)+p(t) x

where v is the compensator of i under P* and r is the short rate process.

9. A guide to affine models

This final section is intended as a guide to the rapidly growing literature on affine arbitrage pricing
models. The problem of characterization of affine term structures is natural once it is realized that
two mostly used short rate models, namely the Gaussian and square-root models, share the common
nice feature of delivering explicit bond price processes which are affine in the underlying state
variable. Indeed all the studies of those models led to the system of ode-s identifying the coefficient
of the bond price. The first studies in this direction are those of Vasicek [20] and, respectively,
Cox, Ingersoll and Ross [6]. Beaglehole and Tenney [2] investigated the direct problem of finding
sufficient conditions in several dynamical instances for both affine and quadratic structures. FEl
Karoui, Myneni and Viswanatan [12] investigated the direct problem for both affine and quadratic
structures in the case of general Gaussian multifactor models. They also carried out a complete
study on the pricing of interest-rate derivatives, accompanied by a rigorous treatment of convexity
adjustments for futures forward price relation. El Karoui and Lacoste [11] embodied these results
into a whole-yield curve model where factors are identified with either instantaneous forward rates
or successive partial derivatives of one single rate. Frachot and Lesne [14] and Duffie and Kan [8][9]
independently studied the case of affine structures driven by more general diffusions, where volatility
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is allowed to be dependent on the factor process. The former authors gave a detailed econometric
analysis of the model for estimation in actual markets (see also Frachot, Lesne and Renault [15]).
The latter studied the inverse problem of finding necessary conditions for affinity of rates; they also
provided for explicit examples where numerical method are employed in order to obtain solution
to bond option. Instances of affine structures where factor are identified with interest-rate mean
and volatility treated as parameters have been pursued by Balduzzi, Das, Foresi and Sundaram
[1], Beaglehole and Tenney [2], Chen [5] among others. Extension to one-factor jump-diffusion
is sketched by Duffie and Kan [9], to one-factor marked point processes by Bjork, Kabanov and
Runggaldier [3], to multifactor jump-diffusion processes by Duffie, Pan and Singleton [10]. Our
detailed derivation in a multidimensional marked point diffusion setting is new and embraces all of
the other cases, except for a few pathological instances that cannot be dealt with by Ito calculus
and require a study based upon methods from the general theory of Markov processes. This point
has been recently illustrated in the nice technical study by Filipovi¢ [13]. The method of transform
has been developed by Duffie, Pan and Singleton [10] and applied to various pay-off functions by
Chacko and Das [4]. Our development unifies all of the possible cases treated in literature..
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