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Abstract

This paper makes use of an integrated benchmark modeling framework that allows us to
derive term structure equations for bond and forward prices. The benchmark or numeraire is
chosen to be the growth optimal portfolio (GOP). For deterministic short rate the solution of
the bond term structure equation coincides with the explicit formula obtained in Platen(2005).
The resulting term structure equations are used to explain moves in bond and forward prices by
introducing GOP as a factor and therefore constructing a hedge portfolio for bond consisting
of units of the GOP and the saving account. The paper also derives an affine term structure
equation for forward price in term of the GOP factor. In the case of stochastic short rate we
restrict our selves to give only a term structure equation for the bond price.

JEL Classification. E43, G13.
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1 Introduction

A rich literature has now emerged to understand what moves interest rate. Understanding what
moves bonds is important for several reasons. One of these reasons is forecasting. Yields on long-
maturity bonds are expected values of average future short yields, at least after an adjustment for
risk. This means that the current yields curve contains information about the future path of the
economy. Monetary policy is a second reason for studying the bond prices. In most industrialized
countries, the central bank seems to be able to move the short maturity of the bond yield curve. For
a given state of the economy, a model of the bond yield curve helps to understand how movements
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CNRST”, Morocco. Grant number : a3/014.



at the short maturity translate into longer-term yields. This involves understanding both how the
central bank conducts policy and how the transmission mechanism works.

Derivative pricing and hedging provide an other reason. For example, coupon bonds are priced
as baskets of coupon payments weighted by the price of a zero-coupon bond that matures on the
coupon date. Banks need to manage the risk of paying short-term interest rates on deposits while
receiving long-term interest rates on loans. Hedging strategies involve contracts that are contingent
on future short rates, such as swap contracts. To compute these strategies, banks need to know
how the price of these derivative securities depends on the state of the economy.

Despite efforts managed to explain what moves interest rates, there is still no commonly ac-
cepted interest rate model. In the literature, the risk neutral pricing formula gives the price of
a zero-coupon bond basing on the dynamics of the short rate, which is a quantity controlled by
the monetary authority. Therefore, bonds are regarded as derivatives of the "underlying” short
rate. In this paper we derve term structure equations for bond and forward proces especially in
the detereministic short rate case. In our purpose the growth optimal portfolio plays a central role
since the discounted GOP is used as the underlying security and the bond is viewed as a derivative
on the GOP . The dynamic of the GOP is determined by the short rate and the market price of
risk which is the GOP volatility. Unfortunately, volatility does not have a major economic inter-
pretation and is difficult to observe. However, the dynamics of the discounted GOP is uniquely
determined by the net market trend which measures the market activity. So, we prefer to choose
directly the discounted GOP as a factor or underlying security. As a consequence, the resulting
term structure equation is simpler than that of the risk neutral setting, and have an explicit solution
which coincides with the explicit formula obtained in Platen (2006) for deterministic short rate.
Based on the benchmarked forward probability measure introduced in Eddahbi and El Qalli (2008),
the paper also derives a term structure equation for the forward price and shows that the solution
of this equation can be expressed in an affine nature in term of the GOP factor.

The organization of the paper is as follows. Section 2 recalls some results on the benchmark
framework. In section 3 we establish the term structure equation (for deterministic short rate)
for bond price and construct a hedge portfolio for bond price. Section 4 is devoted to derive the
term structure equation for the forward price. The last section is devoted to derive a bond term
structure equation in the case of stochastic short rate.

2 Background on Benchmark Framework

2.1 Security Accounts

We consider a continuous financial market where the uncertainty is modeled by n independent
standard Wiener processes W* = {W} ¢t € [0,7]}, k¥ € {1,---,n}, we note W = {W, =



(W, ..., W)t € [0,T]} to be the vector of the n wiener processes. These are defined on a
filtered probability space (€2, Fr, F,P) with finite time horizon T, fulfilling the usual conditions.
The filtration F = (F;)seo,r] models the evolution of market information over time, where 7
denotes the information available at time ¢ € [0, 7.

The market comprises n + 1 primary security accounts. These include a saving account of the
domestic currency S = {S?;t € [0,00)}, which is locally riskless primary security account whose
differential equation is given by,

dSY = Slr.dt (2.1)

for t € [0, 7] with S = 1. The domestic short rate process r = {r;,t € [0,T]} characterizes then
the evolution of the time value of the domestic currency.

The market also includes n nonnegative, risky primary security account processes S7 = {Sg ,t €
0,71}, 5 € {1,2,...,n}, each of which contains units of one type of security and expressed in units
of the domestic currency. This might be, for instance, a cum-dividend share price or the value of
foreign savings account, expressed in units of the domestic currency.

To specify the dynamics of continuous primary securities in the given market, we assume that
S‘tj is the unique solution of the stochastic differential equation

dS) = S (a{dt +) b{’det’“> (2.2)
k=1
for t € [0,00) with S > 0, j € {1,2,...,n}. Here the jth appreciation rate a] is the expected
return at time ¢ that an investor receives for holding the jth primary security in the denomination
of the domestic Currency We assume that o/ = {a],t € [0,T]}, j € {1,2,...,n}, is a predictable

process such that fo =0 lal|ds < oo almost surely, for all T € [0, 00).

The j, kth volatility bj measures at time ¢ the proportional fluctuations of the value of the jth
primary security account with respect to the kth Wiener process. We suppose that b]’ is a given
predictable process that satisfies the integrability condition fo S i1 Y orey (bik> dt < oo almost
surely, for all j,k € {1,2,...,n} and T € [0, 00).

2.2 Self-Financing Strategies and Portfolios

In the given continuous financial market one is allowed to form portfolios of primary security
accounts. We call a predictable stochastic process ¢ = {¢; = (¢?,...,¢7)",t € [0,T]} a strategy
if for each j € {0,1,...,n} the It6 integral f(f #?dS? exists and such that the portfolio process
V¢ ={V? t €[0,T]} is characterized by the linear combination V,* = > o ¢1S7 for all t € [0,T].
Here ¢ is the number of units of the jth primary security account that are held at time ¢ € [0, 7]
in the corresponding portfolio, j € {0,1,...,n}.



Definition 2.1 A strateqy ¢ and the corresponding portfolio V' are said to be self-financing if

n

dv? =" ¢ldsi (2.3)

=0

for all t € ]0,T].

This means that changes in portfolio value are exactly matched by corresponding gains or losses
from trade in the primary security accounts.

Now, let us introduce the notion of market price of risk. First, we assume that no primary security

account is redundant in the sense that it cannot be expressed as a linear combination of other
primary security accounts. The following assumption avoids redundant primary security accounts.

Assumption 2.2 The volatility matriz [bik}?k is invertible for Lebesgque-almost every t € [0,T].

Assumption 2.2 allows us to introduce the kth market price of risk % with respect to the kth
trading uncertainty, which is the kth Wiener process W¥, via the equation

n
0 = S b7 (= 1)
j=1

fort € [0,7) and k € {1,2,...,n}. Then we can rewrite (2.2) for the jth primary security account
in the form

dsi = S (rtdt + ) bt (ordt + dwf)>
k=1
for t € [0,7] and j € {1,2,...,n}. Note that we have just parameterized (2.2) in terms of the

market price of risk. For a given self-financing strategy ¢ the value of the corresponding portfolio
Vt¢ satisfies the SDE

dV? = VPrdt+ Y > ¢St (0Fdt + dw)) (2.4)
k=1 j=0
for t € [0,77. '
On the other hand, for a given strategy ¢, we introduce the fraction Wéi of the value of a
corresponding strictly positive portfolio, which at time ¢ is invested in the jth primary security

account, that is Wét = gb{“j—i for t € [0, 7] and j € {0,1,...,n}. Note that these proportions always
’ t

add up to one, that is » 7, Wéi =1 for all t € [0,T]. Now we can parameterize (2.4) in term of
the fractions to obtain

dve =V (rtdt +) O ) b oFdt + de))

k=1 j=0

for t € [0,77.



2.3 Growth Optimal Portfolio

We now introduce the growth optimal portfolio (GOP) with value V;‘z’* at time ¢ € [0, 77, see Platen
(2006). The GOP is the portfolio that maximizes the expected log-utility E(log(V.?)|F;) from
terminal wealth for all ¢ € [0,s] and s € [0,7T]. Its strategy ¢. = {¢du = (¢%, 0L, ..., 0%) ", t €
[0,T]} follows directly from solving the first order condition for log-utility maximization problem.
The resulting GOP satisfies the SDE

av = v <rtdt + ) 6F(6rde + de))

k=1

for t € [0,T1], see platen (2006). Obviously the GOP is uniquely determined up to its initial value
VO‘b*, and its dynamics is fully characterized by the market price for risk 0%, k € {1,2,...,n}, and
the short rate r; for t € [0,7]. It can seen that the volatilities 0F, k € {1,2,...,n}, of the GOP
are the corresponding market price of risk. This structure of the GOP is of crucial importance for
understanding the typical dynamics of the market.

Now, the discounted GOP is defined by Vf* = Vi ,

S_? the corresponding dynamics are

0| <|0t|dt+th>

where |0;]2 = 6,0, is the risk premium of the GOP which is the square of the total market price of
. 1 —
risk, and dW, = o > opawt.
Hok=1

Note that by discounting the GOP by the saving account we have separated the impact of the short
rate from that of the market price of risk

The discounted GOP drift oy at time ¢ € [0, 7], which we also refer to as Net Market Trend, is
of the form

a, = V|0,
this leads to
7
0] = 7,
and
d‘zqﬁ* = Oétdt + Octf/f*th. (25)

We emphasize that «; is an observable financial quantity. Similar to volatility it measures market
activity. We note also that the parameter process a = {ay,t € [0,00)} can be freely specified as a
predictable stochastic process such that the SDE (2.5) has a unique strong solution. Furthermore,
it is important to realize that (2.5) describes the SDE of a time transformed squared Bessel process
of dimension four. For more details see Platen and Heath (2006).
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2.4 Fair Pricing

In principle, one has the freedom to choose any strictly positive numeraire or benchmark as reference
unit. Throughout the following we use the GOP as numeraire. The choice of the GOP as numeraire
has important advantages over alternatives, because this is the only choice, where it is not necessary
to perform a measure transformation when pricing derivatives in incomplete market that has an
equivalent risk neutral martingale measure, see Long (1990).

For a portfolio V¢ we introduce its benchmarked portfolio

e W
t ‘/Zb*

at time t € [0,T]. By application of the It6 formula the benchmarked portfolio V,? satisfies the
SDE

Ve=3 " oSl — op)awy
k=1 j=0
‘fi for t € [0,77.
t
Now, we introduce a general framework than what is provided by standard risk neutral approach,

see Platen and Heath (2006). By using conditional expectations with respect to the real world
probability measure P we introduce the following concept of fair pricing.

where S} =

Definition 2.3 A price process U = {U;,t € [0,T]}, with E (%) < oo fort € [0,T], is called

fair if the corresponding benchmarked price process U = {Ut = %,t € 0,71}, forms an (F,P)-

martingale, that is
U, = E(U,|F,) (2.6)
for0<t<s<T.

Consequently, for a fair price process its last observed benchmarked value is the best forecast of
any of its future benchmarked values.
In this setting let us define a contingent claim Hp that matures at 7" as an Fp-measurable payoff

with F ('%T‘) < oo for all t € [0, T]. In order to value this contingent claim, a corresponding price
T

process UMt = {UF" t € [0, T]} must satisfy the condition U:,IfT = Hp at T. By the martingale
property (2.6) the contingent claim price UtHT of Hy, when expressed in units of the domestic
currency, is at time ¢t € [0, 7] obtained by the fair pricing formula

v

Utr
Ut =V#E | | R (2.7)

for t € [0,77.



2.5 Zero Coupon Bond and Actuarial Pricing

If the maturity date T is fixed and the payoff equals one unit of the domestic currency, then we
obtain by the fair pricing formula (2.7) the price p(¢,T) of a corresponding zero-coupon bond at
time ¢ € [0,7]. This price is given by the equation

1
p(t,T) =V>E (W'ft>

T

the corresponding benchmarked zero-coupon bond price

) = 2D p (Vid,lf> 29

for t € [0, 7). The benchmarked zero-coupon bond price process p(-,T) = {p(t,T),t € [0,T]} is
then an (F, P)-martingale. So, it is reasonable to assume that there exists for each ¢ € [0,7] and
ke {1,2,...,n} a unique predictable kth benchmarked bond volatility ox(¢,T) such that

dp(t, T) = p(t, T) Y ox(t, T)dW} (2.9)
k=1
which is equivalent to
dp(t,T) = p(t,T)o(t, T)dW, (2.10)

where o(t,T) = (01(t,T),...,0,(t,T)) and thus

n t T 2 t

p(t,T) = p(0,T) exp {— > (/0 Mds - /0 Uk(s,T)thk> } (2.11)
k=1

for each t € [0, 7], then we obtain via the It6 formula

dp(t,T) =p(t,T) (rtdt + zn:(gf — oy(t, 7)) [0Fdt + de)]) . (2.12)
k=1

We assume now that the short rate r; is deterministic. The fair pricing formula leads to

tT)=VoE [ —|F | =ex {—/ rsds}E 7. 2.13
p(t,T) t <V7?*| t) p ) V’_I?*| t ( )

By using the first negative moment of a squared Bessel process of dimension of dimension four (see
Platen & Heath (2006)) we have

o
B (V)R = () (1 — exp {— IV_ - }) . (2.14)
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Therefore, we obtain the Platen’s explicit formula (see Platen & Heath (2006)) for the zero-coupon

bond
([ 1) (1) s

Note that we have supposed that r, is deterministic. But we should prove later that this result
remains true for stochastic short rates.

Now, let us consider at the fixed maturity date 7" a random Fpr-measurable payoff H > 0, which
is independent of the GOP value Vj? *. For instance, this could be life insurance claim or a payoff
based on a weather index. Such a claim may be independent of the GOP. To be precise, we assume

that the expectation of the benchmarked payoff E () Vi{* > < o0 is finite. According to the fair
T

pricing formula and using the fact that H is independent of VJ? * we have

H 1
UtH:V;qS*E(W ft) :Vt(ls*E(W -7:t> E(H|ft)‘
Vr Vr

By using now the fair zero-coupon bond price p(t,T), it follows the widely used actuarial pricing
formula

Ut =p(t, T)E (H| F).

Under this formula one computes the conditional expectation of a future cash flow at time T and
discounts it back to the present time t by using the corresponding fair zero-coupon bond price.
This takes into account the evolution of the time value of money.

3 Bond Price Term Structure Equation in Term of GOP:
Deterministic Short rate Case

In this section we view the bond price as derivative of the GOP. In contrast to the risk neutral
setting where a natural starting point is to give an a prior specification of the dynamics of the
short interest rate, the advantage here is the fact that the dynamics of the GOP are uniquely
determined by (2.5). Second, in the risk neutral setting the number of exogenously given traded
assets excluding the risk free asset equals zero, whereas the number of random source equals more
than one. So, the market in the risk neutral setting is expected to be arbitrage free but note
complete. Here, we have to explain the bond price by the GOP which is a risky portfolio. So, in
the benchmark framework we have to work under a “Complete” Zero-Coupon Bond Market. To
make this idea more correct we set the following assumption



Assumption 3.1 We assume that for every T, the price of a zero-coupon bond price has the form
p(t,T) = Hy(t, V", T) (3.16)
and the net market trend has the form
o = alt, V") (3.17)
where Hy, is a smooth function of the three real variables, and & is sufficiently smooth function.

At the time of maturity a zero-coupon bond is of course worth exactly $1, so we have the relation
H,(T,v,T)=1 forall v.

Assumption 3.1 implies we want to explain moves in the zero-coupon bond only by the source of
randomness described by the discounted GOP ‘_/f*. Consequently, Assumption 3.1 forces the short
rate to be deterministic. Now, from Assumption 3.1 and the It6 formula we get the following price
dynamics for the zero-coupon bond.

Proposition 3.1 Suppose the zero-coupon bond price satisfies Assumption (3.1). Then H, satisfies
the term structure equation
oH, 1 0°H

—L + —apw—> =rH,

Hy(T,v,T) =1

Proof. Applying It6 formula to Equation (3.16) and using the GOP dynamics (2.5) we get the
dynamics of the zero-coupon bond price under the real world probability P as follows

o V.2 dW,. (3.19)

_ (0H,  0H, 1 _, 0°H, 0H,

Note that the zero-coupon is not martingale under the real world probability. However, the mar-
tingale property holds for the benchmarked zero-coupon bond. So, applying the It6 formula to
benchmarked zero-coupon (2.8) we get

1 _
= H,(t, VﬁaT)d(W*) s dH,(t, V", T)
_ 1
+ H '7V¢*aT a_>
A )



On the other hand we have
1 1 .
and therefore
6Hp (6%
— dt
ov V;‘b*

_ 1 OH, |6,] -
d{H,(- V> T), — Y = P[0 Vodt =
< oV )’V¢*>t v Ve et

where (-, -); denotes the quadratic variation. Hence, the benchmarked zero-coupon bond becomes

. H, - 1 [0H, oH, 1 _, 0°H,
dp(t,T) = —W |:Ttdt + |0t|dVVt] + ‘/Zﬁ* |: ot + oy 90 + 50%‘/; 902 dt
1 8Hp — A 0H Qv
Vil b dWy — —2——dt
+ { ‘/tqs* 81} Oft t } t av ‘/t(is*
1 oH, 1 _, 0%°H,
T {_Hp” e TV g gt
1 (0H - .
+Vt¢* {a—vp a,V —pret|}th
and the result follows from the fact that the benchmarked zero-coupon bond with maturity 7' is
martingale under the real world probability measure P | so its drift term must be zero. ]

Now, taking partial derivatives for (2.15) with respect to (¢t,v) € (0,T) x (0,00) we get

8p(at;T) = rp(t,T) + <eXp {— /tT 'r’sds} —p(t,T)) —<f‘f:i>2 (3.20)
% — (exp {_ /tT rst} —p(t,T)) (ffsldsf (3.21)

Multiplying equation (3.21) by foyv and adding it to (3.20) we get

T 7P
p<t7T> = Hp(t7 ‘7t¢*7 T) = exp {_/ Tsds} 1 - eXp § — :,Y;f
t [, %ds

Proposition 3.2 The explicit Platen’s formula (2.15) given by

T NSTY By Y (R (|

solves the term structure equation (5.44).
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3.1 Hedging Zero-Coupon Bond by the GOP

Our aim is to construct a self-financing hedge portfolio consisting of ¢? units of the saving account
SY and ¢} units of the GOP Vf* such that the value of that portfolio Vf’ equals to the price of the

zero-coupon bond i.e.
‘/;5¢ = p(t, T) = Hp(t7 ‘71€¢*7T)'

According to (5.46) and the term structure equation (5.44) we have

OH, 0H _ .
dp(t,T) = {rth + oy 8vp} dt + avp Otht‘ﬁ*th.

On the other hand
Ve = s+ ol = ot + ol + [ olast+ [ olave
and
AV, =d(V,>* 8Y) = Vi* SPrdt + Spdv,>
which give an other expression for p(¢,T')

dp(t,T) = dV;’ = @{rSpdt + ¢V
— {nSPdt + o} |V SPradt + SPavy” |

= {60+ 00| rSP + auSP0t b dt + 6150\ oV W,

Comparing Equations (3.23) and (3.24) we get

_ OH. _
¢%S,? . /Oétvtqﬁ* _ avp Czt‘/;d)*

- 0OH
[(b? -+ ¢%‘/t¢*:| TtStO + OétS?thl = Tth + Qi avp

It follows that

¢1 _ iaHp
O
1 0H, -
(15? = S_,? {Hp - 8vpv;t¢ 1

substituting the expression of H, from (3.22), we have the following explicit formula for ¢;

T _
. 10H, exp{—fo rsds} exp{ A }

%o [ ads [T eeds

t 2

11
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Furthermore from (3.22) we have

OH, ©xP {— j;T rsds} - H,

v fT as g

t 2

so that we can rewrite ¢) as

‘ _ Treds — H,
¢ = exp{—/ rsds} Hp—‘/;‘b* —ft T;S P
0 [, %ds

= e {- [ s |pte) -7 {ffrsds—p@,ﬂ}

fT%ds

t 2

Now, with the quantity

t
A = A0+/ ods
0

we can rewrite ¢}, ¢? and the zero-coupon bond to get the following explicit formulae

P GXp{_foTrst} exp{—‘_/t—(b*}

t Ar—As Ar—As

2

) = exp{—/trsds}
0
-
p(t, T) = exp{—/Trsds} <1—exp{—%}>.
t T2

Here, A; can be interpreted as the underlying value at time ¢ of the discounted GOP, where Ag
needs to be appropriately chosen as the initial underlying value at time ¢ = 0. One can say that
thd? underlying value A; corresponds to the discounted wealth that underlies the discounted index
v

The advantage here i.e. in the benchmark framework is the fact that we try to understand what
moves bond term structure with respect to its underlying economic conjecture. In fact, we have
written the bond price as a function of the discounted GOP V,** which is learned to be a discounted
market index, A; which corresponds to the discounted wealth that underlies the discounted index,
and of course the short rate which in an other economic source of randomness controlled by the
central bank or monetary authority.

2

T
e rsds — p(t,T)
p(t,T) — V¥ exp { J p Py }

2
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4 Forward Price Term Structure Equation in Term of GOP:
Case of Deterministic Short Rate

A forward contract is an agreement, established at the date t < T', to pay or receive on settlement
date T a preassigned payoff, say H, at an agreed forward price. Let us emphasize that there is no
cash flow at the contract’s initiation and the contract is not marked to market. We may assume,
without loss of generality, that a forward contract is settled by cash on date T'. Therefore, a forward
contract written at time ¢ with the underlying contingent claim H and prescribed settlement date
T may be summarized by the following two basic rules : (a) a cash amount H will be received at
time T', and a preassigned amount Fy (¢, T) of cash will be paid at time T’; (b) the amount Fy(¢,T)
should be predetermined at time t (according to the information available at this time) in such
a way that the price of the forward contract at time ¢ is zero. In fact, since nothing is paid up
front, it is natural to admit that the forward contract is worthless at its initiation. We adopt the
following formal definition of a forward contract.

Definition 4.1 Let us fir 0 <t <T. A forward contract written at time t on a time T contingent
clatm H is represented by the time T contingent claim G = H—Fyg(t,T) that satisfies the following
conditions :

1. Fy(t,T) is a Fy-measurable random variable;

2. the fair price at time t of a contingent claim G equals zero.

The random variable Fy(t,T') is referred to as the forward price of a contingent claim H at time ¢
for the settlement date T'. The contingent claim H may be defined in particular as a preassigned
amount of the underlying financial asset to be delivered at the settlement date. For instance, if the
underlying asset of forward contract is a given portfolio V¢ issued from a given strategy ¢, then
clearly H = Vj? . The following result expresses the forward price of a contingent claim H in terms
of its fair price U/ and the price p(t,T) of a zero-coupon bond which matures at time 7.

Proposition 4.1 The forward price Fy(t,T) at time t < T, for the settlement date T, of a con-
tingent claim H equals

Fyu(t,T) = (4.25)

p(t,T)
Proof. By the fair pricing formula (2.7) we have

G H— Fyt,T
OZW*E(—(Z J:t) — V> E <—;’( )
V* V*

T T

)

by using the fair zero-coupon bond price and the fair pricing formula it follows the forward price

Fu(t,T) e <V§ ft) i
H\Y = = .
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In the case when the underlying asset of the forward contract is a given fair portfolio V¢ issuing
from a given strategy ¢ we have the following forward price

FV;? (t,T) =

p(t,T)

for t € [0, 7. u

Note that, if H is independent to V:,? * then from the actuarial pricing formula we have Fy (t,T) =
E(H|F;). Hence, the forward price is an (F, P)-martingale, that is, the forward price is the best
forecast of the future value H. The question which arises now is; what happens if H is not necessary
independent of Vj‘f’*? to answer this question we need to introduce the notion of Benchmarked
forward probability measure.

4.1 Benchmarked Forward Probability Measure

According to our knowledge, within the framework of arbitrage valuation of interest rate derivatives,
the method of a forward risk adjustment was pioneered under the name of a forward risk-adjusted
process by Jamshidian (1987). The formal definition of a forward probability measure was explic-
itly introduced in Geman (1989) under the name of forward neutral probability. In particular,
Geman observed that the forward price of any financial asset follows a (local) martingale under the
forward neutral probability associated with the settlement date of a forward contract. For further
developments of the forward measure approach, we refer the reader in particular, to El Karoui et
al. (1995).

Definition 4.2 A probability measure Pr on (S, Fr) equivalent to P, with the Radon-Nikodym
derivative given by the formula:

dPr B ‘/815*
dP  vip(0,T)

is called the benchmarked forward martingale measure for the settlement date T .

Notice that the above Radon-Nikodym derivative, when restricted to the o-field F; satisfies for
every t € [0,7]

Ui

- VPp(0,T)

ar dPr [V
dpP |.7-'z Vi?*p(()?T)

bx T
ft)_VopL )

Now, by using equations (2.8) and (2.11), we obtain

o BT {3 ([ [t .

k=1
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Furthermore, the processes
whT =wk - /t or(s,T)ds, k=1,...,n (4.26)
0
or in vectoriel form
Wl =w, - /ta(s,T)ds (4.27)
0

for all t € [0, T}, follow a standard Brownian motion under the benchmarked forward measure Pr.

The next result shows that the forward price of contingent claim H which settles at time T
can be easily expressed in terms of the conditional expectation under the benchmarked forward
measure Pp. Denote Ep, the expectation under Pr.

Proposition 4.2 The forward price at t for the date T of a contingent claim H which settles at
time T equals

Fu(t, T) = Ep, (H|F) (4.28)

provided that H is Pr integrable. In particular the forward price process Fy(t,T), t € [0,T], follows
a martingale under the benchmarked forward measure Pr.

Proof. The Bayes rule yields
_ E[UTH‘}_t]
Enr|F]
- ‘/t(b* UtH B UtH
p(t, T) v pt,T)

- V¢* i
— Bl HIF) = gL
VT

Ep[H|F]

p(t,T) 7l

]
If the underlying asset of a forward contract is a given fair portfolio V¢, then clearly Fy(t,T) =
Ep,.[V{|F]. The next proposition establishes a version of the actuarial pricing formula that is
tailored to any contingent claim although it is not independent of the GOP V¢,

Proposition 4.3 The fair price of any contingent claim H which settles at time T is given by the
following version of the actuarial pricing formula

UM = p(t, T)Ep,[H|F] (4.29)

Proof. Equality (4.29) is an immediate consequence of (4.25) combined with (4.28). For a more
direct proof, note that the fair price UX can be reexpressed as follows
H 0, T
vt = v B 7] = ve 2D e ),
Vi %

P
0
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An application of the Bayes rule yields

0,7) p(0,T) v
vt = v P2 D g m B F) = v Pl D g A B |5
¢ Loy oy V2P0, T)
1
= VP Bl F)ER HIF] = p(t,T) i, 17
T

4.2 The forward price term structure equation

Modeling the entire term structure of forward prices also results in an infinite dimensional state
variable. Therefore it is sometimes more convenient to model a given finite dimensional state
process, and to assume that forward prices are given as functions of this state process. Similarly
to the bond price, we choose the GOP as a factor and we explain moves on the forward price by
the GOP dynamics.

Assumption 4.3 We assume that for every T', the forward price can be written in the following
form

f(t,T) = Hy(t, V>, T) (4.30)
and the net market trend has the form
oy = alt, V) (4.31)
where Hy is a smooth function of the three real variables with the boundary condition
He(T,v,T) = h¢(T,v)
for all v and for an a priori given function hy and & is sufficiently smooth function.
Similarly the short rate in this case is deterministic.

Proposition 4.4 Suppose the forward price satisfies Assumption (4.3). Then Hy satisfies the
following term structure equation
OHj OH; 1 82Hf+8Hf8Hp

- —0
o T T3 T o ae (432)

Hf(T, v, T) = hf(T, U).
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Proof. Applying It6 formula to Equation (4.30) and using the GOP dynamics (2.5) we get the
dynamics of the forward price under the real world probability P as follows

- oH OH 1 4 0*H oOH _ .
dH(t, V", T) = {8_tf oy b oVt } dt + = T\ eu VW, (4.33)
Using the dynamics under P and noting that in this case the bond prices volatility is given by
0H ok
t,T) = —2y/a VL
owtT) = Vit

we can change to the Pr measure using
AWPT = AWk — o, (t, T)dt

and therefore

1 n
AW, = WZedef
t k=1

1 < o0H, o oF
64| ; ' ' v v 16|

1 < OH -
= m Z Qde/Vtk’T + avp Oétv:ﬁ* dt
k=1

OH,

= AW+ —

(e ‘7t¢* dt

where

. 1 —
AW = —=> " opdwit.
t |0t‘ ; t t

The dynamics under the benchmarked forward measure Pr of f(t,T) become

_ OH OH 1 ., 0*H; 0OH;0H, _
dH . (t V¢* T — viy St V¢* f / P V¢* dt
&V T) {875 Ty TN T T gy oy 1
0OH . .
+(,)—Uf a, Vo dwl
and the result follows from the fact that the forward prices with maturity 7" are martingales under
the benchmarked forward measure Pr , so its drift term must be zero. [

Definition 4.4 The term structure of the forward price is said to be affine if the function Hy from
(4.30) is of the following form

In Hy(t,0,T) = Ap(t,T) + By(t, T)v (4.34)

where Ay and By are deterministic functions.
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Proposition 4.5 Suppose that Assumption 4.3 is in force and that the function h is of the following
form

Inh(T,v) =c(T) 4+ d(T)v

Then the term structure of the forward price is affine, that is Hy from (4.30) can be written on the
form (4.84) where Ay and By are given by

OHp(s,v,T)

T —1
1
By(t,T) = d(T)el os ™ 5" ds (1—d(T) / §auefuT o =, deu) (4.35)
t

and
A(t,T)=¢(T) + /T asBy(s, T)ds. (4.36)

Proof. We need to show that H;(t,v,T) from (4.34) where A; and B are given by (4.35) and
(4.36), solves the PDE (14) that uniquely characterizes the bond prices in this setting.
Taking partial derivatives

OH, 0A; OB,
e A el At T =
ot {81& LT
0*H; 9
o2 B
so the equation (4.32) reduces in this case to
( 0Af(t,T)

ot (4.37)

( Af(T.T) = ¢(T).

and

( OB:(t.T) 1 OH
L + —atBJ%(t,T) + oy 3 EB(t,T) =0

o2 v (4.38)

\ By(T,T) = d(T).

Equation (4.38) is a Bernoulli differential equation with solution given by

T —1
S,U, ]_ 8,v,
By(1.T) = d(T)el 2o (1 —d(T)/ §au€f5as‘wd8du)
t
and

Ap(t,T) = ¢(T) +/t asBg(s,T)ds

18



Remark 4.5 Since we have

H {7 Px T T 1 7
0 p<t’6‘/; 1) = exp {— / rsds} T €xp {— Tvi }
v t [, %ds Ji &ds

t 2

the above proposition gives an explicit formula to the forward price in term of the GOP ‘7;5*; the

net market trend o and the short interest rate ry.

4.3 Hedging Forward price by the GOP

In this subsection we construct a self-financing hedge portfolio consisting of 7P units of the saving
account SY and 7} units of the GOP V> such that the value of that portfolio V™ equals to the

forward price i.e.
V"= p(ta T) = Hf(t’ ‘7t¢*’ T)
According to (4.33) and the term structure equation (4.32) we have

oty om,
ov Ov

_ _ OH _ o
dHf(t,vf*,T):{ atVf*}dt—i— avp a V.2 dW,.

On the other hand

t t
V= a8 Ve =gty [ atast e [ wlave
0 0

and
AV = d(V, S7) = VP Srudt + SV,
which give an other expression for Hy(t, /AN T)

dHf (t7 ‘_/t(b*7 T) = d‘/tﬂ-

= { [7?? + 71'751‘7;@} 7Sy + OétS?ﬂ'tl} dt + w1 SO\ VI dW,.

Comparing Equations (4.39) and (4.40) we get

T OH —
7.(.t1 S? Oét ‘/t‘is* — avf at ‘/t(b*

|:’/T? + W,fl‘_/tqj*] reSY + St = -1 SATASS

19

(4.39)

(4.40)



It follows that

1 0H;
o= S0 9w

1 OH OH
g e (e T B

Note that in the case of affine term structure for forward price we can get an explicit formulae for

79 and 7! since aaH L and a =% can be expressed explicitly by

OH;

5" = By(t.T)H;

and

oH, exp{—ftTrsds} — H,

dv fT Sds

t

5 Bond Price Term Structure Equation in Term of GOP
and Stochastic Short rate

In this section we view the bond price as “derivative” of the GOP and the short rate. Although
the GOP dynamics are uniquely determined, we are forced to give an a prior specification of the
dynamics of the short interest rate. According to Platen and Heath (2006) (see formula (10.4.17))
we choose the following dynamics for the short interest rate

d d
dro= |+ BROF|dt+ " Brdwy (5.41)
k=1 =
where p; and B8,k =1,...,d, are sufficiently regular processes.

Assumption 5.1 We assume that for every T, the price of a zero-coupon bond price has the form
p(t,T) = Hy(t,r, Vo, T) (5.42)

and the net market trend is of the form
=a(t, V) (5.43)

where flp is a smooth function of the four real variables, and & is sufficiently smooth function.
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At the time of maturity 7" we have

H,(T,r,v,T) =1 for all v and r.

In this case moves in the zero-coupon bond are described by the discounted GOP Vf* and the short
rate ;. Now, from Assumption 5.1 and the Ito6 formula we get the following price dynamics for the
zero-coupon bond.

Proposition 5.1 Suppose the zero-coupon bond price satisfies Assumption (5.1). Then ﬁp satisfies
the term structure equation

d

OH,  0H, 1<~ . 20%H, 1 9%H, 1 L oW OFH,
=% - 0370 — i
o0 T a2 () Gt tgen et g 2 il = i (5.4

H,(T,r,v,T) =1

Proof. First, we note that the GOP dynamics of can be rewritten as

d
AV = oydt + V2 7AW (5.45)

k=1

Applying It6 formula to (5.42) and using GOP dynamics (5.45) and short rate dynamics (5.41) we
get the dynamics of the zero-coupon bond price under the real world probability P as follows

oH,  OH, Lol om, 1 ?H, 1<, ,0%H,
dp(t, T) {W + o 9 + | pe t ; ﬁt et ar + 20675‘/; 902 + 9 g(ﬂt ) or2
d - d ~ -
1 0*H _ 0H OH.
9 ok 3k L Prgh 2P it 8 W1 v 4
+2Vt ; £ 81}07’} +; Vo, ov + 0 or Wi (5.46)

On the other hand we have

i) = a (M) = (&(th*,T))

and




where (-, -); denotes the quadratic variation. Hence, the benchmarked zero-coupon bond dynamics
become
1 - On,
dp(t,T) = — & —1rH,+ —7=
p(> ) Vd)*{ Tt p+ 8t +,ut

t

OH, 1, p202H, 1 _, 0°H,
or +§;(ﬁt) or? ~|—§atV} ov?
d T d -
1 0°H, 1 = o OH, ¢ oH,
+§W¢*Zefﬁfavai}dt+wz [—Hpef+ S VO + B |
k=1

=1 t "

and the result follows from the fact that the benchmarked zero-coupon bond with maturity 7' is
martingale under the real world probability measure P, so its drift term must be zero. [
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