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Lecture 1

4 1 INTRODUCTION - FINANCIAL MODELING IN CONTINUOUS TIME

1 Introduction - financial modeling in continuous time

The aim of the course “Advanced Topics in Mathematical Finance” is to develop the theory
and mathematical modeling of financial markets in continuous time and to study fundamental
tasks arising in the financial industry.

The scope of this course is:

1o arbitrage theory in continuous time (fundamental theorems of asset pricing)
o market completeness

o Black-Scholes model (hedging/pricing of vanilla and exotic options)

o volatility models (stochastic and local volatility)

e optimal investment and basics of stochastic optimal control

e term structure theory for interest rates

As in the course “Mathematical Finance” (i.e. financial modeling in discrete time), we need
to agree on the general structure and the main objectives of the type of financial market
which we want to study. Like modeling in many other areas, financial modeling is based on
philosophical concepts/beliefs and mathematical abstraction/simplification of the real world.
Hence, before setting up mathematical models for financial markets, we need to agree some
basic assumptions about the structure of the considered financial market.

Abstract structure of financial markets

Types of players:

o Investors/Buyers have money to invest.

o Borrowers/Sellers need money from the market.
Types of trading systems:

« Exchanges — regulated, transparent.
Types of things traded:

o Shares (stocks or equities) (“risky assets”): a fixed fraction of a company. It entitles
its owner to future cash flows (dividends) from the firm’s profits, and residual assets in
the case of collapse. Valuation reflects the perception of further performance as well as
assessment of other investors’ views (e.g. will the company be taken over?). Hence the
stock value changes as the views on the future events change.

» Bonds (“risk-free assets”): loans to corporations or governments. Some are essentially
risk-free (default-free), such as the US bonds used to be, others are more risky.

« (Financial) derivatives on all the above: assets with future payoff depending on the
future prices of underlying assets

This listing regarding financial markets is of course by no means comprehensive but sufficient
for our purposes.



Fundamental concepts

In order to model a financial market we shall make some (reasonable?) assumptions how
the considered financial market works. Of course, they are always subject to discussion and
criticism. One should understand that these assumptions are invoked whenever we refer to
the no arbitrage principles (NA principles):

(i) efficient market hypothesis, (EMH), roughly says that the price fully reflects all
publicly available information.

(ii) no arbitrage (NA) (also called absence of arbitrage), roughly says, it is not possible
to make a profit without risk or investment. This is often described as there is no free
lunch.

(iii) unlimited liquidity: assets can be bought or sold in any quantity at a given market
price at any moment of time.

(iv) linear pricing rule: the price of a linear combination of two assets (a portfolio of
assets) equals the linear combination of their prices.

The NA principles are standing assumptions throughout the entire course. Recall, in a non-
mathematical manner, no arbitrage (also called absence of arbitrage) means, there is no
admissible trading strategy, which

o starts with zero initial capital and

o delivers, at some fixed time in the future, a value which is: non-negative and positive
with positive probability.

In fact, financial markets are full of arbitrageurs, whose job is to find arbitrages and exploit
them. These arbitragers move the prices by trading in the corresponding financial instru-
ments, so that the arbitrage is eliminated. This justifies the no arbitrage assumption.

Remark.

« Since arbitrage does exist (albeit for a short period of time), a financial model that uses
the no arbitrage principles can only be viewed as an approximation of reality.

e Each model is constructed in order to give answers to specific questions. The ‘preci-
sion’ with which a model approximates the reality should be sufficient to guarantee the
required precision of the answers.

o This is, indeed, possible in physics, where there are well established ‘scales’: a model
may produce an error on a microscopic scale, but do so such that this does not translate
into a significant error on the macroscopic scale.

o A main difficulty in modeling for the social sciences (such as finance) is the lack
of well defined ‘scales’. In other words, ‘very large’ is often not large enough,
and ‘very small’ is not small enough. Furthermore, social behavior could change over
the years. Hence, the risk of model failure is of crucial importance in financial modeling.
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Bottom line: Always keep the purpose and limitations of our models in mind!

Note that these NA principles lead to further implicit assumptions:

e borrowing and lending rates are equal,

o liquid markets (you can buy arbitrary qualities of all trading things),

e no transaction costs (taxes, fees, etc. ...),

o no price impact (trading does not effect prices),

o short selling is allowed (one can buy negative quantities of all financial assets),

Remark. Of course, one has to remember that any of the above assumptions can be violated
in practice. In particular, real financial markets are not as liquid as we would like, so these
assumptions are again only approximations of the real world.

2 Arbitrage theory in continuous time

In this chapter we develop the foundation of mathematical finance in continuous time. In the
next subsection we start with the general modeling of financial markets in a continuous-time
setting.

2.1 Financial modeling in continuous time

We want to model the price evolution of risky assets (e.g. stocks) in continuous time which
is a reasonable approximation of real financial markets for a couple of reasons: trading is not
done on a fixed grid as required in discrete-time models, high-frequency trading leads almost
to continuous-time trading in reality, some phenomena can be better explained (e.g. price
bubbles) in continuous time and, in many instances, the resulting mathematics becomes
“nicer” (e.g. formulas option prices).

As future prices are unknown today and cannot be precisely forecasted, the natural way is
to rely on stochastic processes. We consider a financial market modeled by a d+ 1-dimensional
non-negative Itd process (St)iec[o,7] With

Sy = (S, St,...,88), telo,T],
where we usually think of these processes as
« SV is the price process of a risk-free asset (e.g. bonds, bank account, ...),
o S ..., 5% are price processes of risky assets (e.g. prices of stocks, exchanges rates, ...).

We always assume that all stochastic processes are defined on a suitable filtered probability
space (£, F,P) equipped with an n-dimensional Brownian motion W = (W}, ..., Wi)eio,m»
ie. Wl ..., W/ are independent one-dimensional Brownian motions, and the underlying
filtration is the Brownian standard filtration (F)icpo7], i-e. generated by the Brownian
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motion W and completed to satisfy the usual condition (i.e. (F¢)iejo,r) is complete and
right-continuous). Note that Fy is trivial (meaning Fy only contains sets with probability 0
or 1) In this case we can suppose that S, St, ... ,Sg are constants. Furthermore, we suppose
that Fpr = F.

More specifically, we assume that

t
S?:1+/ S0 du,
0
) ) t n t )
s;:sg+/ u;awz/ o AW, te[0,T],
0 : 0
7=1

fori=1,...,d, where r, u’, 0% : Q x [0,T] — R are adapted, measurable processes satisfying
the integrability conditions

T T
sup |ry| < oo, / |l | du < oo and / 092 du < 00, P-a.s.,
u€[0,T] 0 0

for j = 1,...n. Weset p:= (p',...,u%) and o := (O‘ij)lgigd7lgjgn. Usually, r is called
the interest rate, p the drift/trend on the financial market and o the volatility of the
financial market. Note that the very definition of the financial model S = (S9,S1,... 8%
implements the assumption that the borrowing and lending rates are equal, that the market

is liquid and that there is no price impact. We also assume that the risky asset have no cash
flow (dividends).

Let us briefly discuss a simple example of a continuous-time financial market to demon-
strate why we need to consider such complicated stochastic processes for the modeling of
financial markets.

Example 2.1. Consider the financial market (Sp, Stl)te[o,T} given by
e SY=1and
o S} =S+ 2l du, for t €[0,T] (ie. 7s = 0 and o = 0).

For simplicity we restrict trading on this financial market to self-financing trading strategies
¢ = (¢}, ¢i)iejor) of the form:
o o = f(Sy), for some f € C(R;R), stands for the numbers of shares of risky assets hold

at time ¢,

. gog stands for the numbers of risk-free assets held at time ¢, chosen such that ¢ =
(2, o1 )telo,) is self-financing.

Hence, the capital process (Vi(#))icpo,7] generated by trading according to ¢ = (Y, Sotl)te[O,T]
satisfies

¢ ¢ N-1 N-1
Vi) = [ etaste [obash |~ X eh(sh,, -+ X ks, - sh)
1=0 =0

= [ stshyas},
0
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for0<ty<--- <ty <Tand N € N.
Notice, taking a function F': R — R such that F'(z) = f(z), the fundamental theorem of
calculus reveals

T T
PSP —F(s$) = [ rShhdu= [ p(s})asi,

Hence, taking f(z) := 2(z — S}) (ie. F(x) = (x — S)?) gives
T
(sh—sp)* = [ 2si-spasi=o,
0
and obtain that the corresponding capital process (Vi(¢)):e(o,r) satisfies
T
Vi) = [ 2(SL-shdsh=(Sh— 53220 and Vo(g) =0,
0

which is an arbitrage opportunity as soon as P(S% # S§) > 0.

The most prominent example in the course of a model for a financial market will be the
the so-called Black-Scholes model, which we will later discuss in more detail. In order to have
a compact notation, we recall the definition of the stochastic exponential of a Itd process.

Definition 2.2. For an It6 process X = (Xi)ijor) the stochastic exponential
(E(X)t)sejo,m) of X is defined by

£ i=exp (Xe = 5 (X)), e 0.7

where ((X)¢).ejo,r] denotes the quadratic variation process of X.

Example 2.3 (Black-Scholes model). The (one-dimensional, i.e. d = 1) Black-Scholes
model consists of

« the risk-free asset (SP);c(o.7] Which is often given by
S¢ = Sgexp(rt) = So(r)e, t € [0,T],

where SJ > 0, r € R is the interest rate and I = (It)tefo,r) is the identity process I; = t,
which is the solution to

dsy =rsPdt, Sy=253, telo,T],
¢ the risky asset (Stl)te[(),T] given by
S} = Stexp(it + oW;) = SAE(ul + oWy, t€[0,T],
which is the solution (check!) to
dS} = pS}dt + oS} dw,, Sy =S5, telo, 1],

where S§ > 0, 4 € R is the drift parameter, o > 0 is the volatility parameter, i :=

w— %az, and (Wy)yepo,7] is @ Brownian motion.
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We will study the Black-Scholes model in more details in Section [3.1

Black-Scholes stock price realizations with 4= 0 and 0=0.5

Black-Scholes stock price realizations with 4= 1 and 0= 075

After setting up mathematical models for financial markets using d + 1-dimensional It
processes S = (SY,..., Std)te[()’T], we introduce how one can invest in such a market. For a
R !-valued process ¢ = (99, ¢} ..., o) c(0.1) we say

peL(S) ife'eL(SHNLU) fori=0,1,...,d,

and the corresponding integral process is defined as

t d ot
(p-S) ::/ 0y dSy ::Z/ 0, dS;, te|0,T],
0 o

for o € L(9).

Definition 2.4. A trading strategy (or portfolio) is a R _valued process

o= 0t ..., 0" epm € L(S)
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and the corresponding value (or capital) process V(¢) = (Vi(¥))tejo, ) is given by

Vi(p) = ¢y St Z@tsga € [0, 77,

where ¢! is the transpose of random vector ;.
A trading strategy ¢ is called self-financing if

Vi) = Vole) + (- S, t€]0,T].

Remark (Financial intuition). The random variable ¢! represents the amount, one holds, of
the asset i at time ¢ € [0,7]. The stochastic integral (¢ - .S) represents the gains and losses
associated to trading according to the trading strategy ¢ into the financial market S. Self-
financing means that no capital is added or withdrawn from the value process. In other words,
all gains/losses are created by the changes in the underlying price process S weighted by the
continuously re-arranging of the positions according to .

Since these interpretations are not so obvious in the present abstract continuous-time
setting, it might be good to recall the corresponding definitions provided in mathematical
finance in discrete time, cf. the lecture course “Mathematical Finance”.

In an economy it is often convenient and reasonable to consider the price of traded goods
relative to the price of one single traded good. This good is then called numeraire. In
mathematical finance, the numeraire is usually the risk-free asset (S?)te[O,T] and the price
processes of the risky assets relative to the risk-free asset are then called discounted prices.
In principle, we could choose any asset on the financial market as numeraire and, indeed, in
some situation it is useful to do so, e.g. for the pricing some type of Exotic options. We make
the following definition.

Definition 2.5. The discounted price process S = (§O, e ,gd) is defined by

N 1 St 54
=9, =(1,= ... t) t T).
St S?St (75?7 75? ) E[O’ ]

The discounted value (or capital) process V(¢) = (f}t(g@))te[oﬂ“] associated to ¢ is given
by
1 T/\
@W(SO) = P S, te [OaT}
t
The self-financing condition of the trading strategy is not affected by considering dis-
counted quantities instead of undiscounted ones.

Vi(p) =

Lemma 2.6. A trading strategy ¢ is self-financing, i.e.
e L(S) and Vi(p) =Volp) + (¢-S), t€]0,T],

if and only if R R R ~
p € L(S) and Vi(p) =Vo(p)+ (¢S, te[0,T]

Proof. Note that ¢ € £(S) if and only if ¢ € £(S) for self-financing trading strategies ¢. For
the sake of brevity we skip the proof of this statement.
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“<” We want to show that

~

Vilp) = Volg) + (¢ - S); implies Vi(p) = Volg) + (¢~ S), t€[0,T].

In particular, by assumption the value process ‘7(90) is an It6 integral and thus

~

V(p) = TS is an Itd process.
Using the product rule for It6 integration, we get

Vi(p) = ¢f Sy = (@tTgt)S?
= @450+ ((¢75) - 8)
= 9350+ ((¢75) - 5%

+ (57 (¢"
+ (80 (T

))t + <90T ’ §7 S0>t

),

since (S7);epo,7] is of finite variation. Using the self-financing condition

t

)y W)

t

we conclude further that
Vi) = 90 S0 + ((¢75) - S°), + (5% (0 S0 + (¢ - 9))),
= @80+ (0 (5-9),+ ((¢"5°) - 9)),
t A~ o~
=piso+ [ aa((8-50,+ (5" 9),).
0

where he associativity of the It6 integral in the second last and last line. Since, by the product
rule for It integration

(S8, +(8°5), = S.5 — oSy,

we arrive at
t o~ o~
Vi) = ¢§S0+ | . d(S59 - SoS)

t
= <P0TSO +/ Ps dSs
0

which is the claimed self-financing condition.
“=" The converse direction follows by the same arguments replacing S and % with S
and S, respectively. O

The next proposition verifies that for self-financing trading strategies the amount ¢ in-
vested in the risk-free asset is already uniquely determined by the other positions (', ..., ¢%)
and the initial capital.

Lemma 2.7. For every trading strategy (p',...,0%) € ﬁ((gl,...,gd)) and every Vp € R
there exists a unique process @° such that

o= (% o' ... %) € L(S) is self-financing with Vo(p) = V.
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Proof. Due to Lemma 0= (0 ol ..., %) is self-financing if and only if

T -~ -~ ~
o)+ (o' oD, (SY... 58, = Vile)

= Vo + (0" M) - (5"....59)
for t € [0,T], because of §? = 1. The previous equation holds if and only if
A~ A~ ~ T A~ ~
ap?:VO—i—((gpl,...,apd)-(Sl,...,Sd))t—((pl,...,gpd)t (Sl,...,Sd)t, t e [0,7).

Furthermore, we have ¢ € £(.S) (again skipping the proof for the sake of brevity). O

2.2 First fundamental theorem of asset pricing

The fundamental idea of mathematical finance is the absence of arbitrage in an idealized
world. Roughly speaking, absence of arbitrage means that there exist no risk-free gains.

Remark (No arbitrage). There should be no risk-free gains with zero initial capital, that is,
there should be no self-financing trading strategy ¢ such that

« Vo(e) =0,
o Vr(e) =20 P-as.,
o P(Vp(e) > 0) > 0.

The concept of no arbitrage (or more general the no arbitrage principles, see Chapter [1)
is the central building block of every reasonable model of a financial market. However, in a
continuous-time setting the condition of self-financing is not sufficient to ensure no arbitrage
and, therefore, we need to restrict the allowed trading strategies further.

Indeed, if trading in continuous time is possible, an investor can implement a trading
strategy following the idea of the so-called “doubling strategy”.

Example 2.8 (Doubling strategy - simplest framework). Consider the fair coin tossing game:
One tosses a coin. If heads comes up, the player is paid 2 times what she bets. If tails comes
up, the player loses her bet. This game can be modeled by a sequence (X;);en of i.i.d. random

variables with
/2 with P(X; =2) = 4
"0 with P(X; =0)=1"
The “doubling strategy” for the player is to double her bets until the first time she wins (and
then to stop playing), that is, her bet at the i-th game is

2iﬂ{X0:---:Xi,1:O}a for 7 € N.

This strategy leads always to the gain of 1 because
oo . T )
ZTI[{XO:...: =0t (W) Xi(w) — 2:2Z =1, for almost all w € Q,
i=0 i=0

where

T =inf{i e N : X; # 0}.
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While the doubling strategy is excluded in discrete time by allowing trading only at finitely
many times 0,1,...,7, in continuous-time one is allowed to trade infinitely many times in the
time interval [0, T']. Even in the Black-Scholes model one can construct a self-financing trading
strategy leading to an arbitrage opportunity. The standard and economically meaningful
way to exclude such type of doubling strategies in continuous-time finance is to introduce a
borrowing constraint.

Definition 2.9. A self-financing trading strategy ¢ = (¢¢);c(0,7] is called admissible if there
exist constants c_1,cg,...,cq € Ry such that

Vi(p) > —c— 1—207, € [0,T7.

Note: one can always choose ¢ := max{c_1, ¢y, ...,cq} instead of c_1, ¢y, ...cq. The set of all
admissible trading strategies ¢ is denoted by A.

Based on the notation of self-financing and admissibility, we define arbitrage opportunities.

Definition 2.10. An admissible trading strategy ¢ = (¢¢)¢c[o,1] is called arbitrage or ar-
bitrage opportunity if

« Volp) =
o Vr(e) =0 P-as.,
. P(VT(QD) > 0) > 0.

A financial market (S°,...,5%) is said to be arbitrage-free (or to satisfy no arbitrage
(NA)) if there exists no arbitrage opportunity on the market (S, ..., S9).

As in mathematical finance in discrete time, no arbitrage could be equivalently charac-
terized by the existence of so-called martingale measures and this equivalence turned out to
be very fundamental in the analysis of financial markets. In our present continuous-time
setting the picture becomes a bit more involved but the notion of martingale measure is again
essential. Later we will see that martingale measures play an crucial role for the pricing of
financial derivatives.

Definition 2.11. A probability measure @ on (£2, F) is called (local) martingale measure
if the discounted price process S = (5°,...,59) is a (local) Q-martingale, i.c.

(§f)t€[0,T] is a (local) martingale w.r.t. @ fori=0,...,d.

A (local) martingale measure @ is called equivalent (local) martingale measure
(E(L)MM) if Q ~ P.

First let us observe that the discounted value process associated to an admissible trading
strategy is a supermartingale under every equivalent local martingale measure.

Lemma 2.12. Let (SOt)te[o,T] be an admissible trading strategy and let Q@ be an ELMM. Then,
the discounted value process

~

Vile) = Volp) + (¢ - S, t€0,7],

s a Q-supermartingale.

Lecture 3
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Proof. Let Q be an ELMM, i.e. S is a local Q-martingale. If (¢t)tefo,r] is an admissible
trading strategy, (¢t)tcfo,7] 18, in particular, self-financing, which implies that

V(p) =Vo(p) + (¢-S) s alocal Q-martingale.

Since ¢ is admissible, there is some constant ¢ > 0 such that

d
M:=V(p)+c> 5 >0
i=0
is a non-negative continuous local martingale. Therefore, M is a @-supermartingale, which
completes the proof. O

It turns out that that the existence of an equivalent local martingale measure ensure that
the financial market is still arbitrage-free.

Proposition 2.13. If there exists an equivalent local martingale measure Q for (St)ic(o.1),
then the financial market (St)ie(o,) s arbitrage-free.

Proof. Suppose that S is a local @-martingale. Let ¢ be an admissible trading strategy with

Vo(e) =0 and Vp(p) > 0.

~

Since ¢ is admissible, by Lemma the discounted value process (Vi(¢))icor) is a Q-
supermartingale. Therefore, one gets

0 <E9[Vr(p)] <E9[Vo(p)] =0,

which reveals that R
Vr(p) =0 and thus Vp(p) = 0.

In words, the financial market (S;);c(o,7] is arbitrage-free. O

In case financial markets are modeled with discrete time 0, 1,...,T, also the reverse direc-
tion of Propositionholds true (both directions were called the “first fundamental theorem
of asset pricing”). In our present setting, where the financial market is modeled with contin-
uous time [0,T7], no arbitrage is not sufficient to imply the existence of an equivalent (local)
martingale measure. To restore the existence of an equivalent (local) martingale measure, we
shall exclude “no unbounded profit with bounded risk”.

However, also in continuous-time financial modeling, one still can obtain a first funda-
mental theorem of asset pricing based on a weaker notion of “no arbitrage”.

Definition 2.14. A sequence (¢"),en of admissible trading strategies generates an un-
bounded profit with bounded risk if

« Vol¢") =2 >0,
o Vi(¢™) =20,te]|0,T], P-as.,
o limy, o0 (SUp,en P(Vr (™) > m)) > 0.

The market (S¢);cjo,7] satisfies no unbounded profit with bounded risk (NUPBR) if
there exists no unbounded with bounded risk.



2.2 First fundamental theorem of asset pricing 15

Remark. A sequence of admissible trading strategies whose value processes are always non-
negative with initial capital x > 0 generates a unbounded profit with bounded risk if it never
loses more than the strictly positive initial investment z and generates unboundedly large
profits at time 71" with a strictly positive probability.

The notion of no arbitrage and no bounded profit with bounded risk can be combined to
the notion of no free lunch with vanishing risk.

Definition 2.15. A non-negative random variable X with P(X > 0) > 0 is called free lunch
with vanishing risk if there exists a sequence (¢"),en of admissible trading strategies and
a sequence (vp)pen € Ry with v, — 0 such that

Vo(p") <wv, and Vp(e")>X forallneN.

The market (St);c(0,7) satisfies no free lunch with vanishing risk (NFLVR) if there exists
no such X on (St).ejo,77-

Remark 2.16. Every arbitrage opportunity (¢¢)ic[o,7] is also a free lunch with vanishing risk,
by setting X := Vp(¢), ¢ = ¢ and v, = 0. In other words, NFLVR implies NA. The converse
statement does not hold true.

Theorem 2.17. The market (St)ejo,r) satisfies NA and NUPBR if and only if (St)iecpo1]
satisfies NFLVR.

For a proof see Delbaen and Schachermayer (1994, Corollary 3.8). The condition of
NFLVR allows to recover the first fundamental theorem of asset pricing (FTAP): NFLVR is
indeed equivalent to the existence of an equivalent local martingale measure.

Theorem 2.18 (First fundamental theorem of asset pricing). The market (St).cjo,r] satisfies
NFLVR if and only if there exists an EMM Q).

The proof of the first fundamental theorem of asset pricing is rather involved and lengthy.
It is mainly based on functional analysis, in particular, on the Hahn-Banach theorem. We do
here only the “easy” direction.

Elements of the proof. “<” Suppose there exists an EMM (). Furthermore, suppose that X
is a free lunch with vanishing risk, i.e. there exists a sequence (¢"),en of admissible trading
strategies and a sequence (v, )nen € Ry with v, — 0 such that

Vo(p") <wv, and Vp(e")>X forallneN.

We want to show that X is not a free lunch with vanishing risk. For this purpose we define
S X
X = —.
Sy

Since (‘Z(gp”))te[o’ﬂ is a @Q-supermartingale by Lemma m we get

EQ[X] < EQ[Vr(¢™)] < EQ[Vo(p™)] < 0 0 as n — oo,
0
which reveals E?[X] = 0 (recall X > 0) and thus Q(X = 0) = 1 as X > 0. However, since
Q) ~ P this contradicts
P(X >0) >0,
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that means, there does not exist a free lunch with vanishing risk.

“=" This direction is much more involved and outside the scope of the course. A proof
can be found in |Delbaen and Schachermayer| (1994)) or in (Jarrowl, 2021, Section 2.6, Theorem
2.5). O]

Remark. In general, the first fundamental theorem of asset pricing states that the NFLVR is
equivalent to the existence of an equivalent local martingale measure. In order to ensure that
these local martingale measures are indeed martingale measures, one needs to add a further
assumptions on the underlying financial market and chose the class of admissible trading
strategies carefully, as we have already done.

2.3 Pricing and hedging of financial derivatives

The aim of this subsection is to study the pricing and hedging of financial derivative X on our
financial market (S¢);e(o,7), assuming that the (St).e(o,r) satisfies no free lunch with vanishing
risk (NFLVR).

Definition 2.19. A (contingent) claim (or a financial derivative) X is an Fr-measurable
random variable. The discounted claim X is given by

S X
X = —.
Sy
Here T is called the maturity of the claim X and X , respectively.

While from a mathematical perspective financial derivatives are nothing else than random
variables, on real financial markets they are contracts whose future payoff depends on the price
processes of one or several risky assets.

Example 2.20 (Financial Derivatives). The most common ones are
« Call options: (S} — K)* := max{0, S+ — K} with strike price K > 0 and maturity T,
o Put options: (K — St)* with strike price K > 0 and maturity 7.

Financial derivatives of the form ¢(S7), where g: R — R, are often referred to as “Vanilla
options”. Financial derivatives with a more complex payoff are usually referred to as “Fxotic
options”, for example:

e Barrier options are options whose existence depends upon the underlying asset’s price
hitting (or not) a barrier, e.g., an up-and-out Put option

(K — S}ﬁ]l{supogtg si<py, for some B >0,

o Lookback options are options depending on the

running maximum M7 := sup Stl or running minimum my := inf Stl
0<t<T 0<t<T

of the underlying price process (Stl)te[o,ﬂ, e.g., lookback rate Put options

(My — K)™ or (my—K)T,
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» Asian options are options depending on some type of average (arithmetic, geometric,
...) of the underlying price process (Stl)te[oj], e.g., a continuously sampled arithmetic-

average rate call
1T, *
= Spdt— K| .
(T /0 ! )

The list of financial derivatives provided in Example is by no means exhausting. We
will discuss some Exotic options in more detail later in Section [3.3]

A main task of mathematical finance is to determine an arbitrage-free price of a
contingent claim X as well as to find a trading strategy ¢ which eliminates the risk caused
by selling the claim X. This hedging problem can be conveniently solved for replicable claims.

The basic idea to determine the arbitrage-free price of a replicable claim X is the well-
known law of one price: “two contracts providing the identical payoff have the same price”.
Consequently, the price of the claim X should be equal to the initial capital required to
implement its replicating trading strategy. However, while on arbitrage-free financial markets
in a discrete-time setting, the value process (Vi(¢))iejo,r] Was completely determined by its
terminal value Vr(¢). This is not true on arbitrage-free markets in continuous-time. Recall,

that the discounted value process (ﬁ(@))te[o,ﬂ is in general “only” a supermartingale under
every EMM Q.

Example. For example in the Black-Scholes model (with r = 0) there exists an admissible
trading strategy ¢ such that

Vo(p) =0 and Vp(p)=—1.
Moreover, the admissible trading strategy 1) = (—1,0) satisfies

Vo(¥) =—-1 and Vp(¢)=-1.

In other words, the initial value Vj of a value process is not uniquely determined by its
terminal value Vp. As a consequence, the law of one price does not hold in general. In order
to ensure the law of one price, we need an stronger notion of admissibility.

Definition 2.21. A self-financing trading strategy ¢ is called strongly admissible if the
trading strategies ¢ and —¢ are both admissible.

While strongly admissible trading strategies ensure the law of one price, as we will see
below, they are economically speaking not really justified as strongly admissibility requires
an upper bound of the corresponding value processes. We will only use the notion of strongly
admissibility if it is strictly necessary.

Lemma 2.22. Suppose that (Si)cjo,m satisfies NFLVR. If ¢ is a strongly admissible trading
strategy, then the discounted value process (‘Z(@))te[o,T] is a Q-martingale, for every EMM Q.

Proof. Let Q be an EMM. Since ¢ is strongly admissible, Lemma says that ‘7(90) and
V(—¢) are @-supermartingales. Note that

‘7t(—%0) = (_%)Tgt = —iptTgt = —‘7t(<P% te[0,T].

Lecture 4
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Hence, for s < t we obtain
EQ[Vi(¢)|Fs] < Vilp), and  —EQ[Vi(¢)|Fs] = E9[Vi(—9)|Fs] < Vi(—p) = —Vi(9),
which implies that V() is a Q-martingale. O

Proposition 2.23 (Law of one price). Suppose that (St);c(o,1) satisfies NA. Let p and 1 two
be strongly admissible trading strategies with Vp(p) = Vp(¢). Then, one has

Vilp) =Vi(¥), forallt €0, T].

In particular, if ¢ is a strongly admissible trading strategy with Vr(p) = Sk for some i €
{0,...,d}, then Vi(p) = Si for all t € [0,T).

Proof. Proof by contradiction: Assume there exists a ¢ € [0, 7] such that

P(Vi(p) # Vi(¥)) > 0.

Without loss of generality let us assume that
P(A) >0 with A= {Vi(¥) > Vi(¢)}.

In order to obtain a contradiction, we want to construct an arbitrage opportunity § =
(69,6%,...,6%). Since A is Fy-measurable, we can define the trading strategy

((51,...,5d) =

s

{0 if s <t
(ot ot — (.. ) g if s>t

By Proposition n we can turn (51,...,5d) into a self-financing trading strategy § =
(69,6, ...,6%) with Vp(6) =

Hence, we get
Vo(8) =0, Vi(8)=0 fors<t

and for s > ¢,
Vi) = (¢ = ) Laxry - S), = Laxir (e —¥) - S)s
= (((p =) 8)s— (e — 1) - S)) 14
= (Va() = Va(¥)) — Vi) + Vi(1)) 14 (2.1)
> (Vi(p) — V(@) 1a

s (= Vi(p) + Vi(¢))1a > 0. Hence, (6t)tejo,r) is admissible since ¢ and ¢ are strongly
admissible. R R
Furthermore, using (2.1) and V() = Vp(1), we get

Vr(8) = (Vr(p) — Vr(v) — Vi(e) + Vi(¥)) 14

which implies
Vr(0) >0 on A and Vp(d) =0 on A°.
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Therefore, § is an arbitrage opportunity.
For the second statement consider the trading strategy i with

. 1 forj=i
J = , forj=1,...,d
¥ {O otherwise J

Based on the law of price we can study the pricing problem of a replicable claim.

Definition 2.24. A claim X is called replicable (or attainable) if there exists an strongly
admissible trading strategy (¢)c[o, 7] such that

X =Vr(p).
The trading strategy (So)te[o,T] is called replicating trading strategy of X.

Selling a claim X on the financial market (S°, ..., Sd) creates a new tradable asset, say,
(Sd+1)te[0,T} denotes the price process of the claim X. To ensure that the now extended
market (S, ..., 8% S9*1) still fulfills NFLVR, we know by the first fundamental theorem of
asset pricing that the discounted price process (§§l+1)t€[0’T] has to be a (-martingale for at

least one EMM Q. For replicable claims X the corresponding price process St is even
unique.

Proposition 2.25. Suppose that the financial market S = (St)icpo,r) satisfies NFLVR. Let
X be a non-negative replicable claim X with replicating trading strateqy . Then, one has:

(i) There exists a unique price process (S,flﬂ)te[o’ﬂ with S = X such that the extended
market
(89,...,8¢4 Sf’“)te[oj] satisfies NFLVR.

In particular, (S?,..., S, Sfﬂ)te[o,ﬂ is arbitrage-free and
SHL = V() >0 forall te][0,T).

(ii) If Q is an EMM for the market (S°,...,S%), then X € LY(Q) and
SiTt=EQ[X|F), telo,T),

for (S#Y)eo,m) as in (i)

Proof. (i) Existence: Let ¢ be a replicating trading strategy of X and @ be an EMM for the
market (S9,...,5%), which exists by the 1. FTAP. Set

S = Vi(p), te€[0,T].

Since ¢ is strongly admissible and 1 := 0 is also a strongly admissible trading strategy with
Vr(p) =X > 0= Vr(y),

the law of one price (Proposition implies

V;‘,(SO) > Vt(?ﬂ) =0, forallte [OaT]a
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ie. S;Hl > 0. Since ¢ is strongly admissible, we also know by Lemma that

-~

V(p) = 84 is a Q-martingale.
Hence, @ is an EMM for the extended market
(8°,..., 89 54ty

and thus, by the 1. FTAP the extended market satisfies NFLVR.
Uniqueness: The uniqueness of (Sf“)te[o,T] follows directly by the law of one price (Propo-

sition D since by assumption S%'H = X.
(ii) Since S?*! is a Q-martingale, we have

X =8¢ e LYQ)

and
ST = E9SEH R = EOX|F, € (0,T).

O

Definition 2.26. Let X be a replicable claim with replicating trading strategy ¢. The
process (V;(X))iepo,7] such that

Vi(X) = S teo,T),

is called value (or price) process of X, where (Sf“)te[&ﬂ is defined as in Proposition@
The corresponding replicating strategy ¢ is also called hedging (or replicating) strategy.

Remark 2.27. If a bank sells the replicable claim X and invests according to the replicating
trading strategy ¢, the bank’s terminal wealth is

-X + VT(QD) =0,

that means, the bank has no risk of making losses. In other words, the trading strategy ¢
hedges the bank against the risk of losses.

In general, not every claim is replicable on a financial market satisfying NFLVR.

Definition 2.28. A financial market S is called complete if every bounded discounted
claim X (i.e. X is bounded) is replicable.

The completeness of a financial market can be characterized in terms of equivalent mar-
tingale measures.

Theorem 2.29 (Second fundamental theorem of asset pricing (2. FTAP)). Suppose that the
financial market S = (St)ico,r) satisfies NFLVR. The following conditions are equivalent:

(i) The market S is complete.

(ii) There exists a unique equivalent martingale measure Q.




21

In this case, every claim X such that

d
|X| < C(Z S%) for some constant ¢ > 0,
i=0

is replicable. (Even all claims X with X € LY(Q) are replicable.)

Elements of the proof. “=" The existence of a unique EMM (@ is the easy direction: By the
1. FTAP there exists an EMM @ as the market S satisfies NFLVR. For A € F we define
the discounted claim X = 1 4, which is non-negative and bounded. Since the market is
complete, X is replicable, that is, there exists a strongly admissible trading strategy ¢ such
that X = V(). By Proposition EI

Volip) = E°[Vr(p)] = EX[X] = Q(4)

for all EMM Q. Because 170((;7) does not dependent on @, we deduce that () is unique.

“«<” That the existence of an EMM (@ implies the NFLVR is the content of the 1. FTAP.
That the uniqueness of the EMM implies the completeness of the market is more involved and
we do not present here the proof. It requires advanced results from stochastic analysis. In
particular, the key ingredient of the proof is that the uniqueness of the EMM (@ ensures that
the martingale representation theorem holds for the martingale S. A more general version of
the martingale representation theorem, covering continuous martingales, can be found in the
book Revuz and Yor (1999)). We drop further details here and refer again to |Delbaen and
Schachermayer| (1994)) for a complete poof. O

As a corollary of the second fundamental theorem of asset pricing, we obtain a formula
for the price of claims on complete markets satisfying NFLVR.

Corollary 2.30. Suppose that the financial market (S°,...,S?%) satisfies NFLVR and it is
complete. Let X be a claim such that

d
|X| < C(Z S%) for some constant ¢ > 0,
=0

or, more general, such that X € L'(Q). Then, the value process (Vi(X))eejo,m s given by

X
WxX) = SIEQ || e o)
St
where Q is the unique equivalent martingale measure for (S°,...,S9).
Proof. By the 2. FTAP the claim X is replicable and there exists a unique EMM @. Hence,
the assertion follows by Proposition O

3 Pricing and hedging in Black-Scholes models

In this section we study in more detail the one-dimensional Black-Scholes model and the
pricing and hedging problem of financial derivatives (Vanilla and Exotic options) within the
Black-Scholes framework. However, the theory of Chapter [2| and the ideas, which we shall
develop in this chapter, also apply in more general multi-dimensional diffusion models for
complete markets or, in other words, in complete financial markets modeled by stochastic
differential equations. The one-dimensional Black-Scholes just serves as most famous proto-
typical example of such complete markets.

Lecture 5
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3.1 Black-Scholes model

Let us recall that the (one-dimensional, i.e. d = 1) Black-Scholes model (S?, S}),e[0,7] consists
of

 a risk-free asset (S?)tE[QT] given by
SY .= SYexp(rt) = SQE(rI), te€0,T),
where 58 > 0, r € R is the interest rate and I = (Lﬁ)te[QT] is the identity process I} = t,
e a risky asset (S})tE[O,T} given by
S} = SYexp(jit + oWy) = S§E(I + oW);, t€[0,T],

where S} > 0, 1 € R is the drift parameter, o > 0 is the volatility parameter,

_ 1,
fi=p— 5o

and (Wy)¢epo,r) is a Brownian motion.

Throughout this chapter we will always consider the Black-Scholes model as our underlying
financial market.

Remark 3.1. Recall that (Sg)te[o’T] is the solution to the stochastic differential equations
(SDEs)
dS} = uS}dt + oS dw,, St =S5, telo,T],

which can be heurstically re-formulated to

ds} 1 1
53 =pdt+odW;, S;=S5, te[0,T]

From the last formulation one can see that the expected return during the time “dt” is

E [dS}

Dl .
stl] H

In words, 1 models the expected returns/trend and o the volatility of the returns.

As a first step we need to verify that the Black-Scholes model is indeed a reasonable
model for a financial market, which means, we want to check that it fulfills no free lunch with
vanishing risk (NFLVR).

Theorem 3.2.

(i) The Radon-Nikodym density

2 o(5) -0
i .—5( > W)T.—exp< - W: 5 - T

defines an equivalent martingale measure QQ ~ P.




3.1 Black-Scholes model 23
(ii) The discounted price process (S\tl)te[O,T] is given by
~ ~ —~ 0'2 ~ —~
S#ﬁ%m@m—QQ:%amm
for a Q-Brownian motion (Wt>te[0,T] with

W, =W+ L

€ 10,77.

(iii) The Black-Scholes model (S?»Stl)te[o,T] satisfies NFLVR. In particular, the Black-
Scholes model (S}, Stl)te[o,T} is arbitrage-free.

Proof. (i)+(ii) The stochastic process (L¢):e(o,1], given by

Lﬁ:5<—“rwﬁ, te0,7],
t

o

is a continuous strictly positive martingale with E[L7] = E[Lo] = 1 (check!). Hence, (L¢)c(o,7]
is a density process for an equivalent probability measure ) ~ P and by Girsanov’s theorem

the stochastic process
_ t —
K rt:Wt_/ (—“ r)ds, te0,7],
o 0 o

2

W, = Wi +

is a @-Brownian motion. Furthermore, recalling i := p — l(7 , one has

S} = S}exp (oW, + ( t)

(
= S} exp (O'Wt (n— )t)
(

:S’Oexp th+ (1 — p) >
— §lexp (Uv“v; - 02t> _ SlE(oT),,

which completes the proof of (ii). Moreover, (S\tl)te[o"_'[‘] is a continuous martingale, which
completes the proof of (i).

(iii) Since there exists an EMM @, the Black-Scholes model (S, S});ep0,7) fulfills NFLVR
by the first FTAP. Hence, the Black-Scholes model is, in particular, arbitrage-free. O

The Black-Scholes model is not only arbitrage-free and there is even no free lunch with
vanishing risk, it is also a model for a complete financial market, that means, every bounded
discounted claim can be replicated by trading on the financial market.

Lemma 3.3. The one-dimensional Black-Scholes model (S, Stl)te[o,T] is complete.
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Proof. Let X be a claim (i.e. random variable) such that |X| < m € R, and Q is the EMM
defined in Theorem [3.2] By the martingale representation theorem for a Brownian motion,

there exists an H € H?(W) such that
X =E9[X] + (H-W)r.
Let us define the stochastic process (gf)te[ng] by
§2 1= Vi(X) —EQ(|F], te 0T,
which is a (-martingale. Hence, we have

S2=S2+(H W), telo,T).

Setting ¢! := 4L we observe that

51’
S+ (9" 8N, =S5+ ((¢'0S") - W), =S5+ (H-W), =5, te[0,T],
since (,SA”tl)te[o’T} is a stochastic exponential satisfying
St =S5+ (S' - (oW)),, telo,T).

Now we enhance ol to a self-financing trading strategy ¢ = (©°, ¢') by Proposition
Because of V(¢) = S? we have

V(p)| <m and Vr(p) =X,

which means that (th)te[oﬂ“] is a strongly admissible trading strategy replicating X. Hence,
the one-dimensional Black-Scholes model is complete. O

A useful observation for studying the hedging problem of financial derivatives, is to un-
derstand the growth rate of locally risk-free capital processes.

Definition 3.4. Let ¢ be an admissible trading strategy. A value (or capital) process
(Vi(¢))eejo,r) is locally risk-free if there exists an adapted and integrable process (Bt):c(0,1]
such that

Vi(p) = Vole) + /Ot,é’udu, t e [0,7).

Lemma 3.5. Every locally risk-free value process (Vi(#))icpo,r) satisfies

Vilo) = Vi) + [ Vale)du, 1 0,7]

Proof. See Exercise 3.3 on Problem sheet 3. O

3.2 Pricing and hedging of Vanilla options

As we have seen, the one-dimensional Black-Scholes model satisfies NFLVR and is a complete
model for a financial market. These properties ensure that it is reasonable to study the pricing
and hedging problem for financial options in this Black-Scholes setting. The purpose of this
subsection is to derive the prices of simple European vanilla options X = g(S%p) for a function
g: (0,00) = R4. To do so, there are two natural and commonly used approaches:
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Approach 1: PDE approach Heuristic idea: As the Black-Scholes model is complete
there exists an strongly admissible trading strategy ¢ = (¢°, ¢!) such that

Vt(X):Vt(SO)v te [O,T].

In order to find ¢ (and thus V;(X) by the law of one price), keeping the Markov structure in
mind, we make the ansatz that there twice continuously differentiable v: [0,7) x (0,00) — R
such that

Vi) = Ve(X) = o(t, S}).
Applying Itd formula to get an partial differential equation (PDE) determining v and ¢} =
8%1}(75, S}) (delta-hedging strategy).

Approach 2: Martingale approach Heuristic idea: There exists a unique EMM @ for
the Black-Scholes model and thus the arbitrage-free price process (V;(X))c(o, of the claim X
is given by

Vi(X) = S{EC[X|F], te(0,T).

Now we calculate the conditional expectation, to get a twice continuously differentiable
v:[0,T) x (0,00) — R such that

Vi(X) =w(t, S}, telo,T].

To the corresponding hedging strategy ¢ = (?, go%)te[oﬂ, we apply Itd formula to YA/t(X ) to
get ) = 8%1}(75, S} (delta-hedging strategy).

In the following we shall implement in the martingale approach to derive the prices
and hedging strategies of simple European vanilla options.

Proposition 3.6. Let X = g(S%) be a claim with
g: (0,00) = Ry such that g(x) < ¢(1 + x) for some ¢ > 0.

Then, one has:

(i) X is replicable.

(i) The value process (Vi(X))ieo,m satisfies

Vi(X) =o(t,S}), tel0,T],
with
v(t,x) = exp(—r(T — 1)) /Rg(exp<y))‘Plog(m)+(r—02/2)(T—t),02(T—t)(y) dy, (3.1)

where @, 2 denotes the density function of normal distribution N(u,c?), ie.

1 1/ —y\°
90N702<y) ::\/Wexp(_2( P ))7 ?JGR

(iii) The value function v: [0,T) x (0,00) — R is twice continuously differentiable.
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Proof. (i) Since
0 < g(S7) < e(1+S1) < oS + 57),

the claim X = g(S4) is replicable by the 2. FTAP (Theozem 2.29). Lecture 6
(ii) By Corollary the discounted value process (V;(X))ic[o,1) is given by

Vi(X) = E9[X|F]
= exp(—TT)EQ [Q(S%){"Tt]

= () (st (0= 5)T 1) 4o (e~ ) )

]-"t], t€[0,T].

Because Stl is Fi-measurable, f/IV/T — f/[v/t is independent of F; and WT — Wt ~ N(0,T —t)
under @, we get

0_2
T(X) = exp(=rT) [ g(S!exp ((r = )T =1) + o) vor-1(y) dy
0,2
= exp(=rT) [ glexp (10g(S!) + (r = F) (T 1) + o)) gor1(y) dy.

Using the substitution
2

2 =log(8}) + (r = 5)(T — 1) + oy,

we obtain

~

Vi(X) = exp(—rT)/Rg(exp(z))golog(ng(riL;)(Tit) ,UQ(Tft)(Z) dz.

(iii) Using the dominated convergence theorem, the differentiability of v follows by inter-
changing integration and differentiation. O

Using the value function v associated to the vanilla option g(S%), we can also explicitly
derive its replicating trading strategy. Recall, that such a replicating trading strategy has to
exist because the Black-Scholes model is complete.

Proposition 3.7. Let X = g(S}) be a claim with
g: (0,00) = Ry such that g(x) < ¢(1 4 x) for some ¢ >0
and associated value function v: [0,T) x (0,00) — R as defined in (3.1). Then, one has:

(i) The replicating trading strateqy ¢ = (¢?, Satl)te[o,T] of X is given by

d
o = exp(—r0) (400, 81) = S} 5o 51 ).
0
907} = %U(tv Stl)
(ii) The value function v fulfills the Black-Scholes PDE
2

1
L)+ e Son( @) + S0t (k) — roft ) = 0,

&”( ox 2 ox

fort € [0,00) x (0,00).
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Proof. (i) Proposition [3.6 (i) implies that
Vi(X) =9(t,5}) with @ = exp(—rt)o(t, zexp(rt))
and that ¥ is twice continuously differentiable. Applying It6 formula yields
Vi(X) =5(t,5})
= a1 Gy a5t + 1t o a1y q/a1
— 50, 5) +/a (s, 8 ds—i—/ 9 (s, 81)dS! + /8— (s, 81) d(8"),
for ¢ € [0,T]. Using

ol _ a1 T SA102u
(8. = (08" W)). = [ (Sho)?du,

leads to

2
T,(X) = 50, 8 +/ 9 55,51y d8! + / <v 5, 51 +1§xgv(s §1y(8! )2) ds.

Since S' and V(X) are Q-martingales and (0, S}) = Vo(X), we observe that

/t<§t (s, S1) + ;;;a(s,ﬁg)(ﬁg ))ds_Vt( / 5.89d5 (3.2

is a continuous local martingale of finite variation, which means it is identical to zero. This
means

/t(a 55,81 + 1.2 55, 518! )2>d —0, foralltel0,T]
ot’ 5 92 (5 95)(550)7 | ds =0, Hor 1,

and
Vi(X) = Vo(X +/ —(s,51dSt, forall ¢ € [0, 7).
Let ¢ = (¢° ¢') be the self-financing trading strategy with ! := 8%17(3,@%) and initial

0
capital Vp(X), that is, we have

V(X)) =To(X)+ (¢ §1) = V(yp).

Since 0 < V() = V(X) < ¢(S%+ S1), the trading strategy ¢ is strongly admissible and thus
a replicating trading strategy. Furthermore, one has
v(t,S}), telo,T),

0 . 0 .
o} = (1, 81) = 5ot exp(—rt)S}) = —

and
> 1481 0 1 1 0 1
= Vt(SO) — @Sy = (¢, St) S tor (t St) = eXp( ) U<t7 S;) — S *835’0(@ S¢) )

(ii) Because of ({3.2)), it holds

0 _, 4 102 . A
&U(t» SP) + 5@”(75753)(550)2 =0
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for almost all ¢ € [0,7] and thus for all ¢ € [0,7] by continuity. Hence, for a fixed ¢ is holds

R 19% 2
av(t,x) + iﬁv(t,x)(xa) =0

for £(S})-almost all > 0 and thus for all 2 > 0 since the distribution of gtl is equivalent to
the Lebesgue measure on (0,00) and by continuity. Therefore, we conclude that

d 19% 2
0= av(t,x) + *7?)(75,%')(1‘0)

= 5 (exp(rtptt.expria ) +

= —rexp(—rt)v(t, z exp(rt))

9% 9
@v(t, x)(xzo)

N

+ exp(frt)%v(t, zexp(rt)) + $T(,%v(t, zexp(rt))

2

0
o2 exp(rt) peL (t, x exp(rt)).

1 2
+§.’II

Setting 7 := wexp(rt) gives
2

- A R U S-S
0= exp(—rt)(— ru(t, T) + av(t,m) + m%v(t, T) + e WU(t,x)),

which reveals the Black-Scholes PDE
B _ 0 - _0 - 1 5 5 0? _
0=—rv(t,z) + av(t,x) + m%v(t,m) + 5T @v(t,m).

O]

The most frequently traded examples of vanilla options are Call and Put options. For these
options we obtain fairly simple explicit expressions for the value processes and replicating
strategies in Black-Scholes setting.

Proposition 3.8 (Black-Scholes formula). Let (S: — K) be a Call option with strike price
K >0 and maturity T and denote by C(t,S}) := Vi((S+— K)*), t € [0,T), the corresponding
value process. Then, one has

C(t,5)) = 5/®(d1) — K exp(—r(T — t))®(dy),

where ® is the distribution function of the standard normal distribution N(0,1),

1 St o -
di = T _t<log <K> + <r + 2) (T — t)> and do:=d; —ovVT —t.

The following graphics show the Black-Scholes price of a Call option with strike K = 2 as
a function in the risky asset price with different maturities.
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Proof. [The proof is left as a self-study exercise.] Since (S+ — K)* = ¢(S}) with g(z) :=
(x — K)™, Proposition 3.6| states

C(t, St) = Vi((St — K)") = exp(—r(T — 1)) / (€¥ = K) " Qrog(si )4 (r—o2/2)(T—t),02(T—t) (¥) 4,

R
for t € [0,T]. Using the substitution

2
r:=S} and y:zlog(:v)—{—(r—%)(T—t)—kU\/T—tz,

leads to

C(t, 2) = exp(—r(T — t))/

R

n
<£L’€Xp ((r— g;)(T —t)+oVT —tz) — K) vo,1(2) dz.
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Setting 7:=T —t,7:=71 — 7 and [ := M we calculate

oV

C(t,x) = exp(—rT) /loo (x exp (F1T 4+ oy/72) — K) v0.1(2)dz
2

rexp( 5 —)dz

- exp(—rT)K/l NG exp ( - Z;) dz

1

—70'27')/1 exp (01/72)

=zexp ( 5

= x/loo \/12? exp ( — (Z_(;\ﬁ—)Q) dz — exp(—r7)K®(-1)
= /zif \/127_ exp ( Z;) dz — exp(—r7)K®(-1)

= 2®(—1 + oy/7) — exp(—r7)K®(-1),
where we used in the third line that
(z—oy71)? =22 = 2072+ 0% and ®([l,00)) = ([—00, —1)).
Plugging in S} = x reveals the Black-Scholes formula for a Call option. O

Remark 3.9. Using the Black-Scholes formula (Proposition and Proposition one can
also obtain a formula for the replicating trading strategy ¢ = (¢°, ') of the Call option (St —
K)*, which is given by

pp = exp(—rT)K@<J\/;—_t<l g(}qé) +(r— 02)(T—t)>),
gpiz@(ﬁ(log(iﬁ)—l—(?ﬂ— ))

for t € [0,T7.

Relying on the so-called Put-Call Parity, one can immediately derive the Black-Scholes
formula and the replicating trading strategy for Put options as well. Notice that the Put
option (K — S+)T can be synthesized using a Call option, the risky asset S! and the risk-less
asset SO (e.g. a bond), that is

(K —Sp)*t = (S} — K)" — S} +Kexp(—rT) S% .
~~ ~~

put call stock bond

This leads to the following lemma (exercise).

Lemma 3.10 (Put-Call Parity). Let C(t,S}) and P(t,S}) be the value at time t of a Call
option and of a Put option, respectively, both with the same strike price K > 0 and same
maturity T. Then, the Put-Call Parity holds:

P(t,S}) = C(t,8}) — St + Kexp(—r(T —t)), tel0,T].

Proof. See Exercise 3.2 on Problem sheet 3. O
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Greeks: Considering the value process (Vi(X));ejo,r) of a financial option X = g(S%), we
have seen it is of the form

Vi(X) = v(t,St;r0), te0,T),

in the Black-Scholes model. In the analysis of the value process and its corresponding replicat-
ing trading strategies, the partial derivatives of v play a crucial role. In the financial industry
these partial derivatives are labeled by Greek letters and called Greeks. In other words, the
Greeks measure the sensitivity of the value of a financial option to changes in one parameter
while holding the other parameters fixed. The common examples are:

o A= 8%1}(15, S}ir, o) measures the sensitivity w.r.t. price changes. A is also the “Delta
hedging strategy”.

e I' := aa—;v(t, Stir,o) measures the sensitivity of the Delta hedging A w.r.t. price
changes. Gamma measures the discretization error of Delta hedging.

o pi= %v(t, Skir, o)

e O:= %v(t,Stl;r, o)

|

« V: v(t,Stir o) (“Vega”)

Q

(o

3.3 Pricing and hedging of exotic options

So far we have studied the pricing and hedging of vanilla options, that are options of the
form g(S4). These rather simple claims allow to derive explicit formulas for their prices and
replicating strategies in the Black-Scholes setting. Vanilla options cover, of course, not all
types of financial options traded on real financial markets. Notice that there are many more
financial derivatives with more complex payoffs, which can depend on the whole past price
trajectory of the underlying price process (Stl)te[O,T]- More complex financial derivatives are
usually called exotic options, see Example Often, exotic options do not allow to derive
explicit pricing and hedging formulas and thus numerical methods are required to solve the
associated pricing and hedging problems.

Recall, that the Black-Scholes model satisfies NFLVR and is a complete market, that
implies that every exotic option can be replicated by trading on the underlying financial
market. Moreover, by the second FTAP there exists a unique EMM (). Hence, as for vanilla
options, there are two main approaches to price an option:

e PDEFE approach: derive the replicating trading strategy by finding the pricing PDE for
the value function.

e martingale approach: calculate the value process using the EMM @ and then derive the
replicating trading strategy.

Let us briefly discuss these approaches for two examples (Asian options and Barrier options).

Lecture 7
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Asian options are options depending on some type of average (arithmetic, geometric, ...) in
a discrete or continuous manner, of the underlying price process (Stl)te[o’ﬂ. As a prototypical
example let us consider the Asian option A with payoff

t
A= g(Sh Ir)  with I, ::/f(u,s;)du, te0,1],
0

for continuous functions g: R?> — Ry and f: [0,7] x R — R,. Note that this Asian option
is outside the scope of Subsection However, we know that the claim A is replicable in
the Black-Scholes model. Hence, let us try to solve (heuristically and without details) the
pricing and hedging problem for the Asian option ¢(S+, I7) by finding its value functions
using the PDE approach.

Recall, the risky asset (Stl)te[o,T} in the Black-Scholes model follows the dynamics
dS} = pStdt +oS;dWy, te 0,7,

and we observe that

dI, = f(t,S})dt, tel0,T).

Since (S}, It)ie(o,r] is a two-dimensional Markov process (“At time ¢ the value (S}, Iy) provides
all accessible information about the future, i.e. EQ[(SL, I7)|F;] = EQ[(Sk, I1)|(S}, I)]”) as
a solution of two dimensional SDE, we make the ansatz

Vi(A) = exp(—r(T — t))EQ[A|F] = v(t, S}, ;) for some v: [0,T] x R? = R.
Applying 1t6 formula to v(t, Sy, It), we get

do(t, S}, Iy)

o o 1 o2 d

= 50 St 1) dt + —— o v(t, S} 1) dS} + 502(53)2%0(@ St I;)dt + 570 St 1) dI

aa v(t, S}, I;) dS} (3.3)
d 1 d? d

+ (ot ST + 50X (S (e, SE ) + (e, SIS S )

To eliminate the local risk, we choose the delta hedging strategy ¢! = %v(t, SHIL).
Indeed, then we have that the value process (Vi(A) — (¢ - S 1)t)t€[0,T} is locally risk-free, since

(3.3) reveals

do(t, S}, I) — =—w(t, S}, I;)ds} (3.4)

9

ox
0 5 02 0

— (ot SE ) + 5oA(SHP 5 v(t, SL 1) + Frolt, SIS at.

By Lemma [3.5 we also have

do(t, S}, I;) — %v(t, SH 1) dSt =r(v(t, S} L) — 20 SHL)SHdt, te€0,T]. (3.5)

Hence, combining (3.4) and (3.5)) leads to the following pricing PDE for the Asian option A:
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0 1 0? 0 0
prA + 50%2@0 + rLsv + f(t,x)ﬁv —rv=0, te€[0,T), =xzI€eRy,

where we suppressed the dependence of v on ¢, z, I.

However, this pricing PDE for the value process can, in general, not be solved explicitly
and, thus, one often needs numerical methods to actually solve the pricing and hedging
problem for Asian options.

Barrier options are options whose existence depends upon the underlying asset’s price
hitting (or not) a barrier, e.g. up-and-out Call option X with payoff

OO = (Sp — K) Y L maxyc o 5e<By = (51— K) 1y Mp<py for some B> K >0,
where we set

M} := max S!  fort e [0,T].
u€(0,t]

For this barrier option, we can use the martingale approach. To this end, we need to calculate
the value process

Vi(CUPEouty — oxp(—r(T — ))EQ[C™P%U 7], ¢t e [0,T].

Notice that in the Black-Scholes model the source of randomness is the Brownian motion
(Wt)tejo,r], Which is normally distributed W; ~ N(0,t), from which one can derive related
distributions e.g. the distribution of its running maximum or running minimum. For the
up-and-out Call options, we are lucky and can obtain indeed an explicit formula for its price
and its corresponding replicating strategy.

Lemma 3.11. For K < B consider the up-and-out Call option C"P%°" with payoff

Cup&out — (S% _ K)+1{M%<B}'
The value process (Vt(Cup&O“t))te[QT] is given by

Vi(Cwpkouty — (¢ S MY, te 0,77,

o(t, z,m) = xﬂ{m<3}{®g§£—t<;>> - @(5£—t<é>>
-(3) () (D))
— exp(—r(T 2— t))K]l{MB}{(I)(éTt (;)) . q><£t (2))
(5) T (@) s (D))

where ® is the distribution function of the standard normal distribution N(0,1) and

1 2
0L (s) := M(logs—k (r:l:c;)7'>, 5,7 > 0.

with
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The replicating trading strategy (), @%)te[O,T] is given by

I

o %U(t7 Stlv Mtl) lf ma'XSE[O,t] Sé < B
' 0 otherwise

bl

o Jexp(—=rt)(v(t, St, M}) — Stla%v(t, St M) if maxgep g Si < B
' 0 otherwise

fort e [0,T].
The price of the up-and-out barrier Call option C"P%°U s zero if B < K.

See (Shreve, [2004}, Section 7.3.3) for a derivation pricing formula presented in Lemma

Value of an up-and-out call option,

with r=0.01, c=0.05, K=60, Sp=60

Remark. The price of up-and-out Call option converges to the price of a Call option if the
barrier B tends to oco.

4 Volatility modeling

In order to calculate the prices and hedging strategies for financial options in the Black-
Scholes model, the crucial parameter is the volatility o, which can not be directly observed on
a financial market. Notice that the interest rate r is basically observable on a financial market
and the parameters of a financial derivative (e.g. its maturity 7" or strike price K) are known
when buying or selling an options. Furthermore, recall that the drift parameter p does not
appear neither in the pricing formulas nor in the hedging strategies of financial derivatives.

In practical applications the volatility o needs to be estimated from collected asset price
data or from data of prices of similar products traded on the underlying financial market. We
briefly discuss two standard approaches.
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Historical volatility:  The first approach to determine the volatility ¢ on a real world
financial market is to statistically estimate (or forecast) it from the in the past observed asset
prices. Thus an estimation leads to the so-called historical volatility.

Let us assume we observe the prices (Stli)i:O,l,...,n at equidistant time points in the interval
0,77, say t; = i0 with delta 6 := £ > 0 and the prices (S} )i=o,1,...n are supposed to come
from a Back-Scholes model with unknown volatility ¢ > 0, i.e.

S} = Sgexp(jit + oWy), t € [0,T).
Hence, we see that

Ch :Sgiexp(ﬁd—l—a(WtiH—Wti)), i=0,1,...,n—1,

i+1
which leads to (independent and identically distributed) logarithmic relative increments
St1i+1 ~
R; :=log )T 16 + o (W — We,).
Consequently, the variance
Var(R;) = 06
and we know a good estimator for the Var(R;) is the sample variance

1
n—1

=

n—1 o o 1 n—1

Z(R,- —R)*> with R:= - Z R;,

=0 =0

which is an unbiased estimator. Hence, a natural estimator of the volatility ¢ is the Black-

Scholes model is given by
. Jv
7i=/5

Historical 180day-volatilities

Nvidia halving in 2018/10, Corana crash in 2020/03, interest rate and war uncertainties in 2022
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Implied volatility:  The second approach to determine the volatility ¢ on a real world
financial market is to derived it the prices of currently traded options, e.g. Call or Put options.

Recall that, assuming the Black-Scholes model does correctly model the underlying fi-
nancial market, the current prices of Call options are given by the Black-Scholes formula

(Proposition [3.8):
C(t,St;r,0,K,T) = C(t,S}) = St ®(d1) — K exp(—r(T —t))®(ds), t€[0,T)]

with

1 S} o?
dy = ———| 1o t) + (r+> T—t) and dg:=dy —oVT —t.
1 oIT — 1 t< g ( K 9 ( ) 2 1
In particular, we see that the Call price C(¢, S};r, o, K, T) is a function of the model parame-
ters 7, o, the option parameters K, T, the current time ¢ and price S}. As discussed before, we
know all input parameters expect the volatility o and we notice that o +— C(t, St;r, 0, K,T)
is strictly increasing.

Call price for variable o,

S0=2,K=2,r=0.02,50=2

2.00{ — Black-Scholes-price

Hence, observing the Call price Charket and setting
C<t7 Stl: T, Timplied K, T) = Cmarke‘m

we can invert resulting Black-Scholes formula to obtain the so-called implied volatil-
ity Oimplied, Which fits to the observed Call prices. Empirical studies have shown that
approach based on implied volatility is better suited than the historical volatility for
predicting the volatility of future asset’s prices. The pricing of other options can be based
on an implied volatility deduced from related options. Extracting an implied volatility is
nowdays the primary use of the Black-Scholes formula by practitioners.

If the Black-Scholes models fits well the real world, then the implied volatility would be
the same constant for all options with different strike prices or maturities. However, using
the methods of implied volatility based on the Blach-Scholes model, empirical evidence leads
to a so-called

o “volatility smile” (the implied volatility for Call prices with different strike prices tends
to rise for deeply in- or out-of-money options), and
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o “volatility skew” (the implied volatility for Call prices with different strike prices is
lopsided),

as can be seen in the figure below. The following graphic shows the implied volatility of
Calls on the S&P 500 index, for the smallest available maturity, plotted as a function of the
log-strike.

o
w0

Short-term Implied Volatility
o 2 o =2 o2 o o
B R mom W @

o

2

0o . . . .
4.4 45 46 47 48 49

log K
Lecture 8
It is not surprising that the assumption of a constant volatility o, as made in the classical
Black-Scholes model, is an oversimplification of the real world. Empirical data from financial
markets lead to various stylized facts about the actual behavior of the volatility, such as:

o Volatility varies in time.

o Volatility clustering: high volatility is followed by high volatility, low volatility by follow
low one.

o Volatility is mean-reverting: while the volatility is fluctuating, it tends to return to its
mean.

o Volatility has heavy tails: the log returns of many risky assets have heaver tails than
the normal distribution.

Note that one can make many more empirical observations about the true nature of the
volatility on financial markets. Of course, the exact behavior depends on the actually consid-
ered class of risky assets and the specific financial market, see for example |Gatheral (2006)
or |Cont| (2001]).

Remark. To extend the Black-Scholes model covering a time-dependent deterministic volatil-
ity parameter turns out the be a fairly straightforward task. Let o: [0,7] — R4 and
p: [0,T] — R be deterministic functions. The one-dimensional Black-Scholes model with
time-dependent volatility is given by

dS} = uSHdt + o, SHAW,,  S§ =sb, t€[0,T), (4.1)
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where (W) 7] is a Brownian motion and sy € R4. Note that the arguments presented in
Section m ﬁ and |3 - 3.3| generalize to the Black-Scholes model since the deterministic
nature of the volatility (o+)yc[0,7] does not effect the probablhstlc arguments However, many
of the frequently observed properties of volatility are still not captured by the model .
Therefore, over the past 40 years various probabilistic models for the volatility process were
developed.

4.1 Local volatility models

To capture the volatility smile and/or the volatility skew, one can model the asset price by a
stochastic differential equation

dS} = u(t, S})SEdt + o(t,SH)S AW, S§ =S5, te0,T], (4.2)

where p: [0,7] — R and o: [0,7] x R — R4 are deterministic and sufficiently smooth
functions such that there exists a unique solution to , cf. e.g. Theorem As before,
S € Ry and (Wit)iefo,r) is a Brownian motion. The financial models of the form is
called local volatility model or level-dependent volatility model. For notational
simplicity, we assume that the interest rate r = 0, i.e. SY =1 for t € [0,7].

Assuming u, o are sufficiently nice, we obtain a unique equivalent martingale measure @
by the Radon-Nikodym density

% E( /O.Z(u,S}L)qu>T:exp<—/0T (u, St dW, —f/ ( uSl> du).

By Girsanov’s theorem, we have
dSt = o(t,S})SEdW,, S§=sb, tel0,T],

for a @Q-Brownian motion (I//Iv/t)te[o’ﬂ with
— t 1
Wt = Wt +/ *(’UJ, Su) du.
00

In particular, the local volatility model (SY, S!) satisfies NFLVR, it is a complete market
and the pricing and hedging theory of Subsection [2.33] applies to it. However, notice that the
previous conclusions only hold under suitable conditions on p and o!

Breeden and Litzenberger (1978) observed that the distribution of Si is fully determined
if one knows the prices of Call options (S — K)™ for all strike prices K. Indeed, let us assume
that we know all prices C'(Sg; K, T) of the Call options (S — K)T for all K € Ry and that
the distribution of the asset price S}. has a density function f (which is feasible in a local
volatility model) under the equivalent martingale measure ). Keeping in mind that §tl =5}
for t € [0,T], we know that

o0
C(S§ K1) =EA(S}~ K)*) = [ (@~ K)f(2) da
K
and differentiating twice with respect to K reveals the Breeden-Litzenberger formula
820
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see Exercise 5.3. So, if one really could observe the prices of Call options for every maturity
t € [0,T] and every strike price K € R, the marginal distributions of the discounted price
process (Stl)te[o,T} under the equivalent martingale measure ) would be fully determined.

~

Given all the marginal distributions of (Sg)te[o,T], one can actually show that there exists a
unique function o: [0,7] x R — R such that

45} = o(t,SHSHdW,, t e [0, 7).

In the case of local volatility models, Dupire (1994) derived a explicit formula for the volatility
function o, based on Call prices:

21 ) — 2@0(@20>1
o(t,x) = 2T \ 2K (t,x). (4.3)

Note that the right-hand side of can be computed from the observed Call prices. The
formula is called Dupire’s formula. Of course, in reality Call options are not traded
with every strike price and every maturity. So, the volatility function o is usually estimated
by using a parametric form for the volatility functions or by an interpolation algorithm. The
estimated volatility function is called implied volatility functions.

Example 4.1 (CEV Model). Taking the leverage effect into consideration (meaning there is
a negative correlation between volatility and asset’s returns), Cox (1975) and Cox and Ross
(1976) proposed the constant elasticity of variance model (CEV model)

ds} = uS}dt +o(5})% dW;, € [0,7],

where a € (0,2] is a constant, called the elasticity factor. The CEV model only captures the
skew of the implied volatility but not its smile.

While local volatility models allow for a fast calibration of the underlying model and lead
to a feasible computational complexity in case of option pricing, empirical tests showed that
the resulting implied volatility functions do not always fit the volatility surface well and are
unstable over time.

4.2 Stochastic volatility models

The discussed stylized facts on the volatility of financial markets and to overcome the short-
coming of local volatility models motivated researchers to describe the volatility process by
rather general stochastic processes. This led to introduce so-called stochastic volatility
models for financial markets. In these models (S?, Stl)te[O,T}v it is often assumed that the
risky asset follows a Black-Scholes type dynamics such as

ds}! = uSHdt + o, SHAW},  S§ =8, telo,T), (4.4)
where the volatility process itself is given by a stochastic process
doy = a(t, o) dt + B(t,00) AW?, 09 =00, t€[0,T). (4.5)

Here W, W2 are two Brownian motions with correlation p € (—1,1), S§,00 € Ry. p: [0,T] —
R is a deterministic function (for simplicity) and «, 8: [0,7] — R are suitable deterministic
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functions such that the SDEs and possesses unique solutions. Note that the
correlation coefficient p is usually negative reflecting the negative correlation of volatility and
prices.
As before in the Black-Scholes model, we assume that the risk-free asset (S?)te[o’T} is given
by
S =rS0dt, Sy=1, telo,T],

for a constant interest rate r € R.

Remark 4.2. Note that the market model consists of one risky asset but two sources of
randomness (here: W1 and W?). This ensures that the market is arbitrage-free but leads to
an incomplete market, i.e. not every bounded claim is replicable. The rule of thumb is that
a (d 4 1)-dimensional market model with m sources of randomness is arbitrage-free if d < m
and complete if d > m.

Since the stochastic volatility models is incomplete market, pricing and hedging of financial
derivatives by arbitrage arguments is, in general, not possible anymore. In case of incomplete
market, the option pricing will depend on the risk preferences of an investor. Nevertheless,
let us study the pricing of a Vanilla option with payoff

X = g(S}) for g€ C(Ry;R)  with [g(x)] < C(1+ |z|),

by constructing a hedging trading strategy ¢, i.e. let us try to implement the “PDE approach”.
This allows us determine the effects of the stochastic volatility on the prices of financial
derivatives.

Remark. Recall, in the classical Black-Scholes model, there is only one source of randomness
and, therefore, the claim X can be hedged by trading in the one risky asset, that is, we could
find a locally risk-free trading strategy (¢, ¢!) which replicates the payoff of the option at
maturity:

dVi(X) — @] dSP — ¢ dSf = r(Vi(X) — ) S — 1 S})dt  and  Vi(p) = g(S7).

In the present stochastic volatility model (S°,S1), the volatility is random itself and it
needs to be hedged in order to form a locally risk-free trading strategy. Hence, let us make
the theoretical assumptions:

(i) there exists a sufficiently smooth value function v: [0,7] x R x R — R such that the
value process (V;(X)):ejo,r) is given by

Vi(X) =v(t, S} o), telo,T],

(ii) there is a value process (V;7)ic[o,7] associated to the volatility process (o¢)iejo,r), in
which one can trade and which is of the form

Ve = v”(tjstl,at), t € 0,7,

for a sufficiently smooth value function v7: [0,7] x R x R — R.
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The aim is now to construct a locally risk-free process (Il;);c[o,7] of the form
e = Vi(X) = ¢0S) — 918 =}V, te[0,1], (4.6)

for a suitable self-financing trading strategy ¢ = (¢°, ¢!, ©?). In other words, ¢ would be a
potential hedging strategy for the option X.

Let us start by characterizing o' and ¢?. Since ¢ = (¢, o', ¢?) is self-financing and using
the above Assumption (i) and (ii), we have

dlly = dVi(X) — 9pdS) — ¢y dS; — @pdVy?
=dv(t, S}, 0¢) — YdSP — prdS} — Zdv7(t, S}, 0v).

Apply It6 formula to v(t, St, 0¢) and v7 (¢, S}, 0¢) and suppressing their dependence on ¢, S}, oy
in the following, we see that

ov ov ov 9% 1 0% 1 0%v

ov Z74st + 1 i 1 -z 2
dH = ot dt + O dS 8 dat+8 o d<S ,U>t+ 28$2d<5 >t+ 280_2d<0'>t
— ¥ dS?
— prdS}
ov v 1y o 0% 10%7 4 10%°
(mdtJradS L dov+ S d(S o+ 5 (S 55 d(a)t).

Recalling the dynamics (4.4) and (4.5) and that W', W?2 have the correlation p (i.e.
(WL W?2), = pt), we note that

d(SYY; = (oeSH2dt, d(o) = f*(t,0¢)dt and d(S*, o) = 01S}B(t,04)pdt

and thus we get

ov 0?v 1 100% 1 _,0%
dHt=<8t+Ut5 ﬁpaa +5(0e5) 55 + 5675 2>dt
ov° 82 o 1 282 282 o
_90t< at +Utstﬁ a 8 ( tSt) 81‘ 6 )dt

— go?rSt dt
ov o’
+ (5o - Ao — o) ast
0 0
+ (8’0 (,0? 8U )dO’t.

To make the capital process II locally risk-free, we must choose ¢! and ? such that

ov o2 ov? 1
= 4.
o ¥t o —p; =0 (4.7)
to eliminate the risky dS; terms, and
0 o’
2% (4.8)

Jo t oo
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to eliminate the risky do; terms. Recalling that in an arbitrage-free market (with risk-free
asset given by dSY = rS? dt) every locally risk-free capital process fulfills

dHt = T‘Ht dt,
equation (4.7)) and ) leads to

022
ov? 0% 1 119 0%0° 5 0?0
%(at oS Brgae T 305 F +§5 aﬂ)dt
—go?rS?dt
:rtht
=7(v— @i St — pfv7 — ISP dt,

_ [(Ov 1 21) 5 0% 50
dll; = <6t + 045; 508 90 (UtS ) *3 )

where we used the definition (4.6]) of IT and the above assumption (i) and (ii) in the last line.

Since
po (o ) nd _8_8<8>6
L ME = 5 T 9o\ ) o
we obtain
at+UtS ﬂpa 8 + (UtS) 922 *B 802
ov [ Ov 81} 82 o 1 0%0° 0%0°
_8a<8a> ((‘% tSlﬁpa 90 + 3 (UtSt)28 *52 )

v v (O Lo ov [ Ov°
e ) - () )
7~< ow aa(aa> ox 7t 0o\ ds ) "
Collecting all terms with v on the left-hand side and all terms with v?on the right-hand side,
we get

ov ov 0% 1 100% 50 ov
(80) (8t+at56’08 5 Tl ) st g 57+ Upmit _’")

ov? ov 0% 1 110 0% 282 1 0v? -
_(80> (615 oSt Brg s + 305 G 5 TSy T )

Notice that the left-hand side is a function depending only on v and the right-hand side only
on v?. The only possibility that this can hold true is that both sides are identical to a function
f depending only on S}, o; and t. For conventional reason we choose

f(t7 Stlv Ut) = _(O‘(tv Ut) - ﬁ(t’ O't)e(tv Stla Ut))
for some function 6. Hence, we deduce that

ov 0%v 0%v ov

— + 018 o1 S})? 2070 g0 ) 4.9
aﬁatﬁaa (t)aﬁﬂ gg VT Tla=flgs. (49
The function # is called the market price of volatility risk because it tells us how much

of the expected return of V' is explained by the risk of oy in the Capital Asset Pricing Model.

Note that the PDE reduces to the Black-Scholes PDE when the volatility ¢ is constant.

ov
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Remark. Alternatively to the above PDE, one can implement an martingale approach to get
Vi(X) = exp(=r(T — )EC[f(S7)[S; = 2,00 = y] = v(t, S}, o),
for an equivalent martingale measure @, for a deterministic function v: [0,7] x R x R — R.

While stochastic volatility models allow to describe rather well real financial markets, two
of the main drawbacks are:

o It is extremely difficult to fit the parameters of stochastic volatility models.

e Stochastic volatility leads to a rather high computational complexity, in particular,
when pricing exotic options.

There exists a variety of volatility models, which often belong to the class of stochastic or
local volatility models or a mixture of both. They all have their advantages and disadvantages
and which one is best to use depends on the purpose in mind (which type of options, which
financial market, ...). As generally true when modeling real world phenomena, one faces the
trade-off between complex mathematical modeling and operability of the model. We conclude
this chapter with two prominent examples of volatility models.

Example 4.3 (Heston Model). In the Heston model, proposed by Heston (1993), the risky
asset (S})epo,r) is described by

dS} = St dt 4 JorSEAW}, t€[0,T], S§ = s,
and
doy = —N(oy — 7) dt + /oy dW2, t€[0,T], oo = oo,
where (W)iejor) and (W2)epo,r) are two Brownian motions with correlation p € [-1,1],
s8,00,m, A\, @ € Ry are constants, and ju: [0,7] — R is a deterministic function. Notice that
the Heston model is a stochastic volatility model and thus the results derived in this subsection

apply to it. In particular, the resulting “pricing” PDE for vanilla options X = g(Silp), which
directly follows from (4.9) reads as
v Ov

Ov 0 1 v 1 v

e Sl - Sl 2Y v - 2Y v Slf— = () —F) — 0=

gt TS g T a0t ) g o gt g v =(Aler =) = 0)5
Remarkably, this PDE has a closed form solution. This is one reason for the popularity of
the Heston model.

Another example of a frequently used volatility model is the so-called SABR model.

Example 4.4 (SABR Model). Hagan, Kumar, Lesniewski and Woodward (2002) introduced
the stochastic alpha-beta-rho (SABR model), which models the risky asset (Stl)te[O,T] by

ds} = ay(SHPaw}, st =8, telo, 1,

with

day = voy thQ, oo = 09, (4.10)
where v > 0 and B € [0,1] are constants and W', W? are two Brownian motions with
correlation p € (—1,1). Note the stochastic volatility in the SABR model is o3 = oy (S})5~1
and for v = 0 the SABR model reduces to the CEV model. The SABR model is very
popular in the financial industry, especially in the foreign exchange market and the interest
rate markets. This is mainly due to the fact that uses only four parameters ag, v, p and S to
better fit the various types of implied volatility curves observed on real financial markets.

Lecture 9
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5 Portfolio optimization

The aim of portfolio optimization is to construct investment strategies which are “optimal”
in some sense. As a first step we need to discuss and agree on what we mean by “optimal”.
The classical approach for describing the behavior and preferences of investors is based on
utility functions, as already introduced in the course “Mathematical Finance”.

Definition 5.1. Let S C R. A function U: S — R is called utility function if U is strictly
increasing, strictly concave and continuous on S.

Remark. For two utility functions U; and Us and constants aq, s > 0, U := a1 Uy + aslUs is
again a utility function. In particular, every positive linear transformation of utility functions
does not change the underlying preference relation. Hence, the exact values of a utility
function are not really important.

Example 5.2. The most commonly used utility functions in mathematical finance are
o U(z) = —exp(—yz), z € S := R, with 7 > 0 (“exponential-utility”),
e U(z) = % with p < 1, p# 0 and S := (0, 00) (“power-utility”),
o U(z) =log(x) with S := (0,00) (“log-utility”).

In the previous section we studied the problem (for an investor) to price and hedge a
claim X. In other words, we tried to find the required initial capital/wealth to hedge a
short position in the claim X. In this section we change the perspective: Given an initial
capital/wealth x € R, the investor wants to invest in the financial market (St)ic[o,7] with the
aim to maximize her expected utility.

Let us consider two examples of portfolio optimization problems. In both examples we
assume that an investor may invest in a financial market modeled by the one-dimensional
Black-Scholes model (57, S})seo,r] with

o a risk-free asset (Sto)te[o,T] with the dynamics
ds? =rS2dt, te0,T]), S =S5,
where 58 > 0, 7 € R is the interest rate,
« arisky asset (S})ie[o,r) with the dynamics
dS} = pS}Hdt + oSt dWw,, te0,T]), S =S,

where S > 0, 4 € R is the drift parameter, ¢ > 0 is the volatility parameter, and
(Wt)iejo, is a Brownian motion.

Portfolio allocation

An investor can invest, in self-financing manner, in the one-dimensional Black-Scholes model
(SY, Stl)te[O,T]’ that means, she has an initial capital z > 0 and she can pick a self-financing
trading strategy ¢ = (¢?, (Ptl)te[O,T}, where ! stands for the number of the i-th share hold at
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time t for ¢ = 0,1. Denoting by Vi(¢) the wealth at time ¢ and by m; the proportion of the
wealth V;(y) invested into the risky asset S} at time t, we see that

1—
SDtl _ m‘gl(so) and (pg _ ( 7;3‘/2(80)
t t

Hence, the self-financing wealth process Vi(¢) =: V{™ evolves according to following SDE

(A —m)V" oo ™V
- dSY +
S9 R

= ((1 = m)r + pmy) V" dt + m, V" odWy

dvy = ds;}

for ¢ € [0, T7.

Let A be the set of processes m € L(S) such that m, € A for t € [0,7T], for a given set
A C R%. Given a utility function U modeling the preferences of the investor, the portfolio
allocation problem aims to find the optimal investment 7* € A, that is

E[U(VF )] = sup E[U(VF)).

Note that this is the classical setting and portfolio optimization as treated first by Robert C.
Merton (1976) assuming that U is a power-utility function

Optimizing wealth and consumption

An investor can again invest in the one-dimensional Black-Scholes model (S?, Stl)te[O,T]- Now
the investor wants not only to maximize her profits but also the spending of her wealth on
consumption. Let (7¢);c(o,r) be the proportion of her wealth invested in the risky asset S}
at time ¢, let ¢; be the proportion of her wealth spend for consumption at time ¢ and the
resulting wealth process is denoted by (V;(W’C))te[ovip] with given initial capital VO(W’C) =z >0.
Note that the proportion of her wealth invested in the risk-free asset S at time t is 1 —m; — ¢;.
Supposing that trading is done in a self-financing manner, the wealth process (Vt(ﬂ’c))te[oj]
should evolve according to following SDE

- 1 _ _ V(ch) V(ch)
av,™ = (1= m Soct) . L o
t i

= ((1 — Ty — Ct)T + pmy — Ct)‘/;(mc) dt + Ft‘/t(mc)O' th

dst — V™ at

for t € [0, T7.
Given two utility functions Uy, Us, the investor wants to find the optimal investment
(7 )eejo,r) and consumption (cf)yepo, 7], that is

8 (") (7*.e*)
B| [ 0i@viT ) de+ v )}:
0

T (m,¢) (m,c)
upE[/ Ui(cV, 7)) dt 4+ Ua (V™) |
(mc) 0

In words, the investor aims to maximize the expected utility of her terminal wealth as well

as the expected utility of her consumption over her life time.

These two aforementioned maximization problems can be solved by using stochastic
control theory, as we will see at the end of this chapter. Although not explicitly stated, it
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is essential that the underlying financial market satisfies, at least, no bounded profit with
bounded risk since otherwise these maximization problems could degenerate in the sense
that there are investment strategies leading to an infinite expected utility.

In the next subsection, we shall develop stochastic control theory in a fairly general context
as it is an important theory allowing to deal with various types of control problems.

5.1 Stochastic control theory

Let us consider a general stetting for stochastic control problems which covers, in particular,
the examples of the portfolio allocation problem and the problem of optimizing wealth and
consumption, as discussed in the previous subsection.

Let A C R™ be a fixed set and ¢ € [0,T]. We consider a general control model where the
state of the system is modeled by the stochastic differential equation

AX5® = p(X5® o) ds + o(XE%, o) AW, s e [t,T), X7° =z, (5.1)
where
e r € R
o (Wi)iepo,) is a d-dimensional Brownian motion,
e b: R" x A — R" is a measurable function such that there exists a constant K > 0:

’b(x7a)_b(y7a)| S‘[{|J"_y|) xayERna aeRm7

e 0:R" x A — R¥" ig a measurable function such that there exists a constant K > 0:

\G(x,a)—a(y,aﬂ §K|$—y|, xvyEan a€R™.

Note, due to the Lipschitz condition on the coefficients b and o, for any initial condition
(t,z) € [0, T]xR", the stochastic differential equation (5.1)) has a unique solution (XL) s€lt,T]-

Definition 5.3.
o For t € [0,T] the set of all stopping times 7 with values in [¢, T is denoted by T 7.
 An adapted process a = (ay)e[o,r] With values in A is called control.
Next let us introduce the objective functions
f:0,T]xR"xA—R and g:R" =R,

which are assumed to be measurable functions. Furthermore, we make the standing assump-
tion:

Assumption 5.4. For g: R® — R we assume one of the following conditions:

(i) g is bounded from below.
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(ii) g satisfies
lg(2)| < CA+zf), zeR",

for some constant C' > 0.

For (t,x) € [0,T] x R™, we introduce the set A(t, z) of all controls o € A such that

T
IE/ |f(s,X§’x,ozS)|ds}<oo,
t

and we assume that A(¢, ) is not empty for all (¢,z) € [0,7] x R™.
We define the gain function

J(t,z, ) = E[/tT f(s, Xz"'”, as)ds + g(Xéix)]

for all (¢t,z) € [0,T] x R™ and « € A(t, ).
The aim is to maximize the gain function J over all control processes. To this end, we
introduce the associated value function

u(t, ) = Slel(It) )J(t,azja). (5.2)
ac , T

In the following we always assume that the value function is a measurable function. How-
ever, note that this is a non-trivial statement, which requires usually a measurable selection
theorem.

Definition 5.5. Let (t,z) € [0,7) x R™ be a given initial condition.
o A control a € A(t,z) is called optimal control if v(t,z) = J(t,z, Q).

o A control process a of the form o = a(s, X1*) for some measurable function a: [0, 7] x
R™ — A is called Markov control.

Dynamic programming principle
Lecture 10
In order to solve the stochastic control problem, we rely on the so-called dynamic programming

principle (DPP). The DPP is a fundamental principle in the theory of stochastic control, which
is formulated in the next theorem for our case of a controlled stochastic differential equation.

Theorem 5.6 (Dynamic programming principle (DPP)). For (¢t,x) € [0,T] x R™ one has

o) = swp it B[ [ g, X000 ds 00, X4)]
acA(t,z) €T T

= sup sup {/stz’x,as)ds—l—v(Q,X;w)].
a€A(t,x) 0€T;, T

Remark 5.7 (Interpretation of the DPP). In words, the DPP states that the optimization
problem can be split in two parts: an optimal control on the whole time interval [¢t,T] can be
obtained by first searching for an optimal control from the time 6 given the value X};’x (i.e.
computing v(6, X, 5x)) and then maximizing over the controls on [t, 8] the quantity

0
E[/ f(s, X5 ag) ds + v(0, X))
t



48 5 PORTFOLIO OPTIMIZATION

Proof of Theorem[5.6. Fix (t,z) € [0,T] x R™. First note that

v(t,z) > sup inf E[/ f(s, X0 ) ds + v(b, X“)}
acA(t,z) 0T, r

and

6
U(t,%) < sup sup E[/ f(S,Xz’x’as) ds + U(@,X57ac):|
a€A(t,x) 0T t

are obvious as taking 6 := T € T;r gives v(T, X45) = g(X5").
Step 1: Let oo € A(t,x) be a control. For any stopping time 6 € T; 7 we observe that

t,x
xte = x50, (s=1),

which is actually not trivial but can be deduced from the uniqueness and the Markov structure
of the SDE (j5.1]). Hence, we obtain

J(t,z, a) [/ f(s, X5 o) ds—i—g(X;’x)}
T t
= F / f(s,Xﬁ’w,as)dsﬂ—/ f(s,Xﬁ’x,as)ds—t—g(X:,lx)}
L J¢

:E_/ef(s,Xﬁ’x ds+/f X0 )ds+g(X9Xm)]

—F / fs, X5 ag)ds + J(0, X, )}

Since ¢ € Ty r was arbitrary and

J(t,0) < o(tr) = swp J(twa),
acA(t,z)

we conclude that

J(t,z,a) < inf E{/ f(s, X5 ) ds + (6, th)]
0T, T

< sup inf E[/ f(s, X5 ag ds—i—v(&,X;’x)].
acA(t,z) €T T

Taking the supremum over « in the left-hand side yields

0
v(t,x) < sup inf E{/ f(s, X5 ag)ds + (0, Xg’x)] .
acA(t,z) €T T t
Step 2: Let us fix an arbitrary control a € A(t,x) and 6 € T; . By definition of the value
function v and for every w € Q and for every € > 0 there exists an a®% € A(f(w), X, t(x (@)
such that
D(B(w), XLy (@) — £ < J(O(), XiT, (@), 05).

Now we define

R {as(w) if s €[0,0(w)] se0.7)

as(w) = s (w) if s € [f(w),T] 7
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It can be shown that the process (Qs)icpo,7] is adapted and lies in A(¢,z). This technical
measurability issue is dropped here. Hence, we deduce that

o(t,z) > J(t,z,8)

r T
=8 [ (X076 ds + g(x47)]

—F / Fs, X5 ag)ds + J(0, X7, f)]

>E / f(s,Xﬁx,as)ds—i—v(G,Xg’x)]—5.

LUt

Since a € A(t,z), 6 € Ty r and € > 0 are arbitrary, we obtain

0
'U(t,.%') > sup sup IE|:‘/ f(st?x:as) dS‘i"U(Q;Xg’x)]
acA(t,x) 0T, T t

O

Remark 5.8. The DPP (Theorem [5.6) can be equivalently formulated as follows: For (¢,z) €
[0,7] x R™ we have that

(i) For all o € A(t,z) and 6 € T, it holds:
0 t
v(t,z) > E{/ f(s, X5 o) ds + v(b, Xa’x)} .
t
(ii) For all € > 0, there exists an a € A(t, z) such that for all § € T; 7:
o t
v(t,z) —e < IE[/ f(s, X5 ) ds + v(b, Xe’m)}
t
As a consequence of the DPP (Theorem we observe that

v(t,z) = sup E[/ fs, X5 o ds—&—v(G,X;’fc)} (5.3)
acA(t,x)

for any stopping time 6 € T; 7.

Hamilton-Jacobi-Bellman equation

As a next step towards solving the stochastic control problem , we derive a partial
differential equation characterising the value function of the stochastic control problem.
This PDE is called Hamilton-Jacobi-Bellman equation (HJB). The HJB equation is an
infinitesimal version of the dynamic programming principle: It describes the local behavior
of the value function v when sending 6 to ¢ in .

Let us derive formally the HJB equation. For this purpose we take the stopping time
0 := t+ h and a constant control oy = a for all s € [0,7] and for some arbitrary a € A.
Using Remark (i) we deduce that
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t+h
v(t,x) > E{ f(s7X§7$’as) ds +v(t+ h, X:fh) ,
t

which gives
t+h
0>E

[ Fs. X0 ) ds - oft 4+ B XT) — ot x)] .

Assuming v: [0,7] x R™ — R is sufficiently smooth, we may apply It6 formula to deduce
(recalling X" = ) that

t+h 79
v(t+ h, Xffh) —v(t,z) = / (U + E“U) (5, X")ds + (local) martingale,
t

ot
where ]
L% :=b(z,a) - Dyv+ itr(a(t, a)ol (t,a)D2v)
with
Ov v . v
ozt Ox3 02102n
Dyv = : and DZ2v:= : :
Ov 9%v v
Oxn, dzndz1 W

Here M7 denotes the transpose of the matrix M and tr(M) the trace of the matrix M.
Hence, we get
t+h
J

Dividing both sides by h > 0, we conclude that

1 t+h
>E|[—
0= [h/t

Letting h tend to 0 and keeping in mind the mean value theorem and Xf’x = x, reveals

0>E

(?; + ﬁav) (s, X07) + f(s, X5, as)} ds} ,

(Z: + Eav) (s, X;m) + f(s,Xz’x, as)} ds}

0> gl)(t,a:) + L%(t,z) + f(t,x,a).

Because this inequality holds for every a € A, we obtain the inequality

— gqt}(t,x) - 21612 <£av(t,m) + f(t,x,a)) > 0. (5.4)

On the other hand, let us suppose there exists an optimal control o* € A(t, z) and let X*
be the corresponding solution of the SDE ([5.1) given o* and starting at time ¢ from z, i.e.
X} = x. Then, applying the DPP formulation of (5.3, we see that

v(t,z) =E .

t+h
| s Xzl ds (e + b X)
t

By the same arguments as above, we conclude that
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0 .
- G—Z(t,x) — L%u(t,x) — f(s,z,a)) = 0. (5.5)
Combining ([5.4)) and (5.5 suggests that v should fulfill
v

—a(t,x) — ilelg (E“v(t,x) + f(t,x,a)) =0, (t,x)€[0,T)xR",

assuming that the supremum in a is finite. Often, this partial differential equation (PDE) is
rewritten as

— —(t,x) — H(t,z,Dpv(t, ), D2v(t,z)) =0, (t,x) € [0,T) x R", (5.6)

where

H(t,2,p, M) == sup (b(:n, 0)-p+ ttr(ooT (@, a)M) + f(t,, a>),
a€A 2

for (t,z,p,M) € [0,T] x R™ x R™ x R™"™. The PDE is called Hamilton-Jacobi-
Bellman (HJB) equation (or dynamic programming equation). The function H is
called Hamiltonian of the associated stochastic control problem.

Finally, we need to choose a suitable terminal condition for the HJB equation so
that it really characterizes the value function v of the stochastic control problem. Keeping
the definition of the value function v as given in in mind, the canonical terminal condition
of the HJB equation is

o(T,x) = g(x), forall z € R".

Verification theorem

Based on the HJB equation, we found a candidate for the value function v associated to the
stochastic control problem. Assuming that there exists a sufficiently smooth w to the HJB
equation , we still need to verify that this solution coincides with the value function of the
stochastic control problem. This is the content of the next theorem, the verification theorem.
The proof relies essentially on [t6 formula and gives as a byproduct that the optimal control
is a Markovian control.

Theorem 5.9 (Verification theorem). Let w be a function in C?([0,T) x R*)NC([0,T] x R™)
such that there exists a constant C' > 0 with

lw(t,z)| < C(1+ |z[*), for all (t,z) € [0,T] x R".
(i) If w satisfies

ow
—a(t,x) - 21612 <an(t,:c) + f(s, z, a)) >0, (t,x)€[0,T)xR", (5.7)

w(T,2) > g(z), = R,
then w(t,z) > v(t,x) for all (t,x) € [0,T] x R™.

(ii) Suppose that

Lecture 11
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(a) w satisfies with w(T,x) = g(x) for all z € R",
(b) there exists a measurable function a(t,x), (t,z) € [0,T) x R™, with values in A
such that

ow

- Dt w) - <£a(t’m)w(t,a:) + f(s. 1‘,6(1&,3})))

=24 —sup (£70t,2) + 15, 0)) =0,

acA
(c¢) the stochastic differential equation
dXs = b(Xs, a(s, Xs))ds + o(Xs, a(s, Xs))dWs, s € [t,T],

admits a unique solution, denoted by Xﬁx, given the initial condition X; = x,
(d) the process (&(s,fé’x))se[uﬂ lies in A(t,x).

Then, one has
w(t,x) =v(t,x), (t,z)x[0,T]xR",

and (a(s,)?gw))te[w is an optimal Markovian control.

Proof. (i) Let (t,z) € [0,T) x R", a € A(t,z) and 7 € T 7 be a stopping time with values in
[t, T]. Since w € C2([0,T) x R™), It6 formula reveals that

w(s AT, X0E) = w(t, x) —i—/ ( (u, X5%) + Lw(u, Xff”)) du (5.8)
+ / Dyw(u, X5 o(X5%, ay) AW,
t

for s € [t,T). Note, we only know that the stochastic integral is a local martingale.
Let us introduce the localizing sequence

S
= inf {s >t / IDpw(u, X5 o (X5%, o)) du > n} AT, neN,
t
and note that 7, = T as n — co. Now for every n € N the stopped process

SA\Tp,
</ Dyw(u, X2*) o (X5% o) qu> is a martingale.
t s€t,T]

Hence, using (5.8]) with 7 = 7,, and taking the expectation, we get
t,x AT Qw t,x e t,x
E[w(s A Tn, Xgnr, )] :w(t,x)—l—E[/t (825 (u, X;°) + L w(u, X, )) du].

Since w satisfies ([5.7]), we have

ow
ot
which leads to

—(u, X5 + L%w(u, X0P) < — (X5 ), for all a € A(t, ),

SN\Tp,
E[w(s A 7, Xo¥ )] < wit,z) — E[/ FXE" o) dul, forall a € A(t, z).
t
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Notice that T
< [ e ) du (59)
t

and the right-hand-side term is integrable by the integrability condition of elements in A(¢, x).
Moreover, since w satisfies

SA\Tn,
/ f(Xf;x,au)du
t

fwls A X5 ) < 0(1+ sup 1X17P) (5.10)
se|t,

and the right-hand-side term is integrable due to the integrability properties of the solutions
to stochastic differential equations.

Keeping in mind (5.9) and (5.10f), sending n — oo the dominated convergence theorem
implies that

E[w(s, X5®)] < w(t, z) {/ f(XLT du] for all & € A(t, x).

Since w is continuous and w(7T,z) > g(z) for x € R™, by sending s — T leads again by the
dominated convergence theorem to

Elg(X5%)] < E[w(T, X5*)] < w(t,z) — E /tTf(Xff, ) du}, for all « € A(t, ).

As a € A(t, x) was arbitrary, we deduce that

T
v(t,x) = sup E[/ f(s, X5 ag)ds —i—g(X;lw)] <w(t,x), forall (t,z) €[0,T] x R™.
acA(tz) L/t

(ii) Applying Ité formula to w(s, X4%) between ¢t € [0,T) and s € [t,T), taking the
expectation and using (c), leads to

s Jw

O 0, RL7) 4 L5 (K1)
t

Efw(s, X47)] = w(t, ) + E{

after an eventual localization for removing the stochastic integral term in the expectation.
By the definition of a(t,x) (see (b)) we further get

and thus

E{w(s,)?ﬁx)} = w(t, ) —E[/:f()?m a(u, Xb®)) du].

Sending s to T" and using (a) reveals

T ~ N
w(t,z) = /t F(RE a(u, X67)) du + g(X57)

=: J(t,x, Q).

This shows that
wit, s) = J(t,2,a) < v(t, )

Hence, together with (i) we have w = v and @ is an optimal Markovian control due to (d). [
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5.2 Portfolio optimization for power utilities

In this subsection we shall treat portfolio optimizations for an investor who can invest in
the one-dimensional Black-Scholes model and whose preferences are represented by a power
utility function. We shall solve the portfolio allocation problem and allocation problem
regarding wealth and consumption using the developed results about stochastic control theory.

An investor may invest in a financial market modeled by the one-dimensional Black-Scholes
model. Recall that the one dimensional Black-Scholes model (S, Stl)te[o,T} is given by

o a risk-free asset (S?)te[o,T] with the dynamics
ds) =rS?dt, te0,T]), S =S5,
where 58 > 0, 7 € R is the interest rate,
o a risky asset (Stl)te[o,T] with the dynamics
dS} = puStdt +oSHdw;, te[0,T], S} =S¢,

where Sé > 0, 4 € R is the drift parameter, o > 0 is the volatility parameter, and
(Wt)iejo, is a Brownian motion.

Portfolio allocation

At each time ¢ € [0,7] the investor invests a proportion of m; of her wealth into the risky
asset S} and a proportion of (1 — 7;) of her wealth into the risk-free asset SP. Hence, given
an initial wealth = > 0, her wealth process (V}).c[o,1) evolves according to

™ Vi

1

(1 — ﬂ't)‘/t
TdSE, te0,T], Vo=
¢

Inserting the dynamics of (S?, S})e(o7), this leads to
dV; = Vi(mp + (1 — me)r) dt + Vimpo dWy,  t € [0,T], Vo ==. (5.11)

The set A of admissible controls is given by
T
A= {71' = (7t)tefo,r]  mis R-valued and adapted s.t. / |ms|?ds < ooa.s.}.
0

Note that the integrability condition required in the definition of A ensures that the stochastic
differential equation 1D has a unique solution. As before, we denote by (V%) se[t,7] the
solution of the SDE (5.11)) starting from x at time ¢.

The portfolio allocation problem is to find the optimal investment among the set A which
maximizes the expected power utility of the terminal wealth. More precisely, given the utility
function

U(x):=—, x>0, with pe(0,1),
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and initial wealth x at time 0, the investor faces the utility optimization problem of finding
7" € A such that

E[U (V5 ")) = iggE[U(Vﬁ’m)]-

Note that this is the classical setting and portfolio optimization as treated first by Robert C.
Merton (1976).

In order to solve this utility optimization problem, we write down the corresponding
value function

v(t,z) = s;(r;)E[U(VT“’“”)J, (t,x) € [0,T] x Ry. (5.12)
ac , T

Remark 5.10. Since the utility function U is increasing and concave on (0,00), the value
function v is increasing and concave in z € R for every t € [0,T]. See Problem Sheet 6.

The HJB equation for the stochastic control problem (5.12)) is

ow ow 1 5 4 23210) B
En ilég( (rp+ (1 W)r)a—x—i—i:r LA =0 (5.13)

with the terminal condition
P
w(T,z) =U(z)=—, z2>0. (5.14)
p

It turns out that one can find an explicitly smooth solution to ) and -

To derive the solution w to this HJB equation, we make the ansatz that the solution is of
the form

w(t,x) = pU(x), (t,x)€[0,T] x Ry,
for some function 3: [0,7] — R,. In this case, by the terminal condition
U(z) = w(T,z) = B(T)U(x),
we need to have
B(T) = 1.
Furthermore, we observe that

ow y TP Ow
G =AU = F 0T, G
and

0w

O (2) = BT () = (D) (p — "
Plugging the ansatz into (5.13]), we get

=0 —sup (wlmu-+ (1= w0 + Sa*m B0~ e ) =0,
which leads to
—B'(t) — B(t)psup ((ﬂu +(1—m)r)+ %77202(19 - 1)) =0.

TeR

Lecture 12
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Therefore, S has to solve
B'(t)+Bt)p=0, tel0,T], B(T)=1, (5.15)

where

1
pi=psup ((W(u —r)+7) - 57202(1 —p))-

By the differential equation (5.15)) we get
B(t) = exp(p(T — ).
and
w(t,z) =exp(p(T —t))U(x), (t,z)€[0,T] xRy, (5.16)
is a smooth solution to the HJB equation (5.13|) with terminal condition (5.14)).
Now we need to calculate p. Since the function

1
~7%0%(1 - p)

7T'—>7l’(,u—7’)+7’)—2

is strictly concave and twice continuously differentiable, we also explicitly derive its maximum
and where it is attained: The maximum is attained at

* H—=r
=
o?(1 —p)
and ( )2
_\w=r P
p= 552 1_p—i—rp.

Moreover, the wealth process associated to the constant control 7* is
dV, = Vi(r*u+ (1 — 7)) dt + Vir*o dW,, t€[0,T], Vp=z,

which admits a unique solution, and 7* € A(0, ). All together we can apply the verification
theorem (Theorem , which reveals that w as defined in indeed coincides with the
value function v as defined by and that the optimal control is 7*, which represent the
optimal proportion of the wealth to invest in the risky asset.

Optimizing wealth and consumption

Let us come back to our second introductory example: An investor wants to not only max-
imize her profits but also the spending of her wealth on consumption. Let (m¢).e[o,r) be the
proportion of her wealth invested in the risky asset S} at time ¢, let ¢; be the proportion of
her wealth spend for consumption at time ¢ and let Vi = x > 0 be the initial capital. As
discussed before, the corresponding wealth process (V})te[o’T] evolves according to

T V*t(ﬂvc)
St

(1 — 7 — ) V)
Sy

av,™) = ds? + st — e at, tefo,1].

Inserting the dynamics of (57, S})ie(o77, this leads to

d‘/;g = ((1—7rt—ct)r—i-/mt—ct)tht—i—mV}ath, te [O,T}
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The set A of admissible controls is given by
T

A= {(7[‘, ) = (e, Ct)iejor) = Tis R%-valued and adapted s.t. / 76| + |es|? ds < ooa.s.}.
0

Given the initial capital z > 0 and the power utility function

xp
U(z) = e x>0, forpe(0,1),

the investor wants to find the optimal investment (7} );c[o,7] and consumption (cj);ejo,77, that
is

T P k%
B [ U@V 0N a+ U(viT )’“"”’”)]: sup E
0

T
/ U(eV") At + U (V™).
(m,c)eA 0

In order to solve this utility optimization problem, we write down the corresponding value
function

T
o(t,z) = sup E{ / U(e, Vi) ds + U(VED)|, (t,2) € [0,T] x R, (5.17)
) t

(m,c)eA(t,x

The HJB equation for the stochastic control problem (5.17)) is

ow 1 45 5 50%w P
~ (W:sct)lgw <((1 —T—C)r+ pur — c)x% + TSy + pxp> =0 (5.18)

with the terminal condition .
w(T,z) = x—, x > 0. (5.19)
p
Again, it turns out that one can find an explicitly smooth solution to ((5.18) and (5.19).

To derive the solution w to this HJB equation, we make the ansatz that the solution
is of the form

wlta) =7 PO (o) € 0.7)x Ry,

for some function ~: [0,7] — Ry. In this case, by the terminal condition (5.19))

P
U(z) =w(T,z) = ’Yl_p(T);,
we need to have
(1) =1
Furthermore, we observe that
ow P Ow
—(t,z) =+ (7 Pt)A —p)—, ——(t,x)=~""P(t)axP"!
g (12) =7 ()P (E)( p)p, 5, (b1 =7 ()
and
A*w
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Plugging the ansatz into (5.18)), we get

P D
AP (1—p) — sup (<<1—w—c>r+mr—c>vlp<t>xp+1w%%1p<t><p—1>zp+cxp) o,
P (m,c)eRr? 2 P

which leads to

-t s (1 =m=crtum=ont +5mrt(B-1)+ S0 = 0. (5:20

This time we start by calculating the supremum, that is, we are looking for the maximum of
the function

(€)= (1= 1= )r + 7 = N (E) + 5w (O = 1) + S (0)

- %”Q"Q@ = Dy(®) + w(p = r)y(t) — e+ 7r)y(t) + szlﬂp(t) +ry(t),

which is attained at

* T_IU/ 5k _1_ —
mi= ey od @ =0T

and given by

37020 = D10 + 77 (= r)a(®) = (1 1)L+ DT + (14 0)7T 24 1),

Hence, equation (5.20) can be rewritten to

1 1 1
YO+ T (5P o= DO+ 7 (a=r)(0)+17(0) = () (1+0) 7T+ (140)77 ) =0
and, setting
p 1 *\2 _2 * )
= —| — — 1 —
pi= T (G P o= 1 b (=) v
and .
p < _p_ 1
pri= T2 (47T = (L )1+ 1)
we further get
Y () +py(t) +p2=0 (5.21)
with terminal condition v(7") = 1. Solving (5.21)) gives
10 = (1-2) exp(-pn(T - 1) - 2,
P1 P1
which reveals that
1-p D
P2 P2 T
w(t, :<(l—)exp— T—1 —> — 5.22
(t.2) %) exp(—pi(T—0) = 2) 2 (5:22)

is a smooth solution to the HJB equation (5.18]) with terminal condition (5.19).
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Moreover, the wealth process associated to the control (7*, c¢*) is
dVi = ((1 = 7" = )r + pmy — ¢ )Vidt + n*Vio dW, t € [0,T], Vo=u,

which admits a unique solution, and (7*,¢*) € A(0,x). All together we can apply the ver-
ification theorem (Theorem , which implies that w as given in indeed coincides
with the value function v as defined by and that the optimal control is (7*, ¢*), which
represents the optimal proportion of the wealth to invest in the risky asset and the optimal
proportion of the wealth spend on consumption.

Exercise. With the ideas developed in this subsection you can also solve the following related
optimization problem regarding wealth and consumption: As before, assuming the wealth
(Vi)ielo, 1) evolves according to the SDE

dVi = (1 =7 — e)r + pmy — ¢) Vi dt + mVeo dWy,  t € [0,T], Vo ==,

and given the power utility function
U(IE) = x 2 Oa pe (07 1)5

the investor wants to find the optimal investment (7} );c[0,7] and consumption (¢;);c(0,77, that
is

T
E / U(e V") dt} .
0

T (7*,c*),0,z
/ UiV =7 )dt] =supE
0 (m0)

6 Term structure models

In the previous chapters we typically assumed that there is one risk-free asset modelled with
a constant interest rate r, cf. the risk-free asset of the one-dimensional Black-Scholes model:

SY = Sy exp(rt), tel0,T). (6.1)

However, on real financial markets the interest rate is changing over time depending on the
market situation and, even more, real financial markets do not have a single risk-free asset or
a single interest rate. Instead, there are interest rate products (or fixed income products) like
traded bonds with different maturities. In this chapter we study more advanced modeling
regarding interest rates and interest rate products. Since these financial quantities have
different statistical properties than prices of stocks, their modeling requires a particularly
treatment.

We will always make the assumption that the financial models S = (S?,.. -’Std)te[(),T]
satisfies NFLVR (i.e. the financial market is, in particular, arbitrage-free) and there is no
default risk of financial products.

6.1 Zero-coupon bonds and short rate

Let us start by introducing zero-coupon bonds, which constitute a basic object in interest
rate theory.

Lecture 13
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Definition 6.1. A zero-coupon bond (also called T-bond) is a contract which guarantees
the holder the payment of 1 euro (or dollar or another currency) at the maturity 7. The price
process of a zero-coupon bond with maturity 7" is denoted by (B(,T))ic[o,7]- There are no
interest payments before maturity.

Remark 6.2. Generally speaking, a term structure is a function that relates a certain finan-
cial variable or parameter to its maturity. The prototypical example is the term-structure of
zero-coupon bond prices (B(t,T)):c(0,1]-

In the following we make the idealized assumptions:
e There exists a liquid market for T-bonds for every T > 0.
e B(T\T)=1forall T.
e B(t,T) is differentiable in T
Note, on real-world markets one could have B(T,T) < 1 if the issuer of the bond defaults.

Question. How are these idealized assumptions represented the bond market by a simple
dynamics like

t
SY = S0 exp (/ Ty du), t €10, T], for a suitable process (1t)ie(o,1); (6.2)
0

as we did throughout the lecture course so far? More specifically, how do these idealized
assumptions fit together with our previous assumption in the Black-Scholes model, where we
assumed that the risk-free asset evolves according to ?

Assuming there is a liquid market for T-bonds, through buying and selling zero-coupon
bonds, one can create a simple rate for an investment over an interval [S,T]. A simple rate L
is paid for a time period [S,T] meaning that x euros invested at time S leads to

y=z(1+L(T - 9))
euros at time T' > S, which implies that

L= (Tis)y;f” (6.3)

Thus a simple rate can be achieved by forward rate agreements.

Definition 6.3. A prototypical forward rate agreement (FRA) is a contract involving
three times ¢ < S < T, where ¢ is the current time, S > t the expiry time and 7" > S the
maturity with the following structure:

e At t: sell one S-bond and buy gg% T-bonds.

e At S: pay one euro.

o At T receive % euros.
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At time ¢ the net cash flow of this investment is equal to

B(t,S)
B(t,T)

B(t,S) - B(t,T) = 0.

Prevailing at ¢, this creates a simple rate L over the time interval [S,T] given by

B(t,S
g1 ﬁw@‘l_, 1 (B@S)_1>
- (T-09) 1 - (T - S)\B(t,T) ’

where we used formula (6.3)). This leads to the simple forward rate for [S,T] defined as

1 (B@S)
F(t,S,T)._TS(B(t’T)—1>,

as implied by bond prices at time t. Note, by the law of one price, F(¢,5,T) is the only
risk-free interest rate that is consistent the assumption of no arbitrage.

The yield from the above forward rate agreement can also be expressed in terms of
continuously compounded rates. Following (6.1)), a continuously compounded rate r
paid on an investment of x euros at time S leads to a payoff of

y=uxzexp(r(T —S5)) euros (6.4)
at time T' > S. Combing (6.3)) and (6.4) gives
z(1+ L(T - 5)) =y =zexp(r(T - 9)),

and, hence, we see that the simple rate L from (6.3)) corresponds to a continuously com-
pounded rate of

log (1+ L(T — 9)).

"TT_g

Therefore, the simple rate F(t,S,T) corresponds to the continuously compounded for-
ward rate

f(t,S,T) = TiSIOg(l"i_F(t?SvT)(T—S)) = Tislog (gg:g;)

Assuming (as we do) that bonds of any maturity 7" are traded, we can consider the limit
S — T. The limit

f(,T):= liﬁ)l ft,T—¢eT)
= lim b log (B(t’ - 6))

0T — (T —¢) B(t,T)
~ lim é(log(B(t, T — &) —log(B(t, T))

= _diT log(B(t,T))
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is called (instantaneous) forward rate. It corresponds to the interest rate paid for an
investment in an infinitesimal time period abound T in the future as implied by the bond
prices at time ¢ < T'. Notice that

T T
/t f(t,s)ds = /1; (— % log(B(t, s))) ds

Therefore, taking the exponential and using B(t,t) = 1, we get

B(t,T) = exp( / f(t,s ds> t e (0,7, (6.5)

where T > 0 stands for the maturity.

Now, let us start with 1 euro at time 0 and invest successively into just maturing bonds
up to time ¢. Say we re-invest all the cash at the times 0 = tg < 1 < --- < ¢, < t, that
means, at time ¢; we invest all the cash in bonds starting at t; with maturity ;41 for the price
B(t;,ti+1). This trading strategy leads to the yield B(t 7 at time t1, the yield

1
B(to,tl)B(thtg)
and, thus, the yield

tit1
HZ":_OlB(ti,tHl) H” "o €xXp (/ f(ti,s) ds) at time ¢,
ti

where we used the identity (6.5). Heuristically, sending max;—1,_ n—1 |tiy1 — t;| — 0, this
roll-over portfolio reveals that 1 euro grows to

SY .= exp (/Ot f(s,s) ds) = exp </0t Ts ds), (6.6)

where 75 := f(s,s). The process (rs)secjo,r) is called short rate (or, roughly speaking,
interest rate). Note, the roll-over portfolio coincides with the usual risk-free asset (S )te[O 7]
(see e.g. (6.2)) or, when setting r = r for all ¢ € [0,7] and some constant r, with the
risk-free asset in the one-dimensional Black-Scholes model.

Let us suppose (from now on) that the underlying market S = (S, S}, ..., Sf)iepo,r] sat-
isfies NFLVR and is complete, where (S?)te[O,T] denotes the yields generated by the above
roll-over portfolio as obtained in . To apply the arbitrage theory as developed in Chap-
ter [2, we make the same assumption on the processes SP, S}, ..., Sg. In particular, the short
rate r:  x [0,7] — R is supposed to be an adapted, measurable process satisfying the
conditions

sup |ry| < oo, P-a.s..
u€el[0,T)

As before, we can take (S?)te[O,T} as risk-free asset and, thus, the first and second fundamental
theorem of asset pricing ensure the existence of a unique equivalent martingale measure Q.

As zero-coupon bound on the financial market S = (SP, S}, ... an)te[o,T} can be treated
like any other claim, we can derive the price of an zero-coupon bound B(t,T):
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Lemma 6.4. If the short rate (Ts)se[o,T] is a stochastic process, then

B(t,T) = EQ[exp(— /tTrSds>

where Q is the equivalent martingale measure.

}"t], te o], (6.7)

Proof. By Corollary we get that
B(T,T T
B(t,T) = SYE? [(Sé)‘}-t} = E@ {exp ( - / Ts ds)
T t

as B(T,T) = 1. O

]:t:|7 tG[O,T],

Remark 6.5. If the short rate (75)c[0,7] is deterministic, then

B(t,T) —exp(—/tTrsds), t €[0,7T).

To proof this identity, we actually do not need the completeness of the market. Indeed,
we can rely on a contrapositive argument, that is, suppose B(t,T) < exp ( — j;T rsds) or

B(t,T) > exp (— ftT rsds) and then construct an arbitrage opportunity.

With respect to the unique equivalent martingale measure @), we also want that the
discounted bond price process is a martingale.

Proposition 6.6. The discounted bond price process (E(taT))te[O,T]; given by

. t
B(t,T) := exp(—/ rsds | B(t,T),
0

is a martingale under Q).

Proof. By (6.7]) we have

B(t,T) := exp < - /Ot Ts ds)B(t,T)

t T
= exp ( —/ Ty ds)EQ [exp < — / Ty ds) Ft}
0 t
T
=" [exp ( — / Ts ds) ft]
0
for t € [0,T]. Hence, (B(t, T'))iefo,r) is a martingale under Q. O

6.2 Bond pricing PDE

Let us suppose that the underlying short rate process (r+);c[o,7) is given by a general stochastic
differential equation
dry = p(t,ry) dt + o(t,ry) AWy, ¢t €[0,T7,

where (W3),¢(o,7 is @ Brownian motion under the EMM @ and p, o are deterministic (Lipschitz
continuous in r) functions.
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Remark. Like in the case of stochastic volatility models, introducing an additionally source of
randomness, as we do here by modeling the short rate by a stochastic process, the financial
market S = (SY, S},.. ., Sf)te[o’T] might become incomplete, i.e. not every claim is replicable.

Due to the Markov structure of the shot rate (r¢);co,7) as a solution to a stochastic
differential equation, we observe that

B(t,T) :EQ[exp ( - /tTrsds>

for some deterministic function F'. To find F' leads us to the bond pricing PDE:

.7-}] = F(t,r), te][0,T],

Proposition 6.7. The bond pricing PDE for B(t,T) = F(t,r) is given by

1, 0*F

50 (t )8 Q(tx)

(t,z) + 5

0
ot ox
fort€0,T), x € R, with the terminal condition

2Pt z) = 2L () + pt 2) 2L

F(T,z)=1, z€cR.

Proof. For fixed T > 0 and ¢ € [0,T], applying It6 formula gives

d(exp( / rsds> B(t, T))
t
= —ryexp ( 1"5 ds> (t,T)dt + exp ( / Ts ds) T)
0
t
= —riexp ( Ty ds) F(t,ry)dt + exp ( / Ts ds) ()
0

:—rtexp< reds | F(t,ry)d

I
+ exp < rs ds> 4 ) (p(t, re) dt + o(t, ) dWy)

9 (t,
+ exp ( Ts ds) ( (t, T‘T (t re) dt + aaf (t,re) dt)

= exp ( — /0 T ds) o (t,r)o(t,re) AWy + exp ( /0lt T ds)

OF 1 O*F OF
y (— FE( ) + (ot ) + 502t S () + S m) d.

Since (exp ( — [¢ rsds) B(t, T))te[o 7715 @ martingale under @ (see Proposition , we have

d(exp ( — /Ot Ts ds) B(t,T)) = exp ( — /Ot Ts ds)g(t,rt)a(t,rt) dW;

OF 1 O*F OF
—ry F(t, ) + %(tﬂ”t)ﬂ(t, re) + 502(t>7“t) 92 (t,re) + 5 —(t,m) =0,

which implies the claimed bond pricing PDE. The terminal condition follows by the assump-
tion B(T,T) = 1. O

and
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6.3 Interest rate products

There is a wide range of different interest rate products (also called fixed income products)
traded on financial markets. In the following some examples of them are discussed.

Fixed coupon bonds

Definition 6.8. A fixed coupon bond is a contract which pays the nominal of 1 euro at the
maturity T and additionally coupon payments ci,...,cy are made at the dates T1,...,Ty,
respectively.

Under the assumption that zero-coupon bonds are liquidly traded on the financial market,
the cash flow of fixed coupon bonds can be replicated by investing in a portfolio consisting
of zero-coupon bonds. For simplicity, let us consider a fixed coupon bond which pays at the
times

T,=Tp+nd, n=1,...,N,

with Tp > 0 and § > 0, the coupon
c,=1, n=1,...,N,

where the coupon rate [ > 0 is the same for all periods. To replicate this fixed coupon bond,
we buy c,-times T,-bonds and one additional Tx-bond. Indeed, the T,,-bonds yield a payoff
of ¢, at the times T1,...,Ty_1 and (14 cy) at time Ty, which coincides with the payments
of the fixed coupon bond. The value of the replicating portofolio at time ¢ < T3 equals

N

Vi=>_ cuB(t,T,) + B(t, Ty).

n=1
By the law of one price, this is also the unique price of the fixed coupon bond, which is
consistent with the absence of arbitrage. The price of the bond for ¢ > T} can be analogously
obtained by summing over the bonds that have not yet expired.

Floating coupon bonds

Definition 6.9. A floating coupon bond is a contract which pays the nominal of 1 euro
at the maturity 7T and additionally coupon payments of the form

cn:F(Tn—laTn—lyTn)(Tn_Tn—1)7 n=1,...,N,

are made at the dates 11, ..., Ty, respectively. That means, the coupon rate is determined
by the simple forward rate at the beginning of each corresponding period.

Assuming that zero-coupon bonds with maturities Tp, ..., T are traded, also the floating
coupon bond can be replicated by a dynamic portfolio consisting of zero-coupon bonds. This
is left as an exercise.

Swaps

Swaps allow the holder to trade a fixed interest rate for a floating one. For example, let us
consider the forward swap settle in arrears. At any of the times Ti,...,TxN the holder of
the swap pays the fixed interest (T}, — T),—1) (“fixed leg”) and receives a variable interest
F(Th-1,Th-1,T0)(Ty, — Ty—1) (“floating leg”) in exchange. The swap rate [ is chosen such
that the contract value is 0 at initiation, i.e. no initial payment must be made.
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Bond options

Bond options are financial derivatives acting on some type of bonds. The usual example are
Call and Put options on bonds, e.g., the payoff at time Ty of a call option with strike K on
an Ti-bond is

(B(To, Ty) — K)™.

Whether or not bond options can be replicated by a portfolio of bonds depends on the
particular underlying model.

6.4 Term structure modeling

There are various approaches to model term structures on financial markets. Before looking
at concrete models, let us discuss six general aspects of this modeling.

e Primary processes: Which underlying processes related to interest rates or prices are
modeled right from the start and which are derived as a consequence of the model?
For example, do we model the short rate (7¢)e0,7] or the whole forward rate curve

(f(t,T))i<r, 707

e Necessary input: In the end we would like to have a model for the whole interest rate
market. What are the necessary ingredients/assumptions?

e Discrete vs. continuous tenor: Do we make the assumption that bonds of all maturities
are traded (continuous tenor) or do we assume that bonds with only finitely many
maturities are traded (discrete tenor) on the market?

o Risk-neutral modeling: Do we start the modeling from a physical measure P or do we
work directly with a martingale measure Q7

o Stationarity: Do we want to work with stationary processes? Does that the current
time matter or does only the time to maturity matter, for e.g. price formula or hedging
strategies?

o Tractability: Estimation and calibration of a model is required to work with it. How
feasible is the model?

Of course, there are further aspects which contribute to the choice of a specific model, e.g.,
numbers of sources of randomness.

Short rate and factor model approach
Short rate or factor models represent the money market account (S?)te[o,T] by the dynamics
ds? =rSPdt, te[0,T], SY=S59,

where S) € R and (7t)efo,r) 18 a stochastic process, usually the solution of a stochastic
differential equations.
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Example 6.10. In the Ho-Lee model the short rate is of the form
dry = kdt + o dWy, t€0,T],

with x,0 > 0 and (Wy)iepo,7) is @ Brownian motion.
In the Vasicek model the short rate is of the form

dry = (k= Ar)dt +odWy, t€[0,T],

with constants k € R, \,0 > 0 and (W}),[o,7] is @ Brownian motion.
In the Hull-White model the short rate is of the form

dry = (k¢ — Arp) dt + o dWy, ¢ €[0,T],
for a function «: [0,7] — R, constants A\,o > 0 and (W;)sc[o,7] is @ Brownian motion.

Profile: Only the short rate serves as primary process. Short rate models often allow to
derive explicit formulas for bond prices, consequently, for forward rates and other interest rate
products as well.

Heath-Jarrow-Morton approach

Short-rate models are not always sufficiently flexible to calibrating them to real-world data
of term structures. The Heath-Jarrow-Morton (HJM) approach is at the other extreme and
models the entire forward rate curve (f(t,7'))e(o,1), 7fo,r+) for some T* > 0. For each T' €
[0, T*], the forward rate process is supposed to have the dynamics

df(t,T) = a(t,T)dt + o(t, T)dW,, f(0,T) = f(0,T) te [0,T], (6.8)

where (Wt);e(o,7) is Brownian motion and (f(7,0))rejo,r+ is given. Here the coefficients
and o suitable functions such that the stochastic differential equation has a unique
solution. The HJM approach does not specify a particular model but rather a general
framework. Therefore, most term structure models can be viewed from that perspective.

Recall that we assume that the financial market S = (S7, S} ,...,Sf)te[O’T] satisfies
NFLVR and is complete, i.e., there exists a unique equivalent martingale measure ). To
ensure that the forward rate processes (f(t,T))ic(0,1), 7e[0,7+] do not create arbitrage on the
financial market S = (59,5}, ..., Sf)te[O’T], the coefficients o and o need to be chosen care-
fully.

Proposition 6.11. The the forward rate model does not allow arbitrage if and only if
T
alt,T) = U(t,T)/ o(t,s)ds, fortel0,T], T el0,T7].
t
Proof. Recall, by (6.5) we have

B(t,T) = exp(— /tTf(t,s) ds).
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Hence, using the model and ry = f(t,t), we get

d(—/tTf(t,s)ds) —f(t,t)dt—/tTdf(t,s)ds

T
=r;dt — / (a(t,s)dt + o(t,s) dW;) ds
t
— o dt — (¢, T) dt — o*(t, T) dW,,

where we used in the last line the Fubini and the stochastic Fubini theorem and set

T T
o (t,T) ::/ a(t,s)ds and o*(t,T) ::/ o(t,s)ds.
t t
Applying It6 formula to B(t,T) = exp ( - ftT f(t,s)ds — [irs ds> leads to

~ ~ 1
dB(t,T) = B(t, T)( —a*(t,T) + 50*(t, T)Q) dt — o*(t, T) dW;.
Note that (E (t,T))teclo,1) is a martingale under @ if and only if

1
—a*(t,T) + 5a*(zt,T)2 =0,

which by definition is equal to
T 1 T
/ alt,s)ds = </ o(t,s) ds)
t 2\ /i

ot,T) = o(t,T) /tT o(t, 5) ds.

2

which is equivalent to

Example 6.12 (Hull-White model revisited). Consider the volatility structure
U(ta T) = Uexp(_)‘(T - t))? te [07 T]a
with constants ¢ > 0 and A > 0.

Profile:  The HJM approach starts with modeling the whole forward rate curve
(f(#,T))i<t,Tel0,1%), which corresponds to a continuous tenor. While the modeling frame-
work is rather general, the price to pay is a more complicated tractability.
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A Mathematical Foundation

The appendix collects some material which is used during the course but is actually content
of other lecture course, as Mathematical Finance, Stochastic processes (WT1) and Stochastic
Calculus.

A.1 Conditional expectation

Definition A.1. Let X € L! and G C F be a c-algebra. A random variable Y is called
conditional expectation of X given G, denoted by E[X|G] := Y, if

(i) Y is G-measurable;
(ii) for every A € G one has E[X14] =E[Y14].
If X,Y € L', we set E[X|Y] := E[X|o(Y)].
Next, we summarize some properties of the conditional expectation.

Theorem A.2 (Properties of the conditional expectation). Let H C G C F be o-algebras
and X,Y € LY(Q, F,P). Then:

(i) Linearity: For A € R we have E]AX +Y|G] = AE[X|G] + E[Y|G].
(i) Monotonicity: If X >Y, then E[X|G] > E[Y|G].
(iii) If E[|XY]|] < 0o and Y is measurable w.r.t. G, then

Y.

E[XY|G] = YE[X|G] and E[Y|G] =E[Y|o(Y)]

(iv) Tower property: E[E[X|G]|H] = E[X|H] = E[E[X|H]|G].
(v) Triangle inequality: [E[X |G]| < E[|X]|d].
(vi) Independence: If o(X) and G are independent, then E[X|G] = E[X].
(vii) Fatou’s lemma: If the sequence of random variables (X, )nen such that X,, > ¢, then

E[liminf X,,|G] < liminf E[X,|G] P-a.s.
n—oo n—oo

(viti) Dominated Convergence: If the sequence of random variables (Xp)nen such that | X,| <
Y, then

lim E[X,|G] =E[X|G] P-as. andin L'(P).

Proposition A.3 (Conditional Jensen’s inequality). Let I C R be an interval, let p: I — R
be convex and let X be an I-valued random variable on (Q, F,P). IfE[|X]] < co and G C F
be a o-algebra, then

p(E[X]G]) < E[p(X)|G] < oo.
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A.2 Filtration, stochastic processes and stopping times

Let us fix an arbitrary set I C R. We mostly care about I = {tg,...,tx} or I = N but
I =[0,00) or I =[0,T] are also allowed.

Definition A.4.

o A family of random variables (X;)sc; (with values in RY) is called stochastic process
with index set I and range R

o A family of o-algebras (F)ic; C F is called filtration if Fs C F; for s,t € I with s <.
o A stochastic process (X;)cs is called adapted to (F;)ier if Xy is Fi-measurable.

Remark A.5. A stochastic process (X;)ier is always adapted to the filtration F; := o(X; :
s €1, s <t),ie., this is the smallest filtration to which the process (X;):cs is adapted.

Let us denote the P-null sets by
N:={AeF: PA) =0}
Definition A.6. The filtration (F;)c[o,7) satisfies the usual conditions if
o JFo contains all P-null sets N (“completeness”),
o Fi=Fiq =gy Fs for t € [0,T) (“right-continuity”).

As a probabilistic base we fixed a filtered probability space (Q, F, (Ft)ier, P), i.e., a prob-
ability space (2, F,P) equipped with a filtration (F)er.

Definition A.7. A random variable 7 with values in I U {oc} is called a stopping time
(with respect to (Fy)eer) if
{r<t}eF foranytel.

Recall that the filtration reflects the information of each market participants at time ¢.
Hence, whether or not {7 < t} € F; is true can be determined based on the information
available at time ¢.

Lemma A.8. Let 0 and 7 be stopping times. Then:
(i) oV 71 :=max{o,7} and o AT := min{o, T} are stopping times.
(ii) If o,7 > 0 and I C [0,00) is closed under addition, then o + T is a stopping time.
However, in general, 7 — s and 7 — o are not stopping times for s € R;..
Definition A.9. Let 7 be a stopping time. The o-algebra of T-past is defined as
Fri={AeF : An{r<t}e F foranyte I}

Lemma A.10. If 0 and T are stopping times with o < 7, then F, C Fr.
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A.3 Martingales and local martingales

Definition A.11. Let (Xi)co] be a real-valued (F;)-adapted stochastic process with
E[|X¢|] < oo for all t € I. X is called a

» martingale if E[X;|F] = X,

o sub-martingale if E[X;|F,] > X,

o super-martingale if E[X;|F,] < X,
for all s,t € I with s <*t.

Intuitively, a martingale (X¢);cj0,7] models the total gain process of a fair game with
possibly several rounds. In each round the (conditional) expectation that we make a gain/loss
is 0:

E[X: — X |Fs] =0, s,tel withs<t.

Remark A.12. Every martingale is also a sub- and a super-martingale. For a martingale
(X¢t)ter, the map ¢t — E[X{] is constant as

E[X:] = E[E[Xy|Fo]] = E[Xo], tel
Theorem A.13.
(i) Let (Xy)ier and (Yy)ier be martingales, then (a X+ bY;)ier is a martingale, for a,b € R
(ii) (Xi)ier is a super-martingale if and only if (—Xy)ier is a sub-martingale.

(iii) If (X¢)ier and (Yi)ier be super-martingales, then (Zy)ier == (Xi A Yi)ier is a super-
martingale.

Proposition A.14. Let (X;)ier be a martingale and ¢: R — R be a convez function. If
Ello(Xy)|] < oo for allt € I, then (@(X¢t))ier is a sub-martingale.

Theorem A.15 (Doob’s optional sampling theorem). Let o, 7 be bounded stopping times with
o<T.

(i) If (X:) is a continuous martingale, then

E[X;|F,] = Xs and thus E[X;] = X.

(ii) If (Xy) be a continuous sub-martingale (super-martingale), then
E[X,|F) > X, (E[X,|F)] < X,).
As an immediate consequence of Doob’s optional sampling theorem (Theorem [A.15)), we
obtain the following corollary.

Corollary A.16 (Doob’s stopping theorem). Let 7 be a bounded stopping time and (Xi)ier
be a martingale. Then, one has

E[|X;|]] < oo and E[X;] = X.
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Definition A.17. An (F;)-adapted process (X¢);c(o,7) is called local martingale if there is
an increasing sequence (7p)nen of (Fi)-stopping times with 7, T 7" P-a.s. and (X{")icpo,1) :=
(Xtnr, )tejo,r) is an (F¢)-martingale for every n € N. The sequence (7,)nen is called localiz-
ing sequence for (X),co,7)- Local sub-martingales and local super-martingales are
defined analogously.

Theorem A.18. Let X = (Xi)icpo,1] be a continuous local martingale. Then there exists a
unique continuous process (X) = ((X)i)iepo,r) with the following properties

(i) (X)o =0 and (X) is non-decreasing and
(ii) (X? — (X)t)telo,) s a continuous local martingale.

Furthermore, ((X)t¢)ieo,r) satisfies

T 2 . .
(X)) = nh_{]go JGXH: (AjnpygX)"  in probability for any t € [0,T7,

where the limit is taken along any zero-sequence of partitions (Il,,)nen.

A.4 Brownian motion and It6 integration

The Brownian motion is one of the most important building blocks for asset pricing models in
continuous time. Its underlying normal distribution appears as “universal” limit distribution
as observed in the central limit theorem.

Definition A.19. A stochastic process W = (W) is called a (standard one-
dimensional) Brownian motion if:

(i) Wo =0.
(ii) W has independent increments, i.e., for all n € N and tg <t <--- <t, C[0,T],

(Wior — W) are independent.

i=0,...,n—1

(iii) The increments are stationary and normally distributed:

Wy — W5 ~ N(0, |t —s|), s,t€][0,T].

(iv) W has almost surely continuous sample paths.

A stochastic process (W},...,Wf)cjoq is called d-dimensional Brownian motion if
Wl ..., W% are mutually independent one-dimensional Brownian motion.

Remark A.20. A Brownian motion (W}).e(o 1) exists on a suitable probability space (2, F,P)
as first shown by Nobert Wiener in 1923. Therefore, the Brownian motion is often called
Wiener process. It can be considered as a “functional version” of the normal distribution
and can be constructed as a scaling limit of a normalized random walk, as stated by Donsker’s
theorem.
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Proposition A.21. Let (Wt)te[(LT] be a Brownian motion. The completed natural filtration
(Ft)tep,m) of a Brownian motion (Wy)ic(o.1), defined by

Fr=0o(F", N)=c({W; (A): Ac B[R), s € [0,t]}, N), for te]0,T],

is right-continuous, i.e. Fy = Fyy fort € [0,T). Hence, (Fi)ejo,r) satisfies the usual condi-
tions and is called Brownian standard filtration.

Let us recall some properties of the Brownian motion, which are proven in the course
“Stochastic processes (WT1)". Let (Wt);c(o,7r) be a Brownian motion.

+ Strong Markov property: Let (Fi).cjo,r) be the Brownian standard filtration of
(Wi)teo,r) and 7 be a (F)-stopping time. Then, (Writ — Wr)scjo,7—7 is a Brownian

motion, which is independent of Brownian standard filtration (F%).e(o,7)-

e Martingale: (Wi)cjo,r) is a martingale w.r.t. (Fi)icpo 7], i-e. Wi is Fi-measurable,
E[|W}]] < oo for all ¢, and

E[Wi|Fs] =W, s,t€[0,T] with s <t.

e Quadratic variation: (W); =t for ¢t € [0,T].
As we have seen in the course “Stochastic Calculus”, one can develop an stochastic integration
theory with respect to an Brownian motion. The spaces of corresponding integrands is given

in the next definition.

Definition A.22. For a fixed T' € (0, 00) we introduce the space

T
H? = {f: Q% [0,T] = R : f is measurable, adapted and IE[/ f(,s)? ds} < oo},
0

T
A2, = {f: Q2 x[0,7] — R : f is measurable, adapted and / (-, 8)ds < oo]P’—a.s.}.
0

The next theorem provides the It6’s integration with respect to a Brownian motion and
some of its properties.

Theorem A.23 (Itd’s integration w.r.t.