Chapter 8
Pricing Using Affine Diffusions

The aim of this chapter is to illustrate how to price derivatives using affine diffu-
sions in the classical risk-neutral setting and under the benchmark approach. In the
classical risk-neutral setting, the affine transform plays a crucial role in the pricing
of derivatives. In particular, there are essentially two ways in which this transform
has been employed:

e the affine transform can be used to determine the law of the vector of random
variables under consideration, if necessary numerically;
o the affine transform can be employed together with the Fourier transform.

In this chapter, we first show how to use the affine transform to determine the law
of a vector of random variables. Later, we combine this with the Fourier transform.
We present the theory, mainly relying on Filipovi¢ and Mayerhofer (2009). Subse-
quently, we illustrate the theory by using two one-dimensional examples.

Under the benchmark approach, we can work under the real world probability
measure, using the Craddock-Lennox-Platen approach from Sect. 7.3.1, or bench-
marked Laplace transforms, or we can employ the forward measure from Sect. 7.3.3.
In Sect. 8.5, we illustrate the usage of benchmarked Laplace transforms, and in
Sect. 8.6, we work under the forward measure.

8.1 Theoretical Background

As in Chap. 7, we work on a filtered probability space (§2, A, A, P) and use X
to denote an affine process that assumes values in the canonical state space X =
(RHT)™ x M. The dynamics of X are given by

dX;=b(X;)dt + p(X;)dW;, (8.1.1)
where X¢o = x and

p()p) " =a(x).
Affine processes are frequently used in the context of short rate models, and we
restate Assumption 7.2.1, also to recall the notation used therein.
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Assumption 8.1.1 The process r = {r¢, t > 0} is an affine transform of X =
{X17 t 2 0}1

Vt=C+)’TXt,

where X is an affine process on the canonical state space (RT)™ x K" given by
Eq. (8.1.1) with admissible parameters a, a;, b, and B;, where i € {1, ...,d}, given
inEq. (1.1.7),and c € R, y € R7.

We are interested in computing conditional expectations of the form

T
m(t) = E(exp{—/ Ty ds}f(XT)
t

and hence impose the integrability condition

T
E(exp{—/ rsds}|f(XT)‘> < o0
0

for the remainder of this chapter. In Eq. (8.1.2), the expectation is taken with re-
spect to the measure P. This refers either to the case when P denotes some as-
sumed equivalent risk-neutral probability measure or the case when P denotes the
real world probability measure. In the remainder of the section, we discuss how to
compute such discounted Laplace transforms. We recall Theorem 7.2.2, where we
assume that the expectation is taken with respect to the measure P, irrespective of
whether this refers to an assumed risk-neutral measure or the real world probability
measure. We point out that if P corresponds to an assumed risk neutral probability
measure and if f is simply the constant one, then the computation of (8.1.2) yields
the price at time ¢ of a zero coupon bond maturing at time 7'. For the remainder of
the section, we assume that the conditions of Theorem 7.2.2 are satisfied. We have
the following result, see Corollary 4.2 in Filipovi¢ and Mayerhofer (2009).

.A,) (8.1.2)

Theorem 8.1.2 Let t > 0 and assume that the conditions of Theorem 7.2.2 are
satisfied. Then for any maturity T < t, the T-zero coupon bond price att < T is
given as

T
E(exp{—f rg ds} ‘ A,) :exp{—A(T —1t)— B(T — t)TX,} (8.1.3)
t

where we denote
At)=—-@(1,0), B(t)=—-¥(,0).

Moreover, for t <T < S < 1, the A;-conditional characteristic function of Xt is

given by
s
E(exp{—/ rsds+uTXT} ’.At>
t

— o AS=T)+&(T—1,u—B(S—T)+¥(T~1.u—B(S-T) X, (8.1.4)

forallu € S(U + B(S — T)), where U is the neighborhood of 0 in ¢ from Theo-
rem7.2.2.
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We remark that if P corresponds to the risk-neutral probability measure, then
equality (8.1.4) gives the law of X7 under a forward measure P, defined via the
Radon-Nikodym derivative

dpS 1 1
dP " E(SPH~H Y

AFp =

where S,0 = exp{fot ryds}. From Bayes’ Theorem, see Sect. 15.8,

Eexpl— [Preds +uT X7} | A)
E(expi— [Sreds}y | A)

Eps(exp{u’ X7} | A) = (8.1.5)

The expression E (exp{— ftS rsds} | A;) was computed in (8.1.3) and

N
E(exp{—/ rsds—i—uTXT} ’A,)
t

in Eq. (8.1.4). One can now recognize the law of X7 under Pg, or compute it nu-
merically. Finally, we point out that computations using forward measures under the
benchmark approach will be performed in Sect. 8.6.

We now illustrate how to apply Theorem 8.1.2. Clearly, this requires the solution
of the system of Riccati equations (7.2.1). In some cases, such as the Vasicek and
the CIR model, explicit solutions can be found, and we now show how to obtain
them.

8.2 One-Dimensional Examples

In this section, we discuss two one-dimensional examples, which feature promi-
nently in the finance literature.

8.2.1 Vasicek Model

The state space of the Vasi¢ek model, see Vasicek (1977), is R, and we set r; = X;,
so that we consider the one-dimensional affine process

dri = b+ Br)dt +odW;, (8.2.6)
where o > 0, b, B € N. Given this parametrization, the system of Riccati equations
(7.2.1) now reads

1,2 2
0D (t,u) = ElI/ (t,u)o” +bW(t,u),

@(0,u) =0, (8.2.7)
v (t,u) =¥ (t,u)—1,
v(0,u)=u.
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This system is easily solved, in particular, we obtain

W (¢, u) = expl{Bt)u — %
and
1 2
D(t,u) = EU [2/3 (exp{2,3t} — 1) 2,33 (exp{Z,Bt} —4exp{Bt}+3+ 2,8t)
s (exp{2,3t} —2exp{Bt} + 1)]

—i—bl:ﬂ(exp{ﬂt} ) exp{ﬁt}ﬁ#}

which holds for all u € C, and hence (8.1.4) holds for all u € C. This allows us, via
Theorem 8.1.2, to compute

T
E(exp{—/ T ds} ‘At> =exp{—A(T —1) — B(T —)r;},
t

where

A(t) = —<D(t 0)
2

Ve (3 —4exp{Bt} +exp{2Bt} + 2B1),

=~ (1 —exp{Bt} + Bt) —

and
t}—1
B(t) = —W(t,0) = M_
B
Furthermore, we have, by invoking Eq. (8.1.5),

Eps(explurr} | Ar)

02
:exp{u(exp{ﬂ(T — t)}r, — E(Z — exp{,B(S — T)} +exp{,3(S+ T — 2t)}
b
—2exp{B(T —1n)}) — E(l —exp{B(T —1)})
2
+ E(exp{Zﬁ(T -n}- ))}

This means, we identify the distribution of 7 under PS5 conditional on A, as Gaus-
sian with mean

2
exp|B(T —)}r, — ;—/32(2 —exp{B(S — T}
+exp{B(S+T —20)} — 2exp{B(T —1)})

- %(l—exp{ﬂ(T—Z)})
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and variance

2
%(exp{Zﬂ(T —n)—1). (8.2.8)

For the special case S =T, i.e. PT = PS, this distribution reduces to the well-
known law of a Gaussian random variable with mean

2
xp{B(T ~ D1 = 525 (ew{26(T 1)) —exp [T ~1)})
b 2
— (E + ;—132>(1 —exp{B(T —1)})

and variance (8.2.8). These results are in line with well-known results on pricing
under the Vasicek model, see e.g. Mamon (2004).

8.2.2 CIR Model

We now discuss the CIR model, see Cox et al. (1985), following the presentation in
Filipovi¢ and Mayerhofer (2009). In this case, the state space is R*. We set r, = X,
and deal with the following model for the short rate

dri=(b+Br)dt +o/ridW,, (8.2.9)
where b, 0 > 0 and B < 0. The system of Ricatti equations (7.2.1) now reads

HD(t,u)=b¥(t,u),
@(0,u) =0,
(8.2.10)

W (t,u) = %ozw%, u) + Y (t,u) — 1,
v0,u)=u.
To solve system (8.2.10), we use the following lemma, which appeared as
Lemma 5.2 in Filipovi¢ and Mayerhofer (2009).
Lemma 8.2.1 Consider the Riccati differential equation
3G=AG*+BG—-C, GO,u)=u, (8.2.11)

where A, B,C € Cand u € C, with A # 0 and B2 +4ACeC \ N~ Let /- denote
the analytic extension of the real square root to C\'W™, and define . = ~/ B2 + 4AC.

o The function

_2C(exp{kt} — 1) — (A(exp{rt} + 1) + B(exp{rt} — 1))u
rexp{rt} 4+ 1) — B(exp{it} — 1) — 2A(exp{rt} — Du

is the unique solution of (8.2.11) on its maximal interval of existence [0, t4(u)).

G(t,u) =
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Moreover,
t
f G(s,u)ds
0
_1 2nexp{2521}
A Og<k(exp{kt} 1) — Blexp{rt} — 1) — 2A(expiar} — 1)u)'
2.12)

e [f,in addition, A >0,B € R, R(C) >0andu € C~, then ty(u) = oo and G(t, u)
is C™-valued.

Invoking Lemma 8.2.1, we conclude that A = %02, B=g,C=1, A=

VB?+202 and

2(exp{rt} — 1) — (A(exp{rt} + 1) + B(exp{rt} — 1)u

U(t,u)=—
Aexp{At} + 1) — B(exp{rt} — 1) — o 2(exp{Art} — Du
L) = Ly
L3(t) — La(t)u’
where

Li(t)= 2(exp{kt} -1

)
Lo(r) = A(exp{Art} + 1) + B(exp{rr} — 1)
L3(r) = A(exp{rt} + 1) — B(exp{rr} — 1)
L4(t) = o*(exp{rt} — 1)
and
A=p
(t,u) = 2—210g< 2hexpl 1) > )
o rlexp{rt} + 1) — B(exp{rt} — 1) — o=(exp{rt} — Du
_2, Ls(t)
T o2 <L3(t) — Lyt )’

i.e. we set

rA—p
Ls(t) =2kexp{ 7 t},

where (@ (-, u), ¥ (-, u)) : T — C~ x C~ and (8.1.4) holds for all u € C~ and
t <T. As an application of the above result, we can obtain from Theorem 8.1.2

T
E(exp{—/ rs ds} ‘ .At) = exp{—A(T —t)— B(T — t)rt},
t

where
0.0) = 2 (20
Alt)=—@(t,0) = " log<L5(t))
and
Li(1)
B(t)=—-v(t,0) = ,
) (¢,0) L:0)

which is the same result as the one derived in Sect. 5.5 using Lie symmetry methods.
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We can also compute the law of r7 under P®, conditional on A;. Applying
Eq. (8.1.5), this gives

Eps(exp{urT} | At)
_exp{—A(S—T)+ (T —t,u—B(S—T)+¥([T —t,u—B(S—T))r}
- Ps(1)
exp{—AS—T)+ (T —t,u—BS—T))+¥(T —t,u—B(S —T))r,
+ A(S — 1)+ B(S — t)ry}
2b

_ ( Ls(S —T)Ls(T —t)L3(S — 1) >52
- \L3(S—T)(L3(T —1t) — La(T — t)(u — B(S — T)))L5(S — 1)
{ <L1(S —t) Li(T—1t)—Lo(T —t)(u— B(S— T)))}
X expiry — .
L3(S—1t) L3(T—1t)—Lo(T —t)(u—B(S—T))
It can be confirmed that
Ls(S—T)Ls(T —t)L3(S —1) _ 1
L3(S — TY(L3(T —t) — La(T —t)(u — B(S—=T))L5(S—1) 1—=C1(t, T, S)u

and also that

Li(S—1) LiT-0)-LyT-0u-BS-T))
L3(S—1) L3(T —1) = La(T —t)(u — B(S = T))

C(t,T,S)
=—C(t,T,S D a———
2 )T TG T Su
where
L3(S—T)La(T — ¢
Cl(t.T.S) = 3( YL4( ) and
2AL3(S —1)
Lo(T —t Li(S—t
Cr(t.T. §) = 2( ) Li( )

Ly(T —1) L3(S—1)

To identify the distribution of r7 under PS conditional on A,, we recall the follow-
ing well-known result, which in this form appeared as Lemma 5.1 in Filipovi¢ and
Mayerhofer (2009), see also Sects. 3.1 and 13.1.

Lemma 8.2.2 The non-central x>*-distribution with § > 0 degrees of freedom and
non-centrality parameter ). > 0 has the density function

s 1
1 A a2
p(x,S,k)ziexp{—x—i_ }<£> I%_%(\/kx), x>0

2 A

and characteristic function

ex { Au }
/ exp{ux}p(x,S,k)dx:L_zut;, eC .
g+ (1—2u)2
Here I, (x) = ijo m (%)ZHV denotes the modified Bessel function of the

first kind of order v > —1, see e.g. Abramowitz and Stegun (1972), Sect. 9.6.
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Using Lemma 8.2.2, we conclude that under PS, the random variable %,

conditional on A;, follows a non-central x2-distribution with % degrees of freedom
and non-centrality parameter 2C; (¢, T, S)r;. These results are consistent with well-
known pricing formulas under the CIR model.

8.3 Fourier Transform Approach

We recall that the methodology in the previous section relied on using the character-
istic function to identify the law of X, either by inspection or numerical inversion.
The approach presented in the current section also uses the characteristic function,
but in a different manner. We follow the approach presented in Filipovi¢ (2009),
where the following economic interpretation was presented.

We start with the economic interpretation and later present the approach in a
rigorous fashion. Its applications to some examples will conclude the section. Es-
sentially, we express the payoff function f(x) as follows

f(x):f exp{(v+ LA Tx} f(AM)dA, dx-as.,
Ng

where f () denotes an integrable function. Economically, this means that we set up
a static hedge using claims with complex payoffs exp{(v 41 L)) " x}, each weighted
by f (X). The linearity of pricing rules ensures that the price of the claim with payoff
f(x) is given by the weighted average of the prices of the claims with payoffs
exp{(v+1LL) " x}, each weighted by f(X). The following theorem, which appeared
as Theorem 10.5 in Filipovi¢ (2009), makes this argument rigorous.

Theorem 8.3.1 Suppose either condition (i) or (i1) of Theorem 7.2.2 is met for some
t > T, and let Dy (T) denote the maximal domain for the system of Riccati equa-
tions (7.2.1). Assume that f satisfies

f(x):/ exp{(+ LM "x} fQ)dr,  dx-as., (8.3.13)
Na

for some v € Dy (T) and d x q matrix L, and some integrable function f ‘R - C,
for some positive integer q < d. Then the price (8.1.2) is well defined and given by
the formula

n(t):/ exp{®(T —t,v+1LA) +W(T —t,v+:1LA) "X, } f(A)dA. (8.3.14)
Ne

If f is continuous in x, then (8.3.13) holds for all x, which follows since the
right-hand side of (8.3.14) is continuous in x, by the Riemann-Lebesgue theorem.

Of course, the applicability of Theorem 8.3.1 depends on how easy it is to come
up with a representation of the form (8.3.13). Following Filipovi¢ (2009), we can
find some examples useful for finance. We refer also to Sect. 8.4 for a more con-
structive approach.
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8.3.1 Examples of Fourier Decompositions

Following Filipovi¢ (2009) and Hurst and Zhou (2010), we discuss European call
and put options, exchange options, and spread options. For the proofs of the follow-
ing results, we refer the reader to Filipovi¢ (2009).

Lemma 8.3.2 Let K > 0. For any y € N the following identities hold:

1 K—w=1+12)
2 meXp{(wJ”A)y}(erm)(w—1+z,\) d*
(K —e¥)t ifw<0
=1 -K)"—¢e if0<w<]l,
(e — K)* ifw>1.

Clearly, the case 0 < w < 1 also equals (K —e”)T — K.
By setting K = ¢ in Lemma 8.3.2, we obtain the payoff of an exchange option.

Corollary 8.3.3 For any y, z € N the following identities hold:

1 [eXP{(w‘f‘l)N)y—(U)—1-i-l)~)z}d)L {(ey—ez)+ ifw>1,
21 Iy (w12 (w—1412) @ —e)T—e¥ if0<w<l.

Lastly, we discuss the payoff of a spread-option.

Lemma 8.3.4 Lerw = (w, wy) ! € N2 be such that wa < 0 and wy +wy > 1. Then
forany y = (y1,y2) " € W the following identity holds:

(M — e —1)"(2n)? :/

o0
» I'(wi +w2 =141 +22) " (—wz —1A3)
Twi+1+ir)

) exp{(w + zX)Ty}

dlidiy,

where the gamma function I (z) = [;° 1~ %2~ dt is defined for all complex z with
R(z) > 0.

8.4 A Special Class of Payoff Functions

Following Filipovi¢ (2009), we point out that for a special class of payoff functions,
we can apply both approaches, the one from Sect. 8.3 and the one from Sect. 8.1.
For particular payoff functions, we can compute f , as needed for the Fourier trans-
form approach from Sect. 8.3, but one can also compute the relevant densities. The
following theorem is Theorem 10.6 in Filipovi¢ (2009).
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Theorem 8.4.1 Suppose either condition (i) or (ii) of Theorem 7.2.2 is met for some

t > T, and let Dy denote the maximal domain for the system of Riccati equations
(7.2.1). Assume that f is of the form

fx)=e"*h(LTx)

for some v € Dy (T) and d x q-matrix L, and some integrable function h : R — N,
for a positive integer ¢ < d. Define the bounded function

/e—’Wh(y)dy, A e .
bt

e If f is an integrable function in . € W4, then the assumptions of Theorem 8.3.1
are met.

e If v = Lw, for some w € N4, and e® T =10 LT (T~ 1 L)X s gp jnte-
grable function in A € N9, then the A;-conditional distribution of the N1 -valued
random variable Y = L' X1 under the T-forward measure PT admits the con-
tinuous density function

qt,T,y)= dA.

& (T—t, 041 LA+ (T =10+ LV T X,
f —(w+lk)Ty e
2m) Jyra Pr ()

In either case, the integral in (8.3.14) is well-defined and the pricing formula
(8.3.14) holds.

8.5 Pricing Using Benchmarked Laplace Transforms

In this section, we discuss pricing under the benchmark approach using bench-
marked Laplace transforms. We have two applications:

e a standard European put option;
e realized variance derivatives.

8.5.1 Put Options Under the Stylized MMM

In this subsection, we motivate how benchmarked Laplace transforms naturally arise
when pricing options. For simplicity, we place ourselves in the stylized MMM, see
Sect. 3.3, which we now briefly recall, as it is used in this and the next subsection,
and Sect. 8.6. The filtered probability space (£2, A, A, P), where the filtration 4 =
(Ap)r>0 is assumed to satisfy the usual conditions, carries one source of uncertainty,
a standard Brownian motion W = {W;, ¢t > 0}. As in Sect. 3.3, we assume a constant
short rate and model the savings account using the differential equation

ds?=rslar,
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for t > 0 with Sg = 1. We recall that the GOP is modeled using the SDE

S =805% =0y, o, (8.5.15)

"
where Y; = S’T* is a square-root process of dimension four, satisfying the SDE
L

dY, = (1 —nY)dt + /Y, dW,, (8.5.16)

for + > 0 with initial value Yy > O and net growth rate n > 0. As before, af* is a
deterministic function of time, given by

8
o, = agexp{nt},

with scaling parameter o9 > 0. The following lemma shows how benchmarked
Laplace transforms arise when pricing options.

Lemma 8.5.1 Let g denote a positive Ap-measurable random variable, and define

(K—g)+>_

h(K) = E( 7

We have for X > 0,

* 1 (exp{—Ag}

Proof By the Fubini theorem it follows

/°° _/"" <(K—g)+>
exp{—AK}h(K)dK = exp{—AK}E| ————— )dK
0 0 Yr

o0 K _ —+
- E(/ exp{—)»l(}ﬂdl()
0 Yr
‘We obtain

0 o)t
/ exp{—)J(}u dK
0

Yr
o0
K —
=/ exp{—AK}( ) dK
8 Yr
1 o0 g o
= — exp{—AK}K dK — —/ exp{—AK}dK
Yr Jg Yr Jg
_ 1 (sexpizhg} | expi—hgl) g exp{—Ag)
Yr A A2 Yr A
_ 1 exp{—2g}
EVEEE 7

and the result follows. O
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Now, for a put option with strike K and maturity date 7', we compute

(K — So)+ s (K=Yt
N)=8SE|—————— | =S} E( ——— |,
pr.k(0) 0 < S%‘ 0 Yy

SOLS*' We are interested in the Laplace transform with respect to the
9T

modified strike K , and obtain, for

where K =

-~ k—Y +
h(K):E<¥)
Yr
the following equality
) AR AR = —)Y
f exp{—AK}h(K)dK = —E exp{—A¥r} )
0 22 Yr

We recall from Sect. 3.1, that Y; exp{nt}/c(t) ~ X}(a), where o = 0 c(t) =

e’
%, and Xf(k) denotes a non-central x2-distributed random variable with v

degrees of freedom and non-centrality parameter A. Consequently,

E(exp{—MYT}) _ E<eXP{—/1xZ(Ot)} ) exp{nT}

Yr X3 (@) c(T)
exp{—a/2}(exp{ g7z} — 1) T
_ 12 exp{n }’ 8.5.17)
o c(T)
where i = exi)({fl)r}. Equality (8.5.17) is easily verified using the probability den-

sity function of x f (). This illustrates how benchmarked Laplace transforms arise
naturally in the context of option pricing. Finally, we remark that using the tech-
niques from Sect. 13.5, options can now be priced.

8.5.2 Derivatives on Realized Variance Under the Stylized MMM

We remind the reader that in Sect. 3.3, we had already derived the price of a put
option under the stylized MMM, without using Laplace transforms. However, we
now discuss an example, where the availability of benchmarked Laplace transforms
is crucial. In particular, we discuss the pricing of derivatives on realized variance of
an index. We point out that derivatives on the realized variance of an index, such as
the VIX, and options on the VIX, as traded on the Chicago Board Options Exchange,
have become important risk management tools.

In this subsection, we show how to price call and put options on realized variance,
variance swaps, and volatility swaps. The formulas derived in this subsection are in
the spirit of the pricing formulas presented in Sect. 3.3. However, the results needed
to price derivatives on realized variance, rely on the benchmarked Laplace trans-
form, see Proposition 7.3.8. Hence we discuss realized variance derivatives in this
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subsection. Furthermore, we remark that the results presented here have appeared in
Baldeaux et al. (2011a), Chan and Platen (2011), and Lennox (2011).

We place ourselves in the stylized MMM and model realized variance as the
quadratic variation of the logarithm of the index,

[ln(S’S*)]T,

which admits the following representation.

Lemma 8.5.2 The realized variance of the index is given by the integral

T
[1n(55*)]T=/ %. (8.5.18)
t

0
Proof Clearly,
[ln(SS*)]T = [ln(Y)]T’

as SO and o’ are deterministic functions of time. Now one has by the 1t6 formula

dYy, 1d[Y];
din(Y;)) = — — =
n( t) Yt 2 Ytz

—1(1 Y)dt+th 1dt

Ty TOYTR Ty,
1/1 dw,

=—\|=-—nY, )dt+ ,
n@ ”) 7

which completes the proof. 0

We now study call and put options on realized variance. In particular, we present
Laplace transforms of prices of options on realized variance and show how bench-
marked Laplace transforms naturally arise in this context. We will focus on put op-
tions, as prices of call options can be recovered from the following put-call parity.

Lemma 8.5.3 The following put-call parity relation holds for payoffs of options on
realized variance

(7o 7~
: ( Sy )
T

1 T dt L T diy+
Tho ¥~ K—7f P
:E(—T L )+E<—T50 I )
St St

Note that the put-call parity involves the fair zero coupon bond and not the sav-
ings bond even when the short rate is constant.
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Fig. 8.5.1 Prices of put
options on realized variance 256
versus strike prices

L5}

0.5

We address the problem of pricing put options on realized variance, which by
Lemma 8.5.3 also covers the case of call options. For notational convenience, we
focus on the case t = 0, and are, therefore, interested in computing the expectation

T dt\+
K =73 fo
h(K) :=E(¢). (8.5.19)
Yr

Inspired by Carr et al. (2005), we first compute the Laplace transform of 4 (K) with

respect to the strike K, which we obtain from Lemma 8.5.1. Setting g = % OT ‘%,
we compute

LT dt
a 1 fepl—F f) )
/ exp{—AK}h(K)dK = S E =7 o i) . (8.5.20)
0 e Yr
The quantity
E eXp{_% fOT dT:}
Yr

is easily computed using Proposition 7.3.8. We can hence price put options on real-
ized variance by inverting the Laplace transform given in Eq. (8.5.20) and invoking
Proposition 7.3.8. To demonstrate that this methodology works reliably, Fig. 8.5.1
displays put option prices for different strikes, that have been confirmed to the shown
accuracy via numerical methods to be introduced in Sects. 12.2 and 13.5, where we
choose

Yo=1, T =1, n =0.052, r =0.05.

In Sect. 13.5, we will discuss how to invert Laplace transforms, and also present
examples relevant to the pricing of realized variance derivatives.

We remark that the approach presented in this subsection cannot immediately
be extended to the pricing of call and put options on volatility. This is due to the
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fact that the approach presented in this subsection requires the computation of the
expectation

T di

exp{—AX
E(¢> (8.5.21)
Yr

However, there seems to exist no explicit formula for (8.5.21). This motivates us
to apply numerical methods to the problem, which we will develop in Sects. 12.2
and 13.5. In particular, we demonstrate how to recover the joint distribution of
( fol %f, Y;) by inverting the one-dimensional Laplace transform given in Eq. (5.4.16).
Subsequently, we can apply quadrature methods to compute prices, see Sect. 12.2.

We now discuss variance and volatility swaps. Again, the benchmarked Laplace
transforms are useful in this context. The payoff of a variance swap maturing at
T > 0is given by

[h‘(Sa*)]T - K,

where K is a fixed swap rate, chosen in such a way that the time ¢ = 0 value of the
variance swap is zero. Hence from the real world pricing formula (1.3.19), we need
to solve the following equation for K,

In($%)]7r — K
SS*E<[ n( )S]T ) o,
S

which by Eq. (8.5.15) and Lemma 8.5.2 is equivalent to

Ss* Td_s
0_p(2L) —kPr0)=0,
adr 59 Yr

where Pr(t) denotes the time ¢ price of a zero coupon bond maturing at 7. Regard-
ing the computation of

T ds
5(5)
Yr

we use the following proposition, see Lennox (2011), Proposition 2.0.41, and also
Chan and Platen (2011), Proposition 8.1. We present the result in generality. We
consider the square-root process

dth(a—bX,)dt—i-\/ 2GX[dW[, (8522)

where Xo = x > 0, and remark that this proposition follows immediately from the
benchmarked Laplace transform given in Proposition 7.3.8.

Proposition 8.5.4 Ler X = {X;, t > 0} be given by (8.5.22), let B(u) =1+ m —
o+ %, m= %(g —1),andv(n) = 5\/ (a — 0)? + 4o, and assume that 20—“ >2.
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Thenifm > o — 1,
t ds

0 X,
E 5
(X? )
v(p)

. bx ., 1d bebt N\ mre—tg
=—x"exp{————+bmt{— | ———
P17 5@ =) du\\ (@ —1)o

( bx )”(“)/21“(1 +m— o+
402sinh? (%) (1 +v(w)

bx
x 1F] (,B(ML I+v(w), m))
n=0

where 1 F1 denotes the confluent hypergeometric function, see e.g. Chap. 13 in
Abramowitz and Stegun (1972).

To price variance swaps, we simply seta =1,b=n, and o0 = % in (8.5.22) and
note that
1
m=—-—>0=a— 1,
2

hence the result applies to the stylized MMM.
We now study volatility swaps. A volatility swap pays

[n(s)], ~ K.

at maturity 7 > 0, where again K is chosen so that the initial value of the volatility
swap is zero. Hence we solve the following equation for K:

/ 5s S
SS*E(M) _E<SO )K:O,

Os Ox
ST ST

s
where again E( —) is the time O price of a fair zero coupon bond maturing at 7.

The following representatlon is useful, and is, for example, also used in Gatheral
(2006), Eq. (11.6):

S b 1 — exp{—ux}

0 132

Hence by Eq. (8.5.15) and Lemma 8.5.2,

du, x>0. (8.5.23)

E<¢[ln<56*)1r>_ I (fo”yi)
Sy _a‘}*so Yr )

and

du.

T ds exp{—u fi A
E<\/ 0 %)ZL/“’ E(YT)—E(pi(’)

YT 21 M3/2
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We recall that £ (Yi) is easily computed using the transition density of Y, see
Eq. (3.1). Finally, we observe that

T ds

E(exp{—u b 7 }>
Yr

is again the benchmarked Laplace transform, which was computed in Proposi-
tion 7.3.8.

We conclude that when pricing derivatives under the benchmark approach,
benchmarked Laplace transforms feature prominently, but are easily computed via
Lie symmetry methods, for those tractable models we consider in this book under
the benchmark approach.

8.6 Pricing Under the Forward Measure Using the Benchmark
Approach

In this section, we illustrate how to combine the results from Sect. 8.3 with the
benchmark approach. For simplicity, we begin with the one-dimensional case, but
we consequently also discuss a two-dimensional example. Assume that the payoff
function f admits the representation

fx) =/ exp{(w +l)»)x}f()») di, dx-as.
%R

Also recall from Sect. 8.3.1, that f(-) is typically a function of the log-price ln(S?*).
Consequently, Proposition 7.3.10 yields the formula

Pr(Epr (f(Sy7) | 4)
= Pr(1) /q Epr (exp{(w + 1) In(82)} | 4/) F (1) d

= Pr(t) ﬁ Epr((S3)"F™ | 4:) F 0 di.

We have

wh s w1+
Eor(S)" [ A) = 3 EUSF) 1 4)

For the stylized MMM, we use Eq. (8.5.15) to compute, for u € C,
SO E <exp{u In(S9)) A,>
Pr(1) Sy
CESH A
COES)T A
WEFTNAD
E(;' Ay

E pr (exp{u ln(S?*)} | A) =

= (o' S7)
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Recall that we use XE()\) to denote a non-central y2-distributed random variable
with v degrees of freedom and non-centrality parameter 1. In Sect. 3.1 we estab-

lished that conditional on A;, %
with 4 degrees of freedom and non-centrality parameter 8 = %, where c(t) =

(exp{nt} — 1)/(4n). We hence obtain
E pr (exp{u ln(S?*)} | Ar)

W EGEB) A
= (S%(e(T) — (¢ 4 ,
(Srle(@) =9 ®) E(GC(B) | A

follows a non-central y2-distribution

(8.6.24)

where

(p(t):Z/O agrds.

Due to the tractability of the stylized MMM, we can compute explicitly
E((x3®)" ) =2"""T 4w 1A (—u +1.2, —g) (8.6.25)

for 9 (u) > —1, where | F; denotes the confluent hypergeometric function, see
Chap. 13 in Abramowitz and Stegun (1972). For u = 0, this evaluates to

(I —exp{—8/2})
5 .

The forward measure can also be employed in a bivariate context. We consider the
GOP denominated in two currencies: S denotes the GOP denominated in the do-
mestic currency, and S” denotes the GOP denominated in the foreign currency. As in
Sect. 3.3, we model both discounted GOPs as independent squared Bessel processes
of dimension four, i.e. we assume that

Sk=s"akyk Kk e{a, b},

E((x3®) ") = (8.6.26)

where S,0 k= exp{rrt} denotes the savings account denominated in currency &,
k k k
af = agexp{n‘r},

and
dykF=(1-n*vF)de +/vkawk,

where we assume that d(W¢, W?), =0.
We consider an exchange option, i.e. the payoff is given by

(S§ — i)™

Using the forward measure which employs the zero coupon bond in the domestic
currency, the real world pricing formula yields

(Sa _Sb)-‘r
SluE< T Sd T
T

A) = PROEp (57 - 57) | A).



8.6 Pricing Under the Forward Measure Using the Benchmark Approach 217

where P% (t) denotes the time ¢ price of a zero coupon bond in currency k € {a, b},
maturing at 7. From Corollary 8.3.3, we get

PEOEpr ((S7—57)" | A)
_ PO Epr((S%)wﬂ*(S?)—(w—”'” 1A
o2 Iy (w412 (w—1411) ’

where w > 1. From the assumed independence of $¢ and S?,
Epr((s3)" " (s7)™" 7 | 4)
= Epr((S3)"" [ A)Epr((s7)” " | A,
which can be computed as demonstrated above. This leads to the formula

sa _ Sb +
S;IE(% At)

_ P [ Epr (ST ADEpr (S5)~ =10 | Ay "

’

2 Jg (w4 iA)(w—1+1))
where w > 1. Furthermore, we compute using Eqgs. (8.6.24), (8.6.25), and (8.6.26),
Epr((57)™ | Ar)

_ BT @ (D) =gt )2 Nt ug)  Fi(Cua+1.2.25)
(1 —exp{—Fa/2))

where u, =w — 1412,

koo LT
o' t)=—[ ajds, kela, bl
4 Jo

5’<=Y—fk k € {a, b}
Ck(T_t‘)’ 9 b
key
ck(t) — M, k €{a,b).
4k

We now turn to the computation of Epr ((S?)”” | A;). Recall that we used the zero
coupon bond in the domestic currency to define the forward measure. It follows that

u S&((Shym

Epr (9" | 4) = g £( o | 4)
e s

~ 73" (57 [4) P9 10

= E((s7)" [ A).

As above, we compute
E((57)" | A)

= (S9P("(T) — (1)) 2 T"(up +2) 1 Fi (—ub, 2, - ’32”)
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