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1 Introduction

The pricing of financial instruments is accomplished using a function which operates on the
payoff of the instrument to determine the current market price. This chapter develops the
pricing kernel given a No Arbitrage Asset Pricing Model (NAAPM) and applies the analysis
to a standard term structure model. This pricing kernel is expressed as a Guassian function
of the current pricing factors to represent the conditional expectation of the pricing kernel,
and a log-normal probability distribution for the transitional probability from the current
factors to the future random factors. This probability function is found by applying the
Forward Kolmogorov Equation (FKE) which leads to a linear partial differential equation
(PDE) whose solution is the transitional probability function. The solution to this PDE is
a Guassian function such that the future factors have a log-normal distribution with mean
zero and finite variance-covariance matrix. Thus the pricing kernel under a NAAPM has a
conditional expected value, which is a Guassian function of the pricing factors, and a log-
normally distributed transitional probability from the current pricing factors to the future
value of these factors.

The valuation of a financial instrument by an individual is also developed given the NAAPM.
Suppose an individual has a constant relative risk return over wealth with a given investment
horizon and a leverage restriction. In addition, the holding period return follows the NAAPM.
In this case, the portfolio analysis of Sangvinatsos and Wachter (2005) and Liu (2007) is
extended to incorporate the investor’s leverage restriction. This analysis yields a portfolio
rule which is a linear relation in the expected holding period return under the NAAPM,
the leverage restriction, and the elasticity of the lifetime utility with respect to the pricing
factors. Given the portfolio rule, the expected lifetime utility of the investor is the solution
of a linear PDE. This solution is a Guassian function of the current pricing factors, so that
the portfolio rule is linear in only the pricing factors. With the solution for the investor’s
expected lifetime utility and portfolio rules, Ito’s lemma is used to derive the stochastic process
for the investor’s wealth and the lifetime utility. These stochastic processes have the same
functional form as the pricing kernel for the NAAPM. Consequently, the exact same procedure
is applied to split these stochastic processes into a Guassian conditional expectation and a
normal transitional probability from the current pricing factors to the future value of these
factors. Finally, the intertemporal rate of substitution from the current pricing factors to the
future factors. This corresponds to a pricing kernel for an individual which is independent of
the investor’s wealth. In addition, the pricing kernel is the product of a Guassian function of
the current pricing factors and a log-normal transitional probability for the investor’s lifetime
utility. Consequently, any financial contract, which is a function of the assets priced under
the NAAPM, can have both a market price and an individual price. If the individual values
the asset more (less) than the market, then it would add (deduct) value to the individual’s
lifetime utility.

The NAAPM was developed by Duffie, Pan and Singleton (2000) with initial application to the
term structure by Duffie and Kan (1996), and Duffie and Singleton (1997). Dai and Singleton



(2000, 2002) developed the identification strategy for estimating term structure models. A
complete survey of this research can be found in Piazzesi (2010). Joslin, Singleton and Zhu
(2011), and Hamilton and Wu (2012a, 2014a) introduce procedures to improve the estimation
of these models. For example Joslin, Singleton and Zhu showed that the factors can be
estimated using a VAR model, so that only yield curve and risk premium parameters need to
be estimated by maximum likelihood estimation. Adrian, Crump, and Moench (2013) develop
a three step regression procedure which focus on matching the holding period return rather
than the yield to maturity. The pricing kernel developed in this chapter can be developed for
any of these methods as long as the shocks to the yield curve factors are Guassian.?

The NAAPM has been used to study: 1.) The interconnection among the yield curve and
macroeconomic variables;* 2.) Expected inflation and real rates on treasury securities;® 3.)
Interpretation of monetary policy;® 4.) The zero lower bond and the yield curve;” 5.) Bond
risk premium;® 6.) Crude oil future prices;’ 7.) Swap rates and credit quality;'® 8.) Deriva-
tives for fixed income securities.!! 9.) Quantitative easing and the term structure.'” The
pricing kernel for NAAPM developed here can be used to price all these financial instruments
and help to interpret their properties.

2 The Market Pricing Kernel

Consider the typical No Arbitrage Asset Pricing Model (NAAPM), which postulates that
several latent factors drive all returns on marketable securities, in such a coherent way that
no arbitrage is permitted.'”® These underlying latent factors, X(s), are typically assumed to
follow a mean-reverting stochastic process. Specifically, the dynamics for the factors under
the physical probability distribution are given by

dX(s) = (vF — AP X (s)) ds + Sxde,. (1)

Where, the N by 1 vector X(s) contains N latent factors, the standard Brownian motion
€, summarizes the uncertainty in the interest rate factors X(s). The vector 47 and the

3If time varying variance-covariance matrices are introduced then all the PDEs in this chapter will be more
complicated in that the coefficients on the second order derivatives will not be constant.

4See Ang and Piazzesi (2003), Joslin, Priebsch and Singleton (2014), and references in Bauer and Rude-
busch (2017).

®Ang, Bekaer, and Wei (2008), and Chernov and Mueller (2012).

6Ang and Piazzesi (2033), and Ang, Boivin, Dong and Loo-Kung (2011).

"Hamilton and Wu (2012b, 2016), Krippner (2015), Bauer and Rudebusch (2016), and Wu and Xia (2016).

8Cochrane and Piazzesi (2005), Adrian, Crump, and Moench (2013), and Greenwood and Vayanos (2014).

9Hamilton and Wu (2014b).

10Duffie and Huang (1996), and Duffie and Singleton (1997).

" Grinblatt and Longstaff (2000), and Longstaff, Santa-Clara and Schwartz (2001).

12Gee Li and Wei (2013) for a survey.

13 The NAAPM model is not limited to the yield on zero coupon bonds. Liu (2016), and Durham (2013) use
these methods to model both bonds and stocks. Yung (2017), and Benson (2015) use the NAAPM approach
to model foreign currency and its forward price.



matrix A% contain model parameters under the physical probability measure. In particular,
the stationary mean of the factors is given by (AP)_1 ~F, and AP determines the speed of
mean-reversion. The matrix Y xY' is the variance-covariance matrix of the shocks, deg, to
the interest rate factors.

Because the dynamics of the latent interest rate factors are written in a continuous-time
process while we observe data at discrete-time intervals, it is helpful to solve (1) for the
interest rate factors, over the time interval 7, relative to its stationary value, X,

X(t+7) - X =2 (X - X)+Y,, (2)

where

Y, = / e AT de,. (3)
0

The first term in (2) captures the part of the deviation of the current interest rate factors from
its stationary value that is expected to mean-revert as long as all eigenvalues of the matrix
AP are positive. The second term is the random shock to the interest rate factors from time
t to t + 7. This random shock can be shown to have a normal probability distribution with
mean 0 and variance covariance matrix oy (7)."

For the purpose of this chapter let the assets be zero coupon Treasury securities with
yield to maturity 7. s (X (s)), where s is the time at which the yield is observed and 7 is the
maturity of the yield. The Treasury yield to maturity is specified as an affine function of the
latent factors X(s)

r-s (X(s)) = A, + B, X(s). (4)

Where, the matrices of parameters A, and B, for each yield to maturity are solutions to a
set of differential equations in a coherent way so that no arbitrage opportunity is permitted
for investors in the financial markets.

To understand the affine structure of NAAPM, note that all yields to maturity conceptu-
ally depend on the risk free rate and the risk premium. First, the risk free interest rate r(s)
is assumed to be a linear function of the latent factors:

r(s) =r(X(s)) = dp + 01X (s). (5)

Here, the scalar 6y and the vector §; are model parameters.
Furthermore, the risk price in the NAAPM is also assumed to be affine in the latent
factors.
A (X(S)) = )\0 + )\1X(S), (6)

This specification of the risk price yields the so-called essentially affine model leading to the
affine structure in (4).

1See Arnold (1974) for proof. The variance-covariance matrix is the solution to a Ricatti differential
equation. The solution is found by using recursive rules, which are implemented in the lyap subroutine in
Matlab with inputs A7 and .



The model specifications so far imply a risk-neutral probability distribution of the latent
factors through a change of measure which accounts for the price of risk. As a result, the
dynamics of the process for the factors, X(s), under the risk-neutral distribution, is

dX(s) = (v° — A%X(s)) ds + Sxde2. (7)

Note first that the variance-covariance matrix in this risk-neutral process remains the same
as in the physical process, ¥ x¥’. However, the vector v<¢ and the matrix A< are the
risk adjusted parameters of the corresponding parameters in the physical process, through a
change of variable using the risk price

2 =" —¥xo and A2 = AT £33\, (8)

The yields to maturity are affine functions of latent factors implies that the bond prices
are exponentially affine in latent factors

PT,s = exp [aT + bT : X(S)] : (9)
Where, a, = —T7A, and b, = —7B;.
The holding period return on a zero coupon bond maturing at 7 is given by

dP;
PT,S

= [b: (77 = 7°) (47 = A9)X(s)) + r(s)] ds + b, Zxde,. (10)

The pricing kernel under NAAPM is given by

Az\i: :exp{_ /t v [r (X(s) + 2 A (X(s)YA(X(s))] ds+ /t t+TA<X(s))’des} (11)

T 1 T
:exp{/ (—M1—§<X;M3X8—2M2Xs) }:|d8+/ (M4+M5Xs)d€5}.
0 t

We use the risk free rate, the risk premium and the risk neutral coefficients in this derivation,
so that the constants are given by

1 Iy -
My =0 + 5 (’YP - ’YQ) (YxXx) ' ('YP - PVQ) )
Ma=—[5i = (07 =22) (Sx5x)™" (47 - 49)]
M = (A7 — A2)" (4 2x) " (AP — 49),
My = (77 =7°) (Sh) ™" and Mg = — (A7 = A%)' ()"

The pricing kernel is a random variable dependent on the solution to the yield curve factors
(2). We want to find the probability density function for the pricing kernel (11) using the
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Forward Kolmogorov Equation (FKE). Represent the transition probability from state X at
time ¢ to the state Y at time T by p(t, X, T,Y’). For the stochastic process (11) let

6(t,5) = exp { - % /t S {X{)Mg(v)X@ - 2/\42(@))4 dv}.

For fixed (¢, X') the function
g9(.Y) = o(t, 7)p(t, X, 7,Y) (12)

solves the FKE.!®

WY yg(r. ) — 5 (VMo(m)Y —2Ma(7)Y) g(7. V). (13)

Here, the dual of Kx given by!®

ZN o, » o 1 ZN 02
’CX:— 2 a—l(’y —A X)Z+§Zjla— )Za]ZZkaJ
0 0 1 02
_ Py I AP/ P - /
=7 3% +X'A X + Trace(A”) + 2Trace (EZ 5% > : (14)

Remark: Notice that only the distribution of the factors enters (14). The preferences of the
investor only influences the discount factor ¢(t, 7).

To find the initial condition, let the Dirac distribution centered at X € RY be f(X) = dx
such that

5x () = /]R V)Y )Y = 6(X).

For a given X, = X € RY,

g(1, X) = Ix(Y)o(t, )p(t, X, 7,Y)dY = o(t, 7)p(t, X, 1, X).

RN
Consequently, if the initial condition for the Kolmogorov forward equation (13) is

lim g(r, X (7)) = dx, (15)

T—0t
then the solution to (13) is ¢(t, 7)p(t, X, 7,Y) = g(7,Y).

Thus, we have

15See Karatzas and Shreve (1988, p. 369) equation (7.24). Also see Theorem 8.7.1. of Calin, Chang,
Furutani, and Iwasaki (2011), and Chirikjian (2009, p.118-121)
16See (Jksendal (2005, p. 169). Also follow the derivation in Chirikjian (2009, p. 121)

>



Theorem 2.1. The discounted transition probability ¢(t, )p(t, X, 7,Y) for a given X; = X €
RY s the solution to the Kolmogorov Forward equation (13) with (14) subject to the initial
condition (15).

Proof. See Appendix. .

The solution to the FKE is difficult to find given the Dirac initial condition (15). To cir-
cumvent this problem we use the Fourier transform of the FKE problem, since the Fourier
transform of (15) is 1.

Suppose that f(X) € S(RY), on RY. This functional space refers to all functions which
rapidly decrease, so that f(X) is absolutely integrable over RY. This allows one to move
between Fourier transforms and its inverse. The Fourier transform of f(X) is

FLF(X)] = f(€) = / R0 EX dX, (16)

Here E eRY and € - X =¢X =X, + -+ Env X,

The inverse Fourier transform of f(€) is

PO) = 1X) = o / RGESES (17)

In the appendix we apply the Fourier transform to the FKE problem to yield the linear partial

differential equation

Oy Sessrerlglr, Y| +7'€F [o(r, Y

or (18)
OF[g(t, )]\’ 1 92§
- (—[gﬁ(; )]) (iMa() — A7'E) + §Tmce (./\/lg(T) agg?) =0
subject to the initial condition
Flg(0,Yp)] = 1.
We use a guess and verify procedure to find its solution.
1
Flg(r,Y)] = exp { 5 [5’9’3(7)5 — 2iGy(7)'€ + 91(7)] }» (19)

We do not have to assume the matrix is symmetric, since 3¢ (Gs(7) + G5(1)') € = £'Gs(7)¢€ .
The coefficients in (19) are the solution to three ordinary differential equations (ODE).

393 (T)

ar Gs(1)M3(7)Gs(7) — 2G5(1)A”' + Lx X (20)




subject to

G3(0) = Oyxn-
P2 . Malr) (Mulr)Galr) — A7) =7 = Ma(r)Gs(r) (21)
subject to 62(0)— 0
@galf) 20 (F) M () — Go(r) M()Ga(r) — Trace (Ms(r)Gs(r)) (22)
subject to 610 0.

The solutions to these three ODEs are found using the ODE solver in Matlab. Given the
solution to the Fourier transform to the FKE problem, the inverse Fourier transform yields
the solution to the FKE problem.

1
V @m)N det(Ga(r))

97, Y) = exp { - 360 = 5 (G:) =YY Go(r) ™ Ga(r) — V) }

(23)

Thus, the discounted transition probability is a Guassian function of the future yield curve
factors Y.

The final step in determining both the conditional expectation and probability distribution for
the pricing kernel is to use the solution to the random factors (2) in (11) to express the pricing
kernel in terms of the current factors X and the random future factors Y, for t < s < 7T. In
the Appendix it is shown that the pricing kernel is given by

1 t+71 t+71
= = M(7, X) exp { b / Y M3Y, + / (M, + X, M5 + Y/ MY des}. (24)
¢ ¢

Here, the conditional pricing kernel is derived in the Appendix, and is given by

M(1, X) Eexp{ — % (X — ,LLM(T))'JX/l1 (X — pm(T)) + %9)?’29)?319372 + i)ﬁl} (25)



i (7) E?)ﬁglf)ﬁg, om = My!
1 _ _
ml = —Ml(T)T o 5773, (AP/) 1 M3 (AP) 17737_

P (AP AP T 1= e AT M (A7) TP
1

_ 5fy7>/ (AP/)—l [M _ efAP'TMefAPT} (AP)—l AP

mZ E,Y'P/ (AP/>_1 [M . €_AP/TM6_APTi| + MQ (AP)_l |:I o e—AP(T)i|
L (AP/)*l M (AP)*l [I _ e—A?T} ’

My =M — e A" Me AT,

My =2 x M [I — e‘AP(T_t)] (Ap)f1 AP and My = e~ AT (=D M,

In this case the probability distribution of Y is normally distributed with mean 0 and variance
covariance matrix oy (7), where oy is the solution to the Lypunov equation By exercise (1.2.11)
of Hijab (1987)

oy (T) = Oyoo — e oy e

Here, the matrix oy, solves the Lyapunov equation
—APUYOO —O'YOOAP, = EXZ’X

As the time horizon tends to infinity, oy (7) — 0y« given the eigenvalues of A7 are positive.
The solution to this equation is a positive definite symmetric matrix, which is easily calculated
using lyap.m in Matlab.

For solving the FKE we use A” = 0 and 4% = 0, since Y, is white noise. In addition, My = 0,
since a linear term in Y, is not present in (24). In this case, Go(7) = 0 is the solution to (21).
It is also the case that —G;(7) > 0 by (22) in this situation, since M3 > 0. As a result, the
transition probability in (23) has a log-normal distribution with with parameters 0 and oy,
given by the solution to (20). Thus, the conditional probability distribution for the pricing
kernel is

Mq—’t M(T, X)

1
= expq — —Y'aMlY}. (26)
Mer\Jem) det(om) { 2

Here, we include the expected value of this distribution, e~201 (™) in My > 0, since they are
both constants independent of X and Y.

Thus, the financial market represented by the NAAPM yields a pricing kernel (25) and
(26). This pricing kernel is a combination of a Guassian form in the current factors for the
conditional expectation and a log-normal probability function for the future factors.



3 Investor’s Pricing Kernel

To find the pricing kernel for an investor given holding period returns follows a NAAPM we
examine the optimal behavior of an investor. The investor is assumed to be risk averse with
a constant relative risk aversion utility (CRRA) with parameter . This investor maximizes
the expected utility from terminal capital at a fixed time 7 = T" — ¢ given her current wealth,
W(t) = W and yield curve factors, X (¢t) = X. The investment horizon of this investor is 7.
The investor’s conditional expected value is

W)™

JW,X,1,t)=e""E T

W(t) =W, X(t) = X|, (27)

where 3 is the discount rate for the investor.

Suppose the investor trades N marketable securities such that
w(s)t + wir(s) = € (28)
for s € [t,t + 7]. We use the following vector notation
W'(s) = ( war(8) -+ wn-(8) ), b = ( bar -+ - by, ) and / = ( 1---1 ) (29)

Here, ¢ is the leverage ratio, so that 1 — £ represents the amount of wealth 1 (s) invested in
the risk free asset, w;(s) is the percentage wealth invested in assets i = 1,--- N.

The change in the investor’s wealth is

dW (s)
W (s)

= (1= )pir(s) + Z f1ir(8)w;(s) + Z w; ()b, Sxde,. (30)

The instantaneous expected excess rates of return on marketable securities, from (10), are

0 [(47 =19) (A7 = A%)X(s)]
(b = V5) [(0F = 9) —(A” = A9)X(s)] ,i=2,--- | N. (31)

i (s) = 7(5)
pin(5) = piae(5)

The investor’s problem extends the analysis of Sangvinatsos and Wachter (2005) and Liu
(2007) to account for the leverage constraint. Chami, Cosimano, Jun and Rochon (2017) uses
their procedure to derive the solution to the individual’s problem.

JW, X, 7,t) :%h(r,)ﬁ”7 (32)

where h(7, X) = h(7) exp {—%( — g (7)) (o(7) (X — NJ(T))} :



Given the solution, the individual’s portfolio rule is given by

w(t) = { (b= tby) [(V7 = 72) —(A7 = AQ)X(1)] } +ws€ +wyy (05(7) " [X — pus(7)]
wi = [y (BEx T + /b Dx Db — 208 x X bt with o/ = (1, -+, 1),
wy =2wq (B xSt — b, XX b)) and wz = wy (b — 1b,) Bx Y.
wi(t) =& —w(t).
(33)
Consequently, the portfolio rule is linear in the yield curve factors.

Given the lifetime utility of the investor, the valuation of an investment by an individual can
be analyzed. We can find the stochastic process for future lifetime utility by applying Ito’s
lemma to (32) given the stochastic process from wealth (30), the return on zero coupon bonds
(31), the optimal portfolio rule (33) and the stochastic process for the yield curve factors (1).

- /0 ' (J4 + X(s)’Js) des}.

The coefficients in this stochastic process are stated in Chami, Cosimano, Jun and Rochon
(2017). The stochastic process for lifetime utility (34) also has the same functional form as
(24) with different coefficients. Consequently, it can be split into a conditional expectation of
lifetime utility as in (24).

JW,X(t+71),7)= Gf/)l_vh((), X)7exp { /OT (‘71 B %(X(S)IJSX<S) - 2j2))d8 (34)

(W)~
-y

< T () exp { 3 (x - oot (x - o) }

and a transitional probability for lifetime utility from the current yield curve factors X at
time t to the random yield curve factors Y at time t + 7,

exp{ — %Y’O’J(T)_l}/}

E,(JW,X(t+71),7)=JW,X,7)=

h(0, X) (35)

ps(t, X, 1Y) = (36)
\ @m)N det (0,(7))
We can therefore write the future lifetime utility as
JW, X(t+71),7)=TW, X, 7)ps (t, X, 7,Y), (37)
so that the future marginal utility of wealth is
OJW, X(t+7),7) _ 8J(VV,X,T)pJ tX.7Y). (38)

ow ow
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The current marginal utility of wealth is given by

9J(W. X, 7) (W) .
S = o hOX (39)

Thus, the intertemporal rate of substitution or pricing kernel for the individual investor is

g {_; (X-na(n)) (st (X-nst) }m (t,X,7Y).

(40)
This corresponds to the pricing kernel for an investor with a given degree of risk aversion, ~

and leverage ratio &, so that any financial payoff can be priced given the characteristics of the
investor.

P, X,7,Y) =

4 Conclusion

This chapter shows how the financial market would price financial assets under the No Ar-
bitrage Asset Pricing Model (NAAPM). The analysis in this chapter can be used to address
multiple financial economic problems. An example of this is Chami, Cosimano, Jun and Ro-
chon (2017) which develops a model of a bank holding company (BHC) with an active trading
desk. The trading desk invests in marketable securities, so as to maximize the expected life-
time utility subject to a leverage constraint which is imposed by the Chief Operating Officer
(COO) of the BHC. The trading desk’s wealth is given to her by the COO. Given the trading
desk’s closed form solution, the COO can solve the optimal decisions of the loan officer.

Chami, Cosimano, Rochon and Yung (2018) develop a model of the treasury market based
on the NAAPM pricing kernel discussed here. In this work they analyze the relation between
monetary policy and the term structure. It is shown that the impact of monetary policy is
dependent on the current yield curve factors. In particular, if these factors are below the
mean of the pricing kernel, then an increase in these factors lead to an increase in the pricing
kernel rather than the traditional decrease. This property will lead to similar impacts of
factors on the pricing kernel for the NAAPM so that problems, such as optimal corporate
investment, and the evaluation of funding value adjustments by derivative dealers for swap
books, can be influenced by the NAAPM factors.!” Finally, Yung (2017), and Cosimano and
Yung (2018) show how the NAAPM pricing kernel can be used to model and explain exchange
rate movements.

17See Tevin and Whelan (2003), and Kothari, Lewellen and Warner (2017) for the first type of study and
Anderson, Duffie and Song (2018) for the second problem.
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Appendix

In this section we find the probability distribution for terms like (34). The yield curve
factors follow the Ornstein-Uhlembeck process (3) in the paper.

dX(s) = (vF — AP X (s)) ds + Sxde,. (41)
Following Arnold (1974) Theorem 8.2.2, the fundamental solution is
B(s) = e AT,

The solution to (41) is
P P -1 T P
X(r) = e 0K (1) + (1= e 700) (A7) 77 4 / e ATV e, (42)
t

Here 7 > t.
Following Arnold (1974) Theorem 8.2.12 the integral

t+7
Y, = / e AT v de, ~ N(Y; 0, K(7)). (43)
t

Here, N(Y;0, K (7)) represents a normal distribution with mean zero.
Its variance-covariance matrix is given by

K(r)= /HT e ATTID e AT T gy,
t
By exercise (1.2.11) of Hijab (1987)
K(T) =Ky —e T TKye 4
Here, the matrix K, solves the Lyapunov equation
—APK, —K A" = XY

As the time horizon tends to infinity, K(7) — K. The solution to this equation is a positive
definite symmetric matrix, which is easily calculated using lyap.m in Matlab.

We have encountered several stochastic processes that have the form

Z(X,7) = exp { _ % /t ' {Xng(S)XS _ 27)2<3)X8] ds + /t " (Da(s) + XIDy(s)) des}. (44)

12



In particular, see (34) in which D;(s) are replaced by J;(s) for ¢ = 1,2,3,4,5. We use the
notation X, rather than X (s), used in the text, to indicate that X is a stochastic process. In
addition, the calculations are for a given terminal time 7" or time horizon 7.

We want Z(X,7) to be a uniformly integrable martingale. We recognize that it is a
stochastic exponential (Doléans-Dade exponential). See Protter (2005, pp. 84-89). In our
case, we have a continuous stochastic process for the factor. As a result, we have

060 = eap { X0 - 11X, X0,}.

where [X, X/, is the quadratic variation of Z(X, 7).
Theorem 45 of Protter (2005, p.141) demonstrates Z (X, 7) to be a uniformly integrable

martingale as long as
1
E {exp {5 (X, X]t}] < 00.

In this case, the quadratic variation includes all the terms associated with the variance-
covariance matrix Y xX'. In this case the quadratic variation is

E{ exp

This is called the Novikov’s Criterion. Below we show these expectations are bounded for the
investor’s problem.

(194(0) + X(s)’D5(O)>/(D4(0) + X(s)’D5(O)>] } < . (45)

If this is true, then the stochastic process is given by

exp { /0 ' <D1(O) - %(X(s)’Dg(O)X(s) - 21)2(0)))d3}] . (46)

For this stochastic process to have a solution, the Novikov condition (45) must be satisfied.
In this case, the quadratic variation is dependent on the convergence of the stochastic process
for X. Its solution is given by (42). The deterministic part of this solution is convergent,
as long as A" has all positive roots. The stochastic part Y includes all the terms associated
with the variance-covariance matrix which is bounded by

Z(X,1)=Z(X,0)E,

K(T) =Ko — e "Ke "< K with 7 =T —t.

This together with the convergence of the solution X (42) assures the quadratic variation
(45) exists.

We will now explain how the Backward and Forward Kolmogorov Equations apply to our
problem. We then find the solution to these Kolmogorov equations.
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The Backward Kolmogorov Equation

To solve for the expectation of the stochastic process (44) we use the backward Kolmogorov
equation. We represent the transition probability from state X at time t to the state Y at time
T by p(t, X, T,Y). Subsequently, we will derive the transition probability using the forward
Kolmogorov equation. In the text X is the vector of interest rate factors at the current time
and Y is the random component of these factors at time 7' given by (43).

We now consider the conditional expectation of (44). As long as the Novikov’s Criterion
(45) holds, the conditional expectation of (44) is

f(t, X) :/]RN exp{ - %/t [X;Dg(S)XS - 2D2(5)X5:| ds} (47)
x F(T,Y)p(t, X, T,Y)dY.

We will show f(t, X) for any ¢t € [0,7] is the solution to the backward Kolmogorov equation

—8f(;,tX) — 1 (X'D3(t) X — 2D, (1) X) f(t, X)
, ) (48)
of(t, X , 0 , X
* (%) (7 - A7X) + %T (mx%> =0

under the stochastic process (41).® We will be using in the subsequent argument the operator

Kx defined by

o= (-2 /( P APX)+1T SR (49)
x={5%) 0 - gt M\ XX X ax

so that 9t X 1
f(G’t - 5 (XD3()X = 2D5(1)X) f (1, X) + K [ (1, X).- (50)

The Kolmogorov backward PDE is solved subject to the terminal condition

lim /(8. X) = F(X), X € RY. (51)

Proof. Define the integrating factor

o(t, ) = exp{ - % /t S [X;D3(U)XU . 2192(@))(1,} dv}.

Let
Ye=0(t,s)f(s,Xs) s€t,T]

18This is a variation on the argument for Theorem 8.4.1 of Calin, Chang, Furutani and Iwasaki(2011). Also
see Duffie (2001) Appendix E, and Karatzas and Shreve (1988, pp. 366-369).
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which is a function of the solution to the stochastic differential equation for X (42). As a
result, we can apply Theorem 6.3.1 of Shreve (2006). For a Borel measurable function h(y)

on t € [0,T], we have
E(X(T)) [ F()] = g(t, X(2)).

Under these conditions, Lemma 6.4.2 of Shreve (2006), the stochastic process g(t, X (t)) is a
martingale. Now introduce the discount process

D(t) = ¢(0,1).
Define
Y(t,X) - Elp(t, T)h(X(T)) | F(t)],
then
Y(tv X) = (b(O? t)f(tv X)

is a martingale and satisfies the PDE (50). However, f(¢,X) is not a martingale.
To see the reason for the PDE (50), apply Ito’s lemma to Y, under the stochastic process
(41) to yield

Of (s, Xs)
ds

/ 2
+¢(t, s) (%) (vF — AT Xg) ds + %gb(t, s)Trace (EXE’X—a g)(;éis)) ds

+ (¢, s) <M>,2Xd€s

dy, = — % |:X;,D3(S)Xs - 2D2(5)Xs} o(t,s)f(s, Xs)ds + o(t, s) ds

0X

For Y, to be a martingale the drift term must be zero. This property is satisfied by the PDE
(50).

Since Y; is a martingale we can integrate from ¢ to T’

o1t 1), Xr) = 00011050 = [ o, LG L iy v, — 2u(o) )
X f(saXs) + KXsf<SaXs>1 ds +/t ¢(t7 S) <%> Z:Xdes

We impose (48) subject to the terminal condition (51). In addition we can use the martingale
property to take expectations, since Novikov’s Criterion (45) is true.

0X

The second term is zero which leads to the result: Thus, solving the backward Kolmogorov
equation (48) for f(¢, X) yields the expectation (47). .

F0.X(0) = 5ot 1))] + 5 olt.5) (M) Sxde
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Solving the Backward Kolmogorov Equation
We set the terminal condition for the backward Kolmogorov equation

1
f(X) = exXp {EX/DSX +D2X ‘I’Dl} N

where D; are constants for the terminal condition.
Guess the solution of (48) has the form

f(t, X) =exp { — % [X’]-"g(t)X —2F5(t) X + Fl(t)} }, (52)

af(t, X) /
“ox f(t, X) [~ Fs() X + Fao(1)].
—%ﬁﬁg’ﬁf’ = f(t,X) (B(t)X X' Fy(t) — 2F3(1) X Fa(t) + Faolt) Folr) — fg(f)) .

f(t,X) L AR . OFt) . 10R()
ot _f(T’X>{_§X o T T T3 o ]

Now substitute these results into the Kolmogorov backward equation (48).

{_1 950 OF() 1@;1(15)} 1

27 ot o T3 o | g DX 2D ()X)

+ [ X'F(t) + Fa(r)] (7 — ATX)
+ %Trace (xS (FOX X Fo(t) = 2F5(1) X Fo(t) + Folt) Fal7) = Fo(7) ) ) =0

1
— X' F(t)7” + X' Fs() AT X + Fo(r)7" — Fo(1)ATX + §X’}"3(t)EX2’X}"3(t)X

{_lX,afg(t)X . 0F»(t) 10F, (t)] 1

1 1
- fg(t)ZXZ’)(fg(t)X + 5./_'-2@)2)(2,)(.7'-2(75)/ - §T’I“(IC€ (EXE,X./T"g(t)) =0

Now equate quadratic, linear, and constant terms to obtain three ODEs.

OF;5(t ,
W70 _ ()0 Folt) — Dalt) + 25(1) 47 (53)
subject to
F3(0) = Ds
This is the Lyapunov equation.
0F,(t , ,
20 _ Rty (22 (1) + A7) — Dalt) + 7 Fo) (54)
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subject to
FQ(O) — DQ.

This ODE is linear so that we can use integrating factor to solve for F,(t). The Final ODE is

0Fi(t)

o = 2T + F()Zx Sk Fot) — Trace (Sx Ty Fi(t)) (55)

subject to
Fi1(0) = Dy.
This initial value problem is the simplest since everything on the right hand side of the ODE

is known.

The Forward Kolmogorov Equation
Following Karatzas and Shreve (1988) the solution to the backward Kolmogorov equation
(48) f(t, X) for fixed (T,Y) is

[t X)=p(t, X, T.Y). (56)
In addition, for fixed (¢, X) the function
g9(m.Y) = o(t, 7)p(t, X, 7.Y) (57)
9

solves the forward Kolmogorov equation.!

(7. Y) g;y) = Kyg(1,Y) — % (Y'D3(1)Y = 2D(7)Y) g(7,Y). (58)

Here, the dual of Kx given by?°

Noop 1L 92
K== 2 o (0 = A7X), 4 30 o 0w,
i=1 i

0X; — 0X,0X;
= ,j=1
0 0 1 o
_ P 1 AP/ P L /
=—7 3x X'A e + Trace(A”) + 2Trace (ZE X0 > : (59)

To find the initial condition, let the Dirac distribution centered at X € RY be f(X) = dx
such that
dx(0) = 3. (Y)0(Y)dY = 6(X).

RN

19See Karatzas and Shreve (1988, p. 369) equation (7.24). Also see Theorem 8.7.1. of Calin et. al (2011),
and Chirikjian (2009, p.118-121)
20See @ksendal (2005, p. 169). Also follow the derivation in Chirikjian (2009, p. 121)
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For a given X; = X € RY,
g(1, X) = / Ix(Y)o(t, )pt, X, 7,Y)dY = o(t, 7)p(t, X, T, X).
RN

Consequently, if the initial condition for the Kolmogorov forward equation (13) is

lim g(r, X(7)) = dx, (60)

70t
then the solution to (13) is ¢(t, 7)p(t, X, 7,Y) = g(7,Y).
Thus, we have the proof of Theorem 2.1

Proof. We will use the property of the dual for the Kolmogorov operator, Ky given by

[ Ko anay = [ koay. (61)

We know from (47) that

f(t, X) exp{ 1 ' X Ds(s) X, — 2D2<S)XS:| ds}

T
exp { - %/T X!D3(s) X, — 2D2(5)X5} ds}
fWpt, X, 7, Z)p(r, Z,T,Y)dZdY

= /RN o(t, ) f(r, Z)p(t, X, 7, Z)dZ

The next to last step uses the Chapman-Kolmogorov equation for a Markov process?! and
the last step uses the definition of f(¢, X). As a result, we know for any t <7 < T

ft, X) = f(r,Y)o(t, n)p(t, X, 7,Y)dY. (62)

RN

21See Chirikjian (2009, p. 108) equation (4.16).
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Next differentiate in 7

= XD [ O viay s [ gy PETHEERY)
or RN OT RN or
PTG XTY) b [ e VYot PplE X, 7 Y)Y
RN or RN
- % /RN (Y'D3(1)Y —2D5(7)Y) f(7, X)o(t, 7)p(t, X, 7,Y)dY
(63)

The second step uses the backward Kolmogorov equation (48).

Now apply the property (61) to find
a¢(t’ T)p(t7 X7 T? Y)

or

0=[ 16 Y){ K (6t )plt. X, 7, YY)

L %(y/p?)(T)Y — 2Dy (7)Y) ¢(t, T)p(t, X, 7,Y) | dY

This means we want to define g(7,Y") = o(t, 7)p(t, X, 7,Y") for (13).to hold.

Solving the Forward Kolmogorov Equation
It is difficult to impose the initial condition (15), since there is no explicit form for it.
However, the Fourier transform of dx is 1. As a result, we will take the Fourier transform of
the Kolmogorov equation (13) and find its solution. We will then apply the inverse Fourier
transform to find the solution to the Kolmogorov forward equation given the initial condition.
If the Fourier transforms of f(X) (16) exists, then

P |22 =i ralrco) = pe [ 202 = iersise)
Py {%] 6 Fx (X)) = F [gggjg} S RFX)L (64

The subscript X is added to keep track of the integration over X not t.

Fel-ixs00] = 28 o mepxsoo) - i228, (65)
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Proof: 8£S>

= Fx[—1 X f(X)]

0 > . > .
=% /_ ) f(X)e X dX = /_ . —iX;f(X)e ® N dX = Fx[-iX, f(X)].

_OFx [J(X)]
e

A (L) ) = tvace (471 [x (2£) ]) = irruc (Apaf’x Li—ﬂ)

=i*Trace (AP%IF);—?(X)]) = —Trace (AP%JZX”{ + AP Fy| f(X)]) :

The first result applies the Trace to a quadratic form. The second step uses (65) for the
function (g—;;)/. In the third equality we use the first result in (64). Finally, we use the
product rule of differentiation and i? = —1.

We also have to consider Fx[X'X f(X)].

0 f()

Fe[X'X f(0] =50

. 0f(©) _0 [ iex v — | vy —ieX gy o ol A
Proof: 96,06 96 /oo iX;f(X)e dX—/ooszzX]f(X)e dX = Fx[-Xp X; f(X)].

es)

= Fx[-XX'f(X)] == 2

Notice

Fx [ X'D3(r)X f(7, X)] =Fx [Trace (X'Ds(1)X) f(r, X)] = Fx [Trace (Ds3(7)X X' f(1, X))]

-
= Trace (Fx [D3(1)XX'f(r,X)]) = Trace (1?3,(7')(9 f(€)>
2323
The first step is true since X'D3(7)X € R . The second step uses the property Trace (ABC') =
Trace (BC'A). The third step takes advantage of the trace being a linear operator so that
the additive property of integrals can be used. Since X’X is symmetric the last step uses the
last property of Fourier transforms.
Recall the Kolmogorov forward equation

89(7—’ Y) _,yplag(77 Y) + (ag<77 Y))/APY—FTTCLCG (AP) 9(7_7 Y)

ot oY oY
1 0?g(1,Y 1
+ 5Trace (22’%) — 5 (YDy(r)Y = 2D5(r)Y) g(r,Y).  (66)
subject to the initial condition
g(oa YO) = 6Y~
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Apply the Fourier transform to the forward Kolmogorov equation.

OR [ V)] pipe [M] + By [(M)/APY]

or oY oY
+ Trace(AP)Fy [g(1,Y)] + %Trace (ZZ'FY {azg;g;//)}) (67)
— 5B [(V'Dy(r)Y — 2Dy(r)Y ) g(r,Y)

subject to the initial condition
Fy [9(0,Yy)] = 1.

Next use the rules for Fourier transform to obtain

Oy [g(7,Y)]
or

OFy[g(7,Y)]

= —iy""EFy [g(1,Y)] — Trace <AP o

¢+ AP Ry gl Y>])

+ Tracel A™)y g(r,Y)] = T race (S Fyla(rY)]) = 5Trace (Dot 55 )

DEDE
w <—8FY%<§T’ Y)]> Dy(t, 7)

iw + %g’EZ’ny lg(7,Y)] + Z'WplfFY l9(7,Y)]

- (—aF Y[ga g’ Y)]>/ (iDo(7) — AP'€) + %Tmce (Dg(T)aggé?) =0

subject to the initial condition

(68)

Now that the initial value problem is defined we can use a guess and verify procedure to
find its solution.

Fy [g(r,Y)] = exp { - Heame -2 + o) } (69)
We do not assume the matrix is symmetric, since $& (G3(7) + G5(1)") € = £'G3(T)¢ .
I~ By () (7)€ — Ga(r )€ + ().
O’Fy [9(7,Y)]

= Fr[g(r, V)] (= 1G5(7) + Ga(r) €€ [G(7) + Galr)
= 20[G5(7) + Go(7)1€Ga(r) — Ga(r)Galr) — [Galr) + Ga(7)] ).

DEDE
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dFy [g(7,Y)] L 09s(7) . 0G%(7) . 10G\(7)
: .

or 2 or T 2 Ot

Now substitute these results into the Fourier transform (68) of the forward Kolmogorov
equation (13).

1,0 0 10 1
-5e ey 0SB Cememe v ign”

— (=€ [Gs(7) + Gs(7)'] +1Ga(7)) (iDs(7) — A™¢)

§

§+i

- el ) |

+ %TT@C@ (Dg(T)( [G3(7) + Gs(7)'] €€ [Gs(7) + G3(7)']
— 2 [G3(7) + G3(7) £Ga(T) — Ga(7)'Ga(7T) — [G3(7) + G3(7)'] )) =0

= {_lé’%g_‘_iaQQ(T) — lagl(T)

2 or 87’5 2 Ot

+ Dy(1)G3(7)i& — ¢'Gs(1)AT'E + Go(T)Da(1) + Go (1) AP"i& + 35/93(7)1)3(7)93(7)5

1
] + & TN+ in"'e

, 1 1
— Go(T)D3(1)G5(7)1€ — 592(7')733(7')92(7')/ — éTrace (D3(7)Gs(1)) = 0.
Now equate quadratic, linear (i£), and constant terms to obtain three ODEs.

893(7)

—5 = G(71)Ds(1)Gs(7) — 2G5(1) A7 + Ex ¥y (70)
subject to
G3(0) = Onxn-

Again this is the Lyapunov equation.

0

P50) _ Gu(r) (Dur)Galr) — A7) — 77"~ Da(r)Gs(r) M)
subject to

g2<0) - ON-

This ODE is linear so that we can use integrating factor to solve for Go(7). The integrating
factor is

int = ¢~ (Ds(MGs(n)=A7")7.
Consequently,

e (Po()9()=47")s g, (o)

o ds = —e~ (Ps)5)=AT")s (\P1_ D) (5 X)Gs(s)) ds.
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Now integrate from 7 to 0

92(7_’ X) _ G(Dg(T)QS(T)*API)TQQ(O) - /T 37(D3(5)g3(5)*A‘P/)(S*T) (,yp’ — D2(37X)g3(3)) ds.
0

The Final ODE is

9940 — 26,(e)Du(r) — Golr)DAGalr) — Trace (Dyr)Ga(r))  (72)

subject to
91(0) = 0.

This initial value problem is the simplest since everything on the right hand side of the ODE
is known.

Solving these three ODEs leads to the solution (19) to the Fourier transform of the Kol-
mogorov equation (68). The final step is to take the inverse Fourier transform to (19)

1
(2m)"

o) = — [ e { -5 |gatne 2@ - v)ie i) } & (13)

o0

To calculate this integral we use the following Lemma following Strauss (2008, p. 345)
and Strichartz (2008, pp. 41-43).

Lemma 4.1. Let o be a positive number and let xoy and yy be real numbers.

/oo e—a(:c+x0+iy0)2 dr = \/E (74)
0o (67

We also need the multiple dimension version of Lemma 4.1.

Lemma 4.2. Let A be a N x N symmetric matriz with all positive eigenvalues and let Z € CVN.

/ 6—%(X+A*1Z)/A(X+A*12)dX: (QW)N (75)
RN detA

To apply the Lemma 4.2 to the inverse Fourier transform (73) we have to multiply out
the quadratic exponent

(X+A'2) A(X+A2) = X'AX +22'X + Z/(A Y Z (76)
Now match up the coefficients in (73) to yield
A=Gs(r) and Z = (Go(7) — X) i (77)
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As a result, we can complete the square in the exponent of (73) to find

oY) = — / " exp { _ % {g'gg(r)g 2 (Go(r) — V) iE + glm} } de

(2m)" J s

By applying this solution to the forward Kolmogorov equation for the stochastic process
(44), we can find the probability distribution for the investor’s lifetime utility (34).

These random terms are probability densities of a normal distribution. We denote these
probabilities densities by

1 1
N(x;u,X) = expl — =(z — p)S Nz — p) (79)
g 2m)Y det(%) ! { 2 F g }

for x € R™.

By (23) the discounted transition probability can be written as

o0, )p(t. X7, Y) = exp { = 36100 bV (V1 Ga(r), a7, (80

Note that

6(t,5) = exp { _ % /t s [X{)Dg(v)XU _ 2D2(U)Xv] dv}

does not include the constant term

so it has to be added back in. The same is true for the backward Kolmogorov equation (48).
In the analysis of option values and VaR we will use various rules for Gaussian probability
distributions which we recall from Petersen and Pedersen (2008). First we use the rule for
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the product of two normal distributions.

N (5 a1, 20) X N (25 p1, 1) = IN (5 pae, 2e)
1 1 _
where ¥ = exp{ - 5(#1 — p2) (S1 + ) (1 — M2)}7
2m)N det (21 + )
pe= (S04 517 (30 + 5y )
and X, = (37" + 251)_1 : (81)

We also use the linear rule??
Az ~ N (z, Ap, XA, (82)

Finally, we convert to a standard normal using the rule

x =07 + p such that Z ~ N (On, Iy) . (83)

Here, > = 00’ is the Cholesky decomposition of the variance covariance matrix. By following
these basic rules for a normal distribution we are able to represent the probability distribution
for the trading desk’s bank capital and her lifetime utility.

Stochastic Discount Factor

We now have all the tools necessary to break a stochastic process like (44) into expected
and random components. First, we apply the argument to the stochastic discount factor. The
other stochastic processes will be solved using the same technique.

22Gee Petersen amd Pedersen (2008) 8.1.4, p. 41.
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/

(77’ — 72— (47 - 49) X(S))} ds + /tm (’YP — 7% — (A7 - A9) X(S))

th | oy
t

(8= (47 =19) (S5Zx) 7 (A7 - 49)) X(s)

= e

FAXG (47 = 49 (30 (47 - %) X(9)] o

w67 = 0 = Xy (47 A% () e}

— exp { /0 < — M, (0) - %(XgMg(O)XS - 2M2(O)Xs> H ds + /tT (Ma+ MsX,) des}.

We use the risk free rate, the risk premium and the risk neutral coefficients in this derivation.

The constants are given by
1 / _
My =dp + 5 (77 =79) (ZxZx) ' ("7 =19,
Ma == [0 = (77 = 19) (B4 Zx) (47 - 49)],

My = (AP — A9) (S 5x) 7 (A7 - 49),
My= (7" =79) (B and Ms = — (A7 - 42) (2)

(84)

As a result, the stochastic process for the pricing kernel is

MT T 1 t+7
Mrt _ ey { / ( ~ M)~ (X;Mg(o)xs _ 2M2(0)X5)>ds + / (M + X' Ms) E’Xdes}.
tt 0 t
(85)

We need the probability distribution for the pricing kernel in solving this stochastic pro-
cess. Before applying the forward Kolmogorov results, we factor out all the deterministic
terms from (85). We have from (42)
X(7) = Ao(r) + eV TIX (@) + V5, (86)
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where

Ao(7) = ([ _ e—AP(T—t)> (AP)*l 4P

We also will use .
T —AP(S—t) _ P\ —1 —APr
/ e ds = (A ) [[ —e } .
t

Now factor the square term to find
XY My (1) = (Aglr) + e TOX (1) + ;) My (Aofr) + e 0K () 4V, )
- ( PPy ([ - e*A”’“*t)) X (t)e AP’) M
(1= "00) (47) o7+ A0 (1)
+2 (37 (47) (1— ATE0) L X (1) e AT ) MY, + VI MGY,
P (1= e ) M (1 e TE0) (47)
+ 2P (A7) (1 — AT t)M e ATENX (1) + X () e Mae AT X (1)

+2 (7 (A7) (1= e AT 4 X (1) e T0) MyY; + VMY

Now integrate the first term over the time horizon 7 given X(t) = X.

1 t+7

— 5/ X(s) M3X(s)ds =
t
t+7
. %/ ’YPI (AP/)—l (I _ AP (s—1) ) M ( fAP(sft)> ds (AP)—l 773
P ' t+T1 73, 1 t+71 . P
— 7 (AP / (1 — e A t)Mge "0ds X (1) — 5X(t)’ / e AT Maem D ds X (2)
¢ t

_1 t+71 P t+1 P 1 t+71
- (77)’ (AP') / (I —e (S_t)> M3Y,ds +X(t)'/ e (S_t)/\/ngsds> - 5/ Y M3Y,
t t

t
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_ _%,YP/ (AP/)*l Ms (AP)*l 7737_
t+1
+ ,YP/ (API)_l/ €_AP/(s_t)d8M3 (AP)_l 77)
t

. %,}/Pl (AP/>—1 /HT efAP’(sft)MgefAP(sft)dS (AP)—l ,YP
t

t+1 t+7
— P (AP/)*l Mg/ e_AP(s_t)dsX(t) AP (AP/)l/ e—AP’(s—t)Mge—AP(s—t)dSX(t)
t t

1 t+1 , _ t+1
_ éX(t)’/ e—AP (s_t)M3€_AP(s_t)dSX<t> _ 777/ (AP/) 1M3/ Yids
t t

_1 t+1 P t+T1 P 1 t+1
+ <’y7>’ (A" / e AT MY ds —X(t)’/ e (St)./\/ngSds) - 5/ Y/ M3Ys.
t t t
If we use the definition of Y;, we have

t+T1 t+7 s
— 'YP, (AP/)fl MS/ sts + (,YP/ (AP/)I/ e_AP/(s—t)M3/ e—AP(s—v)ZXdevds
t t t

t+T1 s
—X(t)// e_AP/(s—t)Mg/ e—AP(s—U)EXdEUdS) — 0’ (87)
t t

since de,ds = 0 by Ito’s Rule.
We need the result

t+7
/ e—AP’(s—t)MSG—AP(s—t)ds _ |:M . G_APITMQ_APT] 7
t
where the matrix M solves the Lyapunov equation
— AP M — MA”" = Ms. (88)

The solution to this equation is a positive definite symmetric matrix, which is easily calculated
using lyap.m in Matlab.

t+7
— %/ X(T)/M;’,X(T)ds — _%777/ (AP/)*l M3 (Ap)il /YPT
t

AP (AP AP 1= e T M (A7) TP

— 1777/ (AP/)_l |:M _ e—AP’TMe—APT] (AP>_1 777

2
M (AP/)—l M (AP)—l [I _ e—APT] X(t) + A" (A’P/)—l [./\/l AT M= AT X(1)

P P 1 t+1
X(t) [M —e T Me ™ T] X(t) — —/ Y. M3Y
t

1
2 2
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We also need
t+T t+7 . t+r i N
/ MaXods =M, / (A7) A ds — M, / e~ AT ds (AP) " P ds
t t t
t+1
+ ./\/lg/ e~ AT (=) dSX / MsY.ds
t
M, (AP)—l +Pr— M, (AP) [1— B e—AP(r)} (AP)—l P
+ M, (A7) [I —e” / M / ~ATEmIT Cde, ds
=M (A7) 4Pr — My (AP) p w’m} (A7)
M (A7) 1= e O] X (@),

The last step uses the rule de,dt = 0
We also need

i t+7 t+T1
/ dE;ZXMng :/ dE;ZXMg (A’P)fl 773 o / dE/SZXMge—AP(T_t) (A'p)fl /yp
t t .

t+7 t+1
+ / de' S x Mhe AT DX (1) + / de. Y x MLY,
t t

t+T
= / dG;ZX
t

+ Me AT X (1)

/\/lf:, (AP)—l ,YP . MlsefAP(Tft) (AP)—l ,.YP

t+7
t

t+7
= / (M4 + Xt/Mg) + Y;’./\/lg,ZfX) deg
t
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We now bring all these calculations into the stochastic process for the pricing kernel.

]]\\iﬂt — exp{ _Ml(T)T _ %,YP/ (A’Pl)—l Mg (Ap)—l ’}/PT
tt

F AP (AP (AP T = e AT My (A7) TP
1

_ 577% (A731>—1 [./\/l _ e_AP'TMe_APT] (AP)_l AP

=P AP T My (A7) T [T e T X (1) 447 (AP) T [ M= e T M| X (1)

- %X(t)’ M= M| X (1) + M (A7) T 9P 7 = M (A7) 1= e AT (4P) TP

Y
-1 P 1 t+7 tT
+ M2 (AP) |:[ — 6714 (T)i| X(t) — 5/ }/;IM3}/S +/ (M4 + )(;1\415 4 }/;/ME)ZS() dEs .
t ¢
(89)
Define
1 - _
M(7, X) Eexp{ —/\/11(7—)7_577?1 (AP') ' M, (Ap) 177;7_

A7 (AP (AP T 1= e T My (4F) T
o %,YP/ (A’P/)—l [M . e_A’P/TMe_APTi| (A'p)—l ’yP

+ M; (A7) TP r = My (A7) 1= O] (4P) TP

+ {77” (AP [M - e—f‘“”we—”f} + M, (A7) [1 - e—A”m}

— P (AP) T My (AP) [1 - e—A”T} }X(t) - %X(t)’ [M . e—A”’TMe—A”T} X(t)}

:exp{_

This result can be used to separate the portion of the pricing kernel dependent on the
current factors X from future random changes in these factors Y, for s > t. We substitute
the known part (25) into the pricing kernel (24) so that

DN | —

(2 — 205190t ) My (X — ') + %‘m’z‘mglfmz + Dﬁl} (90)

LMy 1/t+TY’M Yid +/t+T (My + X{M; + Y/ M%) d (91)
————— —€X - = saS €s
M(1, X) M, P 2/, : R
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This relation is an example of the stochastic process (44) so that its probability distribution
is the solution to the forward Kolmogorov equation (13). Notice (91) is dependent on the
current X through M. This means that Dy = My + X/Mj; and D5 = M;X';. These terms
do not influence the forward Kolmogorov equation, since this error term has mean zero.

The solution to the forward Kolmogorov equation yields the probability distribution for
the pricing kernel.

1 M, - 1 GXP{
M(7,X) My, \/(QW)N det(As(r, X))

which has the same form as (44) with the appropriate definitions of the coefficients D’s.
Thus the probability distribution for the pricing kernel is given by

AT X) - %Y’Ag(T,X)_lY}

MT,t
M,

1 1 1
~ exp { — 5 (X — gﬁglmg)/gﬁg (X — mglmg) + 591(’2931;;19)?2 + 93?1 — 5./41(7‘)}

X ! exp{ — %Y’Ag(T)lY}
V @m)N det(As(7))

This leads to equation (25) and (26) in the text with oy = A3(7).

M, 1 _ _ 1 _ 1
B[] = exp{ — 5 (3~ D00, 0y (X 5 )+ S My — 5A1<T>}

1 & 1
X expi — —Y/Ag(T)1Y}dY
V@)Y det(Aq(7)) /—oo { 2

1 1 1
— exp { -5 (X - M5 M) M5 (X — M5 0t,) + S My + 9 — oA, (r)} (92)

This corresponds to equation (25) in the text with
(oaa(7)) " =0y

M(7) =exp {%9)1’29)15193?2 + My — %Al (7')} (93)
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