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1. Introduction

Pricing models driven by Lévy processes have been considered by many authors
[1, 16, 19, 22, 25, 26, 28, 35, 41, 56, 61, 75]. We are concerned here with a broader
family of pricing models, namely, the so-called Lévy-Ito models. Such models
are driven both by a Brownian motion and a Poisson random measure, where
the Poisson random measure is associated with an underlying Lévy process.
The Lévy-Ito class is general enough to include many familiar models as special
cases, such as models driven by Lévy processes, yet offers ample opportunity for
the creation of new models, while retaining substantial tractability.

The need for a systematic theory of Lévy-Ito models in finance is plain, for if
an asset price is driven by a Lévy process, then the price process of an option or
other derivative based on that asset cannot itself in general be represented by a
Lévy model, but it can typically be represented by a Lévy-Ito model, provided
that the payoff is reasonably well behaved; and as we know well [9, 64], most
securities and other financial assets, both corporate and sovereign, can be viewed
as complex options based on the cash flows associated with one or more simpler
underlying assets. Our intention in the material that follows is to present the
theory of Lévy-Ito models for asset pricing from a unified point of view, working
in the real-world measure and emphasizing the role of the excess rate of return.
We present a number of specific examples of tractable Lévy-Ito models, all
suitable for implementation, ranging across a variety of asset classes, including
equities, interest rates, and foreign exchange, illustrating the flexibility of the
modelling framework.

The structure of the article is as follows. In Section 2 we present a synopsis
of the Lévy-Ito calculus. The approach that we adopt is rigorous, but we try
to avoid abstractions and material unnecessary for financial applications. In
Section 3, we present a theory of risky assets driven by Lévy-Ito processes. We
assume the existence of a Lévy-Tto pricing kernel (state price density) of the
form (3.16), then in Proposition 1 we deduce the general form that the price
process of a risky asset takes in a Lévy-Ito market model. We comment on the
nature of the excess rate of return above the short rate of interest in a Lévy-Ito
setting, and in equation (3.38) we show that the excess rate of return per unit
of jump intensity can be expressed as the product of a random volatility and a
random market-price-of-risk for each admissible jump vector of the Lévy process
associated with the Poisson random measure.

In Section 4 we develop a theory of interest rate models in a Lévy-Ito frame-
work, and in Propositions 2 and 3 we work out expressions for the money market
account and the discount bond system in such a model. The resulting theory
is more general than the well-known interest rate models driven by Brownian
motion and pure-jump Lévy processes, yet remains tractable and suitable for
implementation. As an example of a Lévy-Ito interest rate model, in Section 5 we
present an extension of the Vasicek model to the Lévy-Ito category, summarized
in Proposition 4, generalizing results of [79, 18, 67, 17, 31] and others.

In Section 6 we show that the so-called “chaotic” interest rate models [44,
13, 71] lift naturally to the Lévy-Ito category. In particular, in Proposition 5, we
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show that the pricing kernel in a Lévy-Ito model for interest rates can be written
as the conditional variance of a random variable that admits a Wiener chaos
expansion. Then we work out explicit formulae for the discount bond prices
in a class of second-order chaos models. In Section 7 we specialize to the case
of so-called factorizable chaos models, and in Proposition 6 we show how such
models can be calibrated to an arbitrary initial interest-rate term structure.

Finally, in Section 8 we consider Lévy-Ito models for foreign exchange, and in
Proposition 7 we present a general expression for the exchange rate matrix for
any number of currencies in a Lévy-Ito setting. We conclude with an analysis
of the excess rates of returns that can be exhibited by reciprocal exchange rate
pairs in a multi-currency situation. We prove that in an N-currency geometric
Brownian model driven by n Brownian motions (N > 2, n > 2) one can choose
the market-price-of-risk vectors in such a way that the excess rate of return
above the interest-rate differential is strictly positive for each currency pair.
In the case of a two-currency model driven by a single Brownian motion this
result is known as Siegel’s paradox [8, 76], and here we have shown that the
Siegel condition can be satisfied for each exchange rate pair in a multi-currency
Brownian market model. We are also able to present examples of multi-currency
Lévy models in which the Siegel condition is satisfied. This leads us to conjecture
that the Siegel condition can be satisfied in any multi-currency Lévy-Ito model
with an appropriate choice of the risk-aversion functions.

2. Synopsis of Lévy-Ito calculus

We begin with an overview of the Lévy-Ito calculus, which acts as the work
horse of the theory, and give examples of typical calculations. Although many
of the ideas that follow are well known, it is not easy to locate any one treatment
elsewhere in the literature that offers a concise synopsis of the main results of
the theory required for applications to financial modelling. As a consequence
this material may be of interest in its own right along with the applications
discussed in later sections of the article.

In Lévy-Ito models, the prices of financial assets are driven collectively by
an n-dimensional Brownian motion together with a Poisson random measure
defined on Rf x R*. Here we write R} = R"\{0} and RT denotes the non-
negative real numbers. If A and B are subsets of a set F, then we set A\B =
AN B¢ where B ={w € E:w ¢ B}. We refer to R}} as the state space of the
Poisson random measure. In the class of models with which we work, the Poisson
random measure is associated with a pre-specified n-dimensional Lévy process.
That is, we assume the existence of an underlying Lévy process of dimension
n, and we consider the Poisson random measure determined by this process.
We emphasize that the class of models driven by the Poisson random measure
associated with a Lévy process is much larger than the class of models driven
by the Lévy process itself. For simplicity, we first discuss the situation where
the Brownian motion and the Poisson random measure are each of dimension
one; the higher dimensional case can then be reconstructed by analogy with a
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slight adjustment of notation. When we model the price dynamics of a single
risky asset, we find that for some purposes a one-dimensional model will suffice;
but when we consider collections of assets, as one must for interest rates and
foreign exchange, then the need for Lévy-Ito models with higher-dimensional
state spaces becomes apparent.

We assume that the reader has some familiarity with the mathematical theory
of Lévy processes, as represented in works such as [2, 4, 11, 20, 31, 47, 51, 55, 57,
69, 70, 74, 77], and the applications of Lévy processes in finance theory. We fix a
probability space (Q,.%,P) and let {&;};>0 be a one-dimensional Lévy process.
In our notation for stochastic processes, curly brackets {-} signify an indexed
set of random variables. The index space is usually indicated explicitly when the
process is defined, but can be dropped later for brevity, unless we wish to draw
attention to the index set. Thus, we can now refer to the process {&;}, since we
have already mentioned the index set {¢ € R*}. The same convention applies
to filtrations. It is often taken as part of the definition of Lévy process that
the process has the cadlag property; that is to say, there exists a set Q; € %
with P(€1) = 1 on which the sample paths of {&;} are right-continuous with left
limits.

Let us write #(R) for the Borel sigma algebra generated by the open sets
of R. B(R*), B(Ry) and Z(R{) are defined similarly. It is well known that a
one-dimensional Lévy process {£;} admits a so-called Lévy-Ito decomposition
([74], theorem 19.2) of the form

¢ ¢
&L =at + W, +/ / x N(dz,ds) +/ / x N(dz,ds). (2.1)
0 J]zle(0,1) 0 Jiz>1

Here a and f are constants, {W;};>0 is a standard Brownian motion, and
{N(dz,dt)} is an independent Poisson random measure. {N(dz,dt)} is more
specifically the random measure on Ry x RT defined for A € #(Ry), t > 0 and
w € O (with ©Q; as above) by

N(A,[0,t],w) = #{s € [0,1] : ALs(w) € A}, (2.2)

and we set N(A4,[0,t],w) = 0 for w ¢ Q4. Thus, for any outcome of chance
w € Oy, the value of the random variable N (A, [0,¢]) measures the number of
jumps occurring in the time interval [0,¢] for which the jump size lies in the
set A. The so-called Lévy measure v(A) associated with {N(dx,dt)} is then
defined for A € #(Ry) by

E[N(A,[0,4])] = v(A)t. (2.3)

By a Lévy measure on R we mean a sigma-finite measure {v(dz)} on (R, Z(R)),
not necessarily finite, such that v({0}) = 0 and

/min (1, |z|?) v(dz) < oo, (2.4)

where the integral is understood to be taken over R.
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For any set A € #(R) let us write A for the closure of A. Then we say that
A € #B(Ry) is bounded below if 0 ¢ A. For example, if 0 < a < b then (a,b)
and [a,b) are bounded below, as are (—b, —a) and (—b, —a]. If A is bounded
below, then N(A4,[0,t]) < oo almost surely for all ¢ > 0, and v(A) < oo. The
compensated Poisson random measure N (A, [0,]) for such a set is defined by

N(A,[0,t]) = N(A,[0,t]) — v(A)t. (2.5)

If the set A is bounded below and we let ¢ vary we obtain a Poisson process
{N(4,]0,t]) }+>0 with rate v(A); then {N (A4, [0,t])—v(A)t}:>0 is the correspond-
ing compensated Poisson process. In the case of the compensated measure it is
customary to write

N(dz,ds) = N(dz,ds) — v(dz)ds, (2.6)

but it should be noted that the integral with respect to N(dz,ds) in the third
term on the right side of (2.1) cannot in general be split into separate terms
by use of (2.6). Rather, the term as a whole is defined by a limiting procedure
([74], page 120). In particular, given any decreasing sequence {€, }nen such that
en €ERY, €1 < 1, €, 1 0, the sets {A,},en defined by A, = {z : €, < |z < 1}
are each bounded below. Then for each ¢ > 0 we set

// N(dz,ds) = lim // z N(dz,ds). (2.7)
|z|€(0, 1) - n—oo

If for any given value of n we use (2.6) to work out the integral on the right hand
side of (2.7), the result is a square-integrable random variable Y,, € L?(Q,.#,P).
Then we can show that {Y,,} is a Cauchy sequence that converges to an element
Y € L?(Q,.7,P), and this is the definition of the integral on the left-hand side
of equation (2.7).

From the foregoing we see that if we specify a Lévy process on (Q,.#,P), we
determine a Brownian motion {W;} and a Poisson random measure { N (dz, dt)}
with Lévy measure {v(dz)}. By a Lévy-Ito process on (Q,.#,P) we mean a
process {Y;} of the form

t
Y, = Yo—i—/asds+ Bs AW

/ /z|e . 1) dx ds) + / /|I|>1 N(dz,ds). (2.8)

The integrands appearing in the various terms here have to satisfy certain con-
ditions to ensure that the relevant integrals are well defined. More specifically,

we require that {a;}s>0, {8t }e>0, {76(2) >0, |2)€f0,1) and {0:(2) }¢>0, z|e[1,00) aTE
predictable and that the following holds for all ¢ > 0:

P l/o <|as| +55+ /|£<1’ys (z) u(dx)) ds < oo] =1 (2.9)
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Here we recall that a process {¢;};>0 on a probability space (2, .%#,P) with
filtration {.% };>0 is said to be predictable if the map ¢ : Rt x Q@ — R is
measurable with respect to the so-called predictable o-algebra &2, which is the
o-algebra generated by all left-continuous adapted processes on (£2,.%,P). More
precisely, & is the o-algebra generated by all maps of the form 6 : Rt xQ — R
such that (a) for fixed w € Q the map ¢ — 60;(w) is left-continuous, and (b) for
fixed t € RT the map w > 0;(w) is .%,~ measurable, where we define

F-=0o| |J Z|. (2.10)
0<s<t

For map-valued processes, such as the processes {v:(x)} and {d:(z)} appear-
ing in the final two terms of (2.8), we need a somewhat more general definition.
Let A € #(R) be the domain in R on which the maps are to be defined, which
could be R itself. The predictable o-algebra &?4 is then defined to be the o-
algebra generated by all maps of the form 6 : A x Rt x Q — R such that (a)
for fixed t € R* the map (z,w) — 0:(z,w) is B(A) ® F,— measurable, and (b)
for fixed x € A and w € Q the map ¢ — 0;(x,w) is left-continuous.

Any process {0;(x)}1>0,zca defined by a &2 4-measurable map 6 : A x RT x
Q — R is said to be predictable. If 6 is predictable, then the process t — 6;(x)
is adapted for each =z € A.

For A € #(R) we define P5(A,RT) to be the set of all mappings (modulo
equivalence) of the form 6 : A x RT x Q — R such that {6;(x)} is predictable
and the condition

P {/Ot/AHSQ(x) v(de)ds < oo| =1 (2.11)

holds for t > 0. Two such processes are taken to be equivalent if they coincide
almost surely with respect to v x Leb x P on RQRT ®€Q. Thus, if § and §’ are two
such maps, we say that they are equivalent if the set {(z,f,w) ERQRT ® Q :
O(z,t,w) # 0 (x,t,w)} is of measure zero with respect to v x Leb x P. We
note, in particular, by virtue of (2.9), that the process {v:(z)} appearing in
equation (2.8) is in P5(A,RT) for A={z e R:|z| < 1}.

In calculations, one often finds it convenient to write (2.8) in differential form.
Then the initial condition is implicit and we have

d}/t :Oétdt—Fﬁtth—f—/
|z|€(0,1)

ye(z) N(dz, dt) + / 8¢(z) N(dw, dt).

|z >1
(2.12)

The meaning of such a differential form comes from the corresponding integral
expression.

We proceed to consider a generalized version of Ito’s lemma applicable to
Lévy-Ito processes. First we recall the form that Ito’s lemma takes for a one-
dimensional semimartingale on a probability space (Q,.%,P) with filtration
{Z#}t>0 (Protter [70], theorem 32).
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Theorem 1. Let {Y:}i>0 be a semimartigale. Let the map F': R — R admit a
continuous second derivative and write F'(x) and F"(x) for the first and second
derivatives of F at x € R. Then

PO = PO + [ PO avi+d [P avg

+ > {F(Y.) = F(Yy-) = AY, F'(Y,-)} . (2.13)

0<s<t
Here, for any process {X;}+>0 admitting left limits we set

Xp- = lim X, 1(t > 0) + Xo 1(t = 0), (2.14)

and we write AX; = Xy — X;- for ¢ > 0. The time integrals are taken over the
interval (0, t]. We use the notation {[Y,Y];};>¢ to denote the quadratic variation
process, defined by

t
Yyl =v? -2 [ v, av. (2.15)
0

Since the quadratic variation is nondecreasing and has right continuous paths
such that A[Y,Y]; = (AY;)?, it can decomposed into a continuous part and a
discontinuous part, and we write {[Y,Y]¢} for the continuous part.

Now let {Y;}1>0 be a Lévy-Ito process given in the form (2.8). Some simplifi-
cation can be achieved in the expression for {F(Y;)}>0. First, we can separate
the continuous terms and the jump terms, and use familiar formulae from the
continuous version of Ito’s lemma. Then we can re-express the infinite sum over
the jumps of the process as an integral with respect to the Poisson random
measure, splitting the contributions from the small jumps and the large jumps.
The result is

F(Y,) = F(Yy) + /O [0 F (Vi) + A B2F (Y, )] ds + /0 B (Y)W,
v [ ) N an
-/ t /lxem) [F(Yy +7(@)) = F(Y-) = 7(2) F'(Y )] N(da, ds)
+/Ot /m21 [F(Y +64(x)) — F(Y..)] N(dz, ds). (2.16)

The version of Ito’s formula given by (2.16) is valid for any Lévy-Ito process
and for any continuously twice differentiable function F'

For financial modelling we need a further assumption. This concerns the
infinite sum over the small jumps implicit in the penultimate term of (2.16).
The point is that for financial applications (and various other applications as
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well) we would like to have necessary and sufficient conditions for {F(Y;)} itself
to be a Lévy-Ito process. This means that we need to ensure that after some
rearrangement the integral with respect to the Poisson random measure over the
small jumps in the next to last term in (2.16) can be replaced with an integral
with respect to the compensated Poisson random measure.

First we observe that the integrand {v,(x) F'(Ys-)} belongs to the class
P2{(—1,1),RT}. This ensures that the integral in the antepenultimate term
of (2.16) is almost surely finite. Indeed, if we multiply any process {n.(z)} €
P2{(-1,1),R"} with a left-continuous adapted process {X;} then the result
{X;ni(x)} also lies in P2{(—1,1),RT}. Thus to ensure that the Poisson ran-
dom measure in the penultimate term can be compensated, it is necessary and
sufficient to assume that F' and {Y;} taken together are such that

{F(Ys- +7:(2)) = F(Y,-)} € 22{(-1,1),R"}. (2.17)

The effect of this condition is to moderate the impact of the small jumps in such
a way that the integral of F((Y,- +~s(x)) — F(Y,-) is well defined with respect
to the compensated Poisson random measure. For (2.17) to hold it suffices that
either (a) F is bounded, or (b) {v:(z)} is locally bounded in the sense that for
all ¢ > 0 it holds that

P| sup sup [|ys(z)] <oof =1. (2.18)
0<s<t 0<|z|<1

From a modelling perspective assumption (2.18) is not unreasonably restrictive,
for it simply means that the jumps in the process {F(Y:)} are not unduly
sensitive to small jumps in the underlying Lévy process. With condition (2.17)
in hand, a further simplification results in the form of Ito’s lemma, which then
takes the following form.

Theorem 2. Let {Y;}i>0 be a Lévy-Ito process of the form (2.8), let the map
F:R — R admit a continuous second derivative, and assume that (2.17) holds.
Then

PO = ) + [ 0P ) 4 JRF 0] ds [ 8. () aw,
+/Ot /x|<1 [F(Yy- 4+ 7s(x)) = F(Ys-) = vs(2)F'(Y,-)] v(dz) ds
+ /Ot /m|e<o,1> [F(Ye +75(2)) = F(Ys-)] N(de,ds)
" /Ot /ﬂg|>1 [F(Ysm +0s(2)) = F(Y-)] N(dz, ds). (2.19)

This is the version of Ito’s lemma proved in Applebaum [2], theorem 4.4.7,
and also (in a somewhat more general form) in Ikeda & Watanabe [47], theo-
rem 5.1. Going forward, we shall work with Ito’s lemma in this form, making
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the necessary assumptions without further comment. We observe that if {Y;}

is a Lévy-Ito process and if F' is continuously twice-differentiable, then we find
that {F(Y;)} is a Lévy-Ito process. In more detail, we have

F(Yt)fF(Yo):/ A, ds+/ B, dW, +/ /z|601 L (z) N(dz,ds)

/ /|z>1 N(dz,ds), (2.20)

Ay =0y F(Y,) 4 g B2 F (Y, )

+ /| PO 30 (0) = PO) =@ )] (),

where we define

By= B F'(Y,), Cy(@)= F(Ye +7(2)) = F(Ya),
Dy(x) = F(Y,- +8,(x)) — F(Y,). (2.21)

In particular, it follows as a consequence of Theorem 2 that for all ¢ > 0 it holds

that
P As —|—B32 + C’f z)v(dz) |ds <oo| =1. 2.22

Note that in calculations it can be useful to write (2.19) in differential form,
and we have

dF(Y;) = [0 F'(Ye-) + 582 F"(Y,-)] dt + B F' (Y- ) AW,
n /| IFO ()~ ) )P 5)] (e
+ / F(Yp- +7(x) — F(Y,)] N(dz,dt)
|z|€(0,1)
+ /| P0G ) = P(Y)] Nt (2.23)

Example 1. As a step towards the construction of a pricing model we consider
the problem of solving a stochastic differential equation of the form

dZt = Zt—

L dt+/|a:e(0 N Ty(z)N(dz, dt) +/w>1 At(x)N(dx,dt)] , (2.24)

given the processes {4 }1>0, {I't(2)}>0,z/c(0,1) and {A¢(2)}i>0, |2]e[1,00) 88 In-
puts, along with a strictly positive initial value Zy. We assume that {u:} is
predictable and such that

[P’{/Ot|,u3|ds<oo} =1 (2.25)
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for t > 0, {T¢(z)} € Po{(—1,1),RT}, and {A.(z)} is predictable. We also
assume that

P [ sup sup I'i(z) <oof =1 (2.26)

0<s<t 0<|z|<1

and

IP’[ inf inf Fs(a:)>—1} ~1, IP’[ inf  inf Ay(x)>-1| =1
0<s<t 0<|z|<1 0<s<t 1<|z|<oc0

(2.27)

for t > 0. The latter two conditions ensure that {Z;} will not jump to a negative
value or to a value that is arbitrarily close to zero; whereas (2.26) and the first
part of (2.27) ensure that {I't(z)} is locally bounded, so we can apply Ito’s
formula to obtain

dlog Z; = p,dt + / (log (1+Ty(z)) — Ty(z)) v(dz)dt

|z|<1
+ / log (1 + T4(z)) N(dz, dt)Jr/ log (1 + A¢(x)) N(dz,dt).
lz|€(0,1) lz[>1
(2.28)
Then the solution of (2.24) is given by

Zy = Zpexp { /Ot s ds + /Ot /I|<1 (log(1+I's(z)) — Ls(z)) v(da) ds}

X exp{/ot /ocle(O,l) log(1 +I‘S(x))]\7(dx,ds)}
X exp { /Ot /xm log(1 + As(x))N(dx,ds)}. (2.29)

We remark, finally, that in applications, it is often convenient to write (2.29) in
the alternative form

7 = 7, exp{/ot s ds—/ot /|m<1 (™ — 1 - 7(2) u(dx)ds}
Xexp{/ot /lwe(o,l) fys(x)N(dx,ds)Jr/Ot /z|>155(x)N(dw,ds)},

(2.30)
where ¢ (z) = log (1 + T'¢+(z)) and d:(z) = log (1 + As(z)).

Example 2. Next we consider the construction of exponential martingales in a
Lévy-Ito framework. For this purpose, instead of (2.24) we look at the modified
equation

4%, = Z,-

/ Ty (z)N(dz,dt) + / At(x)N(dx,dt)], (2.31)
jz€(0,1) |z >1
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the difference being that there is no drift term and we use the compensated
Poisson random measure in both integrals. This opens up the possibility that
we can make {Z;} a local martingale and even a martingale. The treatment

of the |z| € (0,1) integral is just as in the previous example. In order for the
compensator term to be defined in the |z| > 1 integral we require that

P [/0 /ac|21 |Ag(x)] v(dz)ds < oo] =1, (2.32)

for all ¢ > 0. As a consequence of (2.32) we can then write (2.31) in the form

dZ, = Z;- {— /121 Ay(z) v(dz)dt

+ / Ty (z)N(dz,dt) + Ay(z)N(d, dt)} . (233)
|2]€(0,1)

|| =1

But we see that (2.33) is of the form (2.24), with

[ = — Ay(z) v(dz) . (2.34)

o] >1

It follows by equation (2.29) in Example 1 that the solution takes the form

Zy = Zyexp { /Ot /a:|e(0,1) log(1 + T'y(x)) N(dx,ds)}
X exp { /Ot /W<1 (log(1 + Ts(z)) — Ts(x)) v(de) ds}

xexp{/ot /|m>1log(1+As(x))N(da:,ds)/Ot /IMAS(:C) V(dx)ds)}.
- - (2.35)

Next, we observe that if the process {A;(z)} also satisfies

P [/0 /$|21 [log(1+ Ag(x)) | v(dz)ds < oo] =1 (2.36)

for t > 0, then one can introduce a compensator into the stochastic integral for
|x| > 1 as well, and the expression for {Z;} can be put into the symmetrical
form

¢
Zy = Zyexp {/ / log(1 + Fs(x))N(dx7ds)}
0 J|z|€(0,1)

X exp { /Ot /x|<1 (log(1 + T'y()) — T's()) v(de) ds}
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¢
X exp { / / log(1 + Ag(z)) N(dz, ds)}
0 Jlz|>1
¢
X exp { / / (log(1 4+ Ay(z)) — As(z)) v(da) ds}. (2.37)
0 Jlz|>1
But (2.36) is satisfied under the conditions that we have imposed, since

| log(1 + Ag(2)) |

<

log (1 b As<x>) ‘ 1(Ay(@) < 0) + Au(@)1(Ay(2) > 0),
(2.38)

which follows by (2.27) and the inequality log(1 + x) < x for > —1. Then we
can write (2.37) in the form

7, = Zy exp { /Ot /|r|>olog(1 + Es(a:))N(da:,ds)}

X exp {/0 / (log(1 + £4(2)) — S4 () v(dz) ds}, (2.39)
where
Yi(z) = U(|z| € [0,1)) Te(z) + L(|z] > 1) Ag(2), (2.40)

and (2.31) takes the compact form
dZ, = Z,- / ¥y (z)N(dz, dt) . (2.41)
|z|>0

It follows that {Z;} is a local martingale, and since {Z;} is strictly positive a
sufficient condition to ensure that it is a martingale is that

E[Z:] = Zo (2.42)

for all ¢ > 0. The solution (2.39) can also be written as

t ~ ¢
Zy = Zy exp {/ / as(x)N(dx,ds)—/ / (e"s(x) —-1- Us(x)) v(dx) ds}
0 Jlz[>0 0 Ja
(2.43)
where

oi(x) =log(1 + X¢(x)), (2.44)

and thus

4z, = Z,- / (eos@) - 1) N(dz,dt). (2.45)
|z|>0
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We observe in the case of a pure-jump Lévy-Ito process, the volatility ap-
pears in two distinct forms. We call {oy(x)}1>0 the exponential volatility and
{Z¢(x) }+>0 the dynamical volatility. The condition (2.32) that we have imposed
on the dynamic volatility translates into an analogous condition on the expo-
nential volatility, namely

L]

Since v([1,00)) < oo, this condition can be simplified by use of the identity

eos(l’) _ 1‘ I/(d.’E) ds < w] =1. (246)

@ — 1] = 1oy () > (7@ — 1) + 1(o(x) < 0)(1 - @), (2.47)

and thus in place of (2.46) we can write

t e” @) y(dz)ds < co| = 1. .
P[/O/.M () ds < ] 1 2.45)

Thus we require the Lévy measure to satisfy a type of exponential moment
condition. Such conditions arise in Lévy models for asset pricing, so it is not
surprising to see similar conditions arising in the context of Lévy-Ito models.
Note that by (2.36) we also have

P l/o /leI |os(z) | v(dz)ds < oo] =1. (2.49)

3. Modelling framework for risky assets

We begin with a few general remarks about asset pricing, following which we in-
troduce a class of Lévy-Ito models for risky assets. Let (€2,.%, P) be a probability
space equipped with a filtration {.%; };>¢ satisfying the usual conditions, where
P is the real-world measure. We write E;[-] for conditional expectation with
respect to .%; under P. Equalities and inequalities between random variables
are generally understood to hold P-almost-surely. We write m.%; for the space
of F;-measurable R-valued random variables. Price processes are modelled by
semimartingales, denominated in units of a fixed base currency. In particular,
it will be assumed that price processes are cadlag.

We assume the existence of a so-called pricing kernel, following the definition
of [14], by which we mean a semimartingale {m;};>0, satisfying (i) m > 0 for
t >0, (ii) E[m] < oo for t > 0, and (iii) liminf; o E[m] = 0. The pricing
kernel has the defining property that if an asset with price {S;}¢>o delivers a
single random nonnegative cash flow X7 € m.%r at time T such that 7r X7 is
integrable, and if the asset derives its value entirely from that cash flow, then
its value at any time ¢ > 0 is given by

1
St = ]l{t<T}7'r_t ]Et[’]TTXT] . (31)
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Note that the value of the asset drops to zero when the cash flow occurs and
remains at that value thereafter. It is known from Jobert & Rogers [53] that if
a pricing operator is linear and satisfies some reasonable consistency conditions
that impose a mild form of absence of arbitrage, then it is of the form (3.1).
More generally, in the case of an asset that delivers a stream of nonnegative
dividends we introduce a random measure A(dt) on RT with the property that
for any A € #(R") the total dividend paid over the time period A is given
by A(A). We require that A(A) < oo almost surely for any bounded interval
of time. Then for any asset with value (S;):>o and dividend A(dt), the pricing
kernel must be such that the deflated total value (S} );>0, defined by

t
Sy = mSt + / ms A(ds), (3.2)
0

is a martingale. If the so-called transversality condition
htrgloglf [m:S¢) =0 (3.3)

is satisfied, we say that the asset derives its value entirely from the dividend
stream, and a calculation shows that

1 o0
Tt t

If an asset derives its value from a cash flow X at time 7' we have A(dt) =

X dr(dt), where d7(dt) denotes the Dirac measure concentrated with unit mass

at time T'. It is then a straightforward exercise using the martingale property

of the total deflated value (3.2) to show that (3.4) reduces to (3.1) in that case.
For many applications we find it convenient to assume the existence of a

unit-initialized money-market asset with value {B;}:>o such that

B, — exp [/Ot - ds] , (3.5)

for some specified short rate {r;};>¢ satisfying

PU; rsds<oo} —1, (3.6)

for t > 0. In that case it follows that the pricing kernel must be of the form
Pt
=—, 3.7
™= (3.7)
where {p;}i>0 is a strictly positive martingale, and that the price of a generic
asset paying no dividend takes the form

S, = Bede , (3.8)

Pt
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where {9 }:>0 is a martingale. If the asset is of the limited liability type, then
{1} is strictly positive. An example of a risky asset that pays no dividend
is a foreign money market account, with its value quoted in units of the base
currency.

We are now in a position to introduce a Lévy-Ito market model driven by
an n-dimensional Brownian motion and an independent n-dimensional Poisson
random measure. The market filtration is taken henceforth to be generated
by these processes. The market consists of a money market account, a pricing
kernel, and one or more risky assets, all modelled by Lévy-Ito processes. The
short rate is an exogenously specified predictable process and the pricing kernel
is assumed to satisfy a dynamical equation of the form

Ttdt—F/{t'th—F/
|z|>0

dm = —m4-

Ay(z) N(dz, dt)] . (3.9)

Here the predictable vector-valued process & : RT x 2 — R™ can be interpreted
as the Brownian market price of risk and is taken to be such that

]P’[/Otmszds<oo}:1. (3.10)

The predictable process {A;(z)} can be interpreted as the market price of jump
risk for jumps of type z in the n-dimensional state space of the Poisson random
measure. We assume, with an obvious slight generalization of the discussion in
the previous section to higher dimensions, that {As(x)} € P22{B", R*}, where
B™ denotes the interior of the unit ball in R™. Thus we have

P Vot /z|<1 A2(z)v(dz)ds < oo] =1, (3.11)

where

n

jzf> = ()% (3.12)

a=1

To ensure that we can apply Ito’s formula, we assume that

P l sup  sup |As(z)| < oo] =1 (3.13)
0<s<t 0<|z|<1

for t > 0, and to ensure that the pricing kernel never drops abruptly to a
negative value or to a value that is arbitrarily close to zero we assume that

0<s<t 0<|z[<o0

P [ sup sup As(z) < 11 =1 (3.14)
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for all ¢ > 0. As a first step towards ensuring that {p;} will be martingale we

require that
[/ / v(de)ds < oo} =1 (3.15)
|z|>1

for all ¢ > 0. The solution to the stochastic equation for the pricing kernel satis-
fying these conditions can then be worked out using the methods of Examples 1
and 2, and we obtain

Wtexp[ /trgds/ot dW/tIi ds]
xexpl //ﬂc|>0 N (da, ds) // e 14 () V(dx)dsl,

(3.16)
where the map A : R® x Rt x Q — R introduced here is defined by
Ae(z) = —log (1 — Ay(z)) . (3.17)

Note that A;(z) > 0 if and only if A;(z) > 0. We observe that (3.13) and (3.15)
ensure that the integrals appearing in (3.16) are well-defined and almost surely
finite. In particular, we find that {\;(z)} € 22{B",R"}. It also holds that

P / /|x|>1 V(dz)ds < oo| = 1 (3.18)

and

P / /|z|>1 y(dz)ds < 0| = 1 (3.19)

for all ¢ > 0. One can then check that (3.14) and (3.17) imply that

P l sup  sup As(z) < oo] =1 (3.20)

0<s<t 0<|z|<oc0

for all t > 0. As a consequence of (3.7), the dynamical equation satisfied by {p;}
is

dpt = — ¢ |:‘<}t . th +/ At(l') N(d.’lﬁ,dt)] 5 (321)
|z|>0

from which it follows that

t t
Pt = exp {—/ ns.dWs—%/ Ksszds]
0 0
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X exp [_ /Ot /QM Ae(@) N(dx,ds)—/ot/m (@ — 14 A, (2)) V(dx)ds],

(3.22)

and we observe that {p;} is a local martingale. Then to impose the martingale
property we require E[p;] = 1 for all ¢ > 0. The martingale property imposes fur-
ther conditions on {x;} and {\s(x)} in the initial specification of the dynamics
of the pricing kernel at (3.9).

We consider now a typical non-dividend paying limited-liability risky as-
set with price {S;}1>0 in a Lévy-Ito market with the pricing kernel {m;}, so
{mSi}i>0 1s a strictly positive martingale. Writing 1, = 1,5, let us assume that
the dynamics of {4 }+>0 take the form

z|>0

depy = 1, - [Bt AW, + /| \Ilt(x)N(dx,dt)] , (3.23)

for some predictable vector-valued process {3;} such that

]P’{/Otﬂfds<oo}1, (3.24)

and for some predictable map-valued process {U;(z)} € Z2{B",R"}. We as-
sume that

P [ sup  sup |Py(z)| <oo| =1 (3.25)

0<s<t 0<|z|<1

for t > 0, and to ensure that {¢:} never drops abruptly to a negative value or
to a value that is arbitrarily close to zero we assume that

IP[ inf  inf W,(z) > —1} =1 (3.26)

0<s<t 0<|z|<oc0

for ¢t > 0. To ensure that the dynamics of {1;} are well-defined for large jumps,
we require

t
P / / |Us(z)| v(dz)ds < co| =1 (3.27)
0 Jlz|>1
for ¢ > 0. With these assumptions it follows that {¢,} takes the form
t t
tr = Sp exp {/ Bs - dWs — %/ 532d5}
0 0

X exp [/Ot /I$>oﬁs(a:)J\~f(dx,ds)—/OtL (@ —1-5,()) u(dx)ds}.

(3.28)
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Here we have used the fact the 7y = 1 and we have set

Bi(x) =log (1 + Uy(x)). (3.29)
We note, in particular, that {8;(z)} € Z{B",R"} and that for all ¢ > 0 it
holds that
t
P / / @ p(dr)ds < co| =1 (3.30)
0 Jz|>1
and

P [/0 /$|21 |Bs(x)] v(dx)ds < oo] =1 (3.31)

and that for all ¢ > 0 it holds that
P { inf inf  Bg(x) > —oo] =1. (3.32)

0<s<t 0<|z|<o0

At this stage we are able to work out an explicit expression for the asset price
by taking the quotient (3.8). The result is as follows:

t t t
Sy = So Bt exp |:/ (ﬁs + KJS) ~dWs — %/ 632 + %/ ’%52 d5:|
0 0 0

X exp VO /z|>o (By() + As(x)) N(dx,ds)]

X exp {— /ot/x (eﬂa‘(w) —1- ﬂs(x)) v(dx) ds]

X exp [ /0 t /I (e”s@”) —1+ )\s(x)) v(d) ds} . (3.33)

Defining o; = Bt + k¢ and o¢(x) = Si(z) + A(x), we conclude that {S;} takes
the form

t t
St:SOeXp|:/(7"S+)\SUS)dS+/Us-dWS—%/
0 0

0
X exp l /O t /w>005 N(dz,ds) — /O t /m [eﬂs@)(effs@) 71)48(9;)} v(dz) ds].

(3.34)

t

o? ds]

This is the general form an asset price takes in a Lévy-Ito model. The input pro-
cesses {r:}, {\+} and {o,} are unconstrained apart from the conditions required
for their definition.
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Lemma 1. Writing Ay(z) =1 — e M®) and B, (x) = ™) — 1, we have

P [/Ot/rAt(x) 5 (2) v(dz) < oo} _1 (3.35)

Proof. We need to show that

[ e
+/ /|x|>1(1 — e M@ (P @A) 1) p(da) < oo] =1. (3.36)

Since {A¢(z)} and {X;(2)} are in Po{B", R}, the Cauchy-Schwartz inequality
implies that the first term in the square brackets in (3.36) is finite almost surely.
Then as a consequence of (3.20) and (3.30) it follows that that the second term
is also finite almost surely. O

After some simple rearrangement of (3.34) making use of (3.35), we obtain
the following:

Proposition 1. The price of a risky asset that pays no dividend in a general
Lévy-Ito model takes the form

t t t
StSOGXp[/ (Ts+Rs)d5+/ US'dWG%/USQdS}
0 0 0

X exp l/t /|w>0 log(1 + 4 (z)) N (dz, ds)}
xexp{ / / “log(1 + B4(x))) v(dz) ds} , (3.37)

where {ri} is the interest rate, { Ry} is the excess rate of return above the interest
rate, and {o+} is the vector Brownian volatility. The excess rate of return is

Ry =ky- 01+ / Ai(z) T (x) v(da) , (3.38)

where {k} is the vector Brownian market price of risk, {Ai(x)} is the market
price of jump risk, and {X¢(x)} is the dynamical jump volatility.

It may be helpful if we make a few interpretive remarks. First, we observe
that the risky asset satisfies the following dynamical equation:

dSt = St* [(rt + Rt) dt + 0y - th + fm|>0

(z) N(dz, dt)] . (3.39)
The dynamical volatility ¢ (x) represents the riskiness of the asset. In particular,
3¢ (z) determines the multiplicative factor by which the price of the asset jumps
if the jump at ¢ in the underlying n-dimensional Lévy process is the vector x.
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Then A4(x) is the market price of risk associated with x at time ¢. The product
Ai(z) 3¢ (x) is the excess rate of return per unit of jump intensity at x, and the
Lévy measure v(dz) determines the jump intensity.

A sufficient condition for the excess rate of return to be strictly positive is
that the components of the vector processes o; and k; are positive for all ¢ > 0
and that X;(x) > 0 and A;(z) > 0 for all ¢ > 0 and all x € R™. Then the excess
rate of return is an increasing function of both the level of risk and level of
risk aversion. Proposition 1 extends analogous results known to hold for models
driven by Lévy processes [16, 60].

4. Lévy-Ito models for interest rates

Interest rate models driven by Lévy processes and other more general processes
with jumps have been considered by numerous authors in the past; see for
example [27, 29, 30, 6, 7, 34, 5, 40, 36, 14, 54] and references cited therein.
In what follows we look in detail at interest rate models of the Lévy-Ito type.
These models are of interest on account of their simplicity, tractability and their
suitability for implementation.

We begin with a few remarks about interest rate modelling in general. There
are several different ways of putting together interest rate models, depending
on the purpose of the model and on which ingredients of the model one regards
as primitives. This accounts for the various “approaches” to interest rate theory
that have been put forward over the last few decades. But even in the case of a
Brownian filtration the relationship of the various modelling frameworks is not
easy to summarize in a few words [42, 3, 46, 72, 52, 43].

We take the view that an interest-rate model consists of the following: (i) a
pricing kernel {m; }+>0, (ii) a money market account {B;};>¢, and (iii) a system
of discount bonds {P;r}i>0, 7>0 satisfying the relations governing risky assets
discussed in the Section 3. A unit discount bond with maturity 7" pays a dividend
of one unit of currency at T Its value drops to zero at T and stays at that level
for all ¢ > T'. Thus,

}ITH% Pr=1 (4.1)

and P,y = 0 for t > T. Occasionally, it is useful to refer to the associated
discount function { Py }o<i<T<oco, defined by Pir = Py for 0 <t < T < oo and
Pppr =1 for T > 0. The discount function is not defined for ¢ > T. One regards
P,7 as being a price, whereas for each outcome of chance the discount factor
Prisa pure number.

There are five processes that play key roles in the formulation of an interest
rate model of the Lévy-Ito type: the short rate {r:}, the market price of Brow-
nian risk {x:}, the market price of jump risk {A:(x)}, the Brownian volatil-
ity structure {wir}, and the jump volatility structure {Q:r(x)}. In so-called
short-rate models, the short rate and the market price of risk processes are the
“primitives”. Once these are specified, the remaining elements of the model can
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be worked out. In so-called volatility models, which have been popular with
practitioners, the discount bond volatility structures and the market price of
risk processes are the primitives, and from these we can work out the remaining
elements, such as the discount bond prices, the short rate, Libor rates, swap
rates, and so on.

Historically, in a Brownian context, short-rate models were the first to be
developed, in the 1970s and 1980s; volatility models came later, in the late 1980s
and on into the 1990s, in conjunction with the rise of interest rate derivatives
markets. A variant on the volatility model approach, dating from the late 1980s,
was to use the instantaneous forward rate volatilities as the primitives, along
with the market price of risk [39]. The resulting so-called HJM models were
highly influential in their day and had a transformative effect on the subject,
even though it can be difficult to argue on a practical basis why one would wish
to regard the unobservable instantaneous forward rate volatilities as primitives.
The so-called Libor market models, dating from the early and mid 1990s, also
fall into the volatility model category [12], and these too have been popular,
particularly for applications in industry.

A variation on the idea of the short-rate model also dating from the early
and mid 1990s was that of combining the short rate and the market price of risk
together to form a pricing kernel (or state-price density), and using that as the
primitive [21, 32, 73, 52].

From a broad perspective, short-rate models, volatility models, and pricing
kernel models are more or less equivalent, modulo technicalities. Where they dif-
fer is in the ease with which specific models can be developed, and in the facility
with which parametric and functional degrees of freedom can be incorporated
in order to calibrate the models to market data.

When it comes to the formulation of Lévy-Ito models for interest rates, it
will be convenient to begin with the volatility approach. This is because the
ideas that we have developed in the previous section concerning risky assets
can be carried over directly. We regard the discount bond volatility structures
as being given, along with the associated market prices of risk. Following the
scheme outlined in the previous section, including specification of the pricing
kernel according to equation (3.16), we treat each discount bond as a risky asset,
and for the dynamics of a T-maturity bond we write

dP;r = P, <7‘t 4 Ky - + / A(z) Qr () V(dx)) dt
+ wer - AW + / Qur(z) N(dz, dt)] . (4.2)
|z|>0
Here for convenience we write
P = lirTr% Pr. (4.3)

The discount bond Brownian vector volatility structure and Poisson jump vol-
atility structure are denoted {w;r} and {Qr(x)}, respectively. Then as a con-
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sequence of Proposition 1 we deduce that the discount bond system takes the
form

t t
Py =1(t < T) Pyr exp [/ (rs + Rs7)ds + / WeT * dWs}
0 0

/ / log(1 + Qyr(x)) N(da, ds)]
0 Jl|z|>0

<exp |- | i ds - / t [ (o) = tog(1 + ) vl s

X exp

(4.4)
where the excess rate of return is given for ¢ < T by
Rir = K¢ - wer + / Ae(2) Qer(z) v(da) . (4.5)
P
We require that the volatility structures satisfy
yTH%WtT =0, 11%’% Qr =0 (4.6)

for each T" > 0. It follows then from the maturity condition on the discount
bond and the definition of the unit-initialized money market account that we
have the following:

Proposition 2. In a Lévy-Ito interest rate model, let the vector market price of
Brownian risk {k:}, the vector Brownian volatility structure {wer}, the market
price of jump risk {A:(x)}, and the jump volatility structure {Qur(z)} be given,
along with the initial term structure { Py }1>0. Then the money market account
takes the form

t t
By = (Po)~" exp {—/ Ry ds —/ Wat 'dWs]
0 0

X exp l_/o /x|>0 log(1 + Q¢ (x))N(dx, ds)

X exp [% /Otwftds—i-/ot/z(ﬂst(w)—log(l—i—Qst(x))) y(dz)ds|, (4.7)

where {Rg} is given by (4.5).

Substituting (4.7) into (4.4), we obtain the following general representation
of interest rates in a Lévy-Ito setting:

Proposition 3. In a Lévy-Ito interest rate model, let the vector market price of
Brownian risk {k}, the vector Brownian volatility structure {wyr}, the market
price of jump risk {A(z)}, and the jump volatility structure {Qur(z)} be given,
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along with the initial term structure { Pyt }+~0. Then the price of a unit discount
bond with maturity T takes the form

t
P =1(t < T) Pyir exp [/ Kt - (wsT — wst) ds]
0

<ew [ t [ 2400 @) — 201 () s |

ropt t
X exp / (wsr — wst) - AWy — %/ (wa - wszt) ds}
0
1+ QST($)> ~
X exp / / ( N(dz,ds
|$‘>0 1 + Qgt(x) ( )

<exp |- /O /r <QST(3:) Q) — log (%)) v(dz) ds} ,

(48)

where Pyyr = Por/Po: denotes the forward price made at time 0 for purchase
at time t of a unit T-maturity bond.

Thus we see that once the initial term structure, the market price of risk
processes, and the volatility structures have been specified, the money market
account and the discount bond prices are determined. To propose a specific
interest rate model one needs to choose a parametric form for the market prices
of risk and the volatility structures sufficiently general to allow one to calibrate
the model to the initial term structure and to an appropriate range of liquid
market prices for interest rate options, futures contracts, and other derivatives.
The resulting fully calibrated model can then be used both in simulation studies
for risk management and investment analysis, as well as for pricing and trading
complex derivatives. The Lévy-Ito models have an advantage over Lévy models
and Brownian models in that the functional freedom available for calibration in
the Lévy-Ito case is much more flexible.

5. Vasicek model of the Lévy-Ito type

As a non-trivial example of a Lévy-Ito interest rate model derived via the short-
rate method, we construct a Vasicek model of the Lévy-Ito type. In the Lévy-Ito
Vasicek model, the short rate {r;};>¢ is taken to be a mean-reverting process of
the Ornstein-Uhlenbeck (OU) type, satisfying a stochastic differential equation
of the form

dry = k(0 — ;) At — k(t) AW, — / o(z,t) N(dz,dt), (5.1)

|z|>0

where x € R™. The strictly positive constants k and 6 denote the mean reversion
rate and the mean reversion level. We assume that the deterministic function
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k: RT — RT satisfies
t
/0 K% (s)ds < 00, (5.2)

for all t > 0, and that the left-continuous deterministic function o : R® x Rt —
R satisfies

t t
/ / o?(x,s)v(dr)ds < oo, / / exp [la(x,s)} v(de)ds < o0,
0 Jz|<1 0 Jjz>1 k

(5.3)
for all ¢ > 0. The initial value of the short rate is ro and the initial value of
the money market account is unity. In a more general version of the model we
could also let £ and 6 be functions of time, but for simplicity we keep these
parameters constant. To ease the notation further going forward, we omit the
Brownian term. This term can be easily restored. The risk aversion process is

taken to be a left-continuous deterministic function A : R® x RT — R chosen
such that

/Ot /z<1 N (z,s)v(dr)ds < oo, /Ot /|x>1 Mz, s)v(dz)ds < oo,  (5.4)

for ¢t > 0. Then the strictly positive process {M;}:>o defined by

M, = exp [— /Ot /DOA(x,s)N(dx,ds)

B /Ot/x (e_w,s) 1 +)\(x,s)) v(dz) ds] (5.5)

is a martingale, and the stochastic differential equation (5.1) can be solved to
give

t
re =0+ (ro —0)e " — / / g (2, 5) N(dz, ds). (5.6)
0 J|z|>0

We observe that the mean of r; is § + (rg — 6) e ** and that for the variance we
have

Var[re] = /O t /I e2(=D52(3 5) (dz) ds. (5.7)

To obtain explicit formulae for the money market account (3.5) and the
pricing kernel (3.7), we require an expression for the integrated short rate,

t
It:/ rsds. (5.8)
0



156 G. Bouzianis et al.

This can be obtained by integrating (5.1) directly and rearranging the result.
We get

1 1/t -
I, =0t——(ry —ro) — —/ / o(x,s) N(dz,ds). (5.9)
k kJo Jiz1>0
It follows that the money market account is given by

1 I
B; = exp l@t — %(Tt —7rg) — %/0 /z|>0 o(x,s) N(dz,ds)] , (5.10)

and that the pricing kernel can be expressed in the form

) = exp [—97& + %(rt - ro)] exp Vot /|m>o (%a(x, s) = A, s)) N(dx,ds)]

X exp [— /Ot/gE (e*W’S) —1 +)\(:c7s)) v(dx) ds} . (5.11)

Armed with these expressions, we proceed to derive an expression for the price
of a discount bond using the well-known discount-bond valuation formula of
Constantinides [21]:

1
PtT :]].{t<T}7T—Et[7TT] (512)
t
The conditional expectation of w7 is given by

Ey[r7] = exp {—GT — % (1—e™*) (ro — 0)]
X exp [ /OT/I (e”\(‘”’s) —1+ /\(I,S)) V(d:z:)ds]

X exp l /0 t /WO (% (1= D) o(a,5) - Ale: s>> N(dx,dS)]
exp /tT /z|>o (% (1 - oa.s) - A(x,s)) N(dx,ds)] ,

(5.13)

x E

for t < T, which if we introduce the short rate takes the simpler form

Ei[rr] = exp {HT - %(ro —0) + %efk(T*t)(rt - 0)]

X exp l— /OT/I (e_k(l’s) —1+ A(xys)) v(dz) ds‘|
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X exp Vot /lm>0 (%U(Jc,s) _ /\(x,s)) N(dx,ds)]
< E lexp /tT /WO <% (1 - oa.) — A, s)) N(dx,d@] .

Then dividing by our expression (5.11) for the pricing kernel, one sees that there
is some cancelation and we obtain

iEt [rp] = exp [—H(T —t) — % (1 - e_k(T_t)> (ry — 9)]

X exp l— /tT/I (e_A(“) —1+ )\(x,S)) v(dz) ds]
< E lexp /tT ADO (% (1 - ol 5) - A, s)> N(dx,ds)] .

(5.15)

It remains to work out the expectation in the third term. Now, for any deter-
ministic left-continuous process { f(z,t)}i>0, zern satisfying

/t/ f2(z,s)v(dz)ds < oo (5.16)
0 Jz|<1

and
t t
[ e anas<oo, [ [ ipmlvidnds <o, (57)
0 Jiz|>1 0 Jlz|>1

for ¢ > 0, we can make use of the so-called exponential formula

E, lexp/tT /lwof(x,s)N(dx,ds)]
~exp UT/ (59— 1 f(a,5)) vlda) ds] . (5.18)

Therefore, if for each fixed T' > 0 we define

Fr(z,s) = % (1 - eMS*T)) o(z) — A(z) (5.19)

for 0 < s < T, then by (5.3) and (5.4) we obtain

exp [/tT /w|>0 fr(z,s) N(dx,ds)H

E¢
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= exp l/tT/w (efT(””’S) -1- fﬂx,s)) v(dx) ds] . (5.20)

Finally, using (5.15), (5.19), and (5.20), we arrive at the following:

Proposition 4. In a Lévy-Ito interest rate model for which the short rate of
interest {r;} satisfies an Ornstein-Uhlenbeck equation with mean reversion rate
k, with mean reversion level 8, with deterministic jump risk aversion {A(z,t)},
and with deterministic jump volatility {o(x,t)}, the discount bond system is
giwen for 0 <t <T by

1
log Prr = —(T =)0 + 7 (1 _ ek<t—T>) 0 — 1)

+ /tT/z l <exp [% (1 - e’“ﬁ*T)) oz, s)] - 1) e~ A@:s)

- % (1 - ek(s_T)) U(Z‘,S)] v(dz)ds. (5.21)

Thus, by use of a pricing kernel we have obtained the price of a unit discount
bond in the Lévy-Tto Vasicek model, generalizing results of [67, 17, 79, 18]. The
extra freedom provided by A(x,t) and o(z,t) gives the model extra flexibility for
fitting it to market data. An interesting features of the Lévy-Ito Vasicek model
is that by allowing risk aversion to vary as a function of jump size and time
one can let agents be, for example, much more risk-averse to negative jumps
than to positive jumps, while allowing for the possibility that the degree of risk
aversion for various jump levels may change as time passes. Such behavioral
characteristics can be accommodated into Lévy-Ito models. The so-called Lévy-
Vasicek models [67, 17, 31], obtained by setting n = 1 with A(z,t) = Az and
o(x,t) = ox for \,o € R, constitute a more specialized class, and do not allow
for the possibility of showing different levels of risk aversion or volatility for
different jump sizes and time frames. In a Lévy-Vasicek model, once we reinstate
the Brownian term, the dynamical equation satisfied by the short rate takes the
form

t
dry = k(0 —r)dt — kAW, —od&,, & = / / z N(dz,ds).  (5.22)
0 J|z|>0

It should be evident that the Lévy-Ito Vasicek model can be generalized by
restoring the Brownian term and incorporating a deterministic time dependence
in the mean reversion rate and the mean reversion level in the spirit of [45, 50].

6. Lévy-Ito chaos models for interest rates

The rather broad class of Lévy-Ito interest rate models that we investigate in this
section arises as an example of the use of the pricing kernel method and has the
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defining property that the pricing kernel can be expressed as the conditional
variance of an %.,-measurable square-integrable random variable. Now, it is
well known ([66], page 164) that the conditional variance of a square-integrable
random variable on a filtered probability space is a potential of type D. This
property makes such a process a viable candidate for consideration as a pricing
kernel [32, 73]. We shall be concerned in what follows with the more subtle
matter of determining the class of models for which the pricing kernel admits a
conditional variance representation. It is known that a large class of Brownian
interest rate models can be constructed with this property [71, 44, 13]. Here we
address the construction of a more general class of conditional variance models,
incorporating jumps.

The setup is as follows. We consider the Lévy-Ito model for the pricing kernel
{m}1>0 formulated as in Section 3. For simplicity we suppress the Brownian
dependence of this process. We assume that the interest rate {r;};>¢ is strictly
positive and that the model supports the existence of a floating rate note paying
the short rate of interest on a unit principal on a continuous basis in perpetuity.
The value of such a note is unity. Thus, we have S; = 1 for all ¢ > 0 and
A(dt) = ry dt, and by the valuation formula (3.4) we have

1= i]Et [/ TeTs ds} . (6.1)
7Tt t

The intuition behind the pricing formula is that if interest is paid on a unit
principal on a continuous basis, then the account will accumulate in value on an
exponential basis. This leads to the standard expression for a continuous money
market account. But if the interest is paid out continuously as a dividend, then
the account itself must remain constant in value, and we are led to (6.1). It
follows from the foregoing considerations that the pricing kernel can be expressed
as a conditional expectation of the form

m=gi | [ rmas (6.2

Such a relation holds in any pricing kernel model with positive interest admit-
ting a floating rate note [44, 13, 71]. In particular, we can take as our basic
assumption the condition that

E [/OOO TsTs ds} < 0, (6.3)

where the integrand is strictly positive. Now suppose that a process {v:(x)} is
predictable and satisfies

P [/Ot/gcq/s(x)Q v(dz)ds < oo] =1. (6.4)

Then the process {X;} defined by

X, = /0 t /|x>o%($) N(da, ds) (6.5)
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is a local martingale. If additionally

{ / / 7o(2)? v(dz) ds] < oo (6.6)

for all ¢ > 0, then {X;} is a square-integrable martingale with mean zero, and

we have
_E Uot/m%(x)%(dx) ds] . (6.7)

{ / / 7o(2)? (de) ds} < o0, (6.8)

we find that the limit X, = lim;_, o, X; exists almost surely, that the random
variable X, is square-integrable, and that the martingale {X;} is closed by
Xoo- Thus, we conclude that if a predictable process {y:(z)} is such that (6.8)

holds, then the integral
/ / N(dz,ds) (6.9)
\ac|>0

E[X2] < co. (6.10)

Then if

is well-posed and

Returning to the construction of a pricing kernel, we consider a special case
of the preceding, for which the predictable process defined by

1A |z

W (1A [2[2) w(dz)

satisfies (6.8) as a consequence of (6.3). It is then evident that the random
variable

\Ts=Ts— (6.11)

\/f (LA |z[?) v(dz) / /|x>om(1/\|x|) (dz,ds), (6.12)

is Z-measurable and square-integrable, where
Fu=c| |J #|. (6.13)
0<t<o0o
We proceed to calculate the conditional variance of X, which is defined by

Vary[Xoo] = E¢ [(Xoo — E¢[Xo])?] - (6.14)
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To work out (6.14), we use the conditional Ito isometry for Poisson random
measure to obtain

E, (/too/ﬂw%(x)N(dx,ds))Q _E, um/m%?(x)u(dx)ds], (6.15)

which holds under (6.8). A calculation making use of (6.12), (6.14) and (6.15)
then gives

Var; [Xoo] = Ey [ /t T, ds} , (6.16)

and we see that the conditional variance of the random variable (6.12) is a
pricing kernel of the form (6.2). Thus, we have established the following:

Proposition 5. In a positive interest rate model driven by the Poisson random
measure associated with an n-dimensional Lévy process and supporting the ez-
istence of a continuous floating rate note, the pricing kernel can be expressed as
the conditional variance of a square-integrable .7 -measurable random variable.

We refer to the setup just described as a conditional variance representation
of the pricing kernel. This leads us to non-trivial extensions of results obtained
in the Brownian case in [44, 13, 71, 37, 78, 38], which we now proceed to discuss.

It is well known that in the case of a probability space equipped with the
filtration generated by a standard Brownian motion in n dimensions any square-
integrable .#,.,-measurable random variable admits a so-called Wiener chaos
expansion [80, 48]. The chaos expansion expresses the random variable in the
form of a convergent sum of multiple stochastic integrals, where the k-th term
involves an integrand given by a function of k time variables defined on a trian-
gular domain, satisfying a square-integrability condition.

This property extends to the case when the filtration is generated by a Poisson
random measure in n dimensions [49, 68, 59], in which case the k-th term of the
chaos expansion involves an integrand given by a function of k time variables
and k space variables, each such space integration being over a copy of the state
space of the Poisson random measure. As a consequence, the random variable
X associated with the pricing kernel in any interest rate model of the Lévy-
Ito type admits a chaos expansion, providing that the model supports a floating
rate note that pays out interest on a continuous basis in perpetuity. If the chaos
expansion admits terms only up to order j, then we say that we have a general
j-th order chaos model. If the expansion consists exclusively of the term of order
j, then we say that we have a pure j-th order chaos model.

As an example of the resulting scheme, we shall present the form taken by
the discount bonds in a general second-order chaos model driven by Poisson
random measure. In this case we are given a pair of deterministic functions

{¢s (x)}OSS<OO, z€R™ {d)s 51 (mv xl)}0§51 <s<oo,z€R™, x1 ER™ (6'17)
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/S 0/¢ v(dz)ds < oo, (6.18)

/OO //S o2, (z,21) v(dzy) ds; v(dz) ds < cc. (6.19)
s=0Jx Js1=0Jx;

satisfying
and

These two functions are used to define an .#..-measurable random variable given

by
/ / N(dz,ds)
s=0 |3r|>0

/S O/I:Jv>0/s1 o/lac1|>0¢)ssl z,a1) N(day,dsy) N(dr,ds),  (6:20)

where we have x € R™ and x; € R™. The first step in the determination of the
associated interest rate model is to calculate the conditional variance of X
The pricing kernel is

m =By [(Xoo — E¢[Xo))?] (6.21)

A calculation that includes breaking the time integration and making use of the
independent increments property gives

I, = / / N(dz,ds)
s=t |9c\>0

/5 t/z|>0 /81—0 /zl>0 dss, (@,1) N(day, dsy) N(da,ds), - (6:22)

where I} = X — E¢[Xo]. Then we break the s; integration at ¢ to obtain

Iy = /& t/1|>0 <¢s /61 0/11>0 Gs s, (v, 21) N (dxl»d81)> N(dz,ds)

/ /|x>o/sl t/|xl|>0¢“1 z,@1) N(da1,ds) N(dr,ds). (6.23)

Forming the square of (6.23) we get
I =G+ + 26, (6.24)

where

(/S t/I|>O <¢s /S1 O/ml>0 bss, (T, 1) N (dxhdsl)) N(dx7d8)>2,

(6.25)
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2
N = (/S_t /|x>0 /Sl_t /lel>0¢ssl($,$1)N(d$17d81)N(d$,d8)> , (6.26)
[e'e] t
0, :/S:t /|m>0 ((bs(z)Jr/Sl0/|x1|>0¢551(:17,x1)N(dxl,d31)> N(dz,ds)

x / / / / Go s, (@, 21) N(das, dsy) N(dz, ds) . (6.27)
s=t J|x|>0 Js1=t J|z1|>0

Then taking the conditional expectation of the above three terms and making
use of the Ito isometry for Poisson random measure we have

RG] = / io /| <¢s<x> + / _ / asssl(x,xl)zv(dxl,dsl))z v(dz)ds,

(6.28)

2
E¢n:] = /szt /|x|>0Et </81=t /|$1|>0 qbssl(sc,ajl)N(dxhdsl)) v(dz)ds,

(6.29)

Et [et] - Ai /Z|>O <¢S (x) * /Slt—O /|I1|>0 st . (x7 xl) N(dml’ d31)>
« E, [ / ; /|x1|>o bos, (1) N(day, dsl)] v(dz)ds. (6.30)

We observe that (6.29) can be simplified further by use of the Ito isometry and
that (6.30) vanishes. Thus, the pricing kernel takes the following form:

2
00 t
T :/ / ((/)S(x) —|—/ / ¢ss, (x,21) N(daq, d31)> v(dz)ds
s=tJx s1=0J|z1]|>0
+ / / / o2, (z,21) v(dz1) ds; v(dz) ds. (6.31)
s=tJx Js1=tJx;

This formula allows one to work out expressions for the discount bond prices,
the short rate, and the market price of risk. Now, the price at time ¢ of a bond

with maturity T is given by the standard valuation formula (5.12). A calculation
making use of (6.15) then shows that

Beler) = | i / <¢s<x> +f /|| boes (1) N(dxl,dsa) " dn)ds

oo s ,
* /S:T/m /s1=t . O5s, (x 1) v(day) dsy v(dz) ds. (6.32)
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Then by inserting (6.31) and (6.32) into (5.12), we are able to determine the
bond price explicitly in the general second-order chaos model. Similar results
can be obtained for higher order levels in the chaos expansion and Brownian
terms can be added in as well.

7. Factorizable second-order chaos models

As a special case of the second-order chaos model one can consider what we
call factorizable models, corresponding to the situation where the deterministic
second-order chaos coefficient factorizes into a product of the form

Gs s, (T, 21) = Bs () Vs, (1) - (7.1)

Under this simplifying assumption, the pricing kernel takes the form

T = /5 t/¢2 v(dz) ds—i—/s t/ﬁz v(dx) /:_t /gc1 72 (z1) v(day) ds; ds

+2/ ¢s / / ’}/51(331) N(dxl,dsl)u(dx) ds
s=tJx $1=0J|z1|>0

/ /(/ O/z1>0 ) Ysy (21) N ~(dx1,d31)>2 v(dz)ds. (7.2)

If we split the integration with respect to s; in the first term this gives

7Tlﬁ:/si/gcqﬁ(az:)u dz)ds
+/s:/xﬁs(m) V(dm)</:=0 /xl V2, (1) v(day)

- /:_0 /I1 vfl(xl)V(dxl)dﬁ)ds
4'2/::5 I%(@ﬁs(a?) v(dzx) ds/sj_o /|x1>0731(x1)]\7(d3:1,d31)

/ /</51 0 /|:z:1|>o ) Yor (1) N ~(dz1’d51)>2 v(dz)ds. (7.3)

Then we find that the pricing kernel is linear combination of a pair of martin-
gales. More precisely, if we define the process {M;}¢>o by setting

t
M= [ [ ) Ko ds), (7.4)
s1=0 |I1|>0

we find that {M;} is a square-integrable martingale for which the associated
predictable quadratic variation process {Q;}:>o is given by

0, = / ;0 /x () ) dss (7.5)
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Then one can check that the process {M> — Q:}+>0 is also a martingale, and
that the pricing kernel takes the form

Ty = At + Bt Mt + Ct (MtQ - Qt) , (76)

where the deterministic coefficients A;, B; and C; are defined as follows:

A :/tm/xqﬁ(x) v(dz) ds
[T [ | _ / () vl sy ds,

B =2 /:O [o@a@uanas. ¢ - /too [ Ba@vtanas. @)

Taking the conditional expectation of 7, and using the martingale condition,
we obtain

E[rr] = Ap 4+ By My + Cp (M? — Q) . (7.8)

Equations (7.6) and (7.8) then show that the bond price is given by a rational
function of M;. More specifically, we see that P, takes the form of a ratio of a
pair of quadratic polynomials in M; with deterministic coefficients:

Ar + By My + Cp (ME — Q)
A+ B My + Cy (M —Qy)

Pr=1{t < T} (7.9)
Alternatively, one can view the bond price as being given by a linear rational
function of a pair of martingales. Remarkably, the structure of the bond price
system is identical to that arising in the factorizable second-order Brownian
chaos model [71, 44, 13], which also exhibits a linear rational structure.

We proceed to consider the calibration of the factorizable second-order chaos
model to market data. The first requirement that one can impose on any inter-
est rate model with freely specifiable time-dependent degrees of freedom is that
we should be able to calibrate the model to an arbitrarily specified initial yield
curve. Thus, in the present context we assume that the initial discount func-
tion {]50,5},520 is given in the form of a strictly decreasing function admitting a
continuous first derivative. The problem is to choose the deterministic functions
{dt(z)}, {Be(2)}, {:(x)} in such a way that for ¢t > 0 we have

Por = A, [As . (7.10)

First, we notice that we can rescale {¢:(z)} and {8:(x)} by a common constant
factor, without changing the resulting bond prices, in such a way that Ag = 1.
Once this is done, we must choose the renormalized functions {¢:(z)}, {B:(x)},
{v:(z)} so that

Py, :/too/z(bf(m) v(dx)ds
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+/t°° [/wﬂf(:r)z/(dx) /:_0 /w 22 (@)v(dey)ds, | ds. (7.10)

The next step is to differentiate each side of this equation with respect to ¢ and
define the instantaneous forward rate

f __dlogPOt
0= T

Then the calibration condition takes the form

fou Po = [ 62(@)a) + [ 5@y via) / t / (@) vde) dss. (713)

(7.12)

Let us regard the function {v:(z)} as being a freely specifiable functional degree
of freedom of the model satisfying lim;_,, hy < co and hy > 0 for ¢ > 0, where

he = /0 t / () vl der (7.14)

Then we set 67(z) = $2(z) hy. The problem is thus to find {¢;(z)} and {6;(z)}
such that

For Py = / [62(z) + 62(2)] v(da) (7.15)

for all ¢ > 0. This equation can be solved by setting
of(x) = for Poupe(x),  07(x) = for Por que() (7.16)

where the functions {p:(x)} and {g:(x)} are taken to be non-negative and such
that

/ [pr(@) + @) ] (dz) = 1, (7.17)

x

for all ¢ > 0. The existence of functions satisfying (7.17) can be shown by

p (172 g (1Az?)
- = 7.18
pi() LA v(de)’ a(7) LA v(de)’ (7.18)
where p and ¢ are positive constants such that p+q = 1; but clearly one can also
find more general functions satisfying (7.17). With these conditions imposed we
have satisfied (7.15). In summary, therefore, we have established the following;:

Proposition 6. In a factorizable second-order chaos model, let the initial in-
stantaneous forward rate curve be given as a non-negative continuous function
{fot}- Then a solution for the calibration of the model to this initial data is ob-
tained by letting {v:(x)} be given freely, defining {h;} as in (7.14), and letting
{¢:(2)} and {Bi(x)} be given by

o3 (x) = for P pe(z), Bi(z) = h%fOt Por qi(z), (7.19)

where {pi(x)} and {q:(x)} are non-negative and satisfy (7.17).
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The remaining functional degrees of freedom can be then used to calibrate
the model to the prices of other market instruments by methods similar to
those employed in [78, 38] in the Brownian case. One can also use the Lévy
measure itself as a functional degree of freedom for the purpose of calibration,
as discussed for example in [10].

8. Lévy-Ito models for foreign exchange

We consider a system of exchange rates {Ftij >0 for N currencies (i,j =
1,...,N). Here Ftij denotes the price at time ¢ of one unit of currency 7 expressed
in units of currency j. As in our earlier considerations, we let N(dz,dt) denote
the Poisson random measure associated with an underlying n-dimensional Lévy
process with Lévy measure v(dx). Typically, we require that n > N —1 in order
to ensure that the model has sufficient freedom. The idea is that we fix one
of the currencies as a base currency (or “domestic” currency) and we consider
the dynamics of the prices of the N — 1 remaining currencies when these prices
are expressed in units of the base currency. Therefore, we would like the state
space of the Lévy-Ito process to be at least of dimension NV — 1. For instance,
in the case of three currencies, an underlying two-dimensional Lévy process is
the necessary minimal structure.

To construct the general form of the exchange rate matrix we model a system
of N pricing kernels {r}};>0, one for each currency, by setting

t t
i =mhexp | — / rids — / / M () N(dz, ds)
0 0 Jlz|>0

- /Ot/ (e_/\é(”) -1+ )\é(m)) v(dz) ds] . (8.1)

Here we have suppressed the n-dimensional Brownian component of the Lévy-
Ito process; the general case including the Brownian terms can be easily recon-
structed. The same conditions are imposed on each of the pricing kernels here
that were imposed on the pricing kernel in Section 3, except that here it will be
convenient to give each pricing kernel a distinct initial value. The idea of having
a pricing kernel for each currency is that the pricing kernel for a given currency
can be used to value assets that are priced in that currency. If two economies
based on separate currencies are economically independent, then we would ex-
pect the corresponding pricing kernels to be independent in the probabilistic
sense. In reality, of course, the major economies are interdependent in various
complex ways, so in general we expect the pricing kernels associated with var-
ious currencies to exhibit correlations. Then the fundamental property of the
exchange rate matrix is that for each currency pair the relevant component of
the matrix is given by the ratio of the pricing kernels associated with the two
currencies [33, 73, 58]. More precisely, we have

F¥ =gl /nd . (8.2)
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We are then led to the following:

Proposition 7. In a general Lévy-Ito setting, the exchange rate matriz takes
the form

.. .. t . . .. t .. ~
FY = Fy’ exp l/ (rl —rl + RY)ds +/ / o (x) N(dx,ds)]
0 0 Jiz|>0

X exp [—/ / (e”;J(m) —1—-0y (33)) v(dz) ds} ) (8.3)
0 Jzx
with initial exchange rate Féj =} /7'('6, where the excess rate of return is
RV = / (e”zj(””) - 1) (1 . e_Az(””)) v(dz), (8.4)
and for the exchange rate volatility one has
o/ (z) = X (2) = Ai(x). (8.5)

Proof. If we combine (8.1) and (8.2), a straightforward calculation gives

B =Fexp | [(i-rast [ [ o) Ndeas
0 0 Jiz|>0

X exp [—/ / (e—%’s(m) — ™M@ LN (2) = N(2)
0 Jx

N—

=
o
8

~
o
Va)

1

Next we observe that by (3.18) and (3.20) it holds that

¢ ‘ .
P / / e M@ p(dz)ds <oo| =1, P|sup sup Ai(z)<oo| =1
0 J|z|>1 0<s<t 0<|z|<oco

(8.7)
fori=1,...,n, from which we deduce that
t ; .
P / / M@ =A@y (dr)ds < 0| =1, (8.8)
0 Jlz|>1
for i,7 =1,...,n. It follows that Rij < oo almost surely for ¢,57 =1,...,n and

for all ¢ > 0, and hence we can regroup the terms in (8.6) to obtain (8.3). O

In particular, one sees from Proposition 7 that once the short rates and the
risk aversion processes have been specified for each of the currencies, along
with the initial exchange rates, then the exchange rate dynamics are completely
determined. It is interesting to observe that for each pair of currencies the
exchange rate volatility decomposes into a pair of terms, one for each of the
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two currencies. The significance of this fact is that it seems that one cannot
model exchange rate volatility “directly” by simply positing an ad hoc form for
{0}’ (z)}. There is, of course, a substantial literature devoted to attempts at
modelling exchange rate volatility, and it has to be said that much of this is
carried out without taking into account the risk aversion functions associated
with each currency and the decomposition given by equation (8.5). We claim
that such investigations are more natural if the modelling is pursued at the level
of the individual risk aversion functions for the various currencies.

We turn now to consider the excess rate of return, which in a pure-jump Lévy-
Ito model for foreign exchange takes the form (8.4). It is interesting to ask if it is
possible for R}’ to be positive for all currency pairs. If a model has this property,
we say that it satisfies the Siegel condition. Siegel [76] appears to have been
the first to identify the seemingly paradoxical fact that in a stochastic model
it is consistent, for example, for the EUR-USD exchange rate and the USD-
EUR exchange rate to exhibit positive excess rates of return simultaneously,
even though the exchange rates are inverses of one another. The problem of
determining whether it is possible for R}’ to be positive for all currency pairs in
a setting with IV currencies involves showing that N (N — 1) different exchange
rates have positive excess rates of return. The intuition is that if any of these
rates were to show a negative excess rate of return, then investors would sell off
the overpriced currency until a new price level was reached with the property
that the excess rate of return was no longer negative.

We prove the existence of N-currency models of the Lévy type in which all
N (N —1) excess rates of return are strictly positive. The argument is non-trivial
even in the Brownian case, so we consider that first. Then we look at a model
involving n identical copies of a given Lévy process. Next we construct a class of
N-currency Merton-type models, i.e. compound Poisson with Gaussian jumps.
Finally, we consider an N-currency model driven by an n-dimensional general-
ization of the variance gamma process. Based on these examples we conjecture
that the Siegel condition can be satisfied in a broad class of Lévy-Ito models.

Geometric Brownian motion model In the Brownian case we let {F}}
denote a set of exchange rates between N currencies (i = 1, ..., N) driven by
a family of n independent Brownian motions. The pricing kernel for currency 4
is taken to be of the form

m o =mhexp [—r't — AT W, — LT N ] (8.9)

where 7% is the interest rate for currency i, A’ is a vector in R™ for each value
of ¢, and {W;} is a Brownian motion taking values in R™. The dot denotes the
usual inner product between vectors in R™. It follows from (8.2) that

FJ = FY exp [(r —r")t+ RVt 40" - W, — 10" - 0" t], (8.10)

where 0 = M — A\ and RY = ¢% - M. Thus, the question is whether we can
choose the A\! (i =1, ..., N) in such a way that for all i, j (i # j) one has

(M = X)X >0 (8.11)
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The answer turns out to be yes, as the following construction shows. Let M
(i=1,...,N) be aset of N distinct vectors, each of the same length, so we
have A\’ - A\ = L? for some fixed length L > 0, for all 4. Then for each pair 4, j
(i # j) we have

NN = L2 cos 0 (8.12)

where 6% is the angle between the two vectors. We have assumed that the N
equal-length vectors are distinct, so 8% # 0 for each pair i, j (i # j). As a
consequence we see that cos#” < 1 for each such pair, and this leads to the
result (8.11). Thus we have demonstrated the existence of N-currency geometric
Brownian motion models for which the Siegel condition holds for each currency
pair. More generally, we have shown that for any IV > 2 one can construct non-
trivial arbitrage-free foreign exchange models with the property that the excess
rate of return is positive for each of the N(N — 1) exchange rates.

Independent copies of a Lévy process As another example, based on
a suggestion made by an anonymous reviewer, let {X;}, i = 1,...,N, be a
collection of N independent identical copies of a Lévy process {X;}. We assume
that {X;} admits exponential moments and hence that we can form the Lévy
exponent

P(a) = %logE [exp(aX})] (8.13)

for o in some nontrivial interval containing the origin. Then we form a set of NV
independent pricing kernels {7} of the form

T =m) exp [—r't — AX] —p(=N)t]. (8.14)
Hence, for the associated exchange rate system we have
FY = F exp (7 = ')t + R L+ A(X] = X[) = (@) + 6(-\)t] . (8.15)

where R = (X) + (=) for all i, j (i # j). Thus all of the excess rates
of return are the same. Moreover, since X; — X/ has mean zero for each cur-
rency pair, it follows by Jensen’s inequality that the excess rates of return are
positive. Thus we have an N-currency model driven by N Lévy processes with
the property that the excess rate of return is positive for each currency pair.
This example is a bit odd in the sense that all of the market prices of risk are
the same and all of the exchange rate volatilities are the same. Nevertheless, it
demonstrates the principle that the Siegel condition can hold consistently across
all currency pairs in an multi-currency Lévy market. If the Lévy process here
happens to be a Brownian motion, then the present example reduces to a special
case of the previous example.

Merton model We proceed to consider an N-currency model driven by an
(N —1)-dimensional pure-jump process of the Merton type [65]. It will suffice to
show the details of a three-currency model driven by a two-dimensional Merton
process; the reader will be able to supply the straightforward generalization
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to the N-currency situation. Thus, we consider a two-dimensional compound
Poisson process given by a pair of processes of the form

Ny Ny
§=> Xe, &= Y, (8.16)
k=1 k=1

where the (X, )xen constitute an independency of identically distributed random
variables, the (Y.).en constitute another such independency, and {N;};>¢ is an
independent Poisson process. For fixed &, the random variables X, and Y, are
not necessarily independent, and for a typical such pair X,Y we write

¢, B) =E [e* X HFY] (8.17)

under the assumption that the moment generating function is finite for a non-
trivial range of values of o and (3. The associated bivariate Lévy exponent is
then defined by

1
bla,B) = 7 logE [ex&H7¢7] (8.18)
and a calculation shows that

(e, B) = m [d(e, B) — 1], (8.19)

where m is the intensity of the underlying Poisson process. Thus, in this example
the jump times of the two processes coincide, but the jump sizes are random
and generally distinct. In the case of a Merton-type model, we have X,Y ~
N(u1, po, 01,09, p), and hence

(e, B) =m [exp (apy + Buz+ a0l + 1 8%°05 +aBoiorp) —1]. (8.20)

We introduce the vectors
&= (¢, &) (8.21)

and
)\1 = (al, bl), )\2 = ((ZQ, bg), /\3 = (CLg, bg) . (822)

For the pricing kernels associated with the three currencies we set
m o =mhexp [-r't = A& —o (N) 1], (8.23)
for i =1, 2, 3. The exchange rate matrix is then given by
FY =FY exp [(r7 —r)t+ RTt 4+ (N = N) - & - (M =) t], (8.24)

where
R = (= N) 4+ (<) = (). (525

It follows by (8.20) and (8.25) that to establish the existence of a three-currency
pure-jump model satisfying the Siegel condition it suffices to show that one can
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choose the parameters of the bivariate normal distribution along with the three
vectors {A'};=123 so that

VA T4 E (WA o (W) + e MrTHz(V)C ()"
Se N HE(N) )T Ly (8.26)

where 1 = (p1, p2), (-)T denotes the transpose operation, and C' is the co-
variance matrix of the N(u1, ua, 01,09, p) distribution. To construct an explicit
example, let us assume that uy =0, uo =0, 01 =1, 02 = 1, and p = 0. Then
condition (8.26) takes the form

ez (a5 =a)?+ (b —b0%] | o3 (af +87) 5 o3 (a7 +07) 4 1 (8.27)
where a; = (a1, as,a3) and b; = (b1, b, b3). The inequality (8.27) is manifestly

satisfied if we choose the vectors {)\i}i:17273 so that they are distinct and of
equal length; that is to say,

A £NZ AT AN AT £ N3 (8.28)
and
AT = [12]] = (3% (8.29)
For then we have
al + b} =a’+b? (8.30)

for each currency pair, but also
(a;j —a;)®>+ (bj —b;)* >0, (8.31)

and hence (8.27). Thus we have demonstrated the existence of a non-trivial
three-currency finite-activity pure-jump Lévy model satisfying the Siegel condi-
tion for all six exchange rates. The corresponding construction for any number
of currencies is similar.

Variance-gamma model An interesting example of an infinite activity Lévy
process leading to a foreign exchange model satisfying the Siegel condition for
any number of currencies can be obtained as follows. We present the three-
currency case in full. First, let us recall a few details of the theory of the
variance-gamma process [61, 62, 63]. Let {I"; };>0 be a gamma process for which
the parameters are chosen such that E[I';] = ¢, and Var [I';] = ¢/m. We shall
refer to such a process as a standard gamma subordinator with intensity m, fol-
lowing [15, 16]. For further aspects of the gamma process see [23, 24, 81]. Then
by a variance-gamma process with intensity m, we mean a process {&; }:>¢ of the
form & = Wr,, where {W;};>¢ is a standard Brownian motion and {I';};>¢ is
an independent standard gamma subordinator with intensity m. It is a straight-
forward exercise to check that

¥(a) = —m log (1 - %) , (8.32)
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for o such that

—V2m <a<V2m. (8.33)

In what follows we consider a three-currency exchange-rate system driven by
a generalization of the variance-gamma process. Let {X;};>0, and {Y;}1>0 be
independent Brownian motions, let {T';};>¢ be an independent standard gamma
subordinator with intensity m, and set

& =Xr,, &=V, (8.34)

Then the vector {£}, £2}4>0 is a two-dimensional Lévy process, and the associ-
ated Lévy exponent is given by

a? + B2
w(avﬂ) =—-m log (1 - 2m ) ) (835)
for a, 8 such that
0<a?+p%<2m. (8.36)

Let us define the vector & as in equation (8.21), the vectors {\};—1 23 as in
equation (8.22), and {7}};—1 23 as in equation (8.23). Then the exchange rate
matrix is given by (8.24), and the excess rate of return is given by (8.25). It
should be evident by virtue of (8.36) that in order for the pricing kernels to be
well defined the risk aversion vectors must be such that

X < vV2m, (8.37)

for i = 1,2,3. To construct a class of models satisfying the Siegel condition, we
proceed thusly. Fix m, and let the vectors {)\i}i:]_’g,g, be distinct and of equal
length. It follows immediately that for each currency pair we have ¢ (—/\i) =
P (—)\j ) Then the excess rate of return for each currency pair is well defined
and strictly positive if and only if ¢ (A — X) > 0, for all ¢, such that i # j,

or equivalently
(V=)
—-mlog|1————|>0. (8.38)
2m

Since the risk aversion vectors have been assumed to be distinct, it follows that
R"Y > 0 for any currency pair if and only if

X =N < v2m. (8.39)
Now, writing L for the common length of the risk aversion vectors, we have
(N = MN)* =2 L2 (1 — cos ), (8.40)
where 6;; denotes the angle between A\ and A/. Hence, RY > 0 if and only if

m
cosf; > 1— Ia (8.41)
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On the other hand, since L < v/2m by (8.37), a sufficient condition to ensure
that the excess rate of return is positive for each currency pair is

cosfi; > 5, (8.42)

that is to say, that the angle between each of the risk aversion vectors is less
than sixty degrees. With this choice, we have thus shown the existence of a
three-currency infinite activity Lévy model satisfying the Siegel condition for
all six exchange rates. In fact, if

L?<im, (8.43)

then the risk aversion vectors can be at any angle relative to each other and
the Siegel condition will hold. The extension of the argument to four or more
currencies is straightforward.
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