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Abstract

In this paper we study a fairly general Wiener driven model for the term structure of
forward prices.

The model, under a fixed martingale measure, (), consists of two infinite dimensional
stochastic differential equations (SDEs). The first system is a standard HJM model for
(forward) interest rates, driven by a multidimensional Wiener process W. The second sys-
tem is an infinite SDE for the term structure of forward prices on some specified underlying
asset driven by the same W.

We are primarily interested in the forward prices. However, since for any fixed maturity
T, the forward price process is a martingale under the T-forward neutral measure, the zero
coupon bond volatilities will enter into the drift part of the SDE for these forward prices.
The interest rate system is, thus, needed as input into the forward price system.

Given this setup we use the Lie algebra methodology of Bjork et al. to investigate under
what conditions on the volatility structure of the forward prices and/or interest rates, the
inherently (doubly) infinite dimensional SDE for forward prices can be realized by a finite
dimensional Markovian state space model.

Key words: forward prices, term structures, state space models, Markovian realizations, HIM
models.
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1 Introduction

In this paper we study forward price models and, in particular, we want to understand when
the inherently infinite forward price process can be realized by means of a (Markovian) finite
state space model.

From a theoretical point of view, forward prices’ term structures are a more complex object
than interest rates’ term structures or futures prices’ term structures. The extra complexity
results from the fact that forward prices, with maturity 7', are martingales under the T-forward
measure, Q7. Under such T-forward measures, zero-coupon bonds (with maturity 7') are nu-
meraires which implies that zero-coupon bond prices volatilities will enter into the dynamics of
forward prices. Consequently, in general, term structures of forward prices cannot be studied in
isolation, they must be studied under some interest rate setting and a needed input to forward
price term structures is the term structure of interest rates.

We model the dynamics directly under the risk-neutral measure @ and our forward price model
is described by using two infinite dimensional stochastic differential equations (SDEs), one
defining the interest rate setting, another defining the forward contract setting. For the interest
rate setting we consider a standard HIM model for (forward) interest rates, driven by a mul-
tidimensional Wiener process W. For the forward contract setting we use the Q7-martingale
property of forward prices and the bond prices dynamics induced by the interest rate setting to
get a second infinite SDE for the term structure of forward prices, on some specified underlying
asset, under the risk-neutral measure (. Without loss of generality we consider that the Wiener
process W is the same for both SDEs.

The theoretical literature on forward prices term structures is not big and has mainly focused
on understanding under what conditions, on the dynamics of the state space variables (which
are assumed to be finite), the term structure is of an a priori given specific functional form.
Included in this traditional approach are the studies on affine and quadratic term structures of
forward prices (see [11] for a recent study integrating these two types of term structures and
references).

In this paper we choose a fundamentally different approach. We do not assume that the state
space model is finite, nor that the term structure of forward prices is of a given specific function
form. Instead, we try to understand under what conditions, in terms of the volatility of forward
prices and interest rates, we can have a finite dimensional realization (FDR) of forward prices
term structure models.

This more systematic way of thinking about term structures was proposed by Bjork and Chris-
tensen [4] and Bjork and Svensson [6], and a more geometric way of thinking about FDR of
term structures, was then introduced. The main technical tool of these studies is the Frobenius
Theorem, and the main result is that there exists a FDR if and only if the Lie algebra generated
by the drift and diffusion terms, of the underlying infinite dimensional (Stratonovich) SDE, is
finite dimensional. Filipovié and Teichman [10] and [9] increased the applicability of the geo-
metric approach by showing how the theory can be extended to much more general settings
than initially considered. Finally, Bjork and Landén [5] addressed the question of the actual
construction of finite-dimensional realizations, making this geometrical analysis interesting also
from an application point of view.

The main area of application of these ideas has been (forward) interest rate term structures,
which was the object of study in all the above mentioned papers (for a review study on the
geometry of interest rate models see also [2]). More recently this geometric machinery has also



been applied to study futures prices term structures (see [3]). As far as our knowledge goes, this
techniques have not yet been applied to study forward prices (or any other Q7-martingales).
In the present paper we, thus, take this next natural step.

The main contributions of this paper are as follows.

e We adapt the geometrical analysis of term structures to the case of doubly infinite systems.

e We obtain necessary and sufficient conditions for the existence of a FDR of forward rate
term structure models.

e Given that such conditions are satisfied, we derive the dynamics of the underlying finite
state space variable.

The organization of the paper is the following.

In Section 2 we present the basic setup, derive the doubly infinite SDE that will be the object
of study and present the main questions to be answered. Section 3 briefly reviews the basic
geometrical concepts behind the method of analysis. Sections 4, 5 and 6 are devoted to the
actual study of forward price models answering the proposed questions. Section 7 resumes our
main conclusions and discusses the applicability of the results.

2 Setup

The main goal of this study is the study of forward prices in a general stochastic interest rate
setting.
We, thus, consider a financial market living on a filtered probability space {Q, F, Q, {ft}t>0}

carrying an m-dimensional Wiener process W. For reasons that will soon become clear, the
main assets we consider are forward contracts (written on some given underlying asset under
consideration) and zero-coupon bonds!.

Let fo(t,T) denote the forward prices at time ¢ of a forward contract maturing at time T, and
po(t,T) denote the price at time ¢ of a zero-coupon bond maturing at time 7.

Besides the trivial boundary conditions
fo(T,T) = S(T)
Do (tv T) =1
where S is the price process of the underlying asset to the forward contract, arbitrage arguments
yields
po(t’ T) = EtQ |:€7 ftT R(S)ds:| (1)
fo(t,T) = Ef [fo(T,T)] (2)

where R is the short rate of interest and E® [-], ET ] denote, respectively, expectations, con-
ditional on F;, under the martingale measure ) and under the forward martingale measure

Q.

IFor a textbook discussion of forward contracts and zero-coupon bonds see for instance [1].




It is also well-known that under deterministic interest rate settings, or complete orthogonality
between the underlying and the interest rate random sources, forward prices are the same as
futures prices (a similar but conceptually easier contract).?

In this study we focus on forward prices and, in particular, we are interested in analyzing the
settings where they are not equivalent to futures prices. Our analysis will, therefore, assume
stochastic interest rates and that there are at least some common radom sources driving both
the interest rates and the underlying to the forward contract.

Thus, in our context, a forward price model is only fully defined once we have specified both
forward prices dynamics and interest rates dynamics under a same measure (which we choose to
be Q) and assumed that these two dynamics are, at least partially, driven by common elements
of our multidimensional Wiener process.

Before we present in detail our setting, we start by reparameterizing our variables. A more
suitable parameterization for our purposes is the so called Musiela parameterization ([7] and
[13]). Under the Musiela parameterization, forward prices and bond prices are given in terms
of t and z, where = denotes time to maturity, in contrast to 7" which defined time of maturity.
Therefore, we will use

ft,x) = fo(t,t + ) p(t,x) = po(t,t + ) (3)

2.1 The interest rate curve
We consider a standard HJM model for the (forward) interest rates, driven by a multidimen-

sional Wiener process W. Using the Musiela parameterization the dynamics for the interest
rates, under @, are given by?>

dr(t,z) = {({%r(t, x) +o(t,x) /OI a* (¢, s)ds} dt + o(t,z)dW; (4)

where o(t, ) is a given adapted process in R™ and * denotes transpose.

From the relation between (forward) interest rates and bond prices, we can derive the bond
price @-dynamics.

Lemma 2.1 Assume the (forward) interest rates dynamics in (4). Then the dynamics of the
zero-coupon bond prices, using the Musiela parameterization, is given by

dp(t,xz) = {R(t) — r(t,z)} p(t, x)dt + p(t, z)v(t, x)dW;

where R is the short interest rate* and the bond prices’ volatility, v, is obtained from the
(forward) interest rate volatilities as

v(t,x) = — /0”” o(t,s)ds (5)

and hence also adapted.

2For a futures price definition, see for instance [1] or [11].
3For a textbook treatment of HJM models and the Musiela parameterization for such models, see [1].
4Recall that in the Musiela parametrization the short rate of interest is R(t) = r(t,0).



Proof. Recall the standard relation between (forward) interest rates and bond prices

— wr ,S)ds
p(t,x) =e /0 (t-9) .

Let us set y(t,2) = — [/ r(t, s)ds. Applying the It6 lemma we get

0

x

dy(t,x) = — [ dr(t,s)ds

J
J

[(827«@, $) +olt,s) / o, u)du) dt + ot s)th} ds
s 0
— _/ gr(t,s)dsdt—/U(t, s)/ J*(t,u)dudsdt—/ o(t,s)ds dW,
0 0s 0 0 0
—

v(t,z)

= |r(t,0)—r(t ) —/J(t,s)/ o*(t,u)duds | dt + v(t,x)dW;
W—’( ) 0 0
R(t

The result follows from dp(t,z) = p(t, z)dy(t,z) + Lp(t,z) [dy(t, 2)]* and by notting that

o(t,x) /OI o*(t,u)du %20(1%, x) /OI o*(t,u)du

/Om o(t,s) /Ow o (£, u)duds % (/: U*(t’u)du>2

2.2 The forward price curve

Since the forward prices are Q7-martingales (recall (2)), we assume QT -dynamics of the form
dfo(t,T) = fo(t, T)vo(t, T)dW," (6)
where we also take 7y to be a given adapted process.

Here we use the fact that martingales have zero drift. Note however that, by choosing to model
the forward price dynamics as in (6), forward prices with different maturities 7" are modeled
under a different martingale measures Q7.

Reparameterizing using f(t,z) = fo(t,t + x) give us

df (t,z) = {%f(t,x)} dt + f(t, z)v(t, a:)thT.

where T =t + a and v(¢,2) = Yo (¢, T).

It will also simplify matters if we work with the logarithm of forward prices instead of the
forward prices themselves. Thus setting

q(t,z) =In f(t7 .’L‘) (7)



we have

dnft,0) = { a(t.2) = (62| f i+ 50,00 ®)

Note that analyzing the logarithm of forward prices is equivalent to analyzing the forward prices
themselves, as we can always use (7) to transfer any results on the logarithm of forward prices
into results on forward prices.

Finally, to obtain the dynamics of (the logarithm) of forward prices, under the risk-neutral
martingale measure, ), we use the change of numeraire technique (introduced in [12]). Denoting
by L the Radon-Nikodym derivative,

dQ

M =Gor

onF, 0<t<T,

and recalling the money account B is the numeraire under @), we have in Musiela parameteri-
zation

L(t) = p(07 T)

where x =T — .

Thus, the dynamics of our likelihood process L are given by
dL(t) = L(t) {—v(t, z)} dW ]

i.e., the Girsanov kernel, for the transition from Q7 to @, is the symmetric of the volatility of
zero-coupon bond price with maturity T or, equivalently, with time to maturity x =T — ¢.

Using the above Girsanov kernel, we can easily obtain the (logarithm of) forward prices Q-
dynamics from (8), that is

dq(t,x) = {%q@, ) — It 2P At x>} 0t + (1, 2)dW, 9)

where * denotes transpose and where, without loss of generality, we can take W to be multidi-
mensional and the same as in (4).

Taking a geometrically oriented interpretation of equations (4) and (9), we can see each of these
equations as infinite dimensional objects. The main infinite dimensional object under study in
this paper is (the logarithm) of the forward price curve, i.e., the curve  — ¢(t,z). This
object, however, for general adapted processed ¢ and v may depend on, the interest rate
curve, i.e., the curve z — r(t,z), another infinite dimensional object.

In principle, both adapted processes ¢ and v could depend on ¢ and r. It seems, however,
unrealistic to assume that a forward price on a specific underlying (be it the price of a stock,
or any other asset) should influence the interest rate volatility.

The opposite is true for forward prices. As mentioned before, these prices are only interesting
to study in stochastic interest rate settings. This tell us that, maybe, it is realistic that the
forward price volatility depends on the interest rates’ curve.

With this basic intuition in mind we set some more structure on the volatility processes o and
5.



Assumption 2.1 The adapted processes y(t, ), and o(t,x) have the following functional form
in terms of r and q

’7(f,$) = ’Y(thrhl') (10)

o(t,x) = o(re,x) (11)

where, with a slight abuse of notation, the r.h.s. occurrence of v and o denotes deterministic
mappings

v ¢ HexH, xRy —R™
o : H, xRy —R™

where Hy and H, are special Hilbert spaces of functions where forward price curves and interest
rate curves live, respectively. ®

Note that by imposing Assumption 2.1, o does not depend on ¢; (the logarithm of the forward
price process) and that we restrict ourselves to the study of time homogenous models. Exten-
sions to non-homogeneous models have been considered in [3] and turn out to be straightforward
generalization of the homogeneous results.

From now on we will use the short-hand notation ¢ = ¢(¢, ), r = r(t,z) where we suppress
the xz-dependence. This shorter notation will be helpful when the expressions get messy and is
more intuitive from a geometrical point of view.

Using the short-hand notation and Assumption 2.1, we can rewrite equations (4)-(9) as

1
dg; = {FQt - gH”Y(Qt,Tt)HQ = (qt, Tt)v*(Tt)} dt +y(qe, re)dWy (12)

dry = {Fry—o(r)v*(re)}dt + o(ry)dWy (13)

0 *
where F = — and we can interpret the entire system as an object § = (g¢ , 7)€ Hq X H,.

ox

As we can see from equations (12)-(13), the interest rates equation (13) does not depend on
the forward prices equation (12), so the interest rates curve r exist and can be studied in
isolation. For a survey study on the geometry of interest rate models see [2]. In contrast to
this, the (logarithm of the) forward price equation (12), is linked to the interest rate equation
(13) through ~(q,7) and/or v(r) 6. This means, that in general, to study forward prices we will
have to study the entire system (12)-(13).

In the following analysis we will refer to forward price equation when referring only to (12),
to interest rate equation when referring only to (13), and to forward price system when
referring to the entire system (12)-(13).

We can now formulate our main problems.

5For details on the construction of the Hilbert spaces Hq and H, we refer to [6], [10] and [9].
6Given the definition of the bond price volatility, v, in (5), if o(t, *) = o(r¢,x) then also v(t, z) = v(re, ).



2.3 Main Problems

Problem 1 : Under what conditions we have Markovian forward prices?

Problem 2 : s it possible to have a finite realization for the forward prices equation (12)
but not for interest rates equation (13)?

Problem 3 : When can the inherently infinite forward price system (12)-(13) be realized
by means of a finite dimensional state space model?

Problem 4 : 1In the cases when a finite dimensional realization (FDR) exists, can we
determine the finite dimensional state space model?

The next section introduces the method of analysis.

3 Method and Basic Geometric Concepts

In this section we describe the general method we will use to attack the presented problems.

The method relies on geometric results from differential geometry and was firstly applied to
finance in [4] and [6]. In this section, we adapt the framework of [4] and [6] to our doubly-infinite
system case.

To be able to apply the concepts and intuitions of ordinary differential geometry to (stochastic)
1t6 calculus, we need to rewrite the analysis in terms of Stratonovich integrals instead of Ito
integrals.

Definition 3.1 For given semi martingales X and Y, the Stratonovich integral of X with
respect to Y, fot X, 0dYs, is defined as

t t
1
/ X, 0dY, = / XodYo + 5 (XY ). (14)
0 0

where the first term on the r.h.s. is the Ito integral and we can define the quadratic variation
process (X, Y) can be computed via

d(X,Y) = dX,dY;
with the usual multiplication rules: dW -dt =dt - dt =0, dW - dW = dt.
The Stratonovich formulation is geometrically more convenient because the Itd formula, in
Stratonovich calculus, takes the form of the standard chain rule in ordinary calculus.

Lemma 3.1 Assume that a function F(t,y) is smooth. Then we have

OF OF
AF(1,Y;) = 5 (6 Yide o+ 5 (1Y) 0 Y (15)

Let us begin by specifying exactly what we mean with a finite dimensional realization for the
forward prices generated by volatilities.



Given the volatility mappings v : Hy X H, xRy — R™ and o : H, x R4 — R™ from Assumption
2.1, the forward prices equation will, in general, depend on the interest rate curve. Thus, our
main object of study will be a Stratonovich forward price system of the following form:

dg, = [“ :(Tq(t;st)] dt + [7((7‘1(‘;15‘5)] o dW,, (16)

where ¢ = [ﬂ € Hy X H,.

In special cases, the forward price dynamics may be independent of the interest rate curve, then
our object of study is the Stratonovich forward price equation,

where ¢ € Hy, and we say that the (logarithm of) forward prices is Markovian.

When referring to the forward price model we refer to either (16) or (17), depending on the
circumstances.

In this study, we will consider these two possibilities.

Definition 3.2 We say that the doubly-infinite SDE (16) has a (local) d-dimensional realiza-
tion at §° = (qo , ro)*, if there exists a point zy € R?, smooth vector fields d,él e ,l;m on
some open subset Z of R% and a smooth (sub manifold) map G : Z2— Hq x H,, such that
G=(q, r)" has a local representation

N A . qt éq(Zt)
=G(Z, .€. = 4 8.
at (Zy) e, |:Tt:| [GT(Zt) a.s
where Z is the strong solution of the d-dimensional Stratonovich SDE
dZ; = a(Z:) +b(Z;) o dW; (18)
ZO = 20
and where W is the same as in (16).

Likewise, we say that the SDE (17) has a (local) n-dimensional realization at ¢°, if there exist
zo € R™, smooth vector fields a,by -+ by, on some open subset Z of R™ and a smooth (sub
manifold) map G : Z — H,, such that ¢ has a local representation

a=G(Z) a.s.
where Z is the strong solution of the d-dimensional Stratonovich SDE
dZ; = a(Z) + b(Z:) o dW;
{ Zo = 20

where W is the same as in (17).

If the SDE under analysis, (16) or (17), has a finite dimensional realization (FDR), we say that
our forward rate model admits a FDR.

The method of studying existence and construction of FDR for forward price models, relies on
some basic concepts from infinite dimensional differential geometry, which we now introduce.

10



3.1 Basic Geometric Concepts

The presentation of the needed geometric concepts follows [6]. These basic concepts will be
presented for a general real Hilbert Space Y and we denote by y an element of Y. In practice,
the Hilbert space under analysis will be either H, when studying Markovian forward prices or
Hy X 'H, when dealing with the entire forward price system.

Consider a real Hilbert space Y. By an n-dimensional distribution we mean a mapping F,
which to each y € Y associates an n-dimensional subspace F(y) CY. A mapping (vector field)
f:Y =Y, issaid to lie in F if f(y) € F(y) for every y € Y. A collection fi, ..., f, of vector
fields lying in F' generates (or spans) F if span{fi(y),..., fu(y)} = F(y) for every y € Y,
where “span” denotes the linear hull over the real field. The distribution is smooth if, for
every y € Y, there exist smooth vector fields fi,..., f, spanning F. A vector field is smooth
if it belongs to C*°. If F and G are distributions and G(y) C F(y) for all y we say that F
contains G, and we write G C F. The dimension of a distribution F' is defined pointwise as
dim F(y).

Let f and g be smooth vector fields on Y. Their Lie bracket is the vector field [f, g], defined
by

[f.gl=Ff'9-4df.

where f’ denotes the Frechet derivative of f at y, and similarly for ¢’. We will sometimes write
f'lg] instead of f’g to emphasize that the Frechet derivative is operating on g. A distribution
F is called involutive if for all smooth vector fields f and ¢ lying in F' on Y, their lie bracket

also lies in F, i.e.
fgeF = [fgleF

forally € Y.

We are now ready to define the concept of a Lie algebra which will play a central role in what
follows.

Definition 3.3 Let F' be a smooth distribution on'Y. The Lie algebra generated by F', denoted
by {F}, 4 or by L{F}, is defined as the minimal (under inclusion) involutive distribution
containing F'.

If, for example, the distribution F is spanned by the vector fields f1, ..., f, then, to construct
the Lie algebra {fi,..., fn}, 4, you simply form all possible brackets, and brackets of brackets,
etc. of the fields fi,..., fn, and adjoin these to the original distribution until the dimension of
the distribution is no longer increased.

When one tries to compute a concrete Lie algebra the following observations are often very
useful. Taken together, they basically say that, when computing a Lie algebra, you are allowed
to perform Gaussian elimination.

Lemma 3.2 Tuake the vector fields fi,..., fr as given. It then holds that the Lie algebra
{f1,.--, fx} LA remains unchanged under the following operations.

o The vector field f; may be replaced by af;, where o is any smooth nonzero scalar field.

e The vector field f; may be replaced by

fi+ Y oty
J#i

11



where aq, . ..,qx are any smooth scalar fields.

Let F' be a distribution and let ¢ : Y — Y be a diffeomorphism on Y. Then we can define a
new distribution ¢, F on Y by

(P F)((y) = ' (1) F(y).

For any smooth vector field f on Y the field ¢, f is defined analogously. It is straightforward
to verify that

Pelf, 9] = [puf, pugl- (20)

We now define an useful operator on our Hilbert space Y.

Definition 3.4 Let f be a smooth vector field on 'Y, and let y be a fized point in Y. Consider
the ODE

dyy
- f (yt)
Yo =Y

We denote the solution y; as efty.

Finally, and for future reference, we define a particular type of functions —the quasi-exponential
functions — that will turn out useful.

Definition 3.5 A quasi-exponential (or QF) function is by definition any function of the
form

f(z) = Z eM® 4 Z e“% [p;(x) cos(w;x) + ¢;() sin(w;z)]
u j
where A\,aj,w; are real numbers, whereas p; and g; are real polynomials.
Important properties of QE functions are given in Lemma 3.3.

Lemma 3.3 The following holds for quasi-exponential functions

o A function is QF if and only if it is a component of the solution of a vector valued linear
ODE with constant coefficients.

A function is QE if and only if it can be written as f(x) = ce®b. Where ¢ is a row
vector, A is a square matriz and b is a column vector.

If f is QE, then f' is QE.

If f is QF, then its primitive function is QF.

If f and g are QE, then fg is QF.

12



3.2 Main results from the literature

We can now adapt two important theorems from [6] to our forward price problem. The first
theorem gives us the general necessary and sufficient conditions for existence of a FDR.

Theorem 3.4 (Bjork and Svensson) Consider the SDE in (16) and denote v1,- - ,vm and
01, ,0m the elements of v and o, respectively. Assume that the dimension of the Lie algebra

el B [

is constant near the initial point §° = (qo , TO)* € Hy x H,.

Then (16) possesses an FDR if and only if
q
dim{{ur] , M Pm}} <o
1 o1 om] f 14

Likewise, for Markovian forward prices we consider the SDE (17), and assume that the dimen-
sion of the lie algebra of {it,Y1,...,Ym} 4 is constant near ¢° € Hy. Then (17) possesses and
FDR if and only if

in a neighborhood of ¢°.

dim {p, y1,. .., Ym}p 4 < 0

q
Remark 3.1 To shorten notation we will sometimes use { [ZT} , [Z] } instead of
LA

{[uj} , [%] et [”ym}} and {p,v} 4 instead of {ft, 1, s Ym}pa-
LA

M g1 Om

The second theorem gives us a parameterization of the curves produced by the forward price
model and is a crucial step to the understanding of the construction algorithm.

q
Theorem 3.5 (Bjork and Svensson) Assume that the Lie algebra { [ZT] ; D} } is spanned
LA

by the smooth vector fields fl, ey fd n Hq x Hy.

Then, for the initial point §° = (qo , 7‘0)*, all forward price and interest rate curves produced

by the model will belong to the manifold G € Hy < H,, which can be parameterized as G = Im[é],
where

R . 0
G(z1,...,2q) = efaza N [qo} , (21)

r

and where the operator efizi s gwwen in Definition 3.4.

Likewise, in the case of Markovian forward prices, and assuming that the Lie algebra {p, v} 4
is spanned by the smooth vector fields fi,...,fa in Hy. Then, for the initial point ¢°, all
forward price curves produced by the model will belong to the manifold G € H, which can be
parameterized as G = Im|G], where

G(21,...,2q) = elaza ezl (22)

and where the operator efi# is given in Definition 3.4.
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The manifolds G and G in the above theorem are obviously invariant under the forward price
model dynamics. Therefore, they will be referred to as the invariant manifolds in the sequel.
G and G are, thus, local parameterizations of the invariant manifolds G and G, respectively.

The construction algorithm (Bjork and Landén) introduced in [5] is based on idea that, if
we are in the case when the forward price system generated by the volatilities v : HgxH, xRy —
R™ and o : H, x Ry — R™ admits a FDR, we have

and for

it must hold that
A 4 A v
Gea=1", G,b= . (23)

Equivalently for Markovian forward prices, if forward price model generated by v : H, x Ry —
R™ admits a FDR, then we have
q=G(Z)

and or
dZ = a(Z)dt + b(Z) o dWy,
it must hold that,
G.a=p G.b=r. (24)

Since we can compute ¢ and G from (21) and (22), we can solve the system (23) for a and b,
or the system (24) for a and b. We note that the equations in (23) and (24) do not necessarily
have unique solutions, but it is enough to find one solution.

Note also that by solving (23) or (24), we obtain the Stratonovich dynamics of our FDR. The
It6 dynamics, (which, in general, looks nicer) can be easily obtained using (15).

3.3 Strategy of analysis

In the next few sections we will address our four main problems.

In Section 4, we answer our problem one characterizing the settings when forward prices are
Markovian. As it turns out, during this analysis, we will also be able to give a partial answer
to problem two.

In Section 5, we study existence and construction of FDR for Markovian forward prices.

In Section 6, we deal with the cases when forward prices are not Markovian, studying existence
and construction of FDR for the entire forward price system. Studying the entire system we
are able to give a complete answer to question two.

In sections 5 and 6, problems three and four we will be answered following the scheme.

e Choose a number of vector fields fy, f1,--- that spans the Lie-algebra we are interested
on. For that purpose Lemma 3.2 is useful to help simplifying the vector fields.

14



e Conclude under what conditions our Lie-algebra is of finite dimension in view of Theorem
3.4.

e Assuming that those conditions hold, compute a local parameterization of the invariant
manifold using Theorem 3.5.

e Given that parameterization, solve a system of equations of the type (23) or (24) to obtain
the finite state variables dynamics.

4 On the Existence of Markovian Forward Prices

Having described the setup and the general method, we now start our analysis.

Recall that our main object of study is the forward price system

1
dg; {FQt - 5”7((11&77“1&)”2 —v(qt, rt)v*(rt)} dt + (g, re)dWy

d’f‘t = {FTt — O'(Tt)’U»< (’f‘t)} dt + O'(Tt)th

(25)

a T
where F = — and v(x,r) = —/ o(s,r)ds.

Ox 0
Before we go on, and to exclude patholigical cases from the analysis, we need to impose a
regularity condition on forward price models.

Assumption 4.1 If v;(qt,r¢) # 0 and v;(r:) # 0 for some i € {1,--- ,m}, then the following
regularity condition holds:

1
§||7(qt, ro)||? + v (ge re)v* () # 0.

Given Assumption 4.1 and by mere inspection of (25), we see that the answer to our first problem
— on whether forward prices can be studied without considering the interest rate equation — is
yes if and only if the terms v(g:,7:) and (g, r+)v*(r:) do not depend on 7;.

Remark 4.1 The (logarithm of the) forward price equation is Markovian if and only if the
mappings v : Hg X Hy x Ry — R™ and yv* : Hg x H, x Ry — R™ are constant w.r.t. 7.

The first condition — that v cannot depend on r — is quite straightforward, but let us take a
moment to understand what “yv* constant w.r.t. to r” really means.

Given that v is not dependent on r, does this mean that v must also be independent of 7 The
answer to this question is trivially no, when we take into consideration the fact that both ~
and v are multidimensional. The exercise of explaining this answer, however, helps to establish
crucial notation.

Recall that our m- dimensional Wiener process W drives both forward prices and interest rates,
and that a multidimensional Wiener process can be seen as a vector of scalar independent
Wiener processes. With this in mind, it is possible to understand that, depending on the
applications, we may face all the following situations.

15



The scalar Wiener processes driving interest rates are orthogonal to the scalar Wiener
processes driving the forward prices;

e The scalar Wiener processes driving interest rates and forward prices are the same;

A part of the scalar Wiener processes driving the interest rates also drives the forward
prices (or vice versa);

e Interest rates and forward prices are partially driven by orthogonal scalar Wiener processes

and partial driven by the same Wiener processes.

Without loss of generality, we can reorder the scalar Wiener processes inside a multidimen-
sional Wiener process. Assumption 4.2 bellow, give us the reordering we will assume for our
multidimensional Wiener process W.

Assumption 4.2 The Q- Wiener process, W, driving both the forward prices and the interest
rates is m-dimensional, and the same for both processes. Furthermore, we suppose that W has
been reordered as
WA
W= |W-8
WC

where WA, WEB and WC are, possibly multidimensional, Wiener process such that
o W4 drives only the forward prices q,
o W5 drives only the interest rates r,

o WC drives both forward prices ¢ and interest rates r.

Finally we establish that i € A means “W; is a element of W4 7, and similarly for i € B and
1eC.

Assumption 4.2 has obvious implications for the matrices v and o which become then of the
following form.

v = [va 0 7]
= [0 OB Uc]

x
thus, using v(z,r) = —/ o(s,r)ds, we have
0

’U:[O VB ’Uc],

and
0

Y =[ya 0 ¢l |vh| =vcove.
Vg

From this we see that requiring v and yv* independent of r, is nothing but requiring that, v,
~v¢ and vo do not depend on 7.

The important point here is that no condition is imposed on op.

We can now restate Remark 4.1, using the notation introduced by Assumption 4.2.
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Lemma 4.1 Suppose that Assumptions 4.1 and 4.2 holds. The (logarithm of) forward prices
will be Markovian if and only if the volatility mappings va, yo and oc are constant w.r.t. 7.
No condition is imposed on op.

Proof. If v, v¢ and o¢ are constant w.r.t. r, so are ||va||, [[vc|l, ve and yove. The dynamics
in of ¢ in (25) does not depend on r and forward prices are, thus, Markovian.

To prove the “only if” part we show that dependence of r by v4, v¢ or o¢ suffices, under the
regularity conditions of Assumption 4.1, to guarantee non-Markovian forward prices. Suppose,
first, that y4 depends on 7. Then ||v4|? also depends on 7 making the forward prices non-
Markovian. Suppose now that ¢ depends on r, then ||y¢||? and ycv} also depend on r.
Assumption 4.1 guarantees that there is no full cancelation and the forward prices are non-
Markovian. Finally suppose that o depends on r, then v, depends on r (since the integral
is w.r.t. the variable s and we know o¢ # 0). Since v, depends on 7 so does ycv: and the
forward prices are non-Markovian. O

Having established conditions for the forward prices being Markovian, we can go on and try to
answer our second problem — on whether there exist models which admit a FDR for forward
prices but not for interest rates. It turns out that, our unrestricted op for Markovian forward
prices, together with general results from the previous literature on interest rates FDR, allows
us to give a partial answer already now.

From the previous literature on FDR of interest rates we know that only some particular
functions o : H, x Ry — R™ will generate interest rate models that admit a FDR. Concretely,
it is shown in [10] that every component o; must be a weighted sum of quasi-exponential
deterministic functions of x, weighted by scalar fields in H,.

Hence, the fact that op is not driving the forward price equation and can be of any form for
Markovian forward price models, tell us that, existence of FDR for Markovian forward prices
is, in some sense, independent from existence of FDR for interest rates. This leads us to an
early answer to our second question.

Remark 4.2 Aslong as there are FDR for Markovian forward prices, there exist forward price
models that allow for a FDR for forward prices but not for interest rates.

5 Markovian Forward Prices

We now focus on the task of studying FDR for the forward price equation, in the special case
where we have Markovian forward prices. Thus, in this section the following assumption holds
(recall Lemma 4.1).

Assumption 5.1 Consider Assumption 2.1 and 4.2 We, assume that the mappings va, Yo
and oc are of the following special forms,

yalg,r,x) =yalg,®)  yelgr,x) =vc(q,z)  oc(r,z) =oc(z).

Note that the specific functional form of o implies we have deterministic cc—volatilities and
we can interpret o; for ¢ € C' as constant vector fields in H,,.
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Given Assumption 5.1, the Q-dynamics of (the logarithm) of forward prices can be written as
1 *
dne={Far = 5 [lnal@)1 + he@)?] = eladee” pat+ [rata) 0 scfa] . (20

Now, we rewrite equation (26) in Stratonovich form and obtain

= {Fa =5 [t + he@I?] = rotave” fat - 5 3 bt )
icA,C

+ [val@), 0, ~ve(q)] o dWy.

To compute the Stratonovich correction we use the infinite dimensional It6 formula (see [8]) to
obtain ‘
dyi(q) = () dt +7i(ae)vila)dW, i€ AC

and, thus _
d(vi(q), W) = vilae)vilq)dt i€ A, C.

Given the above computations we can write the Stratonovich dynamics of g as

dgr = {th - % [Hm(%)ll2 + Hw(%)llﬂ —yovo®* — % [Vala)vala) + Wé(qt)w(%)]} dt

+ [valg) 0 ~elqr)] o dW; (27)

where 7/ and 7} denotes the Frechet derivative. The terms 7/ (q:)va(q:) and v (gt)ve(qe)
should be interpreted as follows,

’Y Qt ’YA Qt Z% Qt ’Yz Qt ’Y Qt ”YC Qt Z% Qt ”Yz Qt
€A eC

We start by studying the two easier cases:

(i) the case when v (i.e, 74 and 7¢) is also deterministic (o¢ is deterministic by Assumption
5.1), and

(ii) the case when 7 is not deterministic, but has deterministic direction.

5.1 Deterministic Volatility

We first consider the case when the functions v4 and y¢ do not depend on ¢, so they have the
special form

i(g, x) = vi(x) i€ AC (28)
v for i € A, C are, thus, constant vector fields in H,.
Recall from Assumption 5.1 that o¢(r,2) = oc(z).

In this case, the Stratonovich correction term is zero, and equation (27) becomes

dae(x) = plas, 2)dt + () o AW, (20)
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where

pa.z) = T [na@I? + he@)]?] - re(e @) (30)
z) = [yale) 0 ye(2)]. (31)

Since this is a simple case, we choose to include all computations behind the results in the main
text to exemplify the technique. In the next sections, when dealing with more complex cases,
most of the computations will instead be presented in the appendix, leaving to the main text
the intuition behind the results and their discussion.

5.1.1 Existence of a FDR
From Theorem 3.4 we know that a FDR exists if and only if
dlm{,uv”)/h ieAaO}LA < 0.

We, thus, need to compute the Lie-algebra, {x, v}, 4. Computing the Lie brackets we have, for
each ¢

v = Fyi=:fi;
['Yia flz] =0
[Ma fll] = Ffi;= F2%‘ =: fo,
It follows that
{,UJ,’Y}LA:SPEID{,U, Fk”)/l ; k:Oal ’LEA,O} (32)

Obviously, if a FDR exists, there must exist an n; for each 4, such that

g

F’n,r‘rl,yi — Zci,kaﬁyi (33)
k=0

where the ¢; , are real numbers.

Proposition 5.1 tell us under what conditions we will have dim {x, v}, , < oco.

Proposition 5.1 The (logarithm of the) forward price equation (29) admits a finite dimen-
stonal realization (FDR) if and only if each component of v is quasi-exponential (QF). No
functional restriction is imposed on the deterministic function oo, so in particular, oo does
not have to be a QF function, it can be any deterministic function.

Proof. Recall from Lemma 3.3 that 7; solves the ODE (33) if and only if it is a QE function.
a
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Note that, for Markovian forward prices, the interest rate volatility plays no role in determining
existence of FDR. The only restriction on interest rate volatility is that o¢ is deterministic,
but that is a result of the Markovian property, not an added requirement imposed to guarantee
existence. One other way to see this is to note that only v shows up in (32). As we will soon
see, this is specific to the totally deterministic setting.

Remark 5.1 In the simple deterministic setting, where v : Ry — R™, Markovian realizations
of forward prices are generated only by the volatility of forward prices .

In the next example, and to stress this point, we check existence of FDR in a simple model
without even specifying the deterministic function o¢.

Example 1 Assume that forward prices are driven by a one-dimensional Wiener-process W
which also drives the interest rates’. Furthermore, assume that the interest rate volatility asso-
ciated to W is deterministic and that we have for the forward price volatility,

ax

V() =70(r) = ae”
where o, a € R.

In this case, we have AUB =0, C = {1} and
Fry(z) = —acqe™ " = n=0 c,0=—a.

Hence,
{7} 4 = span{p, v},

and the Lie-algebra {p,v}; 4 has dimension two. Consequently, there exist a FDR for forward
prices in this case. We will get back to this example in the construction part.

Finally, we want to make a remark on the exact dimension of the lie-algebra.

Remark 5.2 It follows from (33) that

dim{u,w}LA:dim{u,Fk%-; k=0,---,n; iEA,C}gl—i—Zni. (34)
i=1

The “<” in (84) just reminds us that, given the possibility of Gaussian elimination, there may
exist some cancelation effects.

To a better understanding of the above remark, we take the following example.

Example 2 Suppose that

bz —bx

v(x) =e" vo(x) = ze
Thus, n1 =0, ne = 1, and dim {p, 71,72, Fy2} < 4.

However since Fys = v1 — bya,

span {, 1,72, Fy2} = span{p, v1, 72} .

Hence, in this case, we actually have dim {p, v}, , = 3.

"This does not exclude the possibility of more Wiener-processes driving only the interest rates.
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5.1.2 Construction of FDR

We now go on to the construction of FDR, in the totally deterministic volatility setup.

First, we obtain a parameterization G of the invariant manifold G. In this case we have that

{7} 4 =span{u,F*y;; k=0,1---,n;, i€AC},
and we recall 7; solves the ODE (33).

Using Theorem 3.5 we obtain G by computing the operators exp {pzo} and exp {Fk%zi) k} In
order to get exp {pzo} go we solve

dye

i (Y, )
= Fy +D(z)
Yo = Qo

for

D)= —3 3 22@) - Y wlwile). (3)

i€A,C i€eC

Hence by Definition 3.4, we have 8

¢
eMao(z) = etho(x)—i—/ eF(tfs)D(x)ds
0

¢
= qo(a:—i-t)—l—/D(x—l—t—s)ds.
0

To obtain the remaining operators we solve

dyt
—Z Fk~,
dt 7
Yo =Y

Because v does not depend on ¢, the solution is

eFk'Yi(””)ty =y + Fry;(2)t.

It follows that

G(z0,2i6 ; 1€AC k=0,1,---,n;) (36)

_ H (eFkVi(w)zi,k) eN(Q7m)ZUqO

i€A,C;k=0,...,n;

= qo(x + 20) + /OZO D(z + zo — s)ds + Z iFkVZ(I)sz (37)

i€A,C k=0

8From the context, it is clear that eFt : H,; — Hg. From the usual series expansion of the exponential

function we have, e = —F" f. In our case, F* = —— so we have |e T) = — x), which
e f nz::() n! f Ox™ we have [ef] (@) nZ::O n! 892”( )W

is a Taylor expansion of f around the point z, so for analytic f we have [eF!f] (z) = f(z +t).
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Note that the volatility of interest rates show up (through the terms v; for i € C') only in the
deterministic term D defined in (35).

We are now interested in finding a set of factors Z such that
a = G(Z)
while Z is given by a strong solution to the SDE
dZ;y = a(Zy)dt +b(Z:) o dWy
{ Zo = 2o
For that we need to find a solution to

Gia=p G,b = Y 1€ A,C.

Simple computations yields
ho
hio
G'(z0,2j6 ; J€EAC k=0,1,---,n,) ha (z)

hm Mom,

|:gq2($+20 +D(x / 80$+20—Sd8:|h0+ZZFk’yl R k-

i€A,C k=0

We can now use the fact that ¢ = G(Z) and that v satisfies the ODE (33) to get

wa,z) = Fg +D(x)
0 = 9 o,
= %qo(x—l—zo)—k 6—D(x+z0—sds+ ZZF ()26 + D(x)
0 JEA,C k=0
0 9
= %qo(x—l—zo)—!- 6—D(x+z0—s)ds+D Z ZF v; (@) 25 k-1
0 JEA,C k=1
+ Z Fitly;(2)2),0,
JjEA,C
0 %9
= %QO(ﬁf—FZ’O)—F ; %D(x—l—zo—s)ds—l—D Z ZF V5 ()2, k-1
JjEA,C k=1
n;
+ Z Z c; kFFy; ()2, -
JEA,C k=0
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Thus, from Gya = u, we get

dqo % 9D
[820(x+zo)+’D() /0 9 — (x4 20— 9) ds] ap + Z ZF v (x)aj K

JEACk 0
0 =9
= %qo(x—kzo) + 6—@(33 +20—s)ds+ D(x Z ZF v; (@) 25 k-1
0 JEAC k=1
n;
+ 0D erFEy(@)zm,
JEA,C k=0

and, since the above expression should hold for all x, while a is not allowed to depend on =z, it
is possible to identify the following expressions for a

ayg = 1
aj,0 = €5,0%5,n;, JEAC
ik = CjkZjn, + 25 k-1 jeAC k=1,--- Mg

Likewise, from G, b’ = ; for each i € A, C we get

dqo % 9D
Bq (x + 20) + D(z) + / o (a:—l—zo—s)ds} bo + Z ZFk% bzk = ;(z)
%0 o % i€A,C k=0
and by simple identification of terms
by = 0 i€AC
big = 1 i=j i,j€AC
biy, = 0 for all other j and k.

In this totally deterministic setting, the Stratonovich and the It6 dynamics are equivalent, so
we have proved the following result.

Proposition 5.2 Given the initial forward price curve qg, the forward prices system generated
by va, Yo and oc has a finite dimensional realization given by

q = G(Zy)

where G is defined as in (37) and the dynamics of the state space variables Z are given by

dZy = dt
dZjo = cjo0Zjn,dt+dW] jeAC
de,k = (Cj,ij,nj + Zj’kfl) dt j S A, Ck= 1, 71

We first take the easiest example: the one-dimensional deterministic constant volatility.

Example 3 Assume that forward prices q are driven by a one-dimensional Wiener process that
also drive the interest rates v (C = {1}). Furthermore, assume that the forward price volatility
v is of the following form

V(@) =yc(z) = o
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where o € R.

We leave the (scalar) function oc(z) (thus ve(x)) unspecified to stress the point that it plays
no role determining the dimension of the Lie-algebra or constructing the realization.

Then we know Fy =0, thusn =1, c10 = 0 and the dimension of the {u,v}, 4 is two.

The invariant manifold is given by
1 #o
G(z0,21,0) = qo(x + 20) — 504220 - a/ ve(z + 2o — s)ds + az10
0
for some deterministic function vc.

Using Proposition 5.2, we have q¢ = G(Z;) for the state variable Z = [ZZO } with dynamics
1,0
dZy = dt
VAR dW,

Example 1 (Cont.) Recall that we assumed

given by

We now recover again Example 1.
V(x) = 0(x) = ae™"
which implies n1 =0, ¢10 = —a.
Once again we leave o¢ (thus vc) as an unspecified deterministic function.

In the previous comments it was explained that the Lie-algebra is of dimension 2, so the invariant
manifold can be obtained from (37),

20
G(z0,71,0) = qo(x + 20) + / D(z + z0 — s)ds + y(z)z1,0-
0

In this case

1
D) = —578(@) —e(@ve(r)
1
= —5042672(” — ae” Yo (z).
Thus,
zZ0 1
G(z0,210) = 4qo(z+ 20) — / <§a2@2a(m+zos) + aefa(erzofs)vc(I + 20 — S)> ds + ae "z o
0
1a? —2ax —2a(z+2z0) = —a(z+z0—s)
= q0(3:+20)—|———[6 —e 0}—04 (e 0 vc(az—l—zo—s))ds
2 2a 0

+ae "z

and from Proposition 5.2 it follows that the FDR is given by

dZy = dt
le,O = —aZLodt + th
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5.2 Deterministic Direction Volatility

We now deal with the second simplest case, that of having deterministic direction forward prices

volatilities.

Then, we have the following special functional forms for v4 and v¢ in Assumption 5.1.
Yi(g,z) = Ni(@)pi(q) i€ AC

where A; is a deterministic function of z (constant vector field in H,) and ¢; is a scalar vector
field in H, (i.e., it does not depend on x and depends only on the current forward price curve).

Omitting the z-dependence,

Yi(q) = Xiwi(q) i€ AC (38)
and for future reference we also define
A=1[Aa, 0, Ac]. (39)

On what concerns interest rate volatilities, we maintain the requirement that o¢ is deterministic
(since we are still dealing with Markovian forward prices).

In this particular case, the forward price equation can be rewritten as

dgy = p(qe)dt +(qr) o dW; (40)

for

wa) = Fg— % [Im(qf)||2 + Hw(%)llﬂ —yelq)ve™ — % (Valat)yvala:) + v (a)ve(g)] (41)

Yq) = [vale) 0 ~yela)],
and given the functional form for v4 and ¢ in (38) we have the following Frechet derivatives
Vala)vala) =Y Xei(a) Pags(a)]  velan 2velan=) =Y @)@ (@) Divi(a)] -
i€A i€C

We see that p in (41) is much more complex than the one previously studied (compare to (30)),
s0, the task of actually computing the Lie algebra £ = {y, v}, 4 will not be as straightforward
as before.

Using the specific functional forms of v4 and ¢ in (38) we have

scalar field scalar field
r-/\\ 1
wa) = Fq—— >ox el )=> " wila) Avi— = Sy 0i(g) A
1€A C Di ¢ ( ) iceC Vi cA,C
scalar field
—~ =
vilg) = N wilq)

and, given the possibility of Gaussian elimination (Lemma 3.2), we see that the Lie algebra is
in fact generated by the simpler system of vector fields,

folg) = Fq—— > Dioila) = Y er(@)Vi

kGA C keC
fli(q) = N\ 1€ A,C
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where
Dk = )\z Vk = )\kvk.

We now start computing Lie brackets and simplifying. For all i € A, C' we have

[vafli] = féfli - flgfo

1
= Fhi—5 > Di &ih] =D Vi @hlA]
2 kEA,C — keC —
scalar field scalar field

= f2i
and using this new field we have for all i,5 € A,C
[fiio f2;] = fiifey — fofu
1
= *3 > DedfNi A+ Y Ve g Al

ked,C scalar field kec scalar field
= f 3ij-

We know realize that the our lie algebra is hard to handle (even in the one-dimensional Wiener
process case?). At this point it seems a good idea to note the following.

Remark 5.3 The Lie-algebra
L={m}tra (42)

is included in the larger Lie-algebra
L={F, \i, D;,; V;; i€cAC jeC},,. (43)
That is

{/’Lu/}/}LA:{ff)u fli; iEAac}LAg{Fa )\iu Di7 ‘/]7 ZEA,C jEC}LA'
There are three important points to make here.

e The fields in the larger Lie-algebra, £, are simpler than those in £. That is, none of the
field contains sums.

e From the inclusion £ C L it is obvious that if L has finite dimension also £ does. So,
studying the conditions that guarantee £ to have finite dimension, give us, at least,
sufficient conditions for £ to have also finite dimension.

e We conjecture that conditions that guarantee £ to have finite dimension are also necessary
conditions for £ to have also finite dimension. The intuition is that since the fields in £
are all contained in the fields of £ (as parcels of various sums), if they are “nasty” enough
to make the dimension of £ infinite, they should make the fields that contain them in £
even “nastier”. We will formalize this intuition below.

9We note once again, that if we consider the Wiener process to be one-dimensional, the only interesting case
to consider is when that Wiener process drives both forward prices and interest rates, i.e. it belongs to the W€
set. Otherwise, we fall into the futures case already studied in [3]. So, even in that case, we cannot avoid having
two parcels not easy to simplify.
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e Finally, even if the analysis of £ is, in the above sense, equivalent to the analysis of £, in
the construction sense, studying £ will, in principle, generate finite realizations with state
variables of higher dimension. This is obviously the price one has to pay for dealing with
easier fields. We call these realizations non-minimal realizations. An advantage of non-

minimal realizations is that they are always possible to obtain (as long as the dimension
of L is finite).

The following conjecture formally states the idea behind our third point above (and the sketch
of the proof, for the one-dimensional case, can be found in the appendix).

Conjecture 5.1 Consider L in (42) and L in (43). Then the following holds
dim(£) < o0 & dim(£) < oo .

These ideas can be applied in a more complex setting. They will be used extensively in Section
6, when dealing with the entire forward price system.

We now continue our analysis studying the larger Lie-algebra L.

5.2.1 Existence of FDR

As mentioned before, in the current deterministic direction setting, the larger Lie-algebra, L,
is given by -
EZ{F, Ais Di,V}; 1€ AC jEC}LA'

thus, the basic fields of the enlarged Lie-algebra are

g0(q) = Fq

g1i(q) = N 1€ AC

92i(q) = D; 1€ A, C=1,---,m
g3i(q) = V; Jjec

Computing the Lie-brackets we have, in the first step,

[90,91i] = FXi=:gu
[90,92i] = FD;=:gs;
[90,93]] = FVj=: g,

all remaining combinations of lie-brackets from the fields in (43) are zero. Using the new vector
fields, we easily see that

(90,910 = TF2\
[90,92] = F2D;
[907 gBj] = FQ‘/j

and again all others lie-brackets are zero.
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Continuing with similar iterations, it is easy to check that

E:span{F, Fk)\“ Fle_, Fk‘/J : iEA,O ]GC k:()71,}

Thus, for dim(£) < oo there must exist orders n}

7> n3 and nf for which

J J

Futly = 3 el Fhy Fitip; =3¢, FED, jeAC
k=0 k=0
s

3

Futy, = Y FRY jecC

k=0
where C;,k are real constants, k =0, - - - ,nJI-, jeAC,and I =1,2,3.

Indeed, if (44) holds,

dim(£) <1+ Y () +1)+ @i +1)+ > (nd+1) < oc. (44)
JeAC jec

We now start a brief side discussion on the exact dimension of £. As before, we note that the sign
“<” above results from the possibility of Gaussian elimination across the various derivatives of
various different fields. This is particularly relevant for the concrete fields of £ since V; = \jv;
and thus derivatives of A\; may help to Gaussian simplify the derivatives of V. This point will
be made clear in Example 4 bellow.

Unfortunately, these simplifications are instance dependent and, thus, in an abstract way it is
impossible to be more exact about the dimension of £ than in (44). The consequence is that
when doing the abstract construction of realizations we cannot take into account case-specific
Gaussian eliminations. Therefore, when applying the abstract results to concrete models, we
may get unnecessarily large realizations. However, since we are considering non-minimal realiza-
tions anyway (because we analyze £ instead of £), this does not seem a major disadvantage'®.
With this we conclude the side discussion and go on with the abstract analysis.

Proposition 5.3 give us the necessary and sufficient conditions that guarantee dim(£) < oc.

Proposition 5.3 The dimension of the Lie-algebra L in (43) is finite if and only if each com-
ponent of X and o¢ is QE.

Proof. It follows from Lemma 3.3 that (44) holds if and only if A;, D; for i € A,C and Vj for
j € C are QFE functions. It also follows from the properties of QE functions that, \; fori € A, C
and o; for j € C' QE, suffices to guarantee this requirement. To check the last statement note
that \; QE = D; = A? QE; 0; QE, = v;(z) = — [ 0;(s)ds QE; and finally ); and v; QE =
‘/j = )\j’Uj QE. O

Taking together Propositions 5.3 and Conjecture 5.1 we have the following general result for
forward prices with deterministic direction volatilities.

10The unsatisfied reader can always, when faced with a concrete situation, use the techniques presented and,
whenever possible, derive a smaller realization instead of using the abstract results. In Example 4 below, we use
both approaches to exemplify the kind of difference one can expect.
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Proposition 5.4 Assume that Conjecture 5.1 holds. The (logarithm of ) forward price equation
(40) admits a finite dimensional realization if and only if each component of A and o¢ are quasi-
exponential.

We note that, in contrast to the deterministic forward price volatilities case, in our present set-
ting of deterministic direction forward price volatilities, existence of FDR imposes requirements
on the concrete functional form of the deterministic function o¢: it must be a QE function.
This was to be expected, since this time, ¢ actually drives the forward price equation indirectly
trough the fields V; = A\;v; for j € C.

The following example gives us one, very simple instance where we have a finite dimensional
realization for forward prices, considering deterministic direction volatilities.

Example 4 Suppose that forward prices are driven by a one-dimensional Wiener process (i =
1) that also drives interest rates (i € C') and that

v(g,x) =vc(g,x) = ae % ¢ oc(x) = de™ ",

2@ o(q)
for a,B,a,b € R.
Then we have
x _ 5 _
v(z) = =6 [ e ¥ds=— (e —1)
0 a
MNz) = ae
D(z) = M(z)=ae
Viz) = Ma)(z)= ae ™l (e7® —1) = il {6_(”1’)1 —e b
a a
and
FA(z) = —bae b =—b\(x) = n;=0 cio=—b
FD(z) = —2ba’e 2% = _2bD(x) = n2=0 AE,=-2
FV(z) = 22 [—(a+b)e (eFb)e — (—p)ke=ba]
= —bV(x) — ade (atb)e
F2V(z) = —bFV(z)+ (a+ b)ade (@t
= —VFV(z)+ (a+b)ad[-bV(z) — FV(z)]
= —(a+20)FV(z)— (a+b)bV(x) = ni=1 3y=—(a+b)b

¢l =—(a+2b)
so we have
{/1'7 V}LA g {F7 )‘7 Du Vu FV}LA .
Thus, dim {p,~v},; , < dim{F,\,D,V}, , <5.
Alternatively, we may note that

V((E) _ a_6 e—(a-l—b)w _ e—b;ﬂ _ a_ée—(a—i-b)m _ éae—bw

a a a ~—~~—
Alz)
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a+b)x

thus, using Gaussian elimination we can substitute V' by f/(x) =e( . And since

FV(z)=—(a+be @ = _(a+0)V(z) = @3=0 &o=—(a+b)

and we can compute the exact dimension of {F,\,D,V,FV'}, ,,

dim {F,\,D,V,FV}, , = dim {F’ M D, V}LA =4

Obviously, in either way we are able to conclude that the forward prices admit a FDR.

5.2.2 Construction of FDR

We would now like to construct a FDR for forward prices, whenever we know that it exists.
Since we are using the larger Lie-algebra £ and we cannot use case-specific Gaussian elimination
in the general case, we are aiming to get non-minimal finite realizations.

As before we would like the derive a parameterization G of the invariant manifold G and infer,
from the functional form of that parameterization, the dynamics of the state variables.

Given the simplicity of the fields spanning £, it is straightforward to compute the operators:
eF*0q0 = qo(x + 20),

F Mg = g+ BNzl P Pitig = g+ FFD;22, JEAC; k=0,1,--- ,n;
k 3
e¥ szjw’cq:lJ-l-FijZ?,k JeC; k=0,1,---,ny.

Thus,

H eFkkj(w)Zgl',k . H eFij(m)Z?,k . H eFij(m)Z?,k

~ 1 2 3
G (20, 2j k> 20> k)

jeEAC jeEAC jec
n} n?
= qlr+z2)+ Y Y Fazh+ Y N FRD2,
JEA,C k=0 JEA,C k=0
+3 N FRYER (45)
JEC k=0

Hence, in order to find the dynamics of the state variable Z such that ¢ = G(Z), and as in the
previous section, we take the Stratonovich Q-dynamics to be given by

, (46)

dZt = d(Zt)dt + B(Zt) 9 th
Z() = 20

and we solve

Gya=p G.b=~ (47)
with g and v given in (38)-(41), and G from (45), to get a strong solution to the SDE (46).

The steps are then the usual ones, but with much more messy computations. Using the func-
tional form of G in (45), it is possible to compute the Frechet derivatives. Then, from the
expression for ¢ = G(Z) and equations (44), we can find an concrete expression to the term Fg
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in our p (equation (41)). Identification of term in equations (47) allows us to determine the
Stratonovich drift and diffusion terms. And finally, to obtain the It6 dynamics we calculate the
Stratonovich correction term. Following these steps gives us the result in Proposition 5.5 (the
actual computations of can be found in the appendix).

Proposition 5.5 Given the initial forward price curve qg, the forward prices system generated
by va, Yo as in (38) and oc deterministic, has a finite dimensional realization given by

q = G(Zy)

where G is defined as in (45) and the dynamics of the state space variables Z are given by

Az, = dt
AZjo = cjoZjdt+p(G(2)dW] jeAcC

az}, = (ZJ{,C_1 +c§7kz}7n;) dt jEACK=1,--,nl
72, = (c?,to,ng - %wg(é(z») dt jEAC

az = (23 0+ 22 ) dt jeACk=1, - n?
Az = (G028, +0(G(:2)) di jec

dz3, = (Zf’kf1 +c§’kZin?) dt jeCk=1,-n}

Example 4 (cont.) Recall that we studied an one-dimensional model where AN B = (),

C={1} and
_ _ —bx _ —azx
v(g,x) = ve(q, x) = ae q oo(x) = de™*.

AMx)  p(q)

As in the first part of the example, we will first directly apply the abstract results (in the con-
struction part, that is Proposition 5.5). Then we derive a smaller realization that can be obtained
from the case-specific simpler fields.

We start by directly applying Proposition 5.5. Recall from previous computations that we had
nt =0, C%,o =-b,n?=0, cio =-2b,n3 =1, cio =—(a+b)b and cil = —(a+2b) and

V(:C) = a_6 e (atb)z _ —bx FV(I) _ 04_5 _(a + b)ef(aer)z . (—b)keibm} '

a a

Using this we get from (45) the parameterization of the realization to be

G(z0, Z%,Ov Z%,Ov Z%,Oa 2%1) = qo(z+20) + )\(33)2%,0 + D(x)zfo + V(I)Zio + FV(x)zil

—bx 1 2,—2bz 2 a0 T (atb —bz| 3
qo(z + 20) + ae™ 21 5 +a’e 121704—7 [e (a+b)z _ ¢ z} 2 0

)

0
+22 [(a+ D)em 7 - (—p)ett) 2 .
a
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We now note that in our case p(q) = q and by Proposition 5.5 it follows that the realization is

dZ, = dt
dZi, = —bZidt+G(Z)dW,
dZ12,0 = (‘21)212,0_%(@(2))2) dt
dz3, = (=bla+b)Zi, +G(Z))dt
Azt = (Z},—(a+2b)Z3,)dt

Now recall that for this particular model we have £ = {F, /\,D,V}LA with f/(x) = ¢~ (atb)z

Thus another (smaller) parameterization, G is given by

G(%o, 5%,0, 5%,(» 5%,0) = qo(r+2) + )\(x)éio + D(x)z] 0T V(x)z 0

2bx22 70 te (a+b)zgf70'

qo(z + Zo) + aeszéll)o + ale

Proposition 5.5 cannot be used directly, bul we can compare the two parameterizations G and
G (of the same invariant manifold) above, to get

ad ad
L ~1 1 3 3 22 _ 2 23 _
20 =20 21,0 T 21,0 T ;10 + bazm 0 =210 *,0= ?Zl 0T, —(a+ b)z1 1

Finally using Ito and simplifying we have

dZy =

iz, = (bZlO ell ))dt+G( )dw,
Azt = (~22%, - 5(G(2)?) dt

73, = ( (a+b)Z3,+ aﬁé(Z))dt

The two realizations are equivalent.

5.3 The General Case

In the sections 5.1 and 5.2, we analyzed existence and construction of FDR of Markovian
forward prices, under the specific setting of deterministic and deterministic direction forward
price volatility.

A natural question at this point is: what is the most general functional form, for the volatilities
v and o, consistent with FDR of Markovian forward prices? The answer follows from previous
results in [10] and from . In the following proposition we adapt it to the Markovian forward
prices case. We state it in the form of a proposition.

Proposition 5.6 Suppose Assumption 2.1 holds. There exist a FDR of Markovian forward
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prices if and only if

N

> el(@N,(2) jeAC

k=0

v (g, 7, x)

Bi(x) if (g, z) =;(z)
oj(r, ) = jel

6j (‘T) if i (q7 Ty {E) =7 (Q7 CL')

where [3; are unrestricted deterministic functions, §;,X], are QE deterministic functions, and
@1, are scalar vector fields in Hg.

From Proposition 5.6, we see the most general situation can be attained by extending determin-
istic direction forward price volatilities to finite sums of deterministic direction parcels. This
represents, of course, a relevant extension in terms of model flexibility, but not in terms of
complexity of analysis.

The results from section 5.2 extend naturally to this most general case, the computations are
exactly the same and, in concrete applications, easy to derive. In abstract terms, however,
computation get much messier given the additional indices one must keep track of!!.

We now will consider the case when forward prices are not Markovian.

6 Non-Markovian Forward Prices

Recall that under Assumption 2.1 — our basic assumption on the volatility processes for forward
prices and interest rates v and o, respectively — the (logarithm of the) forward price curve ¢
cannot, in general, be studied without incorporating in the analysis the interest rate curve r
(recall (12)-(13)).

In this section, we want to study the circumstances which were not covered by Section 5. In
that case our forward price model is a doubly infinite system and we set

1)

The Ito dynamics of ¢ can, thus, also be written in block matrix notation as

d [Qt] - {F {Qt} _1 [||7(Qt77“t)||2] _ [W(Qtﬂ"t)} v*(rt)}dt—i— [”Y(Qtﬂ”t)] AW,

Ty re) 2 0 o(re) o(rt)

where, as before, we take W to be an m-dimensional Wiener process, and

8 x
F = 2 v(r,z) = —/0 o(r, s)ds.

and ¢ belongs to Hy x H,.

1'We do not present the abstract results and derivations, as we believe the reader would spend more time
understanding the notation, than extending the results of section 5.2 to concrete, slightly more general, appli-
cations.
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In this case the Stratonovich correction term is given by

_W(Qtﬂ"t)} W) = _% id<[%(%ﬂ”t)] W

| o(re) Py oi(re)

—~

1
—=d
2
Since we have (from the infinite It6 formula)

S e R A I

with 7y, 7, and ;. the partial Frechet derivatives.

Then for i = 1,--- ,m we have

d<[%(%m)] Wiy = Péq(qt,m) %r(qzeart)} {%‘(Qtﬂ“t)} i@t

oi(re) 0 i (re)

and the Stratonovich dynamics for g,

dgs = p(qe, ) dt + |:’Y(Qt77't):| o dW;

o(re)
Wgr) = F m _% {IIW(CJ{)IT ~ [Fﬁ%};’)} o (1) _% P;(gﬂ") 75%};)} P;é;ﬂ?)")] _
Given that '
v, r) = [vale,r) 0 7volg,r)] o(r)=1[0 op(r) oc(r)]

we note that
) 0

v(g,7) « _ J|valer) 0 yelgr) .

R R (fcmH“B“;*]

_ ve(q,r)ve(r) }
(o510 () + o () (1)

4 I - T S0 2L
e Sl

[WAq(Qa m)val(g, ) +vcg (g, m)ve (g, r) +ver(g,m)oc (T)]

op,(r)op(r) +oc.(r)oc(r)

where
VA;(%T)’YA((LT) = Z’YAi;(%T)’YAi(%T)a
icA
Yoo lam)oc(r) = D yci(ar)oci(r), Ve are(@r) = Y vci(e e ),
icC ieC
o, (Nop(r) = Y ol (r)os(r), o, (Noc(r) = Y ol (roci(r)
i€B ieC
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We can, finally, identify our main object of study as the following doubly infinite Stratonovich
SDE

A W(Qtht)
dqt = M(qt,’f‘t)dt-i- |: O'(’I”t) :| Oth

where

w(q,r)

) 1 lvatanl + he(an)? (@) (r)
= B |f] -5 [ el |

1 [rag(er)vale,r) +cq(a )vele,r) +ver(g, oo (r)

o (r)op(r) + oo (r)oc(r)

[7((177")] _ [”YA((JJ") 0 70(‘],7’)}

0 op(r) oc(r)

Given the general functional forms of v4, Yo, 05 and o¢ the study of all possible special cases'?
would be exhausting.

In this section, we take, therefore a more agressive strategy: we consider immediately the
scenario where each element in v and ¢ have deterministic direction volatility.

As before, the situation of deterministic direction volatilities can be extended to the case where
each element of v and o is a finite sum of deterministic direction parcels, and that is the
most general possible scenario consistent with existence of FDR!3. We omit the analysis of this
most general scenario because the results can be easily derived from the ones on deterministic
direction volatilities, and, in abstract terms, notation becomes almost untractable.

The deterministic direction setting we will work with is formally stated by the next assumption.

Assumption 6.1 The mappings v; : Hqg X H, x Ry — R™ and 0; : xH, x R — R™ are of
the following functional form.

’Yi('rvqa’r) = Al(x)@l(%r> (S A5O
oi(z,r) = Bi(z)pi(r) 1€ B,C (49)

where \;, B; are deterministic functions of x and ¢;, ¢; are scalar vector fields in Hq x H,
(i.e., they do not depend on x and depend only on the current forward price and interest rate
curves).

We note that under Assumption 6.1

vi(x,r) = — /Om oi(r,s)ds = — /Om Bi(s)pi(r)ds = —4(r) /Oz Bi(s)ds ieB,C.

Defining
Bi(:v)z/o Bi(s)ds (50)

120ne particular special case would be to take, say, y4 an op to have deterministic direction and v¢, o¢ to
be deterministic.
I3For details on why this is the most general scenario we refer to [10].
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we, thus, have

vi(x) = —¢;(r)B;(x) 1€ B,C.

To check if our forward prices model admits a finite dimensional realization, we need to see if

anlp 571

Considering (48), under Assumption 6.1, our basic vector fields can be written as

gl Eeem) Bl
Az o]
+;%q, ) (8] 6i(r H ZEZBjC% 18:] @()M :
ater) V] ieA
Dl = Law m ien
oila: ) ?) o) m el

Following the strategy described in Section 3.3, we would now start computing Lie brackets
of all possible combinations of these fields and, through Gaussian elimination, hopefully, get
to a simple set of generators of our Lie-algebra £ = {yu, 0}, ,. Based on properties of these
generators we would, also hopefully, be able to understand which v and ¢ would guarantee a
FDR for forward prices.

The particular complex expression for p above, and the almost impossibility of Gaussian elim-
ination that results from having to handle two infinite SDE at the same time'?, leads to the

conclusion that our best hope is again to study a larger Lie-algebra, £, and to choose such a
Lie-algebra so that the basic fields would be simple.

The following Lemma give us the desired (simple enough) Lie-algebra L.

14To the usual complexity of dealing with multidimensional cases, there is an additional complexity specific
of forward price models that results from the fact that ¢;(q,7) # ¢i(r). However even under the unrealistic
assumption (since the forward price volatility could not depend on the forward prices) where we would assume
©i(r) = ¢i(r), the complexity of the Stratonovich correction term would not allow us to obtain simple generators
for L.
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Lemma 6.1 Consider the following set of fields in H.

o

0 _

f - _FT:|7

no= om0 ieac
o (51)
Vv

3 _ K3

fi - _0_7 260

=5l f?—[ﬁ] i€B,C

where A\, B; and B; are deterministic functions of x and defined as in (49) and (50) and we
further define

Di(z) = X(z)  Vi(z) = Ni(x)Bi(z)  Hi(z) = Bi(x)Bi(x). (52)
Then the following holds

L={mo}, < c:{F[ngg][VgH;H;} z'eA,c,jec,neB,C}

Proof. First, note that

ei(g, ), @i(ag,7), @iler)N]eile,r) i€ AB
¢i (T‘), (b? (T)v ¢;r (T) [ﬁl] ¢i (T) i € Bv C
wi(q,m)pi(r) ieC

are scalar fields in 7, x H,. The conclusion now follows using Gaussian Elimination (Lemma
3.2). m|

6.1 Existence of FDR

Computing Lie-brackets on the basic fields of £ is not hard, and the conclusion on the existence
of a FDR becomes a straightforward generalization of the easier setups studied in previous
sections. Proposition 6.2 give us the needed conditions.

Proposition 6.2 The lie-algebra L is spanned by

k| Ai| k[ Di| ke [Vi| @k | O k| O] o
span{F,F [0 ,F 0 ,F 0 ,F 3, ,F i, i€ AC;j€C;neB,C; k=0,1,---

and will have a finite dimension if and only if each component of A\ and (8 is QE.

Moreover, under those conditions also each component of D, V., W in (52) are QF and

dim {£} <1+ Z (n}—i—n?)—i—Zni’—i— Z (n?—i—n?) (53)

JjEA,C jeC jEB,C
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for nz € N, such that,

n?

Frithy; = Zk Ll FRN FUHiD; =30 2, FkD; jeAC

Fity, = Zk L2 FRY jecC (54)
n’ .

F = S o PR FYHHy = Y2, o FEH; je€BC

holdforsomecjl-)keRwithk:(),l,-~-,njl-,jzl,-u,m, and I =1,--- 5.

Proof. Given the fields of £, we have a FDR if and only if (54) hold and it follows that (53)
holds (the “<” in (53) accounts for possible case-specific Gaussian elimination across terms).
Finally, (54) can be interpreted as ODEs whose solution are QE functions, thus \;, for i € A, C;
D;, V;, for j € C and Hy, for k € B, C solve (54) if and only if they are QE. It remains to show
that requiring A; and g; for i € A,C, j € B, C is sufficient to guarantee that. Given that

b b
Di() = A2(@)  Vi(x) = \i(a) / Bi(s)ds  Hj(x) = B(x) / B;(s)ds

the result follows from Lemma 3.3. O

6.2 Construction of FDR

Knowing the conditions for existence of a FDR for forward prices, we can now construct the
finite dimensional realization. Proposition 6.3 gives us a non-minimal (since it is based on
L and cannot take into account case-specific Gaussian elimination) parameterization G of the
invariant manifold G.

Note that our parameterization, ¢ = G(Z), will be of the following block matrix form
q| _ [G1(2)
r] o Gn(2)]”

Furthermore, by close inspection of (51) we realize that the operator generated by f°,

F2o {(Jo} _ [q:o] ,
To To
is the only that will affect both G4 and G”. The remaining operators will only affect one

component at the time.

The operators generated by f1,f? for i € A,C and fj3 for j € C, will only affect G4. So,

FA]zjkq Q+/\j2317k FDJz]kqfq_FDJ]k jeAC

eFVJMq = q—i—ijjg-)k jeC.

On the other hand, G” will be affected by the operators generated by ff,ff for j € B,C and
we have

Fkg;z4 _ 4 FFH,;22, . _ 5 .
eF Piziny = T+ B2 e’ hkr =r+ Hjzyy jeB,C
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Once the parameterization has been derived, we can infer the dynamics of the finite dimensional
realization, exactly as before. The actual construction of the realization, though cumbersome
(and thus presented in the appendix), follow the same ideas of the constructions in previous
sections.

Proposition 6.3 Suppose Assumption 6.1 holds. Given the initial forward price curve gy and
the initial interest rate curve ro, the system generated by forward price and interest rate volatil-
ities defined as in (49) has a finite dimensional realization, given by

-

Tt

where G is defined by

W Y S FN s Y S P2 4 Y Y P,

A 1 2 3 4 5\ _ JEA,C k=0 JEA,C k=0 jEC k=0
G(Zo,Zj,;mZj,kazj,kazj,kazj,k) = nt n?
J J
= kp. 4 k 5
fot D D FBi+ Y D FH;,
jEB,C k=0 jEB,C k=0

(55)
for go(x) = qo(x + 20) and go(x) = qo(x + 20)-

Moreover, the dynamics of the state space variables Z are given by

dZy = dt
AZj, = cioZ}, 1dt+g03( 9Z),G"(Z))dW; jeAC

azy = {2+ ez, ba jEACKk=1,-,n
dzy = {,2%n ]—Qso]< W(2),Grz) e jeac

72, = {Zk L+, }dt jeACk=1,- n
az3y = {02l +0l(GUUZ), GG (Z) fat jeC

dzl = {23+ 2 bt jEC k=1, nd
azl, = cj)OZinﬁdt—l—gbj((G’“(Z))de j€B,C

dzt, = {c?on;{n?}dt jEBCk=1,.nt
73, = {chZjn?Jro;JZ(GT(Z))}dt jeB,C

Az, = {ka VL2 s }dt jEBCk=1, n

The next example may help to understand Proposition 6.3.
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6.3 Example

Consider a model with the following volatility matrix

)10 st

Using the usual notation we have two Wiener processes, one of them of type W4 and another
of type WC¢. So A = {1} and C = {2}. Since the is only element of each type, we set j = A, C
(instead of j=1,2) all over.

We also have

va(g,r,2) = Xa(@)palg,r) = Aa(z) = ae™™ palq,r) =q
Yo(g,r, @) = Ae(w)pc(q,T) = Ac(z)=p vclg,r) =0
oc(r,x) = Bo(z)po(x) = Be(x) = de™ " oc(q) = /1
= we(re) =—=Bo()p(r)  Beo(z)=—+[e* —1]
Moreover, we have
Da(x) = Ni(z)=ae 2
Ve(x) = Ae(z)Be(z) = —g [e_‘” - 1}
5 —2aT —axr
Heo(z) = Be(x)Be(x) = - [e 20w _ o } )
Taking all this into account we easily get
FAp = —-bAs = 7134 0 Cko——b
FX¢ = 0 = ng=0 clcyo—O
FDy, = -=-2bDy = n% =0 012470 =—-2b
FDo = 0 = n%:O 0%70—0
FVoe = pe F?Ve = —aFVe = ng=1 0%70 =0
03(371 = —a
FGc = —afc = né 0 Cé‘,o = —a
FH: = —aHg + de 2 F?Hqc = —3adFHe — 2a%He = n% 2 0%70 = —2a
0%71 = —-3a

Given this computations, we see the following fields span £

SRR IR IR R A R PR A B

thus we know that our forward price model admits a FDR since

dim(£) < 10.
From (55) we get the parameterization

g 1 1 2 2 3 3
G (357Zo,ZA,o,Zc,mZA,och,o,Zc,Och,l)

A 4 5 5
G (95720720,0720,0720,1)

(57)
Go( + 20) + a2} o + pag g + e o+ pPt g — S [e7 = 1] 280 + pe™ 2,

= 0
ro(z + z0) + (56_‘”230 - [e7207 — g7 o7] 280 - [—2ae™*" + ae™ "] 281
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and from Proposition 6.3 we get the Z dynamics

dZy = dt
dZs, = —bZYdt+G4(Z)dW] dZ¢ o = GI(Z)dWY
. 2 1 /4 2
iz%, = <—2be,71 -1 (G‘I(Z)) ) dt dZto=—3 (GQ(Z)) dt
58

3 _ g A 3 _ 3 3 ( )
dZC,O = @G (Z) G (Z))dt dZC,l = (Zc)o aZC,l) dt
dZt, = —aZidt+\/GT(Z)dW?
azty = (-222%,+G7(2)) dt dzg,, = (22 — 3aZ5.,) dt

where G? and G” are as in (57).

It is obvious however, from both (57) and (58), that this realization is unnecessarily larger.
Using the following change of variables we can find a realization of dimension 7 (which is the
minimal possible with the fields in (56)),

Zo = Zy
Zhey = Z}
A,0 A0
2124,0 = Z124,0
. p
Z,34,0 = —EZg,o + ng,l
. p
Zé‘,o = PZé,o + P2Zé0 + EZg,o
~ )
Zé‘,o = 5Zé‘,o + EZg,o - 5Zg,1
~ 1)
Zg.,o = —EZg,o + 252%,1-

We can then use Itd and (58) to derive the dynamics of the new state variables.

6.4 FDR of forward prices versus FDR of interest rates

We finish this study giving a complete answer to our problem four — on whether there it is
possible to have forward price model which allows for a FDR for forward prices but not for
interest rates!®.

We recall a forward price term structure model consists of the following two infinite SDEs.

1
dgr = {FQt - 5”7(%7%)”2 - ”Y(Qt,Tt)”*(Tt)} dt +y(qe, re)dWy (59)

dry = {Fry—o(ry)v*(re)}dt + o(ry)dWy (60)

Proposition 6.4 In forward price term structure models, inexistence of a FDR for the interest
rate equation (59) and existence of a FDR for the forward price equation (60), is possible only

15Recall the partial answer given in Remark 4.2.
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if forward prices are Markovian and the conditions of Proposition 5.6 hold i.e.,

N,
Vj(quv {E) = Z‘pi(q))‘i(‘r) VES A,C
k=0
oj(r,z) = Bj(2) jEB
(61)
Bj(x) if vi(g,r,w) = ()
0j (T‘, ‘T) = g jecl

NJ
S wldl(@) if (g w) = (g )
k=0

where w], are deterministic constants, 3; are unrestricted deterministic functions, (5;-“,)\?c are QF

deterministic functions, and @), are scalar vector fields in H,.

Proof. If forward prices are not Markovian, than either v or yv* depend on r. If that is the
case, we know from Proposition 6.3 that the dynamics of the state variables of type Z!, Z2, Z3
(the ones showing up directly on the parameterization qu) depend on GT. That is, the forward
price realization depend on the interest rate realization, indirectly, through the dynamics of the
factors showing up in G4. Thus, if r = GT(Z ) only holds for infinite Z, the forward prices will
also be a function on an infinite state variable and, by definition, do not admit a FDR.

If forward prices are Markovian, we know, from Proposition 5.6, that forward prices admit a
FDR if and only if (61) hold. On the other hand, we see (61) imposes no restriction on op, so
we can choose op not to be a weighted finite sum of quasi-exponential functions, weighted by
scalar fields in H,., making existence of FDR for interest rates impossible (for further details on
this result from the previous literature see [10]). O

7 Conclusions and Applicability

Forward prices are only interesting objects of study in settings where the forward measures Q7
differ from the risk-neutral measure (). In these settings, the study of forward prices depends
on zero-coupon bond price volatilities. Using the Lie-algebraic approach of Bjork et al., we have
shown that forward prices term structure models consist of a system of two infinite dimensional
SDEs, one describing the dynamics of the forward prices themselves and another characterizing
the interest rate setting and where the interest rate equation is an input to the forward price
equation.

Despite the apparent non-Markovian nature of forward prices, we were able to show that there
exist models for which forward prices are, actually, Markovian and identified necessary and
sufficient conditions for this Markovian property to hold. Studying Markovian forward prices
we concluded that existence of finite dimensional realization (FDR) for Markovian forward
prices is, in some sense, independent of existence of FDR for interest rates.
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We studied existence and construction of FDR for Markovian forward prices and derived general
conditions for existence of FDR. We considered with special detail the pure deterministic and
the deterministic direction volatility special cases. From this analysis, we concluded that some
results from previous literature can be extended to the forward price term structure case, but
also that forward price term structure models are particularly complex.

The dynamics of forward prices has a specially complex drift under the risk-neutral measure
Q. A direct consequence of this complexity is that, as soon as we leave the pure deterministic
volatility setting, the best we can hope for is to study non-minimal Lie-algebras and to find non-
minimal FDR. Existence of non-minimal realizations is, of course, sufficient to prove existence
of FDR, but is in general not necessary. We showed, however, that given the specificity of
the forward price equation drift, and for a specific enlargement of the Lie-algebra, existence
of FDR for non-minimal realizations is also necessary for existence of FDR, at least for the
one-dimensional case. Then we conjectured that this hold for the higher dimension case.

Even if non-minimal Lie-algebras are, in the above sense, satisfactory for existence results, they
are not as satisfactory for construction results, since we are bound to find realizations with too
many variables. Despite this fact, we exemplified how, given a concrete application, we can
use the abstract results to obtain a smaller realization (sometimes the minimal one) simply by
using a smart change of variables and It6’s lemma.

For non-Markovian forward prices, we showed that whenever there exist FDR for the forward
price equation, the dynamics of the state variable depend on the interest rates. Consequently,
term structures of forward prices will always (indirectly) depend on interest rates, and existence
of a FDR for the interest rate equation is necessary for existence of a FDR for the forward price
equation. In order to study non-Markovian forward price term structure models, we handle a
system of two infinite dimensional SDEs, thus, computations get quite cumbersome. Still, most
results are the expected ones, given the previous literature on FDR of interest rates and the
study of the forward price equation in the easier Markovian setting.

In terms of the applicability of the results presented here, it is, first of all, important to stress
that the characterization of the conditions that guarantee existence of a FDR for forward price
term structure models is crucial, in distinguishing the “good” forward price models from the
“bad” forward price models. After all, a term structure model that do not allow for a FDR
realization cannot be useful for any practical application. For instance, it is impossible to
estimate the dynamics of an infinite state variable.

In addition to this selection applicability, perhaps, the most important application results from
the actual local parameterization of the term structure. This parameterization can help in
understanding what are the needed conditions, on the driving volatility vector fields, that will
produce term structures consistent with case-specific realities, helping to design good models.
In the present study this design applicability of the Lie-algebraic approach was left untouched
because it is case dependent, and we have focused on general results.

Finally, let alone forward prices, the results derived here are applicable to study term struc-
tures of any Q7-martingale. Examples financial instruments, with strong connections to Q7-
martingales, are swap rates and credit spreads.
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Appendix: Technical details and Proofs

Conjecture 5.1 Proof. (sketch) The implication < follows immediately from £ C L.

The implication = is much harder to prove. Here, as an illustration, we consider the one-

dimensional Wiener process case. We will show the equivalent result that if dim(£) = oo then
we must also have dim(L) = oo.

In this case

L {/La’Y}LA:{anfl}LA
L = {F\D,V}.
for
fola) = Fa—5D6(0) +ela)V
Hig = A
D A?
V =
and as usual we take v(z) = — [ o(s)ds.

From Lemma 5.3 we know that dim(£) = oo if and only if at least one of the functions v and
o is not QE. So, assume that v and o are not QE functions. Then, also D and V are not QE
functions.

Let us now, have a look at the original (smaller) Lie-algebra, £. We will try to see if

L={p, v} pa=1{fo, fi}tpa < oo
Computing lie-brackets and simplifying
[fo, f1] () fo(@) fi(a) — f'(a) fola)
FA- 30§ ~V ¢(@)
—— ——

scalar field scalar field

= fa(q)

Continuing this way we need to compute [fo, fa] = £5(q)f2 — f2' fo(q). The first parcel, however
give us

fi@f)) = FA— 3 (ED)¢ (@) + (FV) & @
= F?)\ 4 FD.(scalar field) + FV.(scalar field)

and the second parcel (though involving more messy computations) is of the form

f3(q) fo(q) = D.(scalar filed) + V.(scalar field).
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So,

[fo, fo] = F2*\+FD(scalar field) + FV.(scalar field) + D.(scalar field) + V.(scalar field) =: f3
[fo, f3] = F3\+F2D(scalar field) + F?V.(scalar field) 4+ D.(scalar field) + V.(scalar field)

It is now easy to see why the dimension of our £ will also be infinite, in this case. It would only
be finite if A, D and V were QE functions, but this hypothesis is excluded by assumption. 0O

Proposition 5.5 Proof. Using G from (45) we have

~ , 0
G/(Zmz;,kaz?,kvz?,k) : = 8 q(z + z0)ho + Z ZFk/\thlk+ Z ZFkDa 3.k

JEA,C k=0 JEA,C k=0

n?
+Y° Z FEVihe .

jEC k=0

From ¢ = G(Z) and once again the functional form of G in (45) we get

J J J
Foo= Fie Y SR Y Y ED 4 Y Y Y,
JEA,C k=0 JEA,C k=0 j€C k=0

nl

9 .
- %Qo—i— Z ZF )‘szk 1""F +1)‘"J Jn

JEAC | k=1
2 n3
J J
+ Z ZFijzik 1Fn +1Dnazjn +Z ZFijzikfl‘i_Fn +1VnJZJ71
JEAC [k=1 jeC | k=1
= QO+ Z ZF )\szk 1+chk)\kzjn
JEA,C | k=1
+ Z ZF D;2 - 1+Z ¢k Dk, +Z ZF Vizin- 1+Z Vi,
JEA,C | k=1 jeC | k=1

where we omitted the z-dependence and used ¢o(x) = qo(z + 20).
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We can now use the above expression to substitute into our y (recall (41)). Thus, Gia = p
becomes

_q0a0+ > ZF Najp+ Y ZF’CD k—I—ZZFkVJa]k

JEACk 0 ]EACk 0 j€C k=0
0
= G0t 2 ZF Ajzj e 1+Zc FMZ ]
JEAC | k=1
oY [SEna 1+z o5 S 1+z
JeAC k=1 jeC | k=1
5 Y D -5 X ) Mlesa
jeAC jEA,C

and G,b' = v; foralli € A, C

qobl—i— > ZF’“A Pt D ZF’“D +ZZFka

JEA,C k=0 JjEA,C k=0 jeC k=0
= pi(@N

Identification of terms, and again use of ¢ = G(Z) yields

i = 1
alo = chozl — 3G Pl s (G2)) jeAc
agl‘,k = Zgl,k—l + Cl‘,kz;nl_ jEAC k=1,2,---n}
g = ¢o2%ind - 3¢5(G(2) jeAC
a2 — 2 . . 9
Ak = Zj,kfl + Cj-,kzjni jeAC k=12, n;
aly = o2’ +9(G(2) jec
=3 _ .3 3 .3 ; _ 3
WGk = Zik-1 T k% jeC k=1,2,---n

b, = 0
g, = )il Lraan ) jeAC

7 0 if i#jor k=1,2,---n
biy, = 0 jEAC k=12 -n?
bl = 0 jeAC k=1,2,---nd

Note that the factors z10 are driven by the scalar wiener process W7 and that all remaining
factors have diffusion terms equal to zero. Thus only for z o the Itd dynamics differ from the
Stratonovich dynanncs The above a; is the Stratonovmh drift. Given the form of aj, the

1 Ito 11 0O

diffusion for z 0- We easily get the Ito drift to be simply a; ;*° = ¢; 52 in
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Proposition 6.3 Proof. We first compute the parameterization G. From Theorem 3.5 and

the special shape of the basic fields in (51), we have

) r H (eFk,\jz;,kekajzik) H (epk‘/jz;k) Foog,
{qq(z)] _  |seac jec
G"(Z) H (eFkﬁjZ?,k eFksz}r",k) eroTO
L jEB,C
‘ 02
Qo+ D, D Fhzt 3, D FDE+ ) > FE,
_ JEA,C k=0 u JEA,C k=0 - JEC k=0 (62)
o + Z ZFkﬁjZ;{k—f— Z ZFkszik
L JEB,C k=0 JEB,C k=0

Using G from (62) we have

ho
hi o
~q' 1 2 3 : ~ k 1 k 2
GV (20, 550 25 250) | 2, | = gdoho + ST FENRL+ Y > FRDR2,
.’ 0 JEA,C k=0 JEA,C k=0
X
_hmﬂl%_
kyr. 13
+2 D FEVihl.
JEC k=0
and
ho
hi, 5 " n;
Ar! 4 5 ’ - k 4 k 2
G" (20,200 25) | - = gag oo+ Yo D Fghl+ Y Y FHE,
’ jJEB,C k=0 JEA,C k=0
h .
m,n?

where we omitted the xz-dependence and used ¢o(x) = qo(z + 20), 7o(z) = ro(x + 20).
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From ¢ = G4(Z), r = G"(Z) and once again the functional form of G in (62) we get

Fq = Fgo+ Z ZFkJrl/\ Lt Z ZFkJrlD +ZZFH1VJ’ZJ3‘J€

JEA,C k=0 JEA,C k=0 jeCk*O
1
9 = .
_ ~ E E k 1 ni+1 1 E E n; 24
= quﬁ- F )\jzj,kfl +F J )\"lej,njl + F Djzjk 1F D J J,
jeAC | k=1 jeA,C | k=1
n
n; +1
D SIS LA
jeC | k=1
- Y, F’“)\ + A + F’“D + D
= % Jzak 1 Jk kzang Jzak 1 Jk kzjn
JjeAC | k=1 JjeAC | k=1
nj nj
3 3 3
E FEVied e + D chiVis) s
eC | k=1 k=0

n? n?
Fr — Fr4 Z i:FkﬂﬁjzikJr Z ZijHszik

j€b,C k=0 JjE€EB,C k=0
ot -
9 Z
_ ~ n; 441 krr. n; 511
= 8_:cr0+ E E Fﬁjjk 1 +F" 642 + E E FH]z]k 1 F" HJJ)
JEB,C | k=1 jeB,C | k=1
r .4 4 T 5 5
_ - kg 4 4 4 krr .5 5 5
= %ro—l— E g F*Bjz 1 + g cj)kﬂkzj_’n? + g g F Hjz}p 1+ g cj)kazj_’n?
JEB,C | k=1 k=0 JEB,C | k=1 k=0

We can now use the above expressions to substitute into our u, recall we have

plg,r) = FH _%ig;c% q.r [ ]JFEZ;% q,7)¢5 (r [ ] ZGZB:C‘ZS [ }
_% ig;c halarm) [N i(a,7) m
+§% ¢,7) (3] di(r [ ] lezB:CQSW 8] 65(r) [6] |
] = ool
@i(q,m) AO + i(r) [gj e
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Defining

wr(r)

identification of terms in Gia? = p4, GTa" = u”, gives us

g, r) = [Mq(q’ T)]

a = 1

~1

BT\ eloel - B (G(:), 6 () ) (€002, 6 (2)

~3(G1(=),G7(2)) 18] 64(C7 (=) jec

ajp =zt c;:,k'z]?7n} jeEAC k=1,2,---n}

020 = ot~ 3G, ET(2) jeAC

W = Fpoa TR jEAC k=12,---n?

Wy = ol +9(01(:),GT()HG () jEC

al, = zf7k_1+c]kz?)n? jeEC k=1,2-nd

iy = chorhu — (G [B16(E ) e B.C

aly = 2 +c;{kz;{n? j€B,C k=12 n!

aj, = C?,o%i@ + (G (2)) JjeBC

W = o TR jEBC k=12,-nd

To get the diffusion terms we identify terms in G4b% = ~; for i € A,C and G7b" = o; for
1€ B,C.

by = 0
0;(G9(2),G"(2)) if i=4, and k=0
bi = jeAC
0 otherwise
Bffk = 0 jeEAC k=120
B?‘,ik = 0 jeAC k=1,2,--n
$j(G"(2)) if i=jand k=0
bl = j€B,C
0 if i#jor k:1,2,-~-n§
B?fk = 0 jeB,C k=1,2,---n}
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Note that this implies that the factors Z! 500 Z o are driven by the scalar wiener process W7 so,
in particular for j € C the same Wiener process drlves the two variables. All remaining factors
have diffusion terms equal to zero. Thus only for zj o and z 0> the It6 dynamics differ from the

Stratonovich dynamics. We easily get the It6 drifts to be s1mply

~1 1to 1 1

40 = €0%jnl
~4 1t0 4 4
50 = CG0%n
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