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Abstract

In recent research, methods are developed to approximate conditional moments and contingent claims
prices in a large class of non-affine continuous-time models. These methods employ series approximations
in the time variable, and use change of variable techniques to improve convergence properties. However,
at present, these methods have only been developed for scalar diffusion problems. We extend this earlier
research to allow accurate approximation of contingent claim prices in a much broader class of multifactor
models. Our technique proceeds through several stages. First, a large class of non-affine multifactor pricing
problems is shown to be equivalent, after change of variables, to a class of conditional moment problems in
a multifactor affine diffusion setting. We then develop a method for approximation of the solution to the
transformed problem, such that the approximations often converge uniformly for arbitrary time horizons.
Our technique is to embed the path of “true” time in a higher-dimensional space of “artificial” time. The
bond (or other contingent claim) price is meaningful only as a function of “true” time; however, extending
this function to “artificial” time greatly simplifies the problem of constructing series approximations with
good convergence properties. The true bond price function is then the restriction of the extended price
function to a curve (representing “true” time) through the higher-dimensional space of “artificial” time. We
show through examples, in which the bond price function is known in closed-form, that the approximations
are easy to derive and converge very rapidly, in many cases, for arbitrarily long time horizons. We then
develop a method for construction of a large class of non-affine multifactor term structure models to which
our technique can be applied, resulting in accurate approximations of bond prices and yields (regardless
of maturity) even when the true bond price function is not known in closed-form.
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1. Introduction

In recent research, Kimmel (2008c) and Kimmel (2008b) develop methods for approximation of contingent
claims prices (such as bond prices in a term structure model) and conditional moments. Through the use of
non-affine transformations of the time variable, the convergence properties of the approximations can often be
improved dramatically relative to approximations attained by a naive method; examples in Kimmel (2008b)
and Kimmel (2008a) show that even when approximations by the naive method diverge for relatively short
time horizons, it is nonetheless often possible to achieve rapid and wniform convergence for arbitrarily long
time horizons through non-affine time transformation methods. Further applications of this technique appear
in Jarrow, Li, Liu, and Wu (2006).

Despite the desirable convergence properties that can result from appropriate use of time transformation
methods, a significant limitation of these techniques is that they currently apply only to scalar diffusion
problems. It is possible in some cases to break a multiple diffusion problem into several independent scalar
problems. For example, in an N-factor term structure model, if state variable processes are independent (under
a risk-neutral probability measure), and the state variables enter into the interest rate function in an additively
separable way, then the price of a zero-coupon bond can be formulated as the products of N zero-coupon bonds
found in N different scalar term structure models. However, we may be interested in more general bond pricing
(and other asset pricing) models that do not satisfy these constraints. As we show, in such models, it is often
possible to establish convergence of approximations, using the method of time transformations, for arbitrarily
long time horizons; however, it is rarely possible, using straightforward extensions of the scalar methods, to
show that such convergence is uniform in time horizon. Examples in Kimmel (2008b) show the importance of
uniform convergence in term structure settings; using models for which bond prices are known in closed-form,
he shows that even when approximations converge for all time horizons, if the convergence is not uniform, it
can be so slow as to be impossible to apply reasonably in practice.

We therefore develop techniques to allow the extension of time transformation methods to more general
multifactor problems. The key to our method is the introduction of multiple, “artificial” time dimensions.
Practical problems have solutions that are only meaningful in a single time dimension, and only for positive
values; we would like to know, for example, the conditional moment of a process three months into the future,
or the price of a zero-coupon bond that matures in five years. Nonetheless, the structure of many multifactor
asset pricing or conditional moment problems is such that the solutions are most easily approximated in a
setting with multiple time dimensions, even though the extra time dimensions have no physical meaning. The
“true” conditional moment or asset price, as a function of ordinary one-dimensional time, is found simply by
restricting the solution in multiple-dimensional time to a curve that represents the path of “true” time through
the higher-dimensional space. Although perhaps unintuitive, the introduction of multiple time dimensions is
very helpful in the development of approximations to solutions of practical asset pricing or conditional moment
problems that arise in the familiar setting of one-dimensional “true” time.

The rest of this paper proceeds as follows. First, we review the techniques of Kimmel (2008¢) and Kimmel
(2008Db), as they apply to scalar diffusion problems, and illustrate the difficulties of extending the uniform

convergence results to a general multi-dimensional setting. The next section introduces multiple-dimensional



“artificial” time, and shows how a large class of asset pricing and conditional moment problems in a multifactor
setting can be embedded in a problem formulated with multiple, artificial time dimensions. The solution to
the problem in multi-dimensional time can then be found by approximation methods, using the non-affine
transformations of the (multiple) time variables, to improve the convergence properties of the approximations.
Since true time is simply a curve through the higher-dimensional space of artificial time, the solution to the
real-world problem is given by the restriction of the solution to the artificial problem, in multiple-dimensional
time, to this curve. The next section explores several examples, in which bond prices are known in closed-form,
to illustrate our technique and test its accuracy. We explore a particular family of the affine term structure
models of Duffie and Kan (1996) (as further studied and extended by, for example, Dai and Singleton (2000),
Duffee (2002), Dai and Singleton (2002) and Cheridito, Filipovié¢, and Kimmel (2007)) and the non-affine
models of Ahn, Dittmar, and Gallant (2002). In both cases, we find our technique is easy to apply, and, for
reasonable parameter values, yields approximate bond prices and yields that are very accurate for arbitrarily
long time horizons. We also examine term structure models in which bond prices are not known in closed-form,
and show how to apply our technique to find approximations. Numeric analysis suggests that our technique is
very accurate for this class of models as well, but the use of closed-form approximations allows much more rapid
computation of bond prices, and use of non-affine models that would otherwise be too difficult to estimate.

Finally, we conclude, and summarize several possible avenues for future research.

2. Series Solutions with Time Transformations

In this section, we discuss results from the extant literature on series solutions to scalar diffusion problems,

and the problems with naive extension of these methods to multiple diffusion problems.

2.1. Scalar Results

Motivated by the probabilistic problem of finding conditional moments or contingent claims prices, Kimmel
(2008c) constructs approximate solutions to second order parabolic partial differential equations. The scalar

version of the PDE is:

of 1
o8 M) =3

f(0,2) =g (z) (2.2)

% (Ayz) —r(x) f (A z) (2.1)

1'is equivalent to a probabilistic

This partial differential equation problem, subject to technical restrictions,
problem in which z is the current value of a Brownian motion, and A is a time horizon (for conditional moment
problems) or maturity (for asset pricing problems).? If 7 (z) = 0, then the solution to (2.1) and (2.2) is the

expected value A units of time into the future of g (x). If r (z) # 0, but instead specifies the instantaneous

ISee Levendorskii (2004a) and Levendorskii (2004b) for a recent discussion of the equivalence between the probabilistic and

partial differential equation problem.
2In either case, note that A flows in the reverse direction from calendar time, that is, A begins with a positive value, and then

decreases with the passage of time to zero.



interest rate as a function of the state variable process, then the solution to (2.1) and (2.2) specifies the price of
a contingent claim with final payoff A units of time into the future given by g (z) (provided the state variable
is a Brownian motion under a risk-neutral probability measure).?

The PDE problem specified by (2.1) and (2.2) may appear to be extremely restrictive, since the implied
state variable process is always a Brownian motion. However, much more general problems can be expressed
in this form after changes of variables. Colton (1979) shows that any second order parabolic differential
equation with one spatial state variable and time-independent coefficients can be converted to this form by
changes of dependent and independent variable;* Ait-Sahalia (2002) employs the same change of independent
variable (but no change of dependent variable) to simplify the problem of approximating the conditional
density function of the state variable process. If a PDE problem is transformed to (2.1) and (2.2) by change of
variables, and a solution to the transformed problem can be found, then a solution to the original problem can
be found by reversing the change of variables. Therefore, despite its apparent restrictiveness, the problem (2.1)
and (2.2) effectively encompasses all conditional moment and contingent claim pricing problems motivated by
a scalar diffusion.

Kimmel (2008¢) refers to (2.1) and (2.2) as the “canonical” form PDE, and characterizes explicitly the
final conditions, g (), such that the PDE solution, f (A, x), is analytic in some neighborhood of A = 0 (and
therefore can be approximated by a convergent power series) when the r (z) function takes one of two specific

forms:®

r(x) =ba® +cx+d (2.3)
a 2
T(x):Pererx (2.4)

Although the final condition g (x) is only meaningful for real x in typical applications, Kimmel (2008c) shows
that existence of a convergent series solution (in the time variable) can be established if g (z) has certain
properties for all complex values of x. Specifically, if g (z) is everywhere analytic and satisfies an exponential
quadratic growth condition in all directions in the complex plane, then a power series approximation to the
solution of (2.1), when r(x) is specified by (2.3), converges within a circle |A| < s for some s > 0. The
radius of the circle of convergence depends on the rate of growth of g (x) (in all directions on the complex
plane) and on the value of b, but does not depend on the values of ¢ or d. For the case where r () is given
by (2.4), analogous, but somewhat more complicated results are derived, in which the final conditions g ()
yielding analytic solutions f (A, z) are expressed in terms of two everywhere analytic and even functions with

exponential quadratic growth conditions in all directions in the complex plane. As in the previous case, the

3Solutions to (2.1) and (2.2) are in general not unique unless a growth condition on z is also imposed. However, our focus is on
solutions that are analytic in the time variable, and these solutions are unique, and also satisfy the growth condition. Throughout,

we therefore do not state the growth condition explicitly.
4Colton (1979) studies problems of heat diffusion rather than probabilistic problems. However, his change of variable techniques

can still be applied. The probabilistic problem has an equivalent partial differential equation representation, in which there is a
first spatial derivative term, and in which the coefficient of the second spatial derivative may not be constant; this PDE can be

transformed to one of the form (2.1) and (2.2) by the same methods used in the heat diffusion setting.
5The notation here is slightly different than in Kimmel (2008c).



radius of the circle of convergence depends on the rate of growth of the final condition and on the value of the
b parameter, but does not depend on the values of a or d. For either (2.3) or (2.4), if the growth rate of g (z)
is sufficiently constrained in all directions in the complex plane, then a power series approximation converges
for all values of A. Such convergence is uniform on compact sets of A, but is in general not uniform for all A.

Kimmel (2008b) shows that it possible in many cases to improve the convergence properties of series
approximations, sometimes achieving uniform convergence for arbitrarily large time horizons. Specifically,
if the value of the b parameter in either (2.3) or (2.4) is negative,® then it is possible to construct series
approximations that converge uniformly for all A € [0, +00) for many specifications of g (z), by changing the
time, state, and dependent variables before deriving the power series approximation. Kimmel (2008b) uses the
term structure model of Cox, Ingersoll, and Ross (1985) to illustrate and evaluate the technique, since bond
prices in this model are known in closed-form, and finds that series approximations to bond prices using this
method are extremely accurate for very long time horizons; he considers bond yields for maturities of up to
10,000 years, and initial interest rates ranging from 0.06% to 600%, and finds the series approximations, even
with only a few terms, are very accurate over the entire range of initial interest rates and bond maturities. By
contrast, convergence properties of a series approximation to f (A, z) directly in A (i. e., without applying the
change of variables techniques in Kimmel (2008b)) are accurate for short maturities, but their performance
deteriorates dramatically for maturities much beyond a few years, even with a very large number of terms.
Kimmel (2008a) considers additional examples, including some for which the solutions are not known in closed-
form, and finds the approximation method to be very accurate in these cases as well. Jarrow, Li, Liu, and Wu
(2006) use this method to price callable corporate bonds.

For the moment, we focus on the scalar case. We find it convenient to use a different canonical form PDE

than that used in Kimmel (2008c):

N R L TP R NN (2.5)
f(0,2) =g(x) (2.6)

If 4 (x) is a linear function of x:
p(z) =r(0—x) (2.7)

then (2.5) and (2.6) are effectively equivalent to (2.1) and (2.2) where r (x) is specified by (2.3). Specifically,
if f(A,z) is a solution to (2.5) and (2.6) with u (z) given by (2.7), then:

(A x) = e 500N (M) (2:8)
is a solution to (2.1) and (2.2) with g (x) replaced by ¢g* (x):
g (@) = 5 g (a) (2.9)

As described in Kimmel (2008¢), it is possible to calculate, through a simple recursive procedure, a power series

61t is only necessary that b have a negative real part, but since b is real in typical applications, we focus on this case.



approximation to the solution to the general PDE (2.1) with final condition (2.2); with slight modification,
this approach carries over to the general PDE (2.5), with corresponding final condition (2.6). If the solution to
(2.5) satisfies certain smoothness conditions (which can be established by showing that the final condition (2.6)
satisfies certain smoothness and growth conditions), then its power series converges in some neighborhood of
A = 0. If g (x) satisfies stronger growth conditions, then the power series converges for all values of A.

However, this convergence will not be uniform in most cases. Kimmel (2008b) establishes uniform con-
vergence of power series representations of the solution to (2.1) and (2.2) by changes of time, state, and
dependent variable. Working with (2.5) and (2.6) instead, no change of dependent variable is needed. The
two other changes, of independent and time variables, are still needed however. Kimmel (2008b) implements
these changes of variables simultaneously; but we find it advantageous to consider the implications of the
two changes separately. The change of independent variable eliminates the first spatial derivative term from
the right-hand side of (2.5), at the price of making the coefficient on the second spatial derivative term a
function of time. The change of time variable then eliminates the time-dependency introduced by the change
of independent variable.

We first use the change of independent variable:”
y(A,x) =0+ (z—0)e ™A (2.10)

We then express the solution in terms of A and y rather than A and z:

f(Az) =0 (Ay (A, 2)) (2.11)
and find that ¢ (A,y) satisfies:
a¢ _ e—2/<,A 62¢
o (B =52 (a) (212)
¢(0,y) =g (y) (2.13)

The change of the state variable thus eliminates the first spatial derivative term from the PDE, at the price
of complicating the second spatial derivative term; it is now difficult or impossible to calculate power series

coeflicients by a recursive relation. However, the time transformation:

1— 672/1A
_— if Kk #0
7(A) = 2K (2.14)
A if k=0
sets things right again. Expressing the solution now as:
fAz)=0(Ay(Az)=h(r(A),y(Ax)) (2.15)

"The transformations of the state and time variables used here are scaled versions of the transformations used in Kimmel
(2008b). The reason for using this modified approach is to allow the case with x = 0 to be handled in the same way as k # 0.
Kimmel (2008b) considers only the scalar case, in which there is no need to deal with the case of k = 0. However, when we

consider the multivariate case in later sections, it will become advantageous to be able to treat k = 0 as part of the general case.



we find that h (7, y) satisfies the PDE:

2
S () = 35 () (2.16)
h(0,y) =g (y) (2.17)

Thus, in the transformed variables 7 and y, we have the partial differential equation, with final condition, that
is satisfied by conditional moments of a Brownian motion. A power series approximation to h (7,y), rather
than f (A, z) directly, can now be found, by the same recursive procedure used to find solutions to (2.18) and
(2.19). Analyticity of h(7,y) in some neighborhood of 7 = 0 (which follows immediately from analyticity of
f(A,x) in some neighborhood of A = 0) establishes convergence of the power series approximation for at
least some values of 7. There is, though, a critical practical difference between the two problems. For (2.5)
and (2.6), with the linear drift specification of (2.7), convergence of a power series approximation for all values
of A does not, in general, establish uniform convergence on A € [0, 4+00). Such uniform convergence may be
important, for example, in bond pricing applications, where we might consider bonds with maturities of many
years. However, for (2.16) and (2.17), provided x > 0, the interval A € [0, +00) maps to 7 € [0,1/ (2k)).
Consequently, if the power series approximation to h (7,y) converges for all |7| < s for any s > 1/(2k), it
converges uniformly on |7| < 1/(2k), and this last set includes A € [0,+00). The presence of the x term
in the drift makes characterization of the region of analyticity of the solution more complicated. However,
if k is positive, is presence can nonetheless be exploited to establish uniform convergence of approximations
to solutions to the original PDE problem, by changing the time and state variables, and approximating the

solution to the transformed problem.

2.2. Nailve Multivariate Extensions

The series approximation technique with time transformation, as shown by examples in Kimmel (2008b) and
Kimmel (2008a), performs well in a scalar setting. However, it does not extend readily to problems motivated
by multiple diffusions. To see the problems that arise, we consider a naive extension of the methods of
Kimmel (2008¢) and Kimmel (2008b) to this case, and show that in general, it is not possible to construct
series approximations that converge uniformly even for some very simple analogous extensions of the scalar

case. We use a canonical form PDE of the form:

N N o
g ()= Do) g (A 53 g (8 (218)
f(0,2) =g (z) (2.19)

where x without a subscript denotes the N-element vector of state variables. In the scalar case, this PDE can
be converted to the form of (2.1) (the form used by Kimmel (2008¢c) and Kimmel (2008b)), but the reverse
transformation is, in general, neither easy to find nor unique. The importance of this case is not so much for
pricing or conditional moment problems in the form described by these two equations, but for problems that,

analogously to the scalar problems of Kimmel (2008a), can be transformed to (2.18) and (2.19) by a change



of independent and dependent variables. Many non-linear pricing and conditional moment problems fit into
this category. Note, however, that the multivariate case is different than the scalar case, in that there do exist
diffusion problems that cannot be transformed to (2.18) and (2.19) by change of variables; in the scalar case,
every diffusion problem can be converted to the scalar version of (2.18) and (2.19).

Taking N = 2 as an example, we consider the case in which the elements of p; (z) are linear in :

p1 (z) = by + biazo (2.20)
piz (x) = a1y + baows (2.21)

We find it convenient to reparameterize the slope coefficients in the p () and uo (z) functions. We first

arrange these parameters in a matrix; if that matrix has a spectral representation, it can be written as:

sinf —sina| [Ay 0 cosa  Sina
by b —cos3 cosa 0 AX2| [cos@ sinf
1 02| ' (2.22)
bgl b22 S (6 - a)

with sin (8 — a) # 0.
A transform of independent variables, analogous to that used in the scalar case, successfully eliminates the

spatial derivative terms from the PDE:

y1 (A, 21, 20) = M (21 cosa + o sin @) (2.23)
Y2 (A, 21, 29) = €22 (1 cos f + x2sin 3) (2.24)
Expressing the solution as:

f (A7]"15 $2) = ¢ (Aayl (A,Jfl,ﬂ?g) y Y2 (A7x17x2)) (225)

we find that ¢ (A, y1,y2) satisfies the PDE:

62)\1A 82 €2>\2A 82
96 9 82 (f (A, y1,92) + 5 92 f (A, y1,92)
— (D) = v Ve (2.26)
A (utana_0%0 A

+ cos (ﬂ—a)e &ylayz ( 7y17y2)
y18in 8 — yosina ys cosa — yy cos 8
= 2.2
¢(07y17y2) g( Sin(ﬂ—a) ) Sin(ﬁ—a) ) ( 7)

If the left-hand side of (2.22) does not have a spectral representation (this is the case if its two eigenvalues

are equal, but at least one of by5 or bey is not zero), then it can be expressed instead in the following form:

bll b12 _ A—dsina 0 (COS o+ 1) (228)
ba1 Do d(cosa—1) A+ dsina

In this case, the state variable transformations that eliminate the first spatial derivative terms from the PDE



are:

Y1 (A, x1,29) = e [21 (1 — §Asina) + 220A (cosa + 1)) (2.29)
Y2 (A, 21, 20) = M [£10A (cosaw — 1) + x5 (1 4 6Asina)) (2.30)

The transformed PDE is then:

_ 5 _
[1 — 20Asin o + 262A% (cos o + 1)] ngf (A, y1,92)
1
b 22A 82
a—z (A, y1,y2) = < 5 |+ [40A (cos a4 0A sin o) ng (A, y1,92) (2.31)
. 2 A2 ¢
+ [1 + 20Asina — 26°A” (cosa — 1)] TyQ (A, y1,92)
L 2 -
¢ (0,y1,92) = g (y1,92) (2.32)

The two PDEs (2.26) and (2.31), together with their respective final conditions (2.27) and (2.32), cover all
possible cases in a two-dimensional setting. Furthermore, as in the scalar case, time-dependent change of
the state variable eliminates the first spatial derivative terms. However, whichever PDE we end up with,
the next step, of eliminating the time-dependence in the coefficients of the second derivative terms, is not
straightforward. The same change change of the time variable used in the scalar case can eliminates the
time-dependent coefficient of one of the second partial derivative terms, but it is impossible to eliminate all
three simultaneously, unless extremely strong additional restrictions are imposed. Even in the case of two
independent Ornstein-Uhlenbeck processes, it is not possible in general. For example, in (2.22), choose o = 0
and § = 7/2, so that:

b b A O
o bz A (2.33)
ba1 b2 0 A
Then (2.26) and (2.27) become:
a¢ e2/\1A a2¢ 62>\2A 82(25
aj (A7y1ay2) - ) Ty%(Avylva) + ) Ty% (A7y17y2) (234)
¢ (0,y1,92) = g (y1,92) (2.35)
Here, the time transformation:
20 A 1
S T W)
7(A) = 2\ (2.36)
A if A =0

eliminates the coefficient in front of one of the two second derivative terms in (2.34), and the transformation:

202 A 1
C T i M40
7 (A) = 272 (2.37)

A if A2=0



eliminates the other. However, unless A\; = Ao, it is not possible to achieve both goals simultaneously.® If

A1 # A2 and the final condition can be written in, for example, one of the forms:

9 (Y1,92) = g1 (y1) g2 (y2) (2.38)
9 (W1,92) = 91 (y1) + g2 (y2) (2.39)

then the conditional moment problem can be broken into two separate probability problems, and a separate
time transformation can be applied to each. However, this kind of separation is not possible in general, and
although the time transformation method of Kimmel (2008b) can be applied here, it does not achieve the
desired result of uniform convergence on A € [0, 4+00) in a multifactor setting.

The method we propose in the next section is to embed the half-line corresponding to positive values
of time, A € [0,400), in a higher-dimensional space built from multiple, artificial time dimensions. We
then apply a time transformation technique similar to that of Kimmel (2008b), but in multiple dimensions,
which allows straightforward derivation of power series approximations to the desired solution in the space of
multi-dimensional time. The solution in real time is then simply the restriction of the more general solution
to the path of true time, which in general is a curve through the higher-dimensional space of artificial time.
Furthermore, this curve of true time through the higher-dimensional space of artificial time is contained within
a compact set, provided the eigenvalues of the matrix of slope coefficients in the drift (e. g., either (2.22) or
(2.28) in the 2-dimensional case) all have negative real parts. If convergence of a power series approximation in
artificial time can be established in a region that contains this compact set, then the desired result of uniform

convergence on A € [0, +00) is established.

3. Artificial Time

In this section, we resolve the problem of the previous section by the introduction of multiple time dimensions.
Although obviously an abstract formalism, this method often establishes uniform convergence of power series
approximations in the multivariate setting. We focus on independent state variable processes; a more general

setting is considered in Section 4.

3.1. Extended Time

Continuing with the example of the previous section, we find that, in the two-dimensional case, it is possible
to transform the PDE of (2.18) with final condition (2.19) (and the linear drift specification of (2.7)) to either
(2.26) or (2.31), with final condition (2.27) or (2.32) respectively, depending on whether the matrix of the b
coefficients has an eigenvalue/eigenvector representation. Although the first spatial derivative terms have been
eliminated from the PDE, the coefficients of the three second derivative terms are, in general, time-dependent,

and, when considered as functions of A, linearly independent. Consequently, it is not possible to use a single

81f one of A1 or A2 is an integer multiple of the other, then it is possible to change the time variable so that, in the transformed
PDE, the coefficient on one second-order term is constant, and the coefficient on the other second-order term is a polynomial

function of the new time variable. If the polynomial is simple enough, series approximation may still be practical.



time transformation, as in Kimmel (2008b), to normalize all of these coefficients simultaneously to constants.
However, the situation is considerably improved if we embed the time variable, A € [0,+00), as a curve
through a higher-dimensional space consisting of multiple, artificial time dimensions. These additional time
dimensions have no physical meaning; only the path of A through this space can truly be regarded as “time.”
Nonetheless, this abstract formalism is very useful in solving real-world conditional moment or asset pricing
problems.

Focusing on the example of (2.26) and (2.27) in which o = 0 and 8 = /2, the PDE (with final condition)

is then:
a(b 62/\1A 82¢ 62>\2A a2¢
22 A - 2% £ 2%n 1
aA( 7111792) 2 ay% ( ,ylayQ) + 2 ay% ( >y1ay2) (3 )
¢ (0,91,92) = g (y1,92) (32)

There is no time transformation that can simultaneously eliminate both the coefficients on the right-hand side
of (3.1), except in the restricted special case A\; = \y. However, we can consider solutions w (71, 72, y1,y2) to

the alternate problem:

ow 10%w

a- ) s Y1, = 54392 y » Y1, 3.3

ot (T11, 22, Y1, Y2) 2 072 (711, T22, Y1, Y2) (3.3)

ow 10%w

a_ ) 9 9 = 343 9 ) ) 9 34

7 (711, T22, Y1, Y2) 2 92 (T11, 22, Y1, Y2) (3.4)
w (0,0,91,92) = 9 (41, 42) (3.5)

If a solution to the alternate problem can be found, then we can construct a solution to the original problem

as follows:

& (A, y1,y2) = w (111 (A), 722 (A) , Y1, 92) (3.6)
r 221 A T
L A 20
11 (A) = 2\ (3.7)
_A if A= 0]
r ,2XA2A T
el a0
a9 (A) = 29 (3.8)
_A if Ay = 0]

and substituting (3.6) into (3.1) and (3.2). Using the fact that w (711, 722, ¥1, y2) is a solution to (3.3), (3.4), and
(3.5), it can readily be verified that ¢ (A, y1,y2) is a solution to the original problem. The practical problem,
of finding a contingent claim price or conditional moment in a two-dimensional diffusion, can therefore be
found as a restriction of a solution to an alternate problem in an artificial setting with two time dimensions.

If Ay < 0and Ay < 0, then the time transformations of (3.7) and (3.8) are (for non-negative real values of A)

10



monotonically increasing, and have the properties:
T11 (O) =0 T11 (—|—OO) = —— (39)
722(0) =0 Tap(+00) = — 51— (3.10)

The set of all points [r11 (A), 722 (A)] corresponding to A € [0, +00) then forms a curve contained in a rect-
angle, beginning at (0,0) (for A = 0) and approaching (—1/(2\1), —1(2X1)) asymptotically as A approaches

400, as shown in Figure 1.

Path of True Time through 2-Dimensional Space of Artificial Time
0.25
0.2 4
0.15
2
&
0.1 4
0.05 4
0 T
0 0.1 0.2 0.3 0.4 0.5 0.6 0.7 0.8 0.9 1
T11(4)

Figure 1: This figure shows the path of true time through a unit square, using the time
transformations of (3.7) and (3.8), with A1 = —0.5 and A2 = —2.0. A = 0 corresponds to
the point 711 = 722 = 0, and the curve approaches (711, 722) = (1,0.25) as A approaches +oo.
The joint time transformation therefore maps the infinite interval A € [0, +00) to a subset of
a compact set in a two-dimensional space.

If a solution w (711, 722,91, y2) to (3.3), (3.4), and (3.5) can be shown to be analytic in 717 and a3 in
some neighborhood of 711 = 795 = 0, then a power series approximation can be found by a simple recursive

procedure. We express the solution as:

oo oo
a5 \Y1,Y2) 4 4
w (T11, T22, Y1, Y2) = Zzw(ii,yj-,y)ﬁlﬂé (3.11)
i=0 j=0 W

Substituting this expression into (3.3), (3.4), and (3.5), and, in the first two, gathering terms of like order in
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711 and Tog, we find the coefficients must satisfy:

aij (Y1, 92) = g (y1,2) i,j=0 (3.12)
1 82ai, 1 3
aij (y1,y2) = ivglj (y1,92) i>0 (3.13)
1
1 82ai-, .
aij (y1,y2) = 5# (y1,92) Jj>0 (3.14)
2

It may not be obvious that the above relations are consistent, since for i, j > 0, the a;; (y1,y2) coefficient is
defined in terms of both a;—1, (y1,y2) and a;;—1 (y1,y2). However, the two definitions are consistent, due to
the commutativity of the operators on the right-hand sides. The consistency also follows from (3.3) and (3.4);
any function that is analytic in the two time variables and that solves both equations must have a power
series representation, and the recursions (3.12) through (3.14) are derived from (3.3) and (3.4), respectively.”
Provided the final condition is infinitely differentiable in both variables, the power series coefficients can be
calculated to any desired order, although the same can be said about a power series solution in A to the
original problem, (3.1) and (3.2). However, the advantage of the artificial formalism of multi-dimensional
time is clear when a solution to (3.3), (3.4), and (3.5) can be shown to be analytic for all |71| < s1; and
|T22] < s22, for some s11 > —1/(2A11) and sa3 > —1/ (2X\22). The two-dimensional power series approximation
to w (711, Te2, Y1, y2) then converges uniformly for |m1] < —1/(2A11) and |7a2| < —1/(2)\22), and the set of
all 711 (A) and 792 (A) for A € [0, +00) falls within this range. It is therefore possible, using this method, to
construct a power series approximation that converges uniformly for all positive A, when it is not possible to
construct a uniformly convergent series in a single-dimensional time, transformed or not. The introduction of
artificial time dimensions therefore allows us to construct series approximations to problems that arise in the

familiar setting of one-dimensional time, but with improved convergence properties.

3.2. Example

A very simple example, in which the conditional moment sought is known in closed-form, serves to illustrate
how multi-dimensional time can lead to approximations with improved convergence properties. Of course,
since the solution is already known, this case serves only as an illustrative example; furthermore, the two state
variables enter into the final condition in an additively separable way, allowing the problem to be split into
two scalar problems. However, it is easy to construct examples in which it is not possible to decompose the

problem into independent scalar problems in this way. Consider:

0 162
af Alxlan(A7m17x2)+§aix‘];(Aaxlva)
YN (A7$17£I]2) = ! ! (315)
o8 +A 97 (A )+ Lo (A )
2$28x2 y L1, L2 an% y L1y X2
f (O,.f],.’l}g) = -'If'zll + -'I;;l (316)

9Note that existence of an analytic solution to (3.3), (3.4), and (3.5) has not yet been proven; this issue is addressed in
Section 3.3. However, if such a solution does exist, its power series representation must obey the recursion relations (3.12)

through (3.14).
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with A1, A2 < 0. The change of variables:

yp =z eMD (3.17)

Yo = ;132e>‘2A (318)

and the definition of f (A, z1,22) = ¢ (A, y1 (A, 21,22),y2 (A, x1,x2)) results in a PDE of the form:

o¢

62A1A 62¢ 62)\2A 62¢
(A7y1ay2) =
0A

— (A — (A .1
2 ay%( 7y17y2)+ 2 8y§( 7y17y2) (3 9)

The solution to this transformed PDE is given by:
204 2 204 2
2, € 2, € 4 4
—2y7 — 2 3.21
<y1 + Y ) + (3/2 + 2Ny ) Y1 Ya ( )

If one were to use the time transformation of Kimmel (2008b) (or any other time transformation, for that

¢(A»y1792) =3

matter), it would quickly be discovered that for any transform that maps A € [0,+00) to some bounded
set, the solution is not analytic in the transformed time variable at the point corresponding to A = +o0,
unless either A1/Ag or Ao/A; is an integer. Apart from these special cases, a power series approximation in
the transformed variable may converge for all A € [0, +00), but will not do so uniformly. However, using the

multi-dimensional time transform of (3.7) and (3.8), the solution is:

¢ (A, y1,92) =3 [(y% + 7'11)2 + (5 + 7'22)2} -2y — 2u5 (3.22)

which is everywhere analytic in both 711 and 795; a power series expansion to the solution can easily be found
by recursive calculation, and converges for all 717 and 792. Furthermore, this power series converges uniformly
on a rectangle in (711, T22) with opposite corners given by (0,0) and (—1/(2X1),—1/(2\2)). Since the path of
[T11 (A), 722 (A)] for A € [0, 400) falls within this rectangle, with 711 (0) = 722 (0) = 0, 711 (+00) = =1/ (2A\1),

and Tog (+00) = —1/(2X2), convergence on A € [0, +00) is uniform.

3.3. Existence of Solutions

So far, we have focused on transforming a pricing or conditional moment problem based on an two-dimensional

diffusion into a problem of the form:

ow 1 0%w

o1 (1,y) = 20,2 (7,9) (3.23)

ow 1 0%w

s (1,y) = 20,2 (1,9) (3.24)
w (0,y1,92) = g (y1,92) (3.25)

where 7 and y without subscripts denote vectors. If A\; < 0 and A2 < 0 (whether the parameterization of (2.22)
or (2.28) applies), then the set of all times 71 and 73 corresponding to A € [0, 4+00) lies within a bounded
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rectangle. If a power series approximation to the solution converges in a region including this rectangle, it
then converges uniformly for all positive real A. We have paid little attention, however, to the problem of
determining whether a solution to the transformed problem exists, and, if so, whether it is analytic in a region
including the required rectangle. The following result addresses this problem in a general N-dimensional
setting, but requires the implied state variable processes to be independent. A discussion of the more general

case, with dependent state variable processes, is deferred until Section 4.

Theorem 1 Let y be a vector of N state variables, and let g (y) be an everywhere analytic function satisfying
the growth condition:
2

llvi I3

|g (y)| < cezi\[:l 2 (3'26)

for all complex vectors y, where ¢ > 0, and ||y||, is a norm (over the reals) for each 1 < i < N. Then there

exists a solution w (1,y) to the system of PDEs with final condition:

ow 10%w )
5 (1Y) =552 (1Y) 1<i<N (3.27)

2
w(0,y) =g(y) (3.28)

that s defined and analytic for all complex vectors y and all complex vectors T such that ||,/7'”Hi <1 for all
1<i<N.

Proof: See Appendix.

In particular, if in Theorem 1, we have

—1/(2N)

approximation to w (7, y) converges on a rectangle that includes all future values of “true” time, provided the

- < 1 for each 1 <4 < N, then a power series
K2

A; are all negative. Furthermore, the power series converges uniformly for these times.
We can state a result in terms of the original multiple-dimensional Ornstein-Uhlenbeck process, rather

than the transformed system of PDEs considered in Theorem 1 above.

Corollary 1 Let x be a vector of N state variables, and let g (x) be an everywhere analytic function satisfying

the growth condition:

N el

lg (z)| < cexi=1 2 (3.29)

for all complex vectors y, where ¢ > 0, and ||z||; is a norm (over the reals) for each 1 < i < N. Then there

exists a solution [ (A,x) to the PDE with final condition:

8f zzz { 8:@ x)} + %Z 5()9;;2 (A, z) (3.30)

f(0,2) =g (x) (3.31)

where p; (x) = Nz, for all 1 < i < N, that is defined and analytic for all complex vectors x and all complex
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A such that H\/’Tii (A)H <1 foralll <i< N, where:

62)\7¢A -1
- — if A #0
Tii (A) = 2X; (3.32)
A if Ai=0
Furthermore, the solution can be expressed as:
fAz)=w(T(A),y(A,x)) (3.33)
with
yi (A, z) = zeM2 (3.34)

where w (1,y) is defined and analytic for all y and all |’\/7Tle < 1, and solves:

ow 10%w
——- <i< .
5. = 257 1<i<N (3.35)
w (0,y) =g (y) (3.36)

Proof: See Appendix.

The above result provides a powerful tool for establishing uniform convergence of power series approxima-
tions to conditional moments of independent Ornstein-Uhlenbeck processes. However, this result also achieves
the same result for the large class of non-affine conditional moment and contingent claim pricing problems
that can be transformed, by change of dependent variable, to conditional moment problems in a multiple-
dimensional independent Ornstein-Uhlenbeck process setting. Although this class of problems is very large,
it is possible to do better still. In the next section, however, we present two different methods for extending
the results to a general multiple-dimensional Ornstein-Uhlenbeck setting, in which the state variable processes

need not be independent.

4. Dependent Processes

The transformation of time by (3.7) and (3.8) does not suffice to simply the PDE problem in the general
two-dimensional setting. For example, if we choose @ = 0 (as before), but make no restriction on 5 (other

than sin 8 # 0), then:

b b A 0
11 12 _ 1 (4.1)
b21 b22 ()\2 — )\1) COS ,8 /\2 sin ,3
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Then (2.26) and (2.27) simplify to:

a¢ eZAlA 82¢ 82¢ eQAQA 82¢
—— (A =___ ~ " (A (A1+22)A A A 4.9
A ( aylay2) 9 ay% ( 7y17342>+00556 3y13y2 ( 7y1792)+ 9 ay% ( 7ylay2) ( )
— y1 cos 3
¢(0,y1,92) =g <y1, LE. L Siynlﬂ > (4.3)

However, unless cos 8 = 0 (in which case (4.2) and (4.3) reduce to (3.1) and (3.2)), the time transformations
(3.7) and (3.8) no longer suffice, because however the cross-derivative term is allocated when the PDE is
broken into two, it still has a time-dependent coefficient. We now discuss two distinct methods of solving
this problem, each with their own advantages and disadvantages. One method retains the simplicity of the
recursion equations used in the case of independent processes, but in general introduces N (N + 1) /2 artificial
time dimensions for a PDE with N state variables. The other method uses only N artificial time dimensions

for an N state variable system, but at the price of a more complicated recursion equation.

4.1. Additional Time Variables

Introduction of a third time dimension is one way to extend the method used for independent processes to the

case of two dependent processes:

e(/\1+)\2)A f #
_ i A1+ A 0

T (A) = | At e (4.4)
A if A1+ A2=0

The map of true time corresponding to A € [0, +00) through this three-dimensional artificial time construct
is a curve in (7y1, 722, T12), beginning at (0,0,0), and ending at (—1/(2A1),—1/(2A2),—1/ (A1 + A2)). If a

solution to the problem:

% (711, 722, 12, Y1, 42) = ;(22;; (T11, T2, T12, Y1, Y2) (4.5)
;TZ; (T11, T22, T2, Y1, Y2) = ;gjg (T11, T22, T12, Y1, Y2) (4.6)
% (T11, T22, T2, Y1, Y2) = 00558512;22 (T11, T2, T12, Y1, Y2) (4.7)

w (0,0,0,y1,92) =g <y1, W) (4.8)

can be found, then ¢ (A, y1,y2) = w (111 (A), 722 (A), 712 (A) ,y1,92) is a solution to (4.2) and (4.3), as can
readily be verified by substituting in this proposed solution. More generally, any N-dimensional version of
this problem can be converted to a problem with N (N + 1) /2 artificial time variables, and provided the
eigenvalues of the b matrix all have negative real parts, then all values of A € [0,400) are contained within a
bounded N (N + 1) /2-dimensional rectangle. If the solution to the transformed problem can then be shown
to be analytic for all |7;;| < s;; where s;; > 0 are chosen to include such a rectangle, then the power series
approximation to that solution converges uniformly in a region that includes A € [0,400). In a term structure

setting, for example, it would then be possible to approximate bond prices and yields uniformly accurately,
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even for very long maturities.

It is not so difficult to characterize solutions to the transformed problem (4.5) through (4.8) that are analytic
in the three time variables in some unspecified neighborhood of the origin, but explicitly characterizing the
region of analyticity can be tricky. The following result is describes sufficient conditions for existence of a

solution that is everywhere analytic in all 7;; variables:

Theorem 2 Let y be a vector of N state variables, let g (y) be an everywhere analytic function, and for each

k > 0, let there be some ¢, > 0 such that g (y) satisfies the growth condition:

Jvs |

19 (y)] < creXiz 3 (4.9)

for all complex vectors y. Let d;j, 1 <i < j < N, be any set of numbers. Then there exists a solution w (T,y)

to the system of PDFEs with final condition:

Ow 0w

v =djj——F— <i<ji< )

aTij (T’ y) dl] 8yzay] (Ta y) 1 S1S ) S N (4 10)
w(0,y) =g (y) (4.11)

that is defined and analytic for all complex vectors y and all complex vectors 7.

Proof: See Appendix.

The above result establishes that, provided the final condition is analytic and grows at less than an
exponential quadratic rate in all directions in the complex plane, the solution is everywhere analytic in the
time variables. Recalling that the problem is motivated by a related problem in a multivariate Ornstein-
Uhlenbeck process, we note that if the positive real line in A € [0, +00) maps to bounded intervals in the 7;;
(e. g., if the eigenvalues of the b matrix all have negative real parts), then a power series approximation in the
T;; to the solution w (7,y) converges uniformly for all A € [0, +00).

The above result can be useful in establish uniform convergence of approximations in some cases, but is
too restrictive for other cases. In particular, it is useful to consider cases where the solution exists and is
analytic for some region in the 7;;, but not everywhere. If A € [0, +00) maps to a bounded interval in the 7;;,
then existence and analyticity of a solution in a hypersphere containing that interval is sufficient to establish
uniform convergence on A € [0,400). The following result establishes the sufficient existence and analyticity

properties with a weaker growth condition:

Theorem 3 Let y be a vector of N state variables, let g (y) be an everywhere analytic function, and let there

be some ¢ > 0 such that g (y) satisfies the growth condition:

N vl
g (y)| < cei=1 2 (4.12)
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or all complex vectors y. Let T;; > 0 and d;;, 1 <i < j < N, be numbers such that:
J J

di11 ce diNTIN
det { I — : : #0 (4.13)

dviTar o+ ANNTNN

for all |7;;] < T;;, 1 <i < j <N, where I denotes the N x N identity matriz. Then there exists a solution
w (1,y) to the system of PDEs with final condition:

ow 9w
=dj;——— 1<:<j<N 4.14
aTij (Ta y) dl] aylayj (T’ y) St > .7 — ( )
w(0,y) =g (y) (4.15)

that is defined and analytic for all complex vectors y and all values of |1;;| < T;;, 1 <i < j < N.

Proof: See Appendix.

The above result establishes existence and analyticity of a solution within circles |7;;| < Tj; in each
of the 7;;. In the motivating example (providing the \; are negative), A € [0,400) maps to a subset of
|7i;| < =1/ (A + ;) for each 1 <4 < j < N. Therefore, an appropriate choice is T;; = —X; — A; + ¢ where
€ > 0 is an arbitrarily small positive number. If the solution w (7,y) can be shown to be analytic for |7;;| < Tj;
with this choice of the Tj;, then the power series approximation will converge for values of 7;; corresponding

to A € [0, +00).

4.2. Alternate Parameterization of Time

The approach discussed in the previous section has the advantage of the retaining the simple recursion equation.
However, the number of time variables required grows quadratically with the number of state variables.
Furthermore, the growth restriction on the PDE final condition needed to establish analyticity within a given
region is sometimes difficult to characterize. It is possible to use an alternate parameterization of the time
variables, such that one time variable is required for each state variable, and such that the growth restriction
on the final condition is more precisely characterized than in the previous section. These advantages come at
the price of a more complicated recursion equation.

We first note that the three time variables (in the case of a two-dimensional process) of the previous section

can be written as:

1 (A) = Aist (A) + 251 (A) (4.16)
o A1 281 (A) So (A) + A1s1 (A) + Aa2So (A)

T2 (A) = SV (4.17)

22 (A) = X253 (A) + 252 (A) (4.18)
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where:

CMA -
——  if M A0

s51(A) = A (4.19)
A if Ay =0]
C A -
AT S VAT

s9 (A) = A2 (4.20)
A if Ay =0]

Note that, if A\; and Ay are both negative, then s; (A) and s3 (A) take values in [0, —1/A\1) and [0, —1/\2),
respectively, for A € [0,400). If a solution to a conditional moment or asset pricing problem is analytic in
T11, T12, and 7o at the point specified by s; and s (treating the 7 variables as functions of the s variables),
then the solution is analytic in s; and so at that point. When the solution is expressed as a function of sy

and ss:

¢ (A, y1,92) = ¢ (s1(A), 52 (A),y1,92) (4.21)

then the general PDE (4.5) can then be written as:

! 0? 1
a,(/) 5()\131 +1)287;§(51;327917y2)
(A1s1 —1—1)87(81,82,3/172/2) 1 62111[)
1 = | +=(Aas2 + 1)2 =5 (81,52,91,2) (4.22)
0¢ 2 y;
—1—()\282 +1)8752 (81,8273/17212) 827ﬁ
_+cosﬁ (Ms1+1) (Aase +1) 100 (51,82, y17y2)_

As in Section 4.1, we would like to split this equation into two, each with a derivative with respect to one of
the time variables (s; or s2) on the left-hand side, and only terms with second-order derivatives with respect
to the state variables on the right-hand side. It is not immediately obvious, though, how to allocate the second
cross derivative between the two equations. But v (s1, s2,y1,¥y2) can also be expressed in terms of the solution

w (711, T12, T22, Y1, Y2) derived in Section 4.1:

¥ (51,82,Y1,Y2) = w (tauir (1), tauis (s1, 52) , tauss (s2) , Y1, Y2) (4.23)

Differentiating both sides with respect to s; and so, we find:

oY Ow A1 Ow

_7 =2(\ 1) —— A 1) —— 4.24
s (51,52,91,Y2) (A1s1 + )87'11 + M+ (A2s2 + )87'12 (4.24)
81/) ow )\2 ow

il =9 1) —— 1) — 4.2
s, (51,52,Y1,Y2) (A2sg + 1) 9729 + M+ (A1s1+ )aﬁz (4.25)

Replacing the derivatives of ¢ with respect to the 7 in (4.24) and (4.25) by the spatial derivatives on the
right-hand side of (4.5), (4.6), and (4.7), and noting that the spatial derivatives of w (711, T12, T2, Y1, y2) are
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all equal to the corresponding spatial derivatives of ¢ (s1, s2, 41, y2), we derive the following system of PDEs:

(0 o*Y A1 0%y
951 (51,82,1,92) = (M1s1 + 1) o7 (51,52,Y1,Y2) + cos ﬁm (A2s2 + 1) 91002 (51,82,91,92) (4.26)
oY 2 Ao 2
95y (51,82,1,92) = (Aas2 + 1) o2 (51,52,Y1,Y2) + cos ﬁm (A1s1+1) 91002 (51,82,91,92) (4.27)
¥ (0,0,y1,92) = g (y1,92) (4.28)

It is clear (by substititon of the ¢ (s1, s2, y1, y2) constructed here) that a solution to (4.26), (4.27), and (4.28)
is also a solution to (2.26). The reverse is less obvious (and in general, not true). However, existence of the
solutions established by Theorems 2 and 3 establishes by the construction shown here a solution to (4.26),
(4.27), and (4.28). These latter equations also form the basis for recursive calculation of a power series in s;
and s, instead of 71, 712, and 792. Of course, this alternate approach can be extended to higher-dimensional
problems. Note that the operators, applied to ¢ (s1, S2,¥1,¥2), on the right-hand sides of (4.26), (4.27) do
not, in general, commute. Nonetheless, because the solution is constructed from w (711, 712, T2, Y1, Y2 ), which
is proven to exist under the assumptions of Theorems 2 and 3, and which is also analytic in s; and so, the
solution must satisfy each of the PDEs above, and using the power series representation of the solution, we
can use these two PDEs to calculate coefficients recursively. For all terms in the power series that contain
both s; and sy raised to some non-zero power, the coefficient can be calculated from previously calculated
coeflicients using either of the two PDEs. However, the definitions are necessarily consistent.

Throughout the remainder, we consider only the technique described in Section 4.1. However, we note
that an alternate approach with N time variables instead of N (N + 1) /2 is possible, at the price of a more

complicated recursion equation.

5. A General Family of Non-Affine Term Structure Models

Solutions to the general multiple-dimensional PDE (2.18), with final condition (2.19), in which the elements
of p(x) are linear in x, correspond to conditional moments of a multifactor Ornstein-Uhlenbeck process.
However, we have already noted that the applicability of our results is much wider, since many problems can
be converted the problem of finding a conditional moment in such a process, by change of dependent variable.
This fact makes our results particularly useful in constructing non-affine multifactor term structure models in

which bond prices can be approximated very accurately. Recall the general problem:

N N
D=y m@ @+ 0L (5.1)
i=1 =1
70.2) = g () (5.2)

where u; () is an affine function of x for each 1 < ¢ < N. We have derived conditions on ¢ () which establish
existence and analyticity (in A) of the solution f(A,x), and joint restrictions on g (z) and p; (x) to allow

derivation of approximations to the solution that converge uniformly for all A € [0, +00).
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We can also reverse the change of dependent variables. If we define:

f(4,z)

P(a,e) = g(z)

(5.3)

then it should be noted that P (0,2) = 1, which is the final condition for a zero-coupon bond price. We
can also plug this definition of P (A,x) into (5.1), and derive a PDE satisfied by P (A, x); in general, the
coefficients of the first derivatives in the PDE satisfied by P (A, z) will not be affine, and the coeflicient on
P (A, ) itself (which is absent in the PDE (5.1) prior to transformation) will also not be affine. It follows
that every specification of g (x) that satisfies the conditions of Theorem 3, effectively specifies a multifactor
term structure model. Furthermore, except for very specific choices of g (z), this term structure model will
not be affine. Despite its non-affinity, however, we are able to approximate bond prices using our technique.

By plugging (5.3) into (5.1) and gathering like derivatives in P (A, x), we can state explicitly the PDE

satisfied by bond prices in a non-affine model constructed as described above:

%U

ZZ 83@ 83:] ) (54)

’Lljl

N op N
Zaj (A, x) Ni(x)+z
=1 =1

2 *()

N N
P%@mml 22”% (5.5)

Any choice of g (z) and affine p; (z) such that the transformed system (after the change of dependent variables
f(Ax) =g(z) P(A,x)) satisfies the conditions of Theorem 3 specifies a term structure model in which bond
prices can be approximated using our technique, and the approximations converge uniformly for all maturities

A €0, +00).

6. Examples

In this section, we apply the approximation methods developed in the preceding sections to the problem of
bond pricing in several multifactor term structure models, and examine the accuracy of the results. For two of
the models, bond prices are already known in closed form, so the approximations serve as illustrative examples
only. For the third model, bond prices are not known in closed-form, and we compare the accuracy of the
approximations found by our method to bond prices calculated through numeric methods. In all three cases,

we find that our method often produces highly accurate approximations for arbitrarily long maturities.

6.1. Affine Yield Models

In this section, we use our technique to approximate bond prices in an Ag (2) affine yield model. Since bond
prices are known in closed-form for this model, it serves as an illustrative example by which we can evaluate
the accuracy of the approximations. The parameter values we use are from Cheridito, Filipovi¢, and Kimmel
(2007).

The state variable process in the Ag (2) model (under risk-neutral probabilities) is given by:
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O b bol [x® o
t _ 11 12 t dt+d t

(6.1)
X2 b bae| [ X2 W,

with the interest rate process given by:
re = do + di XV + dy X (6.2)

In other words, the risk-neutral state process is a multivariate Ornstein-Uhlenbeck process, and the instan-
taneous interest rate is an affine function of the state process. The choice of instantaneously uncorrelated
state variables, each with normalized variance, is not restrictive, since an affine change of the state vector can
convert a general two-dimensional Ornstein-Uhlenbeck process into this form; see Dai and Singleton (2000).
Bond prices P (A, x1,25) then satisfy a pricing PDE with final condition:

oP
(b11z1 + biaxa)

oP
87331 (A, z1,x2) + (ba1z1 + baox2) 67952 (A, 21, 29)

oprP

- (A,xl,xg) = 2 2 (63)
0A 10°P 10°P
o gz (Bownma) + 55 (Awn,aa) = (do -+ dys + dyz) P (8,1, 3)
P(0,$1,I2) =1 (64)

The general PDE effectively states that the expected instantaneous rate of return on the bond, under risk-
neutral probabilities, is equal to the instantaneous risk-free rate. The final condition simply specifies that the

bond price must reach face value at maturity. The following change of dependent variable:

72 _‘_72
P(A,thg) = exp (’ylxl + Yoo — (d() - 9 2) A) f (A,a)‘l,l'z) (65)

boodi — baido

_ 6.6

"7 Bitbas — bisban (6.6)
bi1dy — biad;

_ 6.7

727 Bibas — bisban (6.7)

changes the PDE to the canonical form:

0 0
(7 + biiz1 + bioxa) 9f (A, 1, 22) + (v2 + ba121 + baow2) L2 (A, x1,x2)

1o} ox Ox
O (Aarw)=| o : (6.5)
oA VO L AP
9 633% y L1, T2 2 33:% y L1, T2
f(0,21,22) = exp (—m121 — Y222) (6.9)

The original bond pricing problem was one of finding the conditional expectation of the final payoff (equal
to one) discounted back to the present at the risk-free rate of return, where the instantaneous interest rate
is an affine function of a set of variables that follow an Ornstein-Uhlenbeck process. By change of variables,
this problem has effectively been converted into the problem of finding the conditional expectation of an

exponential function of the state vector, where the state variables follow a different state variable process.
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The next change of variables eliminates the first spatial derivatives from the PDE:

f(A 21, 22) = ¢ (A, y1 (A, 21, 22) , y2 (A, 21, 22)) (6.10)
y1 (A, 21, 23) = (10 + c1121 + c1ax2) €2 (6.11)
Y2 (A, 21, 23) = (20 + c2121 + Co12) €22 (6.12)
where:
—1

bi1 b2 _ C11  C12 A1 0 C11  C12 (6.13)

ba1  bao C21 C22 0 Agf |ca1 c22

c11b —c11b —c12b c12b

C1o = 1192271 11{)11121)’272 - bibz% + c1201172 (6.14)
Co0 = c22b1172 — Ca2b2171 — c21b1272 + Co1b2271 (6.15)

b11b22 - b12b21

Substituting the right-hand side of (6.10) into (6.8) in place of f (A, z1,x2), we find that ¢ (A, y1,y2) must
satisfy the following PDE with final condition:

r 2 2 2 T
C11 ';'612 62)\1A% (AathZ)
1
foler 2
aiA (A, 21, 2’2) = | + (611021 + 612022) €(A1+A2)AW6¢Z2 (A, 21, 2’2) (616)
2 2 2
€1 2022 eQAgA% (A, 21, 22)
L 2 J

C12C20 — C10C22 + C2221 — C1222

€11C20 — C10C21 + €2121 — C1122
2

¢ (0,21, 22) = exp (-71 ) (6.17)

C11C22 — C12€21 C11C22 — C12C21
As in Section 4, the change of independent variables has transformed the canonical form PDE into a differ-
ent PDE with no first-order spatial derivatives, but time-dependent coefficients on the second-order spatial

derivatives. Continuing as in Section 4, we now introduce three time variables:

¢ (A, 21, 2’2) = w (T11 (A) ,T12 (A) , T22 (A) y 21, 2’2) (618)
r 20 A _
L a0
1 (A) = 2\ (6.19)
A it A =0
M e(Mt+A2)A _ g
ST VI V)
T2 (A) = ALt Az L (6.20)
A it A+ A =0
r ,2X2A
el a0
a2 (A) = 22 (6.21)
A it A=0

These three time variables effectively restore the time-homogeneity in the coefficients of (6.16), which can now
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be restated as the following system of PDEs:

ow 2+, 02

I (T11, T12, T22, 21, 22) = ————12 B 12 872(5 (A, 21, 22) (6.22)
1

0 0?2

% (T11, T12, T22, 21, 22) = (c11¢21 + C12C22) 921029 (A, z1,22) (6.23)

ow 2, + 2, 02

@(711,7'12,7'22,21,22): %%(A,Zh?«’z) (6.24)
B)

C12C20 — C10C22 + C2221 — C1222

C11C22 — C12C21 (6 25)

w (0,0,0,21,29) = ex
(0,0,0, 21, 29) P €11C20 — C10C21 + €2121 — C1122

-2
C11C22 — C12C21

Existence of a solution to the system of PDEs implies existence of a solution to the original PDE. Furthermore,
the system satisfies the conditions of Theorem 2, so there is a solution that is everywhere analytic in 71, 712,
and 792, and which therefore has a convergent power series representation.

We use the estimated (risk-neutral) parameters of Cheridito, Filipovi¢, and Kimmel (2007) to examine the

accuracy of the approximations. Specifically, we have:

b1, = —0.1607 b1 = —1.3462 (6.26)
boy = —0.1741 boo = —1.9840 (6.27)
dy = 0.0562 d; =0.0194 (6.28)
ds = 0.0178 (6.29)
For the initial values of the state variables, we choose 1 = 0.3 and x5 = —0.2, although it should be noted that,

for this model, the relative accuracy of approximations by our method does not depend on the initial values of
the state variables. It should also be noted that with these parameters, the risk-neutral state variable process
is stationary, and bond prices tend to a limit. However, there is a slowly mean-reverting linear combination of
the state variables; specifically, one of the eigenvalues A1 or Ay has a value of approximately —0.0401. Because
of this slowly mean-reverting component, more terms are required for the level of accuracy obtained in the
examples in Kimmel (2008b) and Kimmel (2008a). However, it is still possible to construct approximations
with a reasonable number of terms that have very high level of accuracy.

Figure 2 compares exact zero-coupon bond prices in this model to power series approximations directly in
A, that is, without using our time transformation technique. The approximations include seven terms, that
is, terms up to order of the sixth power of A. As shown, the approximations perform well for very short
maturities, but become extremely inaccurate for maturities much beyond one year. At a maturity of one year,
the relative pricing error (the difference between the approximate price and the true price, divided by the
true price), is —0.00015, which corresponds to a yield error of about 1.5 basis points. However, at a maturity
of two years, the relative pricing error increases to —0.0159, corresponding to a yield error of about 80 basis
points. At a maturity of three years, the seven-term approximations are essentially worthless, as the relative
pricing error increases to —0.236, corresponding to a pricing error of 900 basis points. Adding more terms to

the approximation improves the accuracy, but for very long maturities, the number of terms required is very
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large, and makes direct approximation of bond prices in A completely impractical.

Bond Price Approximation in A

0.8 q
0.6 q

0.4 q

02 | =—True
’ —— 7-term Approximation

0.5 1 1.5 2 2.5 3 3.5

Zero-coupon Bond Price

.02

0.4 4

-0.6

Maturity

Figure 2: This figure shows exact and approximate bond prices in the Ag (2) model. The
approximations are obtained using a seven-term power series in A (including terms of order
up to the sixth power of A), without using the method of time transformations. As shown, the
approximations before well for short maturities, but begin to diverge badly from the true bond
prices for maturities around two years and longer. Although power series approximations in A
converge for all maturities in this model, the convergence is not uniform in A, is very slow for
long maturities, and requires a very large number of terms to be accurate for long maturities.

The situation is very different using our the time transformation methods. Figure 3 shows exact zero-coupon
bond prices and power series approximations using time transformation methods, also with seven terms (that
is, including terms of order up to the sixth power of 711, 712, and 722). As shown, the approximations are
very accurate (in the graph, the differences are smaller than the thickness of the line) for maturities of up
to twenty years. (Although not shown, the approximations are accurate for arbitrarily large maturities, the
pricing error reaching a limit with increasing maturity.) At a maturity of 20 years, the relative pricing error
is —0.00038, corresponding to a yield error of less than two-tenths of a basis point.

It should be noted that seven terms were used in the approximations based on our time transformation
method because of the slowly mean-reverting component in the state variable process. If the by; parameter
were doubled (which increases the speed of mean-reversion on the slowly mean-reverting component), the
approximations using the time transformation method result in yield errors of less than two-tenths of a basis
point for all maturities, using just two-term approximations (i. e., including terms of up to order one in 711,

T12, and T92). More terms are needed when there is a slowly mean-reverting component, but it should be
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Bond Price Approximation using Time Transformation Methods
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Figure 3: This figure shows exact and approximate bond prices in the Ag (2) model. The
approximations are obtained using a seven-term power series in 711, T12, and 722 (including
terms of order up to the sixth power), using the method of time transformations. As shown,
the approximations are very accurate for all maturities.

noted that, for example, in the sixth order approximations used to construct the graph, not all terms need
to be included for the given level of accuracy. As the slowly mean-reverting component is associated with
only one eigenvalue of the (transformed) instantaneous variance/covariance matrix of the state variables, only
higher-order terms in the time variables associated with this component need be included. For example, if
we assign A\; = —0.0041, then the approximations are nearly as accurate if only sixth-order terms in 741,

third-order terms in 712, and first-order terms in 795 are included.

7. Conclusion

In this paper, we have developed techniques for the approximation of solutions to a large class of non-affine
multifactor conditional moment and contingent claims pricing problems. Following Kimmel (2008c) and Kim-
mel (2008b), who consider only scalar diffusion problems, we transform the problem of finding the conditional
moment or contingent claims price in the non-affine model into the problem of finding a different conditional
moment in a multifactor affine model. As in the scalar case, power series approximations to the transformed
problem can be found by a simple recursive relation, and can be shown to converge if the final condition

in the conditional moment problem satisfies appropriate smoothness and growth conditions. However, the
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uniform convergence results established by Kimmel (2008b) in the scalar case do not carry over easily to
the multifactor case. To derive analogous results in a multifactor setting, we introduce the abstract formal-
ism of multi-dimensional time, and embed the problem from the setting of real, single-dimensional time, in
this abstract setting. We further derive approximation and convergence results, including results of uniform
convergence are arbitrarily long (true) time horizons, and recover the solution to the real-world problem by
restricting the solution to the abstract problem to a curve representing the path of true time through the
abstract multi-dimensional time setting. We also present a method for construction of a large family of non-
affine term structure models for which bond prices can be approximated with uniform (in maturity) accuracy.
Finally, using examples, we show that our technique is easy to apply and typically highly accurate.

Several possible avenues for future research remain open. Although the class of non-affine problems covered
by our technique is broad, it could possibly be larger still. In particular, in the scalar setting, Kimmel (2008c)
and Kimmel (2008b) explore problems that, after change of dependent variable, transform to problems based
on either an Ornstein-Uhlenbeck process or a Feller square-root process. We consider only the multifactor
extension of the former; it is possible that our technique could be extended to the latter as well. Care
must be taken in derivation of the power series in a multi-dimensional time setting, because the right-hand
side operators corresponding to multifactor Feller square-root processes do not necessarily commute. However,
these difficulties can likely be overcome. Far more formidable, but also far more rewarding if it can be achieved,
is the possibility of approximating solutions to any conditional moment or contingent claim pricing problem in
a general multifactor setting. Ability to solve the general problem will almost certainly require consideration of
non-analytic (at time of zero) solutions, but if the nature of the non-analyticity can be characterized accurately

enough, perhaps it can be achieved. These problems are left for future work.
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A. Appendix

A.1. Proof of Theorem 1

We show that the solution is given by:

1 _uTu 1
f () :/ s g (y+ Thu)du (A.1)
RN 2

where T’ is the diagonal matrix:

~

Nl

Il
.

0 0 TNN |

where, for each diagonal element, either square root (for 7;; # 0) is chosen. As will soon be demonstrated, the
value of the integral does not depend on which square roots are chosen. It must be shown that the integral

converges, and that the solution is analytic in both 7 and y.

Using the bound on g (y), we can establish the existence of the integral:

1 uTu
|f(my)] < / e g (y+T%u) du
RN (27)2
1 ulw 1
S/ Ne_T‘g(y—l—T?u)‘du
e em) = (A.3)
/ | P S (7AW H '
< —€ 2 ceri=1 2 du
RN (2m) %
1 ~ w2 (llvmmll? =) +2fualllvallll vl +llva 17
S/ ~ celi=1 p w
RN (27-[-)7

If H\/ﬁ H < 1forall 1 <i < N, the coefficients of the u? terms in the exponent of the integrand all have
negative real parts. The integral therefore converges. To show that it is analytic in y, we note that the
integrand is analytic in y and continuous in u. The integrand is also uniformly bounded, and the integral
therefore uniformly convergent, on compact sets of y. The integral therefore inherits the analyticity of the

integrand in y.
Analyticity in 7 is somewhat more subtle. Choosing some ¢ < i < N, we introduce:

_\/TT1 0 0
0 .
Ti%: : —/Tii (A4)
0
Lo - 0 TNN
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1
In other words, T}* is the same as T%, except that the ¢th diagonal element is negated. Then:

1 _uTu 1
f(A,y):/ ~e 2 g(y—l—T?u)du
RN (27‘(‘)2

1

1 uTug(y+T%u>+g(y—Ti2u)

— / e~ T du
RN (277) 2

(A.5)

w2

v|Z

1

1 uTug(y—I—T%u) —g(y—Tfu)

+ / e 7 du
RN (27) 2

In the second integral of the last expression, the integrand is odd in u;. This integral therefore evaluates to

zero. In the first integral in the last expression, the integrand is even in ,/7;;, and therefore analytic in 7;;; this

follows from the power series expansion of g (y). Since the same argument can be applied for each 1 < i < N,

f (7,y) is analytic in all 7;;, 1 <7 < N.

A.2. Proof of Corollary 1

A solution to (3.35) and (3.36) exists by Theorem 1. Then f (A, x) is well-defined for all x and all A such
that H\/E(A)HZ < 1,1 < i< N. Furthermore, 7 (A) is everywhere analytic in A, and y (A, x) is everywhere
analytic in A and x. Since w (7,y) is analytic in y and 7 for H\/ﬁHZ < 1, the function f (A, z) is therefore
an analytic function of z and A for all values such that H \/m . < 1. The partial derivatives of f (A, x)

with respect to A and x are given by:

O Ay = i A8 90 a0 () (A.6)
8A ’ P 8’7'2'1' Y 1 ayl Y .
S (Aa) =M (1) (A7)
*f _ 2MA 0w

8733? (Az)=e Tyf (1,9) (A.8)

Substituting of these derivatives into (3.30), one finds immediately that f (A, x) is a solution. Furthermore,

f (A, x) satisfies the final condition:

f(0,2) =w(0,y(0,2)) = g (2) (A.9)
A.3. Proof of Theorem 2
We show that the solution is given by:
o= [ e P+ Twdu (A10)
RN (27-(-)7

where T is any matrix such that 777 = , with the elements of the N x N matrix Q given by Q;; = d;;7;;,
i <1i,7 < N. We first show that the integral converges, does not depend on the choice of T, and is an analytic

function of the elements of 2.
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First, we note that, for any y and 7" in compact sets, there exist dy, d1, and dy such that:
|y +Tu)* (y + Tu)| < do + dy |u| + dyu"u (A.11)

But then there exists a bound of the form:

y+Tuw)* (y+Tu) do+dq|ul+douT u
2k 2k

19 (y + Tu)| < dye’ ke (A.12)
for any arbitrary & > 0. The integrand of (A.10) then satisfies the bound:
e T g (y + Tu)| < —Th R (A.13)
(2m) = (2m) =

Since we can choose k > ds, the integrand is uniformly bounded, and the integral converges. Furthermore,
since the integrand is analytic in y and 7', and continuous in u, the integral inherits the analyticity of y and
T. Since every combination of y and T is in some compact set, the integral is everywhere in analytic in y and
T.

So far, we have established the existence of the proposed solution for all values of y and 7', and shown that
it is analytic. It remains to show that the proposed solution is uniquely defined (that is, does not depend on
the particular choice of T' as long as TTT = ), and that is solve the PDE with final condition. We do so by
representing the function g (e) as a power series, and performing the integration term-by-term. We therefore

first consider the special case in which g (z) has the form:

N
g (Z) = Giy-in (Z) = H Z;‘j (A14)
j=1
with fi,...iy (7,y) denoting the corresponding PDE solution. Since gg...o (z) = 1:
1 uTu
foo(my) = / ~e 2 du=1 (A.15)
RN (271-)7

One verifies immediately that fq...0 (7,) is a solution to the general PDE satisfying fo...0 (0,y) = 1; it is also
trivially an analytic function of the elements of 7. We demonstrate the same properties for general f;,...;\ (7,9)
by induction. We take in # 0; if any ¢; are non-zero, we can reorder the indices so that iy is not zero. Then
using integration by parts:

Jiy i1 (T,y) = /

=Y (27)

1 ulu

€2 Giyiy+1 (Y + Tu)du

w|Z

u

1 uT
= / e 2 (yn +TNu) giy iy (y +Tu) du
&Y (2)

w|2

N
= YN fir-in (T,y)JrZTNk/ ~e 2 981 % (y+ Tu)du
=1 RN (271-) 2 Uk

(A.16)

. 1 T,
TniTit / € 2 Giy i —1-in (y =+ Tu) du
% (27)

=y~ firin (1Y) +

WE
oz

M= 114
T

= ynfirin (1Y) + ¥ INT it fiyeiy—1oin (T,9)

N
Il
-

] =

= YN fiyin (T 9) + ) Gt fiyiy—1-in (T, Y)

N
I
=
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Thus, by induction, it is clear that all f;,...;, (7,y) are well-defined (that is, the integral converges and does
not depend on the particular choice of 7), and are everywhere analytic functions of the elements of 7 and y.
We show that the f;,...;y (7,y) solve the general PDE with final condition as well. To this end, we define the

operators:

o, @
aTij * 6y18yj

A function f(7,y) solves the system of PDEs if L;;f (r,y) =0 for all 1 <4,5 < N. If i # N and j # N,

applying L;; to both sides of (A.16), we have:

Li; = (A.17)

N
Lij firin+1 (T,y) = ynLij fir i (T,y) + ZilTNlLijfil---il—l---iN (r,y) =0 (A.18)
=1

If i=j =N, then:
Ofiy iy
oyn

LN fiyin+1 (T,y) =2 (1,9)

+YNLNN fiyin (T, Y)

—iN fiyin—1 (T,Y) (A.19)

N

+ ZilTNlLNNfilmil—lmiN (r,y) =0
=1

Ifi= N and j # N, then:

Ofiyin
8yj

+ynLijfiyin (T,9)

Lyjfiin+1(T,y) = (7, 9)

. A.20
_ijil“'i]‘—l'“iN (Ta y) ( )

N

+ ZilTNlLNjfilmilflmiN (r,y) =0
=1

The case of i # N and j = N is exactly analogous. It follows by induction that f;,...;, (7,y) solves the system
of PDEs. Since for 7 = 0, (A.16) simplifies to:

fi1'“iN+1 (Oa y) = nyiy-'iN (07y) (A21)

it also follows by induction that fi,..;x+1(0,¥%) = giyin+1 (¥)-
The theorem is now proven for the restricted special case when ¢ (z) takes the form g;,...;, (z). But recall
that the integrand in the definition of the general solution f (7,y) is uniformly convergent on compact sets of

7 and y. Therefore, if the general ¢ (z) is represented by the power series:

g (Z) = Z e Z iy iy Gir--in (Z) (A22)
i1=0  in=0
then the integral of (A.10) can be evaluated term-by-term, so that the solution is:

f(ry) = Z Z iy ovin fiyevin (T3 Y) (A.23)

i1=0 in=0
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This power series is uniformly convergent on compact sets of y and 7, so the sum inherits the properties of
the individual terms; it is an analytic function of 7 and y. Furthermore, since the system of PDEs is linear,

f (7,y) is a solution to the system, with f (0,y) = g (v).

A.4. Proof of Theorem 3

We show that the solution is given by:

+oo 1 2
f(ry) = /0 (27T)% e /uTu:r2 g (y+ Tu)dSy (r)dr (A.24)

where T' is any matrix such that:

_7'11 Ti2 TIN |
T12
7" = | i : (A.25)
TN—1N
|7TiN 't TN—-IN  TNN |

where dSp (r) is the surface measure of a sphere of radius r. We first show that the inner integral converges,
does not depend on the choice of T, and is an analytic function of the elements of TT7.
Evaluating the two integrals in the order indicated is important. It might be tempting to apply Fubini’s

theorem and write a single integral over RY:

utu

1 T
Fon= [ ooy e o d (4.26)

However, convergence of the integral can then depend on the choice of T'. For example, if we take N = 2 and:
gly)=e= (A.27)

00
T = (A.28)
00

K T?
We then have f (7,y) = ¢“z" when all elements of 7 are zero. However, if we choose:

2 2
T = (A.29)
0 0

then the single integral expression for f (7,y) does not even converge, let alone have the same value as with
the previous choice of T'.
First, we note that g (y) is a continuous function, so that, for any choice of T and r, g (y + T'u) is bounded

on uTu = r2. The inner integral therefore converges. Consider the power series representation of g (z) around

M “+o00 +oo N ,
9= 3 i I (25— w)" (A.30)
i1=1 in=1 j=1
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Since g (z) is everywhere analytic, this series converges uniformly on any compact set of z. The inner integral
may therefore be applied term by term. Consider a single term. If the i; are all zero, then the integral
evaluates to the surface area of an N-dimensional hypersphere with radius r. If at least one i; is non-zero (by

reordering of the indices, we take it to be iy ), we can apply integration by parts:

N N—-1
/ v ] (M) dSy (r) = ai, . WZ / (Tnvw) " T (Tyw)" | TarurdSy (r)  (A.31)
uTu:r2 j=1 uT =1

u=r?

Thus, by induction, every term in the power series representation integrates to a function that is analytic in

the elements of T7T7. The sum of these terms is therefore also analytic.
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