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1 Vocabulary

There are some new vocabulary to know:

e Affine model: a model where the drift, variance, jump intensities are linear func-
tions of the state variables. For example, the drift term u(X;) = a + bX; is linear
in Xt'

e Skewness (3rd moment): measure asymmetry in returns. Kurtosis (4th moment):
measure tail fatness and peakiness

e Quadratic Covariation Process: denotes [X, Y];, measures the joint variability of
two stochastic processes X; and Y; over time.

— Ito’s Lemma for 2 Ito processes X; and Y, states that:
d(X,Y;) = XodY; + Yid Xy + d[ X, Y],

— Definition of quadratic covariation: [X, Y], = limymy_o >,y (X, =X, ) (Vi —
Vi)

2 Main Objective

In this paper, our main objective is:

e Present novel closed-form pricing formula that accurately capture the 0DTE
implied-volatility surface. We will use a local in-time approach, relying on Edgeworth-
like expansions of the log-return characteristic function that is suited to price
ultra-short-tenor instruments.

e The expansions provide skewness and kurtosis adjustments which depend on the
underlying non-affine return characteristics in closed form.



3 Non-technical part

A few non-technical parts to know in this paper:

e ODTE offer opportunities to traders who can capitalize on very short-term di-
rectional bets (e.g. macroeconomic announcements). Since we want to price
short-tenor options and generalize it, we only impose mild assumptions:

— The price process features both continuous and discontinuous components
X¢ is continuous part and X is discontinuous part.

— All characteristics driving the dynamics are unrestricted processes only re-
quired to satisfy technical and smoothness conditions.

— We need to evaluate Q-characteristic function of the logarithmic price pro-
cess over a short horizon, to find out the distribution of the price process
over that horizon.

e We will provide 2 closed-form expressions for the pricing of characteristic function
over small-7 intervals.

4 First closed-form expression

In this specification, the discontinuity part is modeled as a known characteristic func-
tion, and the continuity part is modeled around the Gaussian characteristic function.
Basically, we will be having

Clogx(u77_) _ Ef?[eiu(logXt+r—logXt)] _ CIOgXC(U, T)CIOng(U, 7_)

The form of discontinuity part will be pre-determined. However, the form of continuity
part will be determined by the Edgeworth expansions approach.

4.1 Local in-time Edgeworth expansions approach

Definition 1. An adapted, real stochastic W-Ito process X; is defined as being W-
differentiable (differentiable with respect to the standard Brownian motion W) if it
admits the representation:

dXt = Cltht + bg(th

In here, the scalar processes a; and b;* are all adapted processes.

Some explanations (understand by myself), is that if ¥ = a, b;* = b, then the process
is W-differentiable of degree 1 (meaning that it only differentiates 1 time with respect
to Brownian motion).

It also means that the differentiability of the process X; seems to depend on the dif-
ferentiability of the process a;X and b;*. It also seems that if the process a;* and b is
(W)-differentiable, then X; will be (W + 1)-differentiable. Thus, we have definition 2.
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Definition 2. An adapted, real stochastic W-Ito process X; is k-times W-differentiable
if it admits the representation:

dX; = a;*dt + b dW,

ds! = AXDat + BXYaw,
where the 2/-dimensional vector process S} is defined as S7 = (AtX(j -, B G _1))T

we have the base case (4} ", BT = (¢, bX)T.

, and

Say, D%, the family of k times W-differentiable processes.
Some examples from the paper:

Example 1. Consider a real function f which is differentiable 2k times in its domain.
Then the process f(W;) is in D‘(,];H).

We can prove this by Ito’s lemma:

df (W) = f'(W,)dW, + % F(Wy)dt

This implies f(W;) is in DI(AZ,). Keep iterating, we will have f(W;) € D‘(f,).

Since we are interested in the characteristic function expansions, we will need to eval-
uate:

fx(u) = Eole""x(]
Nice that I know how to type this new notations. We call the above W-transform.
Thus, we have the first lemma:
Lemma 1. Consider a W-differentiable process x; defined above. Its W-transform

satisfies:

. 2 b2 . .
Eole™Vtx] =e2 '+ (xo + / e 2 “Eole™"* (dx, + iud[x, W)
0
where [x, W], is the quadratic covariation process between y, and W,.
The proof, according to the paper

Using Ito’s Lemma:
1
df = f'(By)dB; + §f(2)(Bt)dt

We would then have:

. . 1 .
d(e™V*) = jue™VdW, — §u26“‘W5 ds

By the It6 product rule for two semimartingales X; and Y;, we have:



Integrating both sides from 0 to t yields:

t t t t
/d(XsYs):/ Xdeer/ stX5+/ d[X,Y],.
0 0 0 0

The left-hand side evaluates as:

¢
/ d(XYs) = XiY, — XoYo
0
¢ ¢ ¢
XY, = XoYs +/ X, dv, +/ Y, dX, +/ dIX, Y],
0 0 0
For X, = x; and Y, = Wt
¢
eith Xt = XoeiuWo 4 / 6iuWs dXs 4 /
0 0
¢

t t
= Yo +/ eiuWS dXs +/ Xs d(eiuWS) + d[X7 ez’uW]s (2)
0 0 0

t

e+ e, ()

since Wy = 0 and €° = 1.

Notice that we only have an Ito’s lemma derivation above. Thus, I can write:

t
equtXt :XO+/ €WWSdXS+/
0 0

We put our focus on the quadratic covariation process. We can further simply it to be:

t , 1, . t :
X (tue™=dW, — §u2eZ“WSd8) +/ dlx, ™",
0

d[X? eiuW]t = iuethd[Xv W]t

Let fy,(u) := Eo[e™"ty,]. Basically, we are taking expectation from the two sides of
the equation. Thus, we will then have:

t 2 t t
Felw) =0+ 8o | [ e | =% [ ds b s, | [ e apw,
0 0 0

Remember that: Martingale Property: For any adapted process Hg satisfying

E [fot Hgds} < o0,
E [/t HdeS] —0.
0

Some searches told me that this is the Volterra-type integral equation. We can denote:

— iuW,
Here, Hy, = tuy ™"

FO =900 = 5 [ Fs, olt) = xo+ [ Ba [t + iud W)

Differentiating both sides:

u2

_th (u)

%fm(u) =K, [ei“Wt(dXt + dud|x, W]t)] — 3
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Rearranged as:

)+ 50 = /10, where o) =0+ [ Ba [ (dx +ind W)

2
u
i

In order to solve it, we multiply through by the integrating factor e

Fr)+ Lo = g
d /.2 u?
2 (eFrm) =T

) - 10) = [ eFog5)is
0
Since f(0) = xo and by the Fundamental Theorem of Calculus:

w2

t u2
ezt f(t) = xo —i—/ ez sdg(s).
0
Substitute back for ¢g(t) and divide by the integrating factor:
u? t u? iuW.
fit)y=e 2! (Xo +/ ez °E, [e” *(dxs + tud[x, W]s)]) )
0
We have a proposition that we will take it for granted:

Proposition 1. Define the multiple integral: (probably not important? April 4th,

2025)
t s1 Sk—1 o
Ik(u,t):// / e 2 *ds,...dsy,
o Jo 0

Then, it will be equal to:

From Lemma 1, we are expecting to have a corollary. The corollary is stated as below:
Corollary 1. Given Lemma 1, if x; € Dy ), then we have:

2

¢
Eo [e"Vx:] = e~ 7t (Xo +/ Eo [e™"s (™ + iub™)] eu;sds)
0

Reason is simple, since y; is only 1-differentiable, then we would have the following:

dy; = a™dt + bXdW,

with @, bX to be constant.



TODO: Second-order of the corollary.
We can further generalize Lemma 1 to become:

Lemma 4. Consider a W-differentiable process y; defined above. Consider, also an
independent Brownian motion W}. It holds that:

2

. . / u? 402 t w2402 : : /
Eo [equtelet Xti| — e 1oty (XO +/ 67; SEO [elquevas (dXs + Zud[X, W]s)i|>
0

where [x, W], is the quadratic covariation process between y; and W;.

We will not state Theorem 1, due to the complicated nature of the theorem. However,
we will state Corollary 3, and attempt to understand the proof in the paper.

Corollary 3. If X; € Dg’,), the conditional characteristic function of Zx with respect
to time-0 information is expressed as follows:

2

. u 1 4}
Ey [e"a] =77 (1 — iugﬁ\/_ — §u2—a0 RN

200 0o
15(2) 2 2 4
Bo)? (L4 1,
“ut— St ) A
+ o2 6“ 4u

Mo 4 3/2\ 1
+ 600u A) + O(A7)p(u),



