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The equation

becomes

where ( , ) is the zero - coupon 

bond price and  denotes expectations 

in a world that is FRN wrt the bond price
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Suppose that s(t) is the swap rate 

corresponding to the annuity factor A.

Then:

s(t)=EA[s(T)]



In a risk - neutral world

For other worlds that are internally consistent
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We define a world that is FRN  wrt   

as world where 

As in the one- factor case, is a

martingale and the rest of the results hold.
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When we move from the traditional risk

neutral world in currency   to the traditional 

risk neutral world in currency ,  the growth 

rate of a variable  increases by

where  is the volatility of ,   is the volatility 

of the exchange rate (units of Y per unit of X),  and 

 is the coefficient of correlation between 

the two
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When we move from a forward risk

neutral world in currency   to a forward 

risk neutral world in currency both being 

wrt to zero - coupon bonds maturing at time 

,  the growth rate of a variable  increases by

where  is the volatility of the forward value of ,  

 is the volatility of the forward exchange rate 

(units of Y per unit of X),  and  is the coefficient 

of correlation between the two
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’
An exchange rate  (units of currency  per untit of 

currency )  follows the risk -neutral process

This implies from Ito's lemma that

Given that the process for S has a drift 

rate of   we expect the process for

 to have a drift of 

What is going on here?
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