Interest rate models

Responsible teacher: Anatoliy Malyarenko
August 30, 2004

Abstract
Contents of the lecture.
1= The term structure of interest rates.
i Unified formulas.
i Special cases.
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Introduction

Fundamental to the modeling of interest rate
patterns is the “term structure” of interest rates. This
refers to the relationship between bonds of different
terms.

When interest rates of bonds are plotted against
their terms, this is called the “yield curve”. The
shape of the yield curve reflects the market’s future
expectation for interest rates.
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Term structure of interest rates

Term structure models are based on the
assumption that the whole term structure of interest
rates can be derived from the stochastic behaviour
of one or many variables.

The one-parameter models normally use the
instantaneous rate as the state variable.

dr = w(r,t)dt + o(r,t)dz,

where wu(r,t) is the drift function, and o(r,¢) is the
volatility function.

Let Mr,7) denotes the market price of risk,
and U(r,t) denotes the value of all interest rate
contingent claims. Then the next pricing equation
holds:

2U
6(9—(?+%o- (r, t)a +(w(r, t)—=Mr, Ho(r, t))—U—rU 0.

To find a unique solution to this equation, we
must impose one final and two boundary conditions.
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The Ho and Lee model

In the Ho and Lee model, the short rate dynamics
are represented by:

dr = U(t)dt + o0 dz,

where o, the instantaneous standard deviation of the
short rate, is constant and U(¢) is

0F(0,1)

2
+ 0 t.
ot

U(t) =

Here F(0,t) is the instantaneous for a maturity ¢ as
seen at time zero.

In the Ho and Lee model, zero-coupon bonds
and European options on zero-coupon bonds can be
valued analytically. The price of a zero-coupon bond
attimetis

P(t,T) = A(t, T)e "D,

where

poO,7) . 0WmPOT) 1, =
PO (T —1) ry o t(T—-1)".

InA(t, T) =1
nA(,T)=1In >
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The price at time zero of a call option that
matures at time T on a zero-coupon bond maturing
at time s is

LPQO, s)N(h) — XP(O, T)N(h — op),

where L is the principal of the bond, X is its strike

price,
j — 1 In LP(O,S) +0p
op PO,T)X 2

and
op=o0o(s—T) VT.

The price of a put option on the bond is

p=XP(O, T)N(op — h) — LP(0, s)N(=h).
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Example
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The Hull and White model

In the Hull and White model, the short rate
dynamics are represented by:

dr = (0(t) — ar)dt + odz,

where a and o are constants. It can be characterised
as the Ho and Lee model with mean reversion at rate
a. The Ho and Lee model is a particular case of the
Hull and White model with a = O.

The U(7) function can be calculated from the initial
term structure:

0F(0,1) 2

9(t) = +aF 0,1 + 2—(1 — e2p),
2a

Bond prices at time ¢ in the Hull and White model
are given by

P(t,T) = A(t, T)e 2D,

where
1 — e—a(T—t)
B, T) =
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and

PO, T) O0ln PO, T)
InA(t, T) =1 — B(t, T
1
. 4_61302(6_GT _ e—at)2(62at _ 1)

The price at time zero of a call option that
matures at time T on a zero-coupon bond maturing
at time s is

LPQO, s)N(h) — XP(O, T)N(h — op),

where L is the principal of the bond, X is its strike
price,

1 LP(O0, s)
In +
op PO,T)X 2

= ={1 - ) \/1 - e_M.

The price of a put option on the bond IS

and

XPO, T)N(op —h) — LP(O, s)N(=h).
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Example
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A unified approach to interest rate
models

Introduce the following notation:

to valuation date

s start date

t, end date

X strike price

o volatility

a reversion rate

N(x) normal distribution function

Fir instantaneous rate

P term structure discount function

Then we can write a unified formula for all interest
rate models in PRIME:

P(rira tS, te) — A(rira tSa te) eXp(_ril‘B(tSa te)),
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where

d(to, t,)
InA(ry, t5,2,) = In Ao )
B(t,, t.)[d(to, t, + 1/365) — d(to, t, — 1/365)] - 365
- 2d(to, t,)
B3(t,, 1,)8(t.) 0"
> :

and B, g, and o are model-dependent.

In particular, for the case of the Ho and Lee
model we have

B(tSa te) = I, — I,
g(te) — tea

O(IS’ te) =0 VIs — tO(te - ts)‘
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For the case of the Hull and White model we have

1 - eXp(_a(te - ts))

B(t87 te) — a
1) = exg(_zate),
a
o(t.1.) = \/02(1 — exp(2—a2a(ts —1) 1- exp(—aa(te — ts)).

— Typeset by FoilTX — »



MT1460 2005, period 3

Unified formulas for interest rate
derivatives

The value of the call option on a zero coupon
discount bond is

(Fir, L5, te, X) = max{d(to, t.)N(h)—Xd(to, t,)N(h—0 (15, 1,)), 0},
and the value of the put option is
p(rira ls, Lo, X) — maX{Xd(th ts)N(O-_h)_d(th te)N(_h)a O}

where

1 d(tO, te) G(ts, te)
= In + .
O-(tS’ te) d(f@, ts)X 2

Let X, denotes the strike price expressed in rate,
and let X; denotes the strike price expressed in
discount factor. The value of a caplet is determined
as

irs Lss Les X, . .
C = PUrir Q). period - nominal.
er(tSa te)(te _ ts)
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Consider the next notation:

Ci cash flow amount of cash flow i
t; cash flow payday of cash flow i
lexp Option expiration date

tett  Strike payday

The value of a call option on a bond is determined
as

n

C = Z c;c(ri, lexps Lis Xz*) — Xc(rr, lexps Lsetts X:ett)’
i=0

where
Xl* = P(F;, texp, tl)

and r;_is the solution to the equation

n

Z C,‘P(Fi*r, texpa ti) - XP(I’i*r, texpa tsett) = 0.
i=0
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Example
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Constant maturity contracts

Constant maturity contracts, that is instruments
using a floating rate based on a swap index (i.e. the
par rate of a generic swap), are valued in PRIME
using the forward measure technology based on
term structure models.

Let the value of such a CMS contract equal
g(R¢(T,, Ty, T,)) at payday T,, where

Rf(Tp9 Tl, T2) =

n

1 1 _ p(T17 Tl’l)
t
> p(T.T))
i=2
Is the swap rate, having

p(T,,T;) zero coupon bond price at T; of bond
maturing at 7;

t reset period
T, reset day
T payday.

Let the dynamics of the instantaneous rate under
the measure Q is described by the Ho and Lee
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model
dr = 9(t)dt + o dz
or by the Hull and White model:
dr = (0(t) — ar)dt + o dz.

Define the forward measure Q' as

T
Q7 i exp {_‘fo r(s)ds}
= - ,
exp {—f r(s) ds}]
0

dQ
Then the present value of the contract PV(z) can be
expressed as

EQ

PV(1) = p(t, Tp)EXP [g(RA(Tp, Ts, TO)IF(2) = 7.

Calculating the conditional mathematical expectation,
we obtain

B 1 = (r — m)?
PV(?) = p(t,Tp) %Ioo g(r) exp (— > )dl(’;)
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where

m = ESTr[r(T,)],
v = Var¥r [#(T,)]

are model-dependent. In the case of the Ho and Lee
model we have

0

m=——1InpQ,s)| + 0 TAT,-T,),
(9S S:T;»

V= GzTr,

while in the case of the Hull and White model

2
o
_aTr
+ —2aze (e

m = —2 In p(0, s)
0s

_aTr aTr

— €

S=Tr

2

0]
— 1 _ _2aTr .
Y 2a( € )
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Example
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Compound options

By compound options, we mean options on
option-style instruments. These include:

i options on options;
iz options on caps/floors;

iz options on free defined cash flows where there is
at least one optional cash flow.

The present value of a compound option is
calculated by (1), where

0
m = ——1n p(0, s)
as S:Tp

and in the case of the Ho and Lee model
vV = osz,
while in the case of the Hull and White model

2
v=_{(l-¢

—2aT)p
2a )
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Example
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Quanto contracts

Quanto contracts have floating cash flows where
the reference rate is a rate index in a currency other
than the payout currency. The quanto products that
are supported in PRIME include:

1= differential swaps;

iz quanto caps/floors;

1= quanto bond options;

1= swaptions.

Let Z(r), WF(@), and X(¢f) be three Wiener
processes. Let p be the correlation between Z(¢) and
W (1), and let & be the correlation between W (¢)
and X(r). The domestic rate, r(¢), the foreign rate,
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y(t), and the exchange rate, S (¢) are modeled as

dr(t) = a,dt + o,d”Z,
dy(t) = o, dt + o, dW",

dsS (1)

S0) = (r —y)dt + o,dX.
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Differential swaps

Differential swaps are valued using the following
formula:

1
PV = pll Dt t li-1
(H =p (’)lqr%) ,I(ZO)] Z( i(D=p1 (D),

where

pl(t) the value of a zero coupon bond paying out
1 unit of the domestic currency at time T,

g’ (t) the value of a zero coupon bond paying out
1 unit of the foreign currency at time T,

p'(t)g’ (1)
q' (1)
and b(r) = ¢V js the “correction factor’ that
takes the quanto effect into account. This factor is

model-dependent. In the Ho and Lee model

Dy (1) = b(1),

cov(t,T,t) = oy(t = T)T - 1)[00s — 0,T + po,T

Oy —p

Oy
+ (T + 1),
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while in the Hull and White model
cov(t, T,t) = C(T,v)(I, + I, + I5),
where

O
C(T,t) = 2[e ™D 1],

dy
dy
I = Oy 1 — e_ay(T—t) 1 — e—2ay(T—t)
T ay ay 2ay ’
PO, 1 - e—ay(T—t) 1 — e—(ay+ar)(T—t)]
Iz = _
Ay ay ay + a,

The time ¢y does not have to be the starting time of
the contract; it can be any reset date.
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Example
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Quanto caps/floors

The caplet value is:

T
p () [b(;)zt)(t)@(dﬁ -(+C-T )R)CD(d_)] ,
where
ln( b(t)g" (1) )
d. = qg*"(®)(1 + (t —T)R) N V(t),

V(?) 2

v2(t) is the total variation of the function f(s) on the
interval [, T]?7?, and
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Example
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Quanto bond options

An option on a portfolio of zero-coupon bonds
can be valued as a portfolio of options on zero-
coupon bonds. The value of the ith option on a zero
coupon bond is then:

q'i())b(1)
q'(T)

pl () d(d,) — D;D(d)|,

where D; are discount factors,

_ In(f(2)/D;) N v;(1)

d. + :
B V(1) 2

vl.z(t) is the total variation of the function f;(s) on the
interval [, T]?7?, and
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Example
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Cash flow spread options

A spread option gives the holder the difference,
if positive, between two foreign interest rates,
multiplied by the nominal amount in the domestic
currency (USD).

Assume the rate index currencies are DEM and
FFR. The dollar pay-off of such a contract at maturity
T can be derived to:

X = % max{f(T) — K,, 0},

where N is the nominal amount, K1 = K(t+-T), K Is

the strike,
1 1

and the ¢ variables represent the German and
French bond prices.

The variance of the combined forward price that
is used in the calculations of the spread option prices
in the case of the Ho and Lee model is

vi(t) = (T — 1)(t — T)*(0% + 0% — 2p0pOF),
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while in the case of the Hull and White model

2 —2ap(T—r1)
1 — D
VA(f) = O_D[e—aD(T—T) B 1]] _ [ e ]
ap 2ap
2 11 _ ,-2ap(T-1)
+ %[e—dF(T—T) _ 1]] . 1 e F t ]
ar 2dF
- 2p [@[e—aD(T—T) —1] [ﬁ[e_aF(T—T) _ 1]]
dap 114F
1 — e—(aD+aF)(T—t)]
X
ap + ar

where p denotes the correlation between two Wiener
processes that drive the exchange rates of DEM and
FFR.
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Bermudan, American and Barrier
Options

Let u(r, t) be the value of a contract at time ¢ with
a given payout function, if the rate at that time is r.
The Hull and White pricing equation is

ou 1 82
at I’M—(ﬁ(l‘)—l’)—r—iﬁﬁ

The payout function u(r, T) depends on the option
and is known. It defines the final condition. The
boundary conditions u(0,t) and u(rma.x,t) are also
known. We want to find u(r, 0).

In order to calculate this numerically, we will first
make time and rate discrete. The step in time is k
and the step in rate is h. Let us write time and rate
as:

tj=jk, j=01,2,...,T
ri=ih, i=0,1,2,...,N.
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Figure 1: How the time space and rate space are
made discrete

The derivatives are approximated with difference
quotients:

u(ri, tj) = u; j,

8” U; il — u., .

E(ri’ t]) — o k l],

@(r- 1) = Uil,j — Ui-1,j

or "/ 2h ’

Ou oy o Wil T 2uj + Ui,
ﬁ(’ﬁl, ]) _ h2 y
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Using these approximations, our equation can be
written as

I/tl',j

dt

Wirl,j— Wimtj 1 Uit j — 205+ Uiy j
= ru,-,]-—(ﬁ(tj)—ar,-) T —50' % .

By rearranging this, we obtain

du; ; o> () —ar; 0>
= + ui—l,j"' ﬁ+ri Ui

dt ~ \ 212 2h
()'2 ﬁ(tj) — ar;
T T )

where the final values u(r;, tr) and boundary values
u(ro, tj) and u(ry, t;) are known.

Let matrix A contain the time differentiation and
the boundary conditions. In matrix form, we get

du
- = A(Hu(?),

where A(?) is a triagonal (N + 1) X (N + 1) matrix

( xBo(ro.1) yBo(ro) z2Bo(ro:t) 0
x(ry,t)  y(ry) 2,0 0
0 x(rp,t)  y(r2)  z(r,0) 0
x(ry=2.t) Y(ry—2) zZ(ry—2.t) 0
x(ry—1,t) y(ry—1) z(ry—1,t)
\ xpN(ry,t) ypn(ry) ZBN(I”N,t)/

oo o

A(f) =
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with

o> V() — ar;

x(ria t]) = _2h2 + M >
2
0
y(ry) = T
o> V() — ar;
HURDIE 532 o

If we approximate the time derivative with a
difference quotient and apply the trapezoidal rule, we
obtain the Crank—Nicholson method:

Wil —Uj A(pu;+ At )ujp
k 2 .

Solving this equation for u; yields

koo Kk
u; = (I + EA(IJ)) (I — 5A<tj+l)) Wiy,

where I denotes the identity matrix.

We take one step backward in time. One step
further from the day when we had our original payout
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function and one step closer to today. For each time
step we take, we will have to solve a linear system of
equations with N + 1 unknown variables.

f‘Hﬂte m One Crank-Nicholson
iteration.

- o — oy
F boundary condition
=
= S|
A\ g
=
=
g B E E
§ Ch ic =
= = e
] :ﬁ E: oy
- Today's rate S w2 al
(= L= B
8 O R =
=
3 s B =
F, oundary condition ]
Today Time = ER = j=T j

Figure 2: The Crank—Nicholson method to value a
given future payout function

These calculations are simplified by the triagonal
structure of A. Each iteration generates a new value
function valid for a time point one step closer to
today. The value function gives the present value
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of the payout function as a function of the rate.

The iterations continue until we have a value
function valid for today. From today’s value function
we can obtain the value using today’s rate. The value
Is the risk-adjusted present value of the original
payout function.
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Example
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Exercises
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