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8.2. Other Interest Rate Derivatives

We obtain a stochastie differentia] equation for the bong price
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WecanconstructaportfoﬁoconsisﬁngofonebondWimmauuityfi and A bonds with
maturity 75, Itsvalueisﬂmrefmequalto: % =P(T}) +AP(;). A change in the valye dye
hoﬂlechangeofbondpﬁces equals dP(T1)+AdP(T;). In addition to this, there i a change

ar = dP(Ii)+AdP(?1)+(1+A)(r—r*)dr (8.23.
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In order to avoid possibility of an agh; OPportunity, the yield of the portfolio should &
equaltotheﬁsklessinterestmter; ie.
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Hence
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from which we obtain v o
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Itmeanaﬂmtlheaboveexpresﬁonsmindependofthemamﬁtyr. Hea:cethereisafu::;h. :
A=2A(ns) such that
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(8.24) can be solyeq Dumerically, For example, let us consider ;¢ short rate
Stochastic differentia) €quation for the CIR process, j.e,

dr =x(0—p)gy +ov/raw.




