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Abstract

Corzo and Schwartz [2000, Convergence within the European Union: Evidence
from Interest Rates, Economic Notes 29, pp. 243-268] proposed a short-rate model
for a country before adopting the Euro currency, which is based on the Vasicek
model. In the first part of this work we provide a correct solution of the Corzo and
Schwartz model and study an analogous model with the Cox-Ingersoll-Ross model
applied. We show that the separation of the bond price can be done only in the case
of uncorrelated increments of Wiener processes in stochastic differential equations
for the European and domestic rates. Taking the bond price for an uncorrelated
case as an approximation of a case with a correlation, we show that the difference
between the logarithm of the bond price with and without a correlation is of the
third order with respect to the time of maturity. In the second part of this work we
propose a simple method for estimating parameters and compare both convergence
models.

Keywords: two-factor e term structure e short-rate e convergence model e Vasicek
e CIR e zero-coupon e bond e approximation e order of accuracy.

AMS Subject Classification: 91B28 ¢ 91B70 ¢ 60H10 e 35K10.

Acknowledgement

I am deeply indebted to my supervisor Dr. Bedta Stehlikova for devoting her en-
thusiasm and time to our co-operation, which resulted in this work. I also thank
prof. Daniel Sev¢ovi¢ and prof. Pavel Brunovsky for their valuable comments, and
Dr. Debra Gambrill for the grammar correction of this text. I am grateful to my
parents for supporting me during my studies.

Declaration on Word of Honour

I declare on my honour that this work is based only on my knowledge, references
and consultations with my supervisor.

Vladimir LACKO






UNIVERZITA KOMENSKEHO V BRATISLAVE

Fakulta matematiky, fyziky a informatiky
Katedra aplikovanej matematiky a Statistiky

DVOJFAKTOROVY KONVERGENCNY
MODEL TYPU COX-INGERSOLL-ROSS

Diplomova prdca

Bc. Vladimir LACKO

9.1.9 Aplikovana matematika
Ekonomickd a finanénd matematika

Skolitel:
RNDr. Bedta STEHLIKOVA, PhD.

BRATISLAVA 2010



Abstrakt

Corzova a Schwartz [2000, Convergence within the European Union: Evidence
from Interest Rates, Economic Notes 29, pp. 243-268] navrhli model okamzitej iro-
kovej miery pre krajiny, ktoré maji prijat menu Euro. Uvedeny model je zaloZeny
na Vasickovom modeli drokovej miery. V prvej Casti prdce poddvame opravené
rieSenie modelu Corzovej a Schwartza a skimame analogicky model aplikovanim
Cox-Ingersoll-Rossovho modelu. Ukazeme, Ze separacia ceny dlhopisu (ako je tomu
v ¢lanku Corzovej a Schwartza) je moznd iba v pripade nekorelovanych prirastkov
Wienerovych procesov v stochastickych diferencidlnych rovniciach pre domaci a
eurépsky tirok. Dalej ukdZeme, %e ak vezmeme cenu dlhopisu v pripade bez ko-
relacie prirastkov Wienerovych procesov ako aproximaciu rieSenia s korelovanymi
prirastkami Wienerovych procesov, potom rozdiel logaritmov ceny dlhopisov s ko-
reldciou a bez nej je tretieho rddu vzhfadom na ¢as do maturity. V druhej Casti prace
navrhujeme jednoducht metédu na odhad parametrov modelu a oba konvergencné
modely porovnavame.

Kl'icové slova: dvojfaktorovy e konvergencny model e ¢asova Strukttira e tirokova
miera e Vasicek e CIR e bezkuponovy e dlhopis e aproximadcia e rad presnosti.
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Introduction

Like music or art, mathematical equations can have
a natural progression and logic that can evoke rare
passions in a scientist. Although the lay public con-
siders mathematical equations to be rather opaque,
to a scientist an equation is very much like a move-
ment in a larger symphony.

Michio Kaku

A bond is one of the most basic and widespread financial instruments. The Slovak
Act No. 530/1990 Coll. on Bonds (www.nbs.sk) says

A bond shall be a security with which is connected the right of the holder
to require repayment of a sum owed in a nominal amount (the par value)
and payment of yields on it (coupons) at a certain date (the maturity)
and the duty of the person authorised to issue (the issuer) the bonds to
fulfil these obligations.

There are different types of bonds, for instance, a fixed rate bond, an inflation-
linked bond, a floating rates bond etc. The simplest type of bond is the so-called
zero-coupon bond: a contract to repay borrowed money (the principal) with interest
at the maturity date. Specifically, a zero-coupon bond with a unit par value is called
a discount bond. The interest is usually determined by the interest rate.

This thesis deals with the question “How much should the bond cost?” or better
“How much should the interest rate be?” It is clear that the price of a discount bond
is given by

P(ry, t,T) = exp{—R(r, t,T)(T — 1)},

where r; is a short-rate at the time ¢, and R(r;,t,T") is a continuous interest rate
for the period (¢,7"). The evolution of the short-rate is related to many factors, for

iii
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instance, economic growth, crises, politics, etc. Once you buy a bond, you lose the
possibility to make another investment. If the interest rate starts to increase, bonds
become cheaper and you take a loss, and vice versa. It is a natural expectation that
the price of a bond should be chosen in a way that one side cannot take advantage of
the other. One approach, which we discuss in this thesis, is to model the evolution of
the interest rate using stochastic processes. Once we have a model for the evolution
of the interest rate and assume there are not any arbitrage opportunities we can
compute “neutral” interest rates for any interval (¢,7) which is represented by the
term structure of interest rate R(r,t,7T).

The thesis is divided into four chapters. In Chapter 1 we deal with the basic
stochastic calculus and processes, and we introduce some well-known term struc-
ture models. The second chapter, which contains the main theoretical results, is
dedicated to a newly proposed convergence model. Chapter 3 is focused on a prac-
tical part of the thesis: a calibration of convergence models. In the last chapter,
Chapter 4, we summarize the main results of this thesis and offer possibilities for
further research.

Main goals of the thesis
The main goals of this thesis can be stated in the following three points:

e To find a correct solution to the convergence model by Corzo and Schwartz
(2000), and state and prove new properties of this model.

e Formulate a new convergence model, find the corresponding bond price, and
state and prove its properties.

e Propose an estimation method for convergence models, and compare the new
model with the convergence model formulated by Corzo and Schwartz (2000)
as well as with a few well known one-factor models.

List of symbols and abbreviations

x,Y vectors

A transposition of A

A matrix inverse to A

exp{z} e”

fl) function

Q) vector function

F™() inverse transformation to f

Vaf gradient of a scalar function f with respect to x

Vif Hessian matrix of a scalar function f with respect to «
J.f Jacobian matrix of a vector function f with respect to x
df(t),df,,df differential of f with respect to ¢

F), f,dof derivative of f with respect to ¢

Oz f(x,y)

partial derivative of a scalar function f with respect to x
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05 f(x,y)

Oy f(z,y)

XY

X (t,w), X (t), X,
Cov[X,Y]
Cor[X,Y]

X|Y

N(p,X)

ODE
PDE
SDE
EMU

second partial derivative of f with respect to x
second partial derivative of f with respect to « and y
random vectors

t-parametrized random vector

covariance of random variables X and Y
correlation of random variables X and Y
random variable X conditioned on Y

normal distribution with the mean vector u
and the covariance matrix X

ordinary differential equation

partial differential equation

stochastic differential equation

European Monetary Union






A brief theory of bond-pricing models

1.1 Term structures of interest rates

Definition 1. A bond is a debt security by which the authorized issuer owes the holders
a debt and is obliged to pay interest (the coupon) and/or to repay the principal at a
later day, termed the maturity. If there is no coupon payment, the bond is called a
gero-coupon. The face value of the bond is called its par value. A zero-coupon bond
with a par value of 1 is called a discount bond.

Let r, be a short-rate at the time ¢ and R(r,t,T") be a continuous interest rate for
the period (¢,7) of the length 7 = 7" — ¢. Then the price of the discount bond is
given by

P(ry,t,T) = exp{—R(r,t,T)(T —t)}.

After some transformation we obtain that

R(r,t,T) = _IHU(D T(TE?)T)] _ _1n[P(Trt,T)].

The function R(r,t,T) is the so-called term structure of interest rates or a yield curve.
Figure 1.1 depicts an example of the term structures of EURIBOR, LIBOR, PRIBOR
and BRIBOR.

Given the prices of discount bonds we are able to figure out the value of the
short-rate by r,. It is clear that r, = R(r, ¢, 1), and

= —0r In[P(r,t,T)]

T=t

R(r,t,t) = lim (—

T—t

ln[P(r, 2 T)} _ ln[P(r, t, t)]>
(T 1)
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Figure 1.1: European (EURIBOR), British (LIBOR), Slovak (BRIBOR) and Czech (PRIBOR)
term structures of interbank interest rates on 3'Y December 2007. Source: www.euribor.org,
http://www.bankofengland.co.uk, http://www.nbs.sk and http//www.cnb.cz.

European overnight interest rate (%)

Jan 2007 - Dec 2009

Figure 1.2: European overnight interest rate.

1.2 Stochastic processes and Ito’s lemma

It is an undisputed fact that the evolution of an interest rate has a stochastic charac-
ter. Figure 1.2 demonstrates the EMU’s overnight interest rate (EONIA) from Jan-
uary 2007 to December 2009. We can see that the process behaves like a sequence
of random variables that form a fractal curve. Such a curve is not intuitively differ-
entiable; consequently, the ordinary calculus is not applicable. An important tool
in modelling interest rates and pricing bonds is the probability theory. In particular,
stochastic processes, stochastic differential equations and It0’s lemma seem to be a
suitable way to describe and work with interest rates. The aim of this section is to
discuss the basic notions.

Since we work with randomness and uncertainty, a probability space is “the
place to work.” A probability space is a triple ({2, F, Pr), where () is a given set
of all elementary events, F is a o-algebra (a nonempty collection of subsets of (2
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(including €2 itself) that is closed under complementation and countable unions of
its members), and Pr is a (measurable) function such that Pr : 7 — [0,1]. We do
not discuss all the basics of the probability theory in this section. The reader is
referred to @ksendal (2000) for details.

Stochastic processes

In the following two definitions we frame two important concepts: a stochastic
process and its special case, a Wiener process.

Definition 2. A stochastic process is a parametrized collection of random variables
(vectors) { X (t,w) }e7, defined on a probability space (2, F, Pr) with values in R".

The set 7 is usually an interval [0, 7] or a halfline [0, 00). We offer two views
of a stochastic process: Firstly, a function w — X(t,w), ¢t fixed and w € (, is a
random variable. That is, at each time ¢ we obtain a realization of the random
variable X. Secondly, for a fixed w € 2 we obtain the function t — X (¢,w), which
is called a path of X (¢,w). We can represent these two points of view as follows:
one particular pollen seed in a water takes one particular path, and different seeds
take different paths.

The most important special case is a Wiener process, which we describe in the
following definition

Definition 3. A (one-dimensional) Wiener process {W (t), t > 0} is a continuous-time
stochastic process characterized by three facts: i) all increments W (t + A) — W (t) ~
N(0,A); ii) for each time partitioning to = 0 < t; < ty < ... < t, increments
W(ty) — Wi(ty), Wi(ts) —W(t1),..., W(t,) — W(t,_1) are mutually independent; iii)
Pr[IV(0) = 0] = L.

Figure 1.3 illustrates a few paths of a one-dimensional Wiener process. Each
path corresponds to one “seed.”

We denote the increment W (¢ + dt) — W (¢) of a Wiener process by dWW(¢). We
can also define an n-dimensional Wiener process

(W(t), t >0} = {(Wi(t),...,Wa(t)), t > 0},

where W;(t), i = 1,...,n, are independent one-dimensional Wiener processes.

Stochastic differentials and Ito’s lemma

Let us introduce a stochastic differential equation using an example in economics.
Suppose a constant continuous interest rate  and an initial zero-coupon bond price
Py. Then the price of a bond at the time ¢ is P(r,t) = P, exp{rt}, or, in the words of
ordinary differential equations (ODEs), P = rP with an initial condition P(0) = P,.
Now, assume that the interest rate is not constantly equal to r but is a determin-
istic time-dependent function, i.e., » = r(¢). Then the bond price satisfies ODE
P = r(t)P, and its solution is P(r(t),t) = Pyexp{ [, r(s)ds}. Finally, there might
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W(t,w)

Figure 1.3: A few simulated paths of a one-dimensional Wiener process.

-2 . . . . . . .
-2 -15 -1 -0.5 0 0.5 1 15 2

Wl(t,oo)

Figure 1.4: A few simulated paths of a two-dimensional Wiener process with uncorrelated
components of the increments.

also be some random fluctuations in the evolution of r, i.e., » = r(t) + “noise”.
In this case we obtain that P = (r(t) + “noise”) P, that is, a differential equation
with a stochastic element, the so-called stochastic differential equation (SDE). How-
ever, bond-pricing is not that easy, since there are more complicated models for
describing the evolution of interest rates.

Usual ways to model the evolution of interest rates are stochastic differential
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equations of the form
dX = (X, t)dt + o (X, t)dW, (1.1)

and its solution is a stochastic process X. To simplify the notation we use X
instead of X (¢) and dW instead of dW (t). It is desirable to know the distribution
of X at each time ¢. Equation (1.1) is also called a diffusion or an Ito process. The
component-wise form of the equation (1.1) is

dX1 = ,Uq(X,t)dt + O'11(X,t>dW1 + -+ Ulm(X,t)dWm,

dX, = p (X, t)dt + 01 (X, 8)dW) + - - - + 0 (X, ) d W,

Note that X is a Markovian process, since the increment only depends on the
present value of X.

However, we are not only interested in the value of an interest rate described by

a SDE, but also in the bond price, which is a function of the interest rate. How to
deal with this kind of problem is described in one of the most famous lemmas:

Lemma 4 (Theorem 6 in Ito (1951) - Ito’s lemma). Let f(x,t) : R™ x (0,00) — R,
fec? uxt): R" x (0,00) —» R, o(x,t) : R" x (0,00) — R™™, W be an m-
dimensional Wiener process, and let X be a stochastic process satisfying (1.1). Then
the process f(X,t) satisfies

1
df = O, fdt + (Vo f)dX + 5(dX)’(Vif)dX,
where dW;dW; = ¢,;dt, and dW;dt = dtdW; = 0.

We note that if Cor[dW;, dWs] = p, then dW;dW, = pdt in Ito’s lemma.

1.3 One-factor models

In the previous section we introduced the basic mathematical tools needed for mod-
elling interest rates. One-factor interest rate models describe a change in the value
of an interest rate dr depending on only one factor: r itself. That is, we can char-
acterize the evolution of an interest rate by one SDE of the form

dr = p(r,t)dt + o(r, t)dW. (1.2)

The function u(r,t) is the so-called drift, and the function o(r,¢) is the so-called
volatility or diffusion. The choice of functions i and o gives different one-factor
short-rate models. In the following we describe a few well-known one factor mod-
els.
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Examples of one-factor models
Vasicek (1977) proposed a simple mean-reversion model with a constant volatility:
dr = k(0 — r)dt + odW, (1.3)

where k, 0 > 0 and # > 0. This model is also referred as an Ornstein-Uhlenbeck
mean-reversion. A disadvantage of this model is that » may reach negative values,
although interest rates should only reach positive values.

Cox, Ingersoll, Jr. and Ross (1985) (CIR) replaced the constant volatility in the
Vasicek model by its y/r multiple. More precisely, they stated their model as

dr = k(0 — r)dt + o/rdW, (1.4)

which is also called a Bessel square root mean-reversion process. In the CIR model the
volatility decreases by decreasing r; therefore, the process cannot reach a negative
value. Due to It0’s lemma, the process x = In(r) satisfies (Kwok (2008))

dz = (267%(2k0 — 02) — K)dt + e=*/2dW.

If r = 0 (the stochastic element is zero, and only the deterministic part remains),
then z — —oo. The condition 2x6 > o2 ensures that the drift 2e=*(2k0—0?)—k — o0
for + — —oo (that is, the more r gets closer to 0, the more dx increases). This
eliminates the possibility of + — —oo (that is » — 0); consequently, the probability
of a non-positive interest rate is zero. If 2k0 < o2, then for z — —oco the drift
2e7"(2k0 — o) — k — —o0, hence r — 0 faster.

A generalization of the previous two models was proposed by Chan, Karolyi,
Longstaff and Sanders (1992), the CKLS model

dr = k(0 — r)dt + or?’dW,

where v > 0. It was shown that ~ is not necessarily equal to 0 (the Vasicek model)
or 1/2 (the CIR model). Chan et al. (1992) estimated the general model and its
versions using U.S. Treasury bill yields. They also reported that v is usually greater
than 1 in an unconstrained estimation.

Bond-pricing partial differential equation for a one-factor model

In the following we derive the bond-pricing partial differential equation (PDE) (see,
e.g., Kwok (1998)). Let r follow SDE (1.2), and P(r,t,T) be the price of a discount
bond. Then, It6’s lemma implies that P satisfies

1
dpP — (atP +ud P 50283P) dt + 080, PAW = pupdt + opdWV,
where we have denoted yip = &, P + §u9, P + 5020} P and op = 00, P.

Let us assume the following portfolio: 1 bond with a maturity 7} and A bonds
with a maturity 75. Then the value IT of the portfoliois I = P(r,t,T1)+AP(r,t, 1),
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and the change in the value of the portfolio is dII = dP(r,t,T}) + AP(r,t,T5).
Setting SDEs for both bonds into the equation for d /T yields

dIl = (MP(Ta t Tl) + AMP(T7 l T2>>dt + (O'p(?", l Tl) + AO’p(T‘, l TQ))dW

By setting A = —op(r,t,11)/op(r,t,T5) into the previous equation, we eliminate
the stochastic term, that is

t, T}
dIl = (,LLP(T7t,T1> _op(nt 1)

_ t,1: dt.
O'P(T’,t,TQ)MP(T7 ’ 2)>

Since we rule out any arbitrage opportunities, the right-hand side must be equal to
r1Idt. We obtain that

op(r,t,T1)
O-P(Ta t) TQ)

O‘P(T, tv Tl)

,UP(T,t,Tl) B O'p(?“ t TQ)

pp(r,t, Ty) =r (P(r,t,TI) — P(r,t,Tg)> ,

which, after some transformation, implies that

/Lp(T,t,Tl) — TP(T,t,T1> . /Lp(T,t,TQ) — T’P(T’,t,Tg)

UP(T7t7T1> O-P(rat7T2>

The previous equality holds for any 77 and 7T5; therefore, the ratio does not depend
on the time to maturity. We define

pp(r,t, T) —rP(r,t,T)

)\(7“, t) = O'P(T, t, T) )

where ) is the so-called market price of risk. Setting up and op into the previous
equation yields that the price of the discount bond must satisfy PDE

1
OP + (1 — \o)O,.P + 5028313 —rP =0, (1.5)

with the terminal condition P(r,T,T) = 1. If functions u, 0 and A only depend on
the time to maturity 7' — ¢t and the interest rate r, the transformation 7 = 7' — ¢ only
changes the first term to —d, P and, instead of the terminal condition, we have the
initial condition P(r,0) = 1. After we have derived the bond-pricing PDE we can
figure out prices of a discount bond in some of the previously mentioned models.
Example: Pricing a bond in the case of the Vasicek model

If we assume a constant market price of risk \ in the Vasicek model (see SDE (1.3)),
we obtain that the price of a discount bond solves

CO.P 4 R0 — 1) — Ao P + %ﬁaﬁp P =0, P(r0)=1 (16

Let us consider a solution of the form

P(r,7) =exp{A(r) — rD(7)}. (1.7)



8 CHAPTER 1. A BRIEF THEORY OF BOND-PRICING MODELS

Evidently, the initial condition P(r,0) = 1 for all r implies that A(0) = D(0) = 0. A
solution of the form (1.7) gives us 9, P = (A—rD)P, 9,P = —DP and 9?P = D*P.
Therefore, setting this solution to (1.6) yields

. ) 1
—(A—rD)—[k(@ —71)— \d]B + §G2B2 —r=0.
After some transformation we obtain that
. ) 1
(D + kD — 1)+ [-A — (k0 — \o)D + 5a21)2] =0.

Since the previous equation holds for any r, the following system of ODEs have to
be satisfied:
D = 1-kD,
. 1
A = —(kh—Xo)D + §U2D2,
A(0) =0, D(0) = 0.
A solution to D is

1 —exp{—kT}

D(7) .

A solution to A can be found by integration, that is

Alr) = /OT —(Kkf — Xo)D(s) + %UQ[D(S)]QdS

[l —exp{—kT} o? 5
_ [ DU 7| Rag = (1 = exp{—nr})?

where R, = 0 — \o/k — 0?/(2K?), is the limit of the term structure for 7 — oo.
We can see that the value of a short-rate does not influence the price of a discount
bond with a long period of maturity.

Example: Pricing a bond in the case of the CIR model

Under the assumption that the market price of risk is A\ = v+/r, where v is a con-
stant, we obtain the bond-pricing PDE for the CIR model (see SDE (1.4))

—0, P+ [k(0 —r) —vor|0.P + %027“83]3 —rP =0, P(r,0) = 1. (1.8)

Again, we consider a solution of the form (1.7). Setting such a solution to the
previous PDE yields that A and D satisfy the following system of ODEs:

: L 5o

D = 1—(/€—|—I/0)D—§0' D7,

A = —kéD,
A(0) = D(0) = 0.
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A solution to D (see the original paper by Cox et al. (1985)) is

2(exp{o7} — 1)
(¢ + ) (exp{oT} — 1) + 20’

where ¢ = k + vo and ¢ = /Y2 + 202 = \/(k + vo)? + 202. A solution to A can be
found by integration, that is,

D(r) =

which implies

20, [ 2bespl(6+)r/2)
Aln) =] [(¢+¢)(8Xp{¢7}—1)+2¢ '

We note that the CKLS model has no analytical solution for v # 0 and v # 1/2.
Nevertheless, an analytical approximation was done by Choi and Wirjanto (2007).

1.4 Two-factor models

Two-factor models assume that the interest rate is a function of two factors (for
instance, the sum of the factors or the value of one factor), where the dynamics of
the factors is described by a system of SDEs. The usual approach is that the first
factor is the interest rate, and the other governs a parameter in the first equation.
We refer the reader to Kwok (1998) and Sevéovié et al. (2009) for more details on
general two-factor models.

We consider the following two-factor model:

dr = p(r,z,t)dr + o.(r,z,t)dWy,
de = px(r,z,t)de + ox(r, z, t)dWs, (1.9)
Cov [dWl, dWQ] = pdt

where z is the factor that influences the interest rate r, and p is a constant correla-
tion between the increments d¥; and dWW, of the Wiener processes. We note that
it is possible to rewrite the model (1.9) using the independent increments dW; and
sz as follows:

dr = ur(r,x,t)dr—|—ar(r,x,t)dW1,

- ~ 1.10
de = py(r,z,t)de + o (r, 2, t)[pdW; + (1 — p?)/2dW5). (1.10)

Examples of two-factor models

A well-known class of two-factor models is the so-called convergence model. It de-
scribes the behaviour of the interest rate of a country entering a monetary union.
The evidence is that the domestic rate converges to the union’s rate and that both
rates are strongly correlated. For instance, Figure 1.5, which depicts the Slovak
(BRIBOR) and EMU’s overnight (EONIA) interest rate before Slovakia adopted the
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Figure 1.5: An example of a convergence within the Slovak(BRIBOR) and the EMU’s (EO-
NIA) over-night interest rate before Slovakia adopted the Euro currency.

Euro currency on 1% January 2009, confirms that the Slovak interest rate converged
to the EMU’s rate, and both were correlated.

In a pioneering paper by Corzo and Schwartz (2000), the first convergence
model was formulated; in particular, the convergence of the Spanish interest rate
was discussed. The authors applied the Vasicek model, that is

dra = [a+b(ry —rq)]dt + oad Wy,
dr, = c(d—ry)dt + o, dWy, (1.11D)
Cov[dWy,dW,] = pdt,
where r4 corresponds to the domestic interest rate, and r, corresponds to the inter-
est rate of the EMU. In this model we suppose that the constants b, ¢, o4 and o, are
positive, a and d are non-negative, and 0 < p < 1. The constant a is interpreted as

a minor divergence (the domestic rate does not exactly replicate the EMU’s rate).
In this work we call this model a convergence model of Vasicek type.

Another interesting class of two-factor models are models with stochastic pa-
rameters. Anderson and Lund (1996) proposed a two-factor stochastic volatility
model, where the interest rate is modelled by the CKLS model, and the volatility is
modelled by the so-called logarithmic Vasicek model. That is, the model takes the
form

dr = k(0 —r)dt + or’dWy,
dIin(o?) = ka[fy — In(c?)]dt + EAWs,
where dII; and dWW, are independent. Another model for stochastic volatility was
proposed by Fong and Vasicek (1991). They modified the Vasicek model:
dr = k(0 —r)dt + VodWy,
dv = kol — v]dt + o/ vdWs,
COV[dVVl7 dWQ] = pdt
For more details on the previous stochastic volatility models, we refer the reader
to Section 7.1.7 in Kwok (1998). Another approach to modelling parameters was
introduced in a paper by Balduzzi et al. (1998). They suggest modelling the limit
of the interest rate. More precisely, they assumed a model of the following form:
dr = k(0 —r)dt + o.(r)dW,
d0 = p(0)dt + op(0)dWs.
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Bond-pricing partial differential equation to a two-factor model

After we have introduced some two-factor models, we derive the bond-pricing PDE.
The idea is analogous to the case of one-factor models. Let  and x follow the system
of SDEs (1.9). Then, Ito’s lemma yields

dP = ppdt + op,dW; + opdWs, (1.12)

where

1 1
wp = OP+ 1,0, P+ pu 0, P+ §ar0T2P + §UX8§P + paxarﬁme,
opr = 0.0,P,

Opy = 040, P.

Again we use the bond hedging and no-arbitrage principle (see Kwok (1998)) for
three bonds with maturities 7}, 7, and 73. We denote P(r,x,t,T;) = P(T;) to
shorten some expressions. The quantity of the corresponding bond is denoted by
V1, Vo and V3. It is obvious that the value of the portfolio is given by /7 = P(17)V; +
P(T3)Vy + P(T3)Vs. Using (1.12) we obtain that the change in the value of the
portfolio is given by

dIl = WVidP(Ty) + VodP(T3) + V3d P(T3)
= [Vipp(Th) + Vapp(To) + Vapp(T3)]dt
Viop(Th) + Voo pe(To) + Vsope(T5)|dW4
(Viop(Th) + Voo py(T3) + Vaopy (T3)|dWs.

To eliminate all stochastic terms the equalities

Viop(Th) + Vaope(T2) + Vsop(T5) = 0, (1.13)
Viopx(Th) + Vaopx(T2) + Vaopx(T3) = 0, (1.14)

have to be satisfied. The rule out of arbitrage gives us the condition
Vipp(Th) + Vapp(Tz) 4 Vapp(Ts) = r1l = r[P(T1)V1 + P(13)Va + P(T3) V3],
which implies
Vilup(T2) = rP(T)] + Valup(To) — rP(To)] + Vlup(Ty) — rP(Ty)] = 0. (1.15)

The system (1.13) — (1.15) has a non-trivial solution (V;, V,, V3)T if and only if at
least one equation of the system (1.13) — (1.15) is a linear combination of the two
others. Equations (1.13) and (1.14) are independent (otherwise, the problem is
reduced to a one-factor model); therefore, (1.15) is a linear combination of (1.13)
and (1.14), and we obtain that

/'LP(T7'Z‘7t>,—Ti) - TP(Tu ZU,t, ﬂ) = )\r(ra ZC,t)O'pr(T’,J:,t,,,Ti) + )\X(T7'r7 t)O-PX(Ta ZC,t, E)7
i=1,2,3.
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Since the previous equation holds for any T;, the market price of risk A, for the
interest rate r and the market price of risk )\, for the factor = do not depend on 7.
Setting 1ip, op, and op, into the previous equation yields that the bond pricing PDE
for model (1.9) is

1 1
0P + (e — \01) 0, P + (i — A0y )0 P + 50—38313 + 50;%8513 + pog0,02, P —1rP = 0.
(1.16)

Example: Pricing a bond in the case of the convergence model of Vasicek type
and its analysis

In this example we focus our attention on the model (1.11) by Corzo and Schwartz.
The corresponding bond pricing PDE (using the transformation 7 = T — t) is

—0-P + [a+b(ry —rq) — X\aoa]0r, P + [c(d — 1y) — A\you) 0, P+
%aﬁ@fdP +15202 P4+ po 4O 02 P—rqP = 0, (1.17)

27 u"ry u-rqru

P(rq,ry,0) = 1.
They expected a solution of the form
P(rq,r,7) = exp{A(7) — D(7)rq — U(7)r,}. (1.18)

This form of a solution gives 9, P/P = A— Drq—Ury, 9,,P/P = —D, 9> P/P = D2,

O P/P = -U, 9} P/P = U? and 9, P/P = DU. Therefore, by segting such a

solution (1.18) into the PDE (1.17) we obtain that

D = 1-bD, (1.19)
U = bD— U, (1.20)
. 1 1
A = (—a+X0oq)D + (—cd + Moo U + 5o—gDz + 5a§U2 + poqo,DU,(1.21)
A(0) = D(0) = U(0) = 0.

In the following we solve the previous system of ODEs, because the solution in
the original paper is incorrect. The first two equations are non-homogeneous and
linear. In general, let us assume the following differential equation:

i(t) = ax(t) + 5(1),
with 2(0) = 0 given, and § is a continuous function. Its solution is given by

x(t) = exp{at}/o exp{—as}f(s)ds. (1.22)

Setting the corresponding parameters of the functions D and U into formula (1.22)
yields

D(r) = SN eXIZ{_bT}, (1.23)
b _ .
Ur) = C_b(D(T) —Z2(1)), ifb#c ’ (1.24)

=(r) — Trexp{—cr}, ifb=c
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where
2(r) = (1 —exp{—ct})/c. (1.25)
A solution to A can be obtained by integrating the equation (1.21), that is
i 1 1
Ay = [ Ao DGs) + (el Aa)U6) + gD + 50U
0
—i—padauD(s)U(s)} ds.
It is easy to show that
T T D(7)
D(s)ds = — — ,
| pes = 52
T T E()
/0 E(s)ds = . -
T T 2 [1—bD(T)]* -1
[ eps = & -2 - S
L N PV | By Co)
/o S(e)fds = c? c2u(7) 2¢3
Consequently,
] (Z__D(T>_I+:<T)>, ifb # ¢
/U(s)ds: c—b\ b 2b c c :
0 —r=Z2(1)] = 72(1), ifb=c
C
( 2
b T 2 1—-0oD(T)]*—1 .
<c—b) 7P 26 b
T 2_ 1—-cE(M]PF-1 2
. R e s
[U(s))?ds = 2 - exp{—(b+c)7} — 1 :
J (P =+ SN
e}(pi;fw} [—5+8exp{cr}(2+cT) —2e7(3+c7)], ifb=c
‘ der — 11
( + 4¢3
and
( 2c—b [2—0bD(7)|D(1) .
=7 Wo_o 0 Hb7e
B} l—exp{—(b+)7}  E(7) T
/ D(s)U(s)ds = NNECEE cb—c) " be |
0 e)q){él;gm—}[—S—QCT+46XP{CT}(3+CT)], ifb=c
¢ der — 9
4¢3
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Term structure of interest rate (%)
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Figure 1.6: Term structures in the two-factor convergence model of Vasicek type with
parameters a = 0.0938, b = 3.67, ¢ = 0.2087, d = 0.035, o4 = 0.032, 0, = 0.016, \q = 3.315,
Ay = —0.655, p = 0.5, rq = 0.05 and for r, equal to 0.04 (solid thin line), 0.05 (solid bold
line) and 0.06 (dashed thin line). The limit value of the term structure is marked with a
dot-dashed line.

In comment 8 at page 247 Corzo and Schwartz (2000) stated that “all the results
can be extended in a straightforward manner to the CIR model.” In Chapter 2 we
show that a separable solution of the form (1.18) can only be obtained in the case
of a zero correlation.

Figure 1.6 illustrates a few term structures of the domestic rate in the model by
Corzo and Schwartz with parameters a = 0.0938, b = 3.67, ¢ = 0.2087, d = 0.035,
oq = 0.032, o, = 0.016, \y = 3.315, A\, = —0.655, p = 0.5,r4 = 0.05 and different
values of r,.

In the following proposition we give the limit of the domestic term structure of
interest rates.

Proposition 5. The limit of the domestic term structure of interest rates in the conver-
gence model of Vasicek type is

2 b o, (2e\y w) + 20 A u
TILIgOR(Td,Tu7T)=%+d— coq + b%oy(2¢ +2<17)212+ coa(cha + po ). (1.26)

Proof. Clearly,
lim D(7)/7 =0, and lim U(7)/7 =0,

T—00 T—00

which follows directly from (1.23) and (1.24). Therefore, the limit of the term
structure of interest rates R(rq,m,,7) (cf. Section 1.1), after long, but straightfor-
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ward computations, is

A
lim R(rq,ry,7) = lim — (7)
T—00 T—00 T
_a d Eog + b2o(2cAy + 04) + 2bcog(cAg + poy)
b 2b2c2 '

]

The previous proposition tells us that the limit of the term structures in Figure
1.6 is R, = 0.0774. Note that the limit of the term structure does not depend on 7y
and r, (similarly to the one-factor model).






Two-factor convergence model of
Cox-Ingersoll-Ross type

2.1 Motivation for the model and its formulation

In the previous chapter we discussed a few well-known two-factor models. In par-
ticular, we focused our attention on the convergence model proposed by Corzo and
Schwartz (2000). The authors applied the Vasicek model to obtain a convergence
model for a country before adopting the Euro currency. A disadvantage of the two-
factor convergence model of Vasicek type is that it allows negative values of the
domestic and EMU’s interest rates.

In this chapter we analyse the two-factor convergence model of CIR type. More
precisely, the EMU’s short-rate r, and the domestic short-rate 4 are assumed to be
linked in the following way:

d?“d = [CL—Fb(’f’u — rd)]dt—l—ad\/ﬁde,
dry = c(d—ry)dt + ouy/redWy, 2.1
Cov[dWy, dW,] = pdt,

where dWW4 and dW, are increments of Wiener processes, or, equivalently,

drqa = [a+b(ry —ra)ldt + oa\/ra [\/1 — deWd + deu , 2.2)
dry = c(d = r)dt + oy/Fad Wy,

where dIW, and dW, are increments of independent Wiener processes. The process

for the EMU’s rate r, is a mean-reversion process with a limit d > 0. The process
for the domestic rate r, converges to r, with a possible minor divergence given by

17



18 CHAPTER 2. TWO-FACTOR CONVERGENCE MODEL OF CIR TYPE
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Figure 2.1: A simulation of the process (2.1) with parameters a = 0.01, b = 3.67, ¢ = 0.21,
d = 0.03, o4 = 0.05, oy = 0.02 and p = 0.22. The initial values are 3 percent for the
domestic and 5 percent for the EMU’s rate.

a. The coefficients b > 0 and ¢ > 0 describe the speed of the convergence. The
volatilities are determined by positive constants o4 and o, multiplied by the square
root of the corresponding value of the interest rate. A simulation of possible paths
of the domestic and EMU’s short-rates is illustrated in Figure 2.1. Compared with
the convergence model of Vasicek type, the model (2.1) rejects the possibility of a
negative value of the interest rates.

2.2 A solution to the bond-pricing PDE

Let the EMU’s market price of risk be equal to v,,,/7,, where v, is a constant. Then
the price of the EMU’s discount bond is given by the CIR bond-pricing formula
(see, Cox et al. (1985), or Section 1.3). By setting the corresponding drifts and
volatilities to the bond-pricing PDE (1.16), we obtain that the price of the domestic
bond P(rq,ry, 7) is a solution to

-0, P+ la+ b(ru —7rq) — )\d(rd,ru)ad\/_]ﬁ P+ [e(d — ry) — vyoury]Oy, P

+"<12"”d 02 P+ 20 52 Py poyo/Taind?,, P —raP =0,

(2.3)
where \y(rq,7,) is the domestic market price of risk.

The case of a zero correlation

Let be the domestic market price of risk taken to be A\q(rq,.) = va+/Ta, Where 14 is
a constant (i.e., the domestic market price of risk has the same functional form as
the EMU’s one). Then PDE (2.3) yields that the price of a discount bond solves

—0.P + [a+ b(ry —rq) — vaoara) 0., P —|— le(d — ru) VaOuTu|Or, P

2.4
"drda2p+ ““62 Porp = 0. P
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A solution to the bond-pricing PDE in the case of zero correlation

Let us assume that the solution of the previous PDE has the form of (1.18), that is
P(rq,ru,7) = exp{A(7) — D(7)rq — U(T)ry}.

We repeat that in this case P > 0 and 0,P/P = A= Drq — Ury, 0,,P/P = —D,
d2 P/P = D? 0,,P/P = -U, 0} P/P = U? and 0., P/P = DU. Setting such a
solution to PDE (2.4) gives us that
—(A — Dry — Uru) +[a+b(ry — rq) — vaoaral(—D) + [e(d — ry) — veoury](=U)
2

+%D2 + R0 — P =),

and after some transformation we obtain
(—A —aD — cdU) +rq [D — 1+ (b+wvgoq)D + §D2] +
Ty [U —bD + (¢ + vyo,)U + %‘%UQ} = 0.

Since the previous equation holds for any rq, r,, functions A, D and U solve the
system of ODEs

. 2

D = 1—(b+wvgoq)D — %D{ (2.5)
. 0'2

U = bD— (c+v,0,)U — 7“U2, (2.6)
A = —aD — cdl, (2.7)

with initial conditions A(0) = D(0) = U(0) = 0.
First, we solve ODE (2.5). By ¢ we denote the term 03/2, and by 1) we denote
the term b + v404. Clearly, a solution to ODE (2.5) follows from

T dD
/0 b= C (2.8)

where C is a constant. Since both ¢ and ¢ are positive, then 1) + 4¢ > 0, and the
denominator of the left-hand term has two roots Dg and D:

VEVY?+ 49
D@,EB — 2 . (29)
—2¢
It is easy to see that Dy < 0 and D, > 0. We decompose the left-hand fraction into
the sum of two fractions, i.e.

1 (Qe +Qs)D — Qe De — Qs Dg

1—¢D—¢D? —¢(D — Dg)(D — Dg)

The previous equality yields that ) = —(Qg, which implies that Qy = (Dg —
Do)t = —¢(v? + 4¢)~ /2. Evidently, k = —¢/Qs = /1 + 4¢. Hence

1 1 o
1—¢yD—¢D?2 k\D—-Dgy D-Dg)’
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By applying the previous equation to solution (2.8), we obtain that a solution to

the ODE (2.5) satisfies

1. |D-Dg

—1In

k |D-Ds
The initial condition D(0) = 0 and the fact that the fraction in the logarithm has a
negative value enable us to express an explicit solution to ODE (2.5)

B Dg (1 — exp{k7})
1-— g—g exp{kT} '

+C=r7

D(r) (2.10)

We were not able to find an explicit solution to ODE (2.6); nevertheless, it is
easy to solve it numerically and obtain the values of U(7). The function A(7) can
then be obtained by a numerical integration of equation (2.7).

Properties of a solution in the case of zero correlation

The following statements formulate some properties of functions A, D and U.

Lemma 6. Let A(7), D(7) and U(7) be solutions to the system of ODEs (2.5)-(2.7).
Then: i) D(7) > 0 is monotonous and increasing, and lim, .., D(7) = D¢, ii) U(1) >
0 is monotonous, increasing and bounded, and iii) if a > 0 then A(7) < 0; for all
7> 0.

Proof. i) The monotonicity of D follows directly from the derivative of solution
(2.10) with respect to 7, which is positive:

. —Dg (1 — % kexplkT
i) = ( - 2) p{2 ¥
(1 — 52 exp{kT})

since k > 0, Dg, < 0, and Dy, > 0. The fact that D(0) = 0 and D(7) > 0 for T greater
than 0 implies the positivity of D. For 7 — oo we obtain:

lim D(r) = lim Do _ _Doexpikr)
T—00 T—oo | ] — g—g exp{kt} 1-— g—g exp{k7}
_DEB
s [exp{—m - D@/DJ °

ii) The initial condition U(0) = 0 and equation (2.6) imply that U/(0) = 0 and
U(0) = b > 0. Therefore, U is positive in some neighbourhood of 7 = 0. To prove
the positivity of U for all 7 greater than 0, it is sufficient to show that U(7*) > 0
whenever U(7*) = 0. This holds since if U(7*) = 0, then, due to equation (2.6),
we obtain U(7*) = bD(7*) > 0. To prove that U is monotonous and increasing,

we have to show that U is positive. To do this we show that if U(7*) = 0, then
U(m*) = bD(7*) — (¢ + nyo)U(7*) — %‘Q’U(T*)U(T*) — bD(7*) > 0. To prove that U
is bounded it is sufficient to show that there exists M such that if U(7*) = M > 0,
then U(r*) < 0: U(r*) = bD(7*) — (¢ + ryou)M — ZM?2 < 0. iii) Since D(r) > 0
and U(7) > 0 for all 7 > 0, equation (2.7) implies that A(7) < 0 for all 7 > 0, i.e.,
A(r) is strictly decreasing with an origin in 0, which proves the third part. O
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The previous lemma implies

Corollary 7. The limit of U(r) for 7 — oo is

0 — tim U(r) = T o) = Vet o) £ 2oiDo

T—00 _0121

Proof. The boundedness and monotonicity of U gives the existence of lim, .., U(7),
and, consequently, lim,_ U (1) (cf. equation (2.6)). Let lim, .. U (1) = L # 0.
Then, from the definition of a limit, there exists K such that for all 7 € (K, o0)
we have U(7) > L/2. Langrange’s mean value theorem yields that for any s,¢ €
(K, 0), we have U(s) — U(t) = U(r)(s — t) > £(s — t). Therefore, U(s) > U(t) +
L(s —t), which implies a contradiction for s — co. Consequently, lim,_.. U(t) = 0.
We obtain that

T—00

2
lim U(r) = 0 = bDe, — (¢ + our)U — %U?
The positive solution of the previous equation is the limit of U. [

It follows that if « > 0, then the bond price lies in the interval (0,1) for all
7 > 0; hence, the term structures starting from the positive short-rate are always
positive. Note that this is not necessarily true in two-factor models; Stehlikova and
Sevéovi¢ (2005) showed that a certain constraint on the market price of risk has to
be imposed to ensure the positivity of the interest rates in the Fong-Vasicek model.

Figure 2.2 illustrates a few examples of term structures obtained from the con-
vergence model of CIR type with zero correlation.

Term structure of interest rate (%)

0 5 10 15 20
Years

Figure 2.2: Term structures in the two-factor convergence model of CIR with parameters
a=-001,b=3,c=1,d=0.03, 0q = 0.05, o, = 0.04, vq = =5, vy = 5, rq = 0.03 and
for r, equal to 0.01 (solid thin line), 0.03 (solid bold line) and 0.05 (dashed thin line). The
limit value of the term structure is marked with a dot-dashed line.
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In the following proposition we state the limit of the domestic term structure of
interest rates in the convergence model of CIR type.

Proposition 8. The limit of the domestic term structure of interest rates in the conver-
gence model of CIR type is

uu) — uu 2 QbD 2
lim R(rd,ru,T):aD@+cd(C+VU> \/(C+VU) i o%

T—00 _0-121 ?

where D, is defined by (2.9).
Proof. Lemma 6 and Corollary 7 imply that

lim M =0, and lim M =0.

T—00 T T—00 T

Using 'Hospital’s rule and ODE (2.7), the limit of the term structure is

lim R(rq,74,7) = — lim A(7)/7 = — lim A(7) = a lim D(7) + cd lim U(7),

T—00 T—00 T—00 T—00 T—00

which completes the proof. Il

According to the previous proposition, the limit value of the term structures in
Figure 2.2 is R, = 0.0236.

The case of a nonzero correlation

In the case of a nonzero correlation the term padau\/mazdrup in equation (2.3)
is not eliminated. The only acceptable domestic market price of risk is of the form
Ad = Vdy/Td + Tyy/Tu, Where v4 and 7, are constants (this approach enables us to
obtain one more term with ,/747,; the other choice would lead to a single term that
we would not be able to eliminate). If we assume the solution of the form (1.18),

the only change is that the system of ODEs (2.5)—(2.7) is extended by the equation
0 = UaoqD + poqouDU. (2.11)

However, Lemma 6 implies that in the solution of the form (1.18) the function D is
positive. It is obvious that U is not a constant function; therefore, equation (2.11)
is not satisfied for p # 0.

2.3 Approximation and accuracy

Although we proved that there is no separable solution of the form (1.18), we can
try to approximate a solution in the nonzero correlation case by a solution in the
zero correlation case. In this section we also investigate how much these solutions
differ. The following example demonstrates our motivation.
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Maturity Difference
1/4 4.5 % 107°
1/2 2.2 x 1074
3/4 4.8 x 107*

1 7.8 x 10~*
5 5.0 x 1073
10 8.1x 1073
20 1.1 x 1072

Table 2.1: Differences (in percent) in interest rates between the convergence model of
Vasicek type with and without a correlation. The parameters of the model were taken from
Corzo and Schwartz (2000).

Motivation: the convergence model of Vasicek type

Let us consider the two-factor convergence model of Vasicek type (see Section 1.4);
for the sake of simplicity assume that ¢ # d. Let Py,s(rq, 4, 7;p) be the price of
the domestic bond, where the dependence on the correlation p is explicitly marked
(analogously, let R(rq, 7y, 7; p) be the term structure of interest rates and A(7; p) be
the function in (1.18)). By expanding the explicit solution into the Taylor series
with respect to 7 we obtain that:

Proposition 9. Let Py.(rq, 74, T; p) be a solution to the bond-pricing PDE (1.17) of
the convergence model of Vasicek type. Then

1
ln[PVas(Tda Tw, T3 O)} - ln[PVas(Tda T, T, P)] = _gbpo-do-u 7—4 + 0(7—4)'

In Table 2.1 we exhibit the difference between interest rates in the convergence
model of Vasicek type with parameters taken from Corzo and Schwartz (2000) with
the same model with a zero correlation and the other parameters remaining. The
market data are quoted with two decimal places; therefore, the differences in Table
2.1 are observable only for long-time maturities. However, even in the case of a
twenty-year maturity, the difference is only 0.01 percent (for the given parameters).

The question that arises is: what is the maximal possible difference in the con-
vergence model of Vasicek type. The result is stated in the following

Lemma 10. In the convergence model of Vasicek type, the difference |R(rq,r,, 7;0) —
R(rq,m4,T; p)| between the term structures of interest rates in the case of the zero and
nongero correlation is monotonous and less than or equal to |p|ogoy/(bc).

Proof. Let us denote the difference between the term structures of interest rates
with and without a correlation (cf. Section 1.1)

A(1:0) — A(T;
R(7) = R(rq,74,7;0) — R(rq,ru, 75 p) = — (7:0) (T’p).

T
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First we show that R(7) is monotonous. By differentiating R(7) and applying ODE
(1.21) we get

[A(7;0) = A(m; p)l7 — [A(730) — A(mip)] _ 1, | poacuD(NU(T)

72

R(t) = —

(2.12)

The variation of constants method yields that the solution of the ODE (2.12) is

R(1) = Ru(7)c(r), where Ry(r) = 1/7 and é(7) = pogo,D(7)U(7). Consequently
(the integrating constant has to be equal to zero),

R(7) = poqoF (1),

—l/ D(s)U(s)ds
T Jo

To prove that R is monotonous it is sufficient to show that [ is positive for 7 > 0.
The derivative of F'is

where

) = D(r)U(r)t— [ D(S)U(s)ds.

72

Since D and U are both increasing and positive, then the product DU is increasing
and positive, too. Therefore,

/D s)ds < max D(t ds—/ D(r = D(m)U(7)T,

0 tEOT

which implies that ' > 0 for 7 greater than 0. The maximum possible value of |R)|
is

max |R(7)| = |plouo, max F(r) = |ploaos m F(r) =|ploas, lim D(r)U(r).

7€(0,00)

To complete the proof we set the limits lim, .., D(7) = 1/b (cf. equation (1.23)),
and lim, ., U(7) = 1/c (cf. equation (1.24)). O

This approach motivates us to determine the difference between the logarithm of
the price of the discount bond in the case of a zero correlation and the logarithm of
the price of the discount bond in the case of a nonzero correlation in the two-factor
convergence model of CIR type.

Approximation of a solution in the case of a nonzero correlation
in the convergence model of CIR type and its accuracy

Since we do not know any exact solution to the discount bond price in the conver-
gence model of CIR type, we are only able to derive the order of an approximation.
The result is formulated in the following
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Theorem 11. Let Por(rq, 74, T; p) be a solution to the bond-pricing PDE (2.3) of the
convergence model of CIR type. Then

In[Poir (T4, 7, 75 0)] — In[Perr(ra, 7a, 73 p)] = c3(ra, 7a; p)7° + 0o(77),

where the coefficient cs is not identically equal to zero.

Proof. Let f = In(P) be the logarithm of the domestic bond-price, and let K4 =
la+b(ry —14) — vaoara), La = 03ry/2, Ky = [c(d — ry) — vyoury], Ly = 02r,/2. Then
f satisfies the following PDE:

_an + Kdardf + Kuaruf + Ld [(ardf)Q + agdf] + Lu |:<aruf)2 + azuf}
+2pv/LaLy (0r, fOn f + 02, f) —1a = O,

(2.13)
which follows from (2.3). For our purposes, we denote by F,, an exact solution
to equation (2.3) for p > 0; we denote by P,, our solution to equation (2.3) with
p = 0 by which we want to approximate Py, and f = In(P.) and f, = In(F,,). Let
us see what PDE g = f, — f satisfies. Using (0,9)* = (0, fo)*> — (0, f)* — 20, f0,g, for
r = T4, ., We obtain

~0,9 + Ka0y,9 + K09+ La [(0,,9)* + 02,9] + Lu [(0r,9)" + 2.9]
+20vV/LaLy (0r,90r,9 + 02,,.9) =
—0: fo + KqOry fo + KyOr, fo + La [(ardfo)z + afdfo} + Ly [(3rufo)2 + afufo] —Td
— (=0, f + KaOpy f + KuOpo f + La [(0r f) + 02, f]

+ Lo [0, 1) + 02 ] + 2pV/LaLu (84 fOr, f + 87,0, f) = 7a)
_2Ld8rdf8rdg - 2Lu8rufarug + 210\/ LdLu (ardfaruf + 8r2=druf)
+2pV/LaLu (049019 + 07,,9)
= 4p\/LqL DU + 2Ly [(0s, ) + DOy, f] + 2Ly [(0r, f)? + UOs, f]
+2p\/LaLy (20, fOr,f + DOy f + U, ).

(2.14)
Now, we expand g into the Taylor series, i.e., g(7,74,7) = Y oo, ck(ra, 7a)7%; that
is, we expect the first w — 1 terms to be zero. Therefore, 0,9 = wc, 77! + o(7¥71).
The rest of the terms on the left-hand side of (2.14) are of the order 7* (because
the rest are derivatives of g with respect to rq and r,); hence, the left-hand side is
of the order 7~ !. Let us analyse the right-hand side of the equation (2.14). Note
that f is of the order 7, since its value for 7 = 0 is the logarithm of the bond price
at maturity, i.e., zero. It follows that the derivatives 0,, f and 0fr, are of the order
7 as well. Equation (2.5) and the initial condition D(0) = 0 give D(0) = 1 and
D(0) = —(b + v404). Analogously, equation (2.6) and U(0) = 0 yield that U(0) =
0 and U(0) = b. Therefore, we obtain the expansion D(7)U(7) = 1b7® + o(7%).
Consequently, we get that the right-hand side of equation (2.14) is of the order at
least 72. Therefore, w is at least 3. An order higher than 3 would be attained if the
coefficient at 72 in the expansion of the right-hand side of (2.14) was eliminated.
In the following we show that that is not the case. Since U = br2+0(72), b > 0, and
Or,g = —U—0, f, we have extra information that 9, f = k,7>+0(7?). Repeating the
previous analysis of the right-hand side of (2.14) with this additional information,
we obtain that the only O(7?) term is (up to a multiplicative constant independent
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of 7) equal to 0,,f (0,,f + D). We prove that this term is not constantly equal to
zero. To derive a contradiction, assume that

Oro f (Ory f + D) =0, (2.15)

for all 7,rq4,7,. It follows from the continuity of 0,, f and the behaviour of D that
we only have two options: either 9, ,f = 0 for all 7,74, ry,, or 0,,f + D = 0 for all
7,74, . If O, f =0, then f = f(r,,7) and 8fdf = 0. Equation (2.13) reduces to

_an + Kuaruf + Lu [(aruf)2 + 872‘uf:| —Tq = 07

and if we differentiate the previous equation with respect to r4, we obtain that
—1 = 0, which is a contradiction. In the other case, integrating 0,,f = —D with
respect to rq yields the form of the solution f as f = —D(7)rq + w(r,r,) for some
function w(r, r,). By setting such a solution to PDE (2.13), we obtain that 0,,w = 0,
i.e. 0,,f = 0, which leads to a contradiction in the same way as in the previous case.
Therefore, the term in (2.15) is not constantly zero, which completes the proof. [

The solution to the two-factor convergence model of CIR type with p = 0 (and
its properties) with Theorem 11 are the main theoretical results of this thesis.



Model calibration

In the previous two chapters we introduced a few term structure models of interest
rate, and analysed their mathematical properties. However, to put such a model in
use one has to estimate its parameters — we call this “the calibration of the model.”
The main objective of this chapter is to calibrate selected models: the one-factor
Vasicek and CIR models, and the two-factor convergence models of Vasicek and
CIR type.

There are a number of works dealing with the estimation of the parameters of
the diffusion model

dX = p(X,t,0)dt + o (X, t,0)dW, (3.1)

based on various techniques, for example, simulation methods (Gouriéroux, Mon-
fort and Renault (1993), Gallant and Tauchen (1996)) or the generalized method
of moments (Hansen and Scheinkman (1995), Kessler and Sorensen (1999)). An-
other approach, which we employ in this thesis, is to find the density (the so-called
transition function) of a diffusion process and apply a maximum likelihood estimator.
For instance, consider an equidistant discrete sample { Xy, ..., X, } of a multivari-
ate @-parametrized Ito process X, described by a SDE (3.1), and let f(x;, A, 0|x; ;)
be the density of X; conditioned on the previous value, where A is the time dis-
tance between two values. Then it is easy to obtain the corresponding log-likelihood
function

0(6) => In f(a;, A, Ola;_y),
=2

and finding a (global) maximum is the only thing left to do.

In general, one way to find the density of an Ito process is to solve the so-
called Fokker-Planck equation, and we discuss this possibility in Section 3.2. We

27
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show that since solving a Fokker-Planck equation is not a very practical approach,
it is only possible to find its analytical solution in special cases. The other (and
more practical) way, which we introduce in Section 3.3, is a very recent result
written by Ait-Sahalia (2002) and Ait-Sahalia (2008). This approach enables us
to find an analytic approximation of the density of X; and the corresponding log-
likelihood function, respectively. However, it is often hard to compute constants in
the expansion of the density of X ;, especially for multivariate models; nevertheless,
we exploit this idea to determine a similar approximation.

We estimate the model using Slovak and EMU’s data before Slovak Republic
adopted the Euro currency, which we discuss in the following section. Then we
give a detailed review of the estimation methods, exhibit the estimates of selected
models and compare them.

3.1 The data

We use Slovak and EMU data. In particular, the data consist of 62 daily (that is, A =
1/252) observations from 1°* October 2008 to 315" December 2008. The reason why
we use data for such a short period is the influence of the economic crisis. Figure 3.1
depicts the evolution of the Slovak and EMU’s overnight, 1 week, 2 week, 1 month,
2 month, 3 month, 6 month, 9 month and 1 year interest rates from 2" June 2008 to
31%* December 2008. In the last quarter of 2008 (from 1°* October 2008) we can see
the influence of the upcoming economic crisis that highlights the strong dependence
between both interest rates immediately before the Slovak Republic adopted the
Euro currency. We note that there is a structural breakpoint, that is, a change in
the settings of the economy (and, therefore, in the parameters). Nevertheless, this
period offers enough observations to estimate the selected models. The European
market data, EONIA and EURIBOR, are available at http://www.euribor.org. The
Slovak market data BRIBOR are taken as the middle between an offer and a bid,
which is available at the National Bank of Slovakia website, http://www.nbs.sk. We
use the overnight interest rates as the short-rates.

Tables 3.1 and 3.2 provide some descriptive statistics for the short-rates.

3.2 The Fokker-Planck equation and the distribution
of an Ito process
Consider that { X} with values in R” is governed by SDE (1.1), and let us denote

3(X,t,0) = %a(X,t,O)a-(X,t, 0)'. Then the density f of process X, solves the
so-called Fokker-Planck equation

O f(x,t,0) Za [1i(,t,0) f(x,t,0)] +ZZ 2 [Si(x,t,0)f(x,t,0)).

i=1 j=1
(3.2)

In the case of a one-dimensional process (3.1) with only one Wiener process
increment, the Fokker-Planck equation reduces to
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Figure 3.1: The evolution of BRIBOR (thin line) and EURIBOR (thick line) from 2"% June
2008 to 315 December 2008.

Tsvk drsvk TEMU drgmu TEMU — TSVK
Mean 0.025258 —0.000330 0.031916 —0.000301 0.006658

Std. dev.  0.006589 0.003047 0.006322 0.001359 0.004772
Skewness 0.196581 1.069584 0.098701 —2.523980 0.283366
Kurtosis 2.478430 9.940486 2.316502  11.911318 3.252789
Maximum 0.040400 0.013400 0.046000 0.002500 0.019700
Minimum 0.015300 —0.008400 0.022340 —0.005940 —0.004000

Table 3.1: Individual descriptive statistics for the selected variables.

drsvk TEMU dremu  TEMU — TSVK
TSVK 0.227530 0.715676 0.101294 —0.423370
drgvi 0.001662 0.318626 —0.305394
TEMU 0.079707 0.329754
dremu —0.033528

Table 3.2: Correlation of the selected variables.

O f(x,t,0) = =0, [u(x,t,0)f(x,t,0)] + %&%[0%3:, t,0)f(x,t,0)]. (3.3)

The stationary density can be obtained by setting 0, f(x,¢,0) = 0. Note that
the Fokker-Planck equation can only be solved analytically in special cases. In the
following we offer a solution to the one-factor Vasicek model mentioned in the
previous chapters, which demonstrates that solving the Fokker-Planck equation for
a very simple model is rather complicated.
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Example: the density of the one-factor Vasicek model

In the case of the one-factor Vasicek model (1.3) the corresponding Fokker-Planck
equation is

Onf = —0,[k(0 — 1) f] + %28% = wf — K00, f + krd, f + gaff-

The idea is to find the characteristic function of r, (denoted by v = 1(s,t)), which
defines the distribution of r; uniquely. Therefore, we multiply the equation by
exp{isr}, and integrate on R with respect to . We obtain that

/(exp{isr}@tf)dr = ﬁ/(exp{isr}f)dr— 59/(exp{is7’}(9rf)dr
R R R
2
+ R/R(exp{isr}rarf)dr + % /R(exp{isr}(?ff)dr.
Since lim, .4, f = lim,_ .1, 0,f = 0, it is easy to see that
/(exp{isr}@tf)dr = Gt/(exp{isr}f)dr = O,
R R
/(exp{isr}arf)dr = exp{isr}f‘oo — is/(exp{isr}f)dr = —ist),
R —o0 R
/(exp{isr}@ff)dr = exp{isr}o,f
R

- is/(exp{isr}&,f)dr = —5%,
R
/(exp{isr}r@rf)dr = 188 /(exp{isr}@f)dr = —0s(s¢) = — (¢ + s051),
R 1 R

o0
— 00

where we exploited that exp{isr}r = 0; exp{isr}/i. Consequently
2

Outp = Ktb 4 Rbist) — k(1 + sD.) — -0,

so, the characteristic function of r; satisfies the quasi-linear PDE

2

O + KksOsp = (kbis — %82)1/1. (3.4)

We can solve this equation using the method of characteristics (see, i.e., Evans
(1998) or Sevcovi¢ (2008)). Let ¢ = ¢(t, s, ) be a corresponding auxiliary func-
tion, that is, ¢ is a solution to

2

86 + K59 + b <m9 . %52> Dy = 0.

Then, the solution ¢ of the original problem (3.4) satisfies ¢|[t, s, ¥ (s,t)] = 0. The
corresponding characteristics are

t = 1,

s = KS,

v o= (11{9— %282) .
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The second equation implies that d, In(s) = k = xt. Consequently, d,[In(s) — xt] =
d-[In(s) — In(exp{xt})] = dT[ln(sexp{—Fct})l = 0 = d,(sexp{—~t}). The second

equation also implies that % s? = 55 = 9-d,(s?). Therefore, d, In(¢)) = ¢/1) =

05— %dT(sg). Hence, a solution ¢ (s, t) to the original problem (3.4) is any solution
to the equation

o(t,s, ) = (s exp{—rt},In(¢) + ESQ — 193) =0, (3.5)

where (£, &,) is continuously differentiable. The initial condition (¢ = 0), which
has to be satisfied,

U(s,0) = /exp{isro}(S(T —ro)dr = exp{isro},
R
implies
2
®(0,s,1(s,0)) = (s,isro + Z_/-@SQ — iGS) = 0.
Consequently, ®(&1,&) = irgéy + ﬁﬁf — i#&; — &. By applying this to the solution

(3.5) we obtain that

W(s.4) = exp {13[9(1 — exp{—rt}) + ro exp{—rt}] %f [%(1 - exp{—?mﬁ})} } |

which is nothing else but the characteristic function of the normal distribution with
the mean value 0(1 — exp{—~t}) + roexp{—~xt} and variance %(1 — exp{—2kt}).
Therefore,

rero ~ N (0(1 — exp{—~t}) + ro exp{—rt}, g—ﬁ(l — exp{—2mt})) :

For ¢ — oo we obtain (the same result if we solved the stationary Fokker-Planck
equation) that r, ~ N (0, Z).

Example: the density of the one-factor CIR model

Another important example is the density function of the one-factor CIR model,
although, we do not offer it as a solution to the corresponding Fokker-Planck equa-
tion. The density (Cox et al. (1985)) is

f(rro) = cexp{—u — v}(v/u)Q/QIq (2@) , (3.6)
where
B 2K
T 21— exp{—nt})’
u = croexp{—rt},
= CIy,
. - 2K0 ,

o2
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and I, is the modified Bessel function of the first kind of order ¢. Equation (3.6)
can be rewritten in the form

f(rt‘rl)) = QCfx’2(2v> QU, 2q + 2)7

where f »(z, A\ k) is the density function of the non-central x* distribution with
k degrees of freedom and non-centrality parameter \. That is, 2¢r; has the non-
central y? distribution with 2¢ + 2 degrees of freedom and non-centrality parameter
2u.

3.3 An analytic approximation of the density of a
univariate Ito process

As we have mentioned at the beginning of this chapter, Ait-Sahalia (2002) offers
an alternative to solving a Fokker-Planck equation: a closed form approximation of
the density of a diffusion process. In the sequel we introduce this approach for a
process that follows SDE (3.1).

According to Ait-Sahalia (2002), the idea is analogous to the Central Limit The-
orem. Let us consider a sample size n of standardized random variables. Then the
sum of these variables can be approximated by a limiting normal distribution. If the
sample is not large enough, higher order terms (in an expansion, which we discuss
later) can be calculated to improve the small sample performance. In this analogy
the process {X;} represents a sum of random variables, and A represents the size
of the sample n (A — 0 corresponds to n — ©0).

First, we standardize X; using the transformation

d
Yt = ’}/(Xt, 0), where ’)/(.ZU, 0) = / W’f@),
i.e. y is any primitive function of 1/0 (the constant is irrelevant). By applying Ito’s
lemma we obtain that

p(v™(y,0),0)
o(y™(y,0),0)
that is, Y; has a unit diffusion. Therefore, we can understand this as Y being

“closer” to a normal distribution than X because of its standardization. The relation
between f and fy is

dY = uy (Y, 0)dt + dW, where uy (y, 0) =

1 .
- §ax0-(/ymv(y7 O)a 0)7

flz,A,0|1Xy) = [o(z,0)] fy[y(z,0), A, 0]v(X,, 0)]. (3.7)

However, the density fy of Y; becomes peaked around the conditional value Y
when A becomes small, so it is not suitable for expansion. Therefore, we make
another transformation

Zy = ATV, - YY),

which is an analogy to centring the sum of the standardized variables and dividing
it by n'/2. For a fixed A, the distribution of Z is close enough to the standard
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normal distribution, so it is possible to make a convergent expansion around the
N(0,1) term. The density of Z is fz(z, A, 0|Yy) = A2 fy (AY22 +Y), A, 0]Y,). After
we have obtained a sequence of the approximations to f;, we make an inverse
transformation, and we have

Fl2,A,01X0) = [o(z,0)] 7" x A2 f2 (A2 [y(2,0) — 7(Xo,0)], A, 0]4(X0, 0)).

To approximate the density of Z we use a Hermite series expansion. The Hermite
polynomials are

d 1
H(2) = 0] 8, 2 0, where o) = —exp{~22/2),
and the expansion is
J
Y (2.0,0Y0) = 6(2) Y0 (A, 0Y0)Hy (=), (3.8)
=0

where

; 1
0 (8,0 = 5 [ Hi(:) el 0, 81¥0)d
*JR
— i (A2 _ -
= SE[H,(AV (Vi — Y0)), 0¥, = Y.
It is possible to approximate these coefficients in a closed form by applying Taylor’s
Theorem to the function

S = E[Q(K—&-sa%)‘}/t = 1/O]a

which implies
Elg(Yira, Yo)|Y: = Yol = ) A%(6) - g(Yo,Yo) 7
where A(0) is an operator defined by
AB) - g (. 0)0,9 + 52

Once we are given an approximation fé‘]) (or better fé‘]’K)), we apply the inverse
transformations to obtain the approximation f )((J) to fx.

There is also another way to perform this approximation. Instead of increasing
the order of the Hermite polynomials, we can increase the powers of A, that is, we
let féK) = éOO’K). We obtain an explicit representation of fi(/K)

K
Ty, A, 0)Yy) = A1 y Yo\ LI (w,8)dw ¢ > e 0|Y)A—k
Y ) 0 Al/Q p y Ky 3 k\Y, 0 kf' 5
0 k=0
(3.9)
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where

CO(:%HD/O) = 17
¢i(y,8[Yo) = iy —Yo)™
y , 1
x/ (w — Yp)? ™1 {)\y(w,e)cjl(w,B\Yo) + §ai,cj,1(w,eyyo) dw,

and

M (.0) =~ v (1, 0)° + D,y (3. 0)].

By using relation (3.7) we obtain an approximation of the density of the original
process.

The assumptions, the conditions of convergence and the asymptotic properties
are not discussed; the reader is referred to Ait-Sahalia (2002) for more detail. In
the following we offer two examples of analytical approximations, particularly, the
one-factor Vasicek and CIR models, and we estimate the corresponding parameters
for BRIBOR and EONIA. The next two examples of an analytical approximation of
an interest rate model, which we apply to real data, are taken from Ait-Sahalia
(1999).

Example: an approximation of the density of the one-factor
Vasicek model

Consider the well-known Vasicek model dr = x(6 — r)dt + cdW, where «, 6 and
o are the parameters of the model (i.e., 8 = (k,0,0)"). An approximation can be
obtained by setting

V(r,8) = r/o,
fY(y7 Av 9|Y0) = f}o/(yv A? O‘Yb)[l + Cl(yu 0|}/0>A + C2(y7 OD/O)AZ/Q]J
where
1 (y —Yo)* kK(y*—YF) sy —Yo)
Oy, A, 0)Yy) = — — 0
fY(y7 ) | 0) 9 A exp{ IA 92 + o )
ai(y,8]Yy) = —%[3%92 —3(y + Yo)rbo + 0* (=3 + y°k + yYor + Yi'K)],
2
co(y,01Yy) = %[9/@294 — 18yx*0%0 + 3k0%0*(—6 + 5y*k)
o

—6yrfo’ (=3 +y’r) + 0" (3 — 6y’ +y'x")

2 Viro(—36 1 yo) (38 — Byntlo 1 *(—3 + 7))
+3Y¢ko? (5k0% — dykbo + 0 (=2 + 3°K))

+2Y k%0° (=30 + yo) + Y k20,

to equation (3.7).



3.4. ESTIMATES IN ONE-FACTOR MODELS 35

Example: an approximation of the density of the one-factor CIR
model

The second example is the CIR model dr = k(0 — r)dt + o+/rdW, where «, 0 and
o are the parameters of the model. In this case an analytic approximation can be
obtained by setting

V(r,8) = 2071/,
fY(yv A? 0|Yb) = f}of(yv Aa 0|Yb)[1 + Cl(yv elyb)A + CQ(yv 9|YEJ)A2/2L

where
1 y—Y0)? k(y—Y oante
f}g(ya A,H\YQ) = \/mexp {—( QAO) — ( 1 0> } (y/Yb) 1/24-2k6/ 2’
1
ci(y, 0]Yy) = _WHSHQ@Q — 48kf0? + 90t + yY()IQQUQ(—QZLH + y202)
+y YRR 4 yY ke,
1 3
c2ly, OfYo) = W[9(256/€494 — 512630%0? 4 224K20%0* + 32K00°
0

—150%) 4 6yYyr?o?(—240 + y*0?)(160°K* — 16k00> + 30*)
+2Y 20t (672k%0% — 48K00° (2 + y°K) + 0 (—6 + y'K?))
+2yYEr? 0t (48K20% — 24K00% (2 + y°K) + (9 + y*K?))
+3y°Y, k0% (=160 + y*0?) + 2y° Yy k0% + Y K108,

to equation (3.7).

3.4 Estimates in one-factor models and pitfalls of
the approximation approach

In this section we employ a maximum likelihood estimator to estimate the param-
eters of the one-factor Vasicek and CIR models. For both the BRIBOR and EONIA
datasets, we find the maximum likelihood estimates using the true and approxi-
mate densities. All the computations were done in the Wolfram Mathematica envi-
ronment.

There are two important aspects in the maximization of a corresponding approx-
imate (log-)likelihood function: the settings of the selected algorithm and the “sta-
bility” of an approximate density function. For instance, an application of the global
maximization procedure to the log-likelihood (usually the simulated annealing or
any evolution algorithm) might not behave well. Surprisingly, when we applied this
strategy to the log-likelihood functions using the true densities (and approximate
densities as well), the procedure failed. On the other hand, application of the local
maximization procedure with a suitable initial point returned “wise” results. The
“stability” of the approximate density is a very important aspect. A good example
is the approximation of the density of the one-factor CIR model, which we offer in
Section 3.3. By setting x = 20 and ¢ = 0.05, we can see that there is no approxima-
tion, and it does not matter if we employ approximation (3.8) or (3.9) (see Figure
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Figure 3.2: A problem with an approximate density in the one-factor CIR model with
parameters k = 10, § = 0.03, 0 = 0.01 and starting point ro = 0.01 in the case of using the
approximation a) (3.8) and b) (3.9).

BRIBOR EONIA
K o o K 0 o
T 29.7544  0.0224798 0.0491643 7.53173 0.0219006 0.0214246
A 297431 0.0224763 0.0491624 7.55337 0.0219156 0.0214240
INIT 20.0000 0.0200000 0.0500000 2.00000 0.0200000 0.0500000

Table 3.3: Maximum likelihood estimates of the parameters in the one-factor Vasicek model
for the BRIBOR and EONIA data using the true (T) and approximate (A) densities.

BRIBOR EONIA
K 0 o K (7] o
T 25.494 0.0220148 0.288818 7.74489 0.022173 0.117199
A 25.486 0.0220165 0.288821 7.75816 0.022182 0.117200
INIT 20.000 0.0200000 0.500000 7.70000 0.022000 0.117000

Table 3.4: Maximum likelihood estimates of the parameters in the one-factor CIR model
for the BRIBOR and EONIA data using the true (T) and approximate (A) densities.

3.2). Moreover, the difference was increasing in . Therefore, it is reasonable to
use the local maximization algorithm with a properly selected initial point; never-
theless, no one can ensure that the true estimate is not equal to an improper point.

Tables 3.3 and 3.4 exhibit maximum likelihood estimates in the one-factor Va-
sicek and CIR models, respectively. It is clear that there is almost no difference in
the estimates. Consequently, we accept the estimates obtained by using the analytic
approximation approach. We employed the algorithm for finding the local maxima
with an initial point INIT. The initial point in the case of estimation parameters in
the one-factor Vasicek model did not seem to influence the estimation. We ran the
optimization for different initial points, and we obtained the same estimates for
each run. According to the foregoing result of the estimation, we offer r, = 20,
0y = 0.02 and o = 0.05 to be a good initial point for BRIBOR and xq = 2, 6, = 0.02
and oy = 0.05 to be a good initial point for EONIA. In the case of the estimation
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Figure 3.3: Estimated densities of the one-factor Vasicek model for a) BRIBOR b) EONIA,
with the initial value ry equal to 0.01, 0.02, 0.03, 0.04. The solid line corresponds to the true
density;, and the bold dashed line corresponds to the approximate density.
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Figure 3.4: Estimated densities of the one-factor CIR model for a) BRIBOR b) EONIA, with
initial value rq equal to 0.01, 0.02, 0.03, 0.04. The solid line corresponds to the true density
and the bold dashed line corresponds to the approximate density.

parameters in the one-factor CIR model, the situation was different. Although the
estimation ran well for the BRIBOR data (we exploited the initial point offered in
the Vasicek model with a rescaled o), we faced the problem of the convergence of
the local maximization algorithm for the EONIA data; namely, there was a problem
with convergence when employing the true density. So the initial point was based
on the estimate using the approximate density in the CIR model for the EMU data.
In Figures 3.3 and 3.4 we offer a visual comparison of the estimated Vasicek and
CIR models’ densities for the Slovak and EMU’s data.

In the following we estimate the market prices of risk in both models using the
real market data. Since the term structures of interest rates developed from the
both one-factor Vasicek and CIR models are known (see Section 1.3), we estimate
the market prices of risk by minimizing the weighted mean square error (WMSE).
Assume that each day i = 1,..., [ (in chronological order) we are given the values
of the interest rates for periods of the length 7;, j = 1...,J (the term structure
given by market data). Therefore, every value of the interest rate can be uniquely
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BRIBOR EURIBOR

X\,v _ WMSE X\, v WMSE
Vasicek —10.8860 0.0141260  —9.1892 0.0152413
CIR  —43.5283 0.0112398  —38.919 0.0140444

Table 3.5: Market prices of risk estimates.

identified by day and period, and we denote its value by R;;. Then

J 1

WMSE(A) =Y ) Wiy[R(ri, 77, A) — Ry, (3.10)

j=1 i=1

where W;;, i = 1,...,1, j = 1,...,J, are weights, and R(r;, 7;\) is the predicted
term structure depending on the overnight interest rate ;, period 7;, and the market
price of the risk. We note that the market price of risk in the Vasicek model is equal
to a constant ), but in the case of the CIR model we have \(r) = vr!/?; therefore,
we minimize the WMSE through v. The choice of the weights V;; is determined
by our preferences; nevertheless, for fixed j and i; < iy the condition W;,; < W,,;
has to be satisfied (it is reasonable to put more weight on more recent data). For
our purpose we used uniform weighing (i.e., we set W;; = 1 for all 7 and j), so
we use the same error evaluation as Corzo and Schwartz (2000) did. Other choice
of the weights could be, for instance, W;; = 7]2 (Sevéovi¢ and Urbanova-Csajkova
(2005)). Another approach for estimating the market price of risk is to minimize
the WMSE for the predicted and true bond price. However, we are primarily given
the market term structures of interest rates; therefore, we minimized the WMSE
for the terms structures of interest rates.

In Figures 3.5 and 3.6 we illustrate typical market term structures compared
with the theoretical term structures for the Vasicek and CIR models.

3.5 An analytic approximation of the density of a
multivariate Ito process

Ait-Sahalia (2008) employed the idea presented in his paper Ait-Sahalia (2002) to
develop an approximate log-likelihood function for multivariate processes. How-
ever, higher order terms in this approximation are (depending on the model) dif-
ficult to compute. We offer a similar method, based on the previously mentioned
papers, to figure out an approximate density of a multivariate process using a mul-
tivariate normal density directly, without computing any expansion terms.

Let X,, with values in R™ and an initial value X, follow SDE (3.1) and let
~(z, €) be an invertible function such that

Jov(x,0) = 07 (x,0), (3.11)

where o~ 1(z, 0) is the matrix inverse of o(x, ). By v™'(., 8) we denote the inverse
transformation for ~(.,0). In this case we say that the diffusion X, is reducible
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Figure 3.5: Theoretical term structures of interest rate (thick line) in the one-factor Vasicek
model for BRIBOR (left column) and EURIBOR (right column) compared with the market
term structures (thin line).
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Figure 3.6: Theoretical term structures of interest rate (thick line) in the one-factor CIR
model for BRIBOR (left column) and EURIBOR (right column) compared with the market
term structures (thin line).
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to a unit diffusion (as we will see later, our models are reducible diffusions). It0’s
lemma implies that the process Y; = (X, 8) follows SDE

dY = py (Y)dt + dW,

where

(AX) (Van(z, 0))dX

py (y)dt = o= [y (y), O]u[y™ (y), O]dt + : :
(XY (Vi@ 0)AX ) | .

(3.12)
vi(x,0) is the ith component of v(x,0), (dW;)? = dt and (dt)*> = dtdW; = 0.
Clearly, Y, = v(Xo,0). Now, we perform another transformation, namely Z, =
A~Y2(Y, —Y), and we recall that A is the time difference between two values in

the given sample. Again, It0’s lemma yields
dZ = A™YV2Y = A"V uy (Y, 0)dt + A™2dW,

and Z, = 0. If we assume that A is small enough (for daily data A = 1/252, which
is small enough), we substitute A for d¢. Consequently, we can write e = A~'/2dW
approximately has the A/(0,I) distribution. It follows from Y, = AY/2Z, + Y, that

dZ, ~ AV’ uy (AY2Z, + Y, 0) + €.

We are interested in the distribution of Z, depending on Z, for A small. We
perform another approximation. The fact that Z, = 0 implies ZA = ZA — Zy =
dZ,, which results in the final approximation

Za| Yo~ N(AY py (Yo, 0),1).

After a little degree of effort we obtain that for A small the density function of X o
conditioned on X, is approximately

—-1/2

CRE det[o ' (x, 0)]

< exp {—i (2. 8) — (X0, 0) — Ay [y(X). HW} |

fx(w, A, 0 | Xo)

Note also that

(AX) (V2yi(x,0))dX
poy [¥(X0),0]dt = o~ (X, 0) (X, 0)dt + : ;
(dX) (Vim(z, 0))dX

x=Xg
where (dW;)? = dt and (dt)? = dtdW; = 0. Consequently, the density is invariant
with respect to the addition of a constant vector to ~vy(x).

One might ask why we do not discretise the original model and use it as an
approximation. The reason is that in the case of correlated increments of Wiener
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processes, the covariance matrix might be unstable and close to singular. For in-
stance, in the model (2.1) the increment would have the normal distribution with
the mean vector equal to drift multiplied by A and the covariance matrix

o2raA POATu/TaTaA
POATu/TaTuA o2r, A '

Clearly, all the elements are almost of the same order, which might cause instability
in the optimization (the increase in the objective maximum likelihood function in
some directions might be very small or the optimization algorithm might try to
make the matrix singular). One would have to make an orthogonal transformation
(rotation) for each density in the log-likelihood function. On the other hand, in
the presented approach the covariance matrix is diagonal, which implies higher
stability.

In the following two subsections we exhibit approximate densities for the con-
vergence model of Vasicek type (1.11) and the convergence model of CIR type
(2.1).

3.6 Parameter estimation in the convergence model
of Vasicek type

The constant diffusion matrix in the convergence model of Vasicek type simplifies
all the computations. To shorten all the expressions we set 6 = (a, b, ¢, d, 04,04, p)'-.
We recall that in this model we have

a+b(ry —rq)

w(ra,m, 0) = ( ) )’
o(ra,m,0) = g(@):(ﬂgd ,Oad)’

0 Ou

where the diffusion matrix is rewritten in a form for independent increments of
Wiener processes. Equation (3.11) implies that

o am’Vl (Td7 T, 9) 87“1171 (Tda Ta, 0)
J(T'd,Tu)7<Td7 Tu, 0) - (ard,yz(rcb ,r.u’ 0) 87“”,}/2 (Td; ,,au’ 0)

— o) = (w—op N )

Hence we obtain a system of partial differential equations, which gives us that

Td _ Pru
Y(ra, T, 0) = (\/1—/’2% \/1—92%) .

The Hessian matrix is zero, which follows directly from the linearity of . There-
fore, py[v(r3,7%,0),0] = o1 (O)u(ry,r°,0). The determinant of matrix o~'(0) is

u’ u’
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b oa p Xa WMSE
5.83533 0.0482487 0.316187 —1.43618 0.0110852

Table 3.6: The maximum likelihood estimates of the remaining parameters in the two-
factor convergence model of Vasicek type and its weighted mean square error.

det[c™1(0)] = m. So we are already able to employ the approximate density
to estimate the parameters of the model.

Now we focus our attention on the estimation using the market data. It is a log-
ical economic assumption that the evolution of the EMU’s overnight interest rate is
not influenced by the domestic interest rate. Therefore, the maximum likelihood
estimates of parameters ¢, d, o, are obtained by the maximum likelihood estimator
in the corresponding one-factor models for the EMU’s data as well as )\, is obtained
by minimizing the WMSE in the one-factor model. We also set a equal to 0. The
reason is that the period before adopting the Euro currency is too short to observe
any minor divergence; hence, we assume that there is no minor divergence. In this
way we reduced the problem of estimating 7 parameters to estimating 3 parame-
ters, namely b, o4, p. We note that the main reason for employing a multivariate
density is that we have to estimate the parameters in the SDE for the domestic rate
simultaneously with estimating of p.

To estimate the remaining three parameters we applied a local maximization
algorithm. The initial point was obtained by rounding the estimates in the one-
factor Vasicek model for BRIBOR data, namely b, = 29 and 049 = 0.05, and py = 0.5.
The resulting maximum likelihood estimates are presented in Table 3.6.

We estimate the market price of risk in the same manner as in the case of the
one-factor models. We take the estimate of the EMU’s market price of risk and
minimize the weighted mean square error with respect to A\4. That is, WMSE takes
the form (3.10).

Table 3.6 displays the estimate of the market price of risk and the resulting
WMSE. Figure 3.7 compares the estimated theoretical term structures with some
selected true market term structure of interest rates.

3.7 Parameter estimation in the convergence model
of CIR type

Compared with the convergence model of Vasicek type the only change is in the
diffusion matrix (which is not constant)

/1 — p2og/T ou\V/rd
a(rd,ru,e):( pO av/Td pad\/m).
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b o4 P Vq WMSE
6.96169 0.285294 0.382321 —2.03 0.0112999

Table 3.7: The maximum likelihood estimates of the remaining parameters in the two-
factor convergence model of CIR type and its weighted mean square error.

Therefore, transformation ~ satisfies

_ ard’yl(r(hrua 0) aru’71<rd7ru70)
J(rdmu)’Y(rd, " 0) o (ard’)/?(rda Ty, 0) 07~u72<7”d, Ty, 0)

L _ p
— U—l(rd,ru,e) — (\/lpgad\/ﬁ \/1f2‘7u\/ﬁ> ’
ouy/Tu

and we obtain a solution

2 _ 2

Ou u

Clearly, det[o! 0)] = L . To form an approximate density we
y, detlo ™" (rq, 7y, 0)] Y P—— pp ty
have to compute i [v(7q9, "o, @)], Where rq and r,, are the initial interest rates.

It follows directly from J~ that
V%rd,ru)fyload’?“u;e) = dlag (ard(afl)n(?"d,TU,H),aru(Ufl)lg(rd,ru,O)) ,
V%rd,ru)’y?(rda T, 9) - dlag (Oa aru (0_1)22 (Tda Tus 0)) )

where diag(x) represents a diagonal matrix with the vector « on its diagonal. Then
we obtain that in this case

Ky [7(7'(10’ Tu0; 0)] = o-il(ru()v Tdo, 9):“‘(71107 Tdo, 9)
" (am<a—1>n<o—%1 +oh) + am<a—1>uo—§2)

a"'u (0-_ ! ) 220-32

(ra,ra)=(rap:muo)

The estimation is done in the same manner as in the case of the convergence
model of Vasicek type. The constants ¢, d and o, were taken as the maximum
likelihood estimates of the one-factor CIR model for the EMU’s data, and a was
set at 0. The remaining three parameters b, o4 and p were estimated using local
maximization with the initial values by = 25, 040 = 0.3 and p = 0.5 (rounded
estimates in the one-factor CIR model for the Slovak data). The next step is to
compute the constant in the market price of risk by minimizing the WMSE defined
by equation (3.10).

Table 3.7 exhibits the resulting estimates for the two-factor convergence model
of CIR type. We note that the process of minimization of v4 is quite time-consuming
in this model, and we can only use the zero-order information (i.e., no gradient in-
formation, etc.). The problem stems from the fact that the domestic term structure
of interest rates is computed numerically. We were forced to figure out the optimal
value of the constant in the market price of risk with a degree of precision to only
two decimal places.
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One-factor models Convergence models
Vasicek CIR Vasicek CIR
K 29.7431 25.486 a 0.0 0.0
0 0.0224763 0.0220165 b  5.83533 6.96169
o 0.0491624 0.288821 c 7.55337 7.75816
/v —10.8860 —43.5283 d 0.0219156 0.022182
o4 0.0482487 0.285294
Ou 0.0214240 0.117200
p  0.316187 0.382321
Ad/l/d —1.43618 —2.03
Au/Va —9.18920  —38.91972
WMSE 0.0141260 0.0112398 0.0119852 0.0112999

Table 3.8: Calibration summary

In Figure 3.7 we offer a visual comparison of the domestic term structures of
interest rates for the convergence models of Vasicek and CIR type. Table 3.8 gives
an overall view of the tested models for pricing the domestic discount bond and
their degree of precision as measured by WMSE.

We note that we fix parameters, including the market price of risk, in the SDE
for the EMU’s rate in this estimation approach. Therefore, only one parameter (the
domestic market price) left to fit the domestic term structures of interest rates. For
example, if we do not fix the European market price of risk, we can exploit it to fit
the market term structures. It is not correct, because the EMU’s market price of risk
is not influenced by the domestic market. Nevertheless, we tried this option. For
the convergence model of Vasicek type we obtained \y = —6.99353, A\, = 1.29994
and WMSE = 0.00832171, and for the convergence model of CIR type we obtained
vqg = —12.97, v, = —0.88 and WMSE = 0.00799462. The decrease in the mean
square error is approximately 30% and 35%, respectively. We add that there is a
possibility to use another estimation approach based on minimizing the WMSE
through all parameters (see Sevtovi¢ and Urbanova-Csajkova (2005) for the one-
factor CIR model). This approach should be more accurate, since the convergence
model contains more parameters to fit the term structures than in the presented
estimation approach. We leave this possibility for further research.
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Figure 3.7: Theoretical domestic term structures of interest rate (thick line) compared with
the market term structures (thin line) in the two-factor convergence models of Vasicek type
(left column) and CIR type (right column).



Conclusion

In this thesis we study two-factor convergence term structure models of interest
rates.

In the first part we focus our attention on the two-factor convergence model of
Vasicek type proposed by Corzo and Schwartz (2000). We figure out a solution
to the bond-pricing partial differential equation and compute the limit of the term
structure of interest rates for the maturity going to infinity.

The second part deals with the proposed two-factor convergence model of Cox-
Ingersoll-Ross (CIR) type, where the domestic and European overnight rates are
governed by the Bessel square root process. We show that a separable solution
exists only if the correlation between the increments of Wiener processes is zero;
we derive its properties and compute the limit of the term structure of interest
rates for the maturity going to infinity. In the other case we demonstrate that the
separable solution for a zero correlation is a good approximation of the bond price
in the case of nonzero correlation: we derive the order of approximation for the
difference in logarithms of the bond prices with and without a correlation between
the increments of Wiener processes.

Lastly, we compare the newly proposed two-factor convergence model of CIR
type with the two-factor convergence model of Vasicek type as well as the one-factor
Vasicek and CIR models. Inspired by papers by Ait-Sahalia (2002) and Ait-Sahalia
(2008) we develop a simple and easy computable approximate density for multi-
variate diffusions. We employ the maximum likelihood estimator to find estimates
for the parameters in the processes of the compared models. The market prices of
risk are obtained by minimizing the weighted mean square error, which we use as
an accuracy criterion. The results show that the mean square error of the proposed
model is less than in the two-factor convergence model of Vasicek type. However,
the one-factor CIR model gave the best result for this estimation approach.

This thesis offers two main possibilities for further research. Firstly, we can
generalize the convergence model to the form of

dra = [a+b(ry —rq)|dt + ogrj*dWy,
drq = c(d—ry)]dt +o,r*dW,,
Cov[dWy,dW,] = pdt.

47
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Compared with the previously mentioned convergence models, in this case we ex-
pect non-existence of any separable solution. We note that there is no solution
even for the one-factor CKLS model (Chan et al. (1992)). Therefore, an analytic
approximate solution is needed (see, e.g., Choi and Wirjanto (2007) or Stehlikova
and Sev¢ovi¢ (2009) for the case of the one-factor CKLS model).

The second problem is to improve the calibration methodology. In the first step
we suggest to apply the two-phase minmax method (see Sevéovi¢ and Urbanova-
Csajkova (2005)) to estimate the model for pricing the EMU’s bond, and then to
minimize the weighted mean square error through the remaining parameters.



Résumé (in Slovak)

V tejto prdci sa zaoberame modelmi Casovej Struktiry udrokovych mier a oceno-
vanim dlhopisov. Jadro tvori studium dvoch tzv. konvergenc¢nych modelov tirokovej
miery, ktorych vznik podnietil fakt, ze medzi vyvojom droku Eurépskej Menove;j
Unie (EMU) a vyvojom tiroku v krajine vstupujticej do EMU existuje korel4cia. Na
obrazku 1.5 na strane 10 je znazorneny vyvoj slovenskej a eurépskej jednodnove;j
urokovej miery, ¢o potvrdzuje existenciu koreldcie. Na modelovanie vyvoja dro-
kovych mier sme vyuzili stochastické diferencidlne rovnice (SDR), ktoré spolu s
[tovou lemou, zaistovanim dlhopisov a vylucenim arbitraze umoznuju previest
problém ocenovania dlhopisov na rieSenie parcidlnej diferencidlnej rovnice (PDR)
(citatela odkazujeme na diela @ksendal (2000) a Kwok (1998)).

V prvej casti sa zaoberdme analyzou vlastnosti prvého konvergen¢ného mo-
delu, ktory navrhli Corzo and Schwartz (2000), pricom na jeho formulaciu vyuzili
Vasickov model (preto ho budeme d’alej nazyvat konvergen¢ny model Vasickovho
typu):

drq = Ja+b(ry —rq)]dt + oqdWy,
dr, = c(d—ry)dt + o, dW,,
Cov[dWy,dW,] = pdt,

kde r4 je domaca urokova miera, r, je eurdpska trokova miera, b, ¢, o4 a o, su
kladné konStanty, a a d sd nezdporné konStanty, a p € (0,1) je koreldcia medzi
prirastkami dWW4 a dWW,, Wienerovych procesov. Prislusna ocenovacia PDR je

—0.P + [a+b(ry —rq) — X\aoa)0r, P + [c(d — 1) — A\y0u)| 0y, P+
0302 P+ 30202 P+ poyo, 02, P—raP = 0,

P(rq,rm,,0) = 1,

1
2

pricom 7 predstavuje ¢as do maturity. Ak uvazujeme rieSenie v tvare P(rq,r,, 7) =
exp{A(7) — D(7)rqa — U(7)r,}, potom rieSenie uvedenej PDR prevedieme na riese-
nie systému obycajnych diferencidlnych rovnic (ODR) (1.19)—(1.21) (strana 12).
Uvedeny systém sme napokon vyriesili, nakol'ko v pévodnom ¢lanku bolo uvedené
nespravne rieSenie. Pévodné vysledky z ¢lanku Corzo and Schwartz (2000) sme
rozsirili o vlastny prinos, ktory sme sformulovali do uvedeného tvrdenia:

49



50 RESUME (IN SLOVAK)
Tvrdenie 1. Limita domdcej Casovej struktiiry turokovych mier v konvergencnom mo-
deli Vasickovho typu je

2 blo.(2ch, + 0y) + 20 A .
lim R(rq,r,7) = % L Coattlo (2¢ +2(;2i2+ coq(chg + poy)

V druhej Casti prace sa zaoberdme novym, nami navrhnutym, konvergen¢nym
modelom, na ktorého formulaciu sme vyuzili Cox-Ingersoll-Rossov model (preto ho
nazyvame konvergenc¢ny model typu CIR):

dra = [a+b(ry —ra)]dt + oq4+/radWy,
dry, = c(d—ry)dt + oy/rodWy,
Cov[dWy,dW,] = pdt.

Na rozdiel od konvergenc¢ného modelu Vasickovho typu, nami navrhnuty model
nepripusta zaporné hodnoty trokovych mier. Opat sme hladali rieSenie v tvare
P(rq,re,7) = exp{A(T) — D(7)rq — U(7)ry}. V pripade p = 0 sme previedli oceno-
vaciu PDR na systém ODR (vid’ systém (2.5)—(2.7) na strane 19), pre ktory sa nam
nepodarilo najst’ explixitné riesenie, da sa vsak riesit numericky. Pre pripad p = 0
sme d’alSie vlastnosti funkcii A, D a U, ako aj domdcej casovej Struktiry drokovych
mier, sformulovali do nasledovnych tvrdeni:

Lema 2. Nech A(7), D(7) a U(r) rieSia systém ODR (2.5)—(2.7). Potom: i) D(7) > 0
je monoténna, rastiica a lim, .., D(7) = Dg (vid’ (2.9) na strane 19), ii) U(1) > 0 je
monotonna, rasttica a ohranicend, a iii) ak a > 0 potom A(7) < 0; pre vsetky 7 > 0.

Dosledok 3. Limita U(7) pre 7 — oo je

0 — tim U(r) = €T 7w) = Vet own)? +2003Ds

T—00 _0121

Tvrdenie 4. Limita domdcej Casovej struktiiry urokovych mier v konvergencnom mo-
deli typu CIR je

u%u) uu 2 20D 2
limR(rd,ru,T):aD@+cd(c+yg) Vet o)’ + %

T—00 —0‘%

Pre pripad p # 0 sme ukazali, Ze sa ocenovacia PDR rozpadne na systém nekon-
zistentnych rovnic. Preto sme sa rozhodli aproximovat rieSenie PDR pre p # 0
rieSenim PDR pre p = 0. Chyba tejto aproximdcie je sformulovana v nasledujtcej
vete:

Veta 5. Nech Pcr(ra, s, T;p) je rieSenie oceriovacej PDR (2.3) pre konvergencny
model typu CIR. Potom

In[Peir(ra, 7, 73 0)] = In[Parr(ra, 74, 75 p)] = ¢3(ra, 7a; p)7° + 0(7%),
kde koeficient c3 nie je identicky rovny nule.

Pre porovnanie:
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Tvrdenie 6. Nech Py.s(rq, 4, T; p) je riesenie oceriovacej PDR (1.17) pre konvergencny
model Vasickovho typu. Potom

1
ln[PVas(Tda Tu, T3 O)} - 1n[PVas(rda Ta, T3 p)] - _gbpo-do-u T4 + 0(7—4)‘

Pre odhady parametrov z c¢lanku Corzo and Schwartz (2000) sa tento rozdiel
prejavi na jednej stotine percenta az pre dlhopisy s maturitou 20 rokov (vid’ tabulka
2.1 na strane 23). Redlne sa vSak diskontné dlhopisy vyddvaja na kratke obdobia,
preto mdézeme tito aproximdciu povazovat za dobru.

Poslednd cast prace sa zaobera kalibraciou a naslednym porovnanim konver-
genc¢nych modelov medzi sebou, ako aj s vybranymi jednofaktorovymi modelmi.
Modely sme sa rozhodli kalibrovat nasledovne: najprv z trhovych dat odhadneme
parametre procesu pre okamzité irokové miery, a ndsledne minimalizdciou vaZenej
strednej kvadratickej chyby cez konstanty obsiahnuté v trhovej cene rizika nafitu-
jeme vynosové krivky na trhové vynosové krivky. Parametre procesu odhadujeme
metddou maximadlnej vierohodnosti. Na to vSak potrebujeme poznat hustotu pris-
lusného procesu, ¢o nie je mozné vzdy zabezpecit. Najst hustotu nejakého procesu

dX = pu(X,t,0)dt + o(X,t,0)dW,

hladanim presného rieSenia v uzavretom tvare tzv. Fokker-Planckovej rovnice nie je
vzdy mozné (skor ojedinelé). InSpirovani clankami Ait-Sahalia (2002) a Ait-Sahalia
(2008) sme odvodili pribliznt hustotu procesu X,

—-1/2

conp { = 5 17(2.6) = 7(X0.0) ~ Apsyly(Xo) ).

fx(x, A0 | Xo) det[o ' (x, 0)]

kde ~ je také bijektivne zobrazenie, ktoré riesi J,v(x,0) = o~ (x, ) (hovorime, Ze
proces je reducibilny), p je drift procesu Y = (X, 0) a A je ¢asovy rozdiel medzi
dvoma po sebe iducimi pozorovaniami procesu X,. Parametre popisujuce vyvoj
europskej urokovej miery boli odhadované z prislusného jednofaktorového mod-
elu, a nasledne boli odhadované parametre pre vyvoj domdceho uroku. Odhady
v jednotlivych modeloch sa zhrnuté v tabulke 3.8 na strane 45. Na zdklade stred-
nej kvadratickej chyby modelov konstatujeme, ze chyba nami navrhnutého konver-
gencného modelu je nizsia ako povodného konvergen¢ného modelu, no nie je nizsia
ako chyba jednofaktorového CIR modelu. Poznamendvame, ze v pripade uvolnenia
europskej trhovej ceny rizika (¢o vSak nie je korektné) sa chyba konvergen¢nych
modelov znizila o rddovo 30% (stredné kvadraticka chyba bola vyrazne nizsia ako
v pripade jednofaktorovych modelov). Preto sa tu otvdra priestor pre iné metody
kalibracie konvergen¢nych modelov.
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