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Chapter 1

Introduction

Term structure models describe a functional dependence between the time to matu-
rity of a discount bond and its present price. Yield of bonds, as a function of maturity,
forms a term structure of interest rates. Figure 1.1 shows the different shapes of term
structures observed on the market based on data by Bloomberg?.

Continuous interest rate models are often formulated in terms of stochastic dif-
ferential equations for the instantaneous interest rate (or short rate) as well as equa-
tions for other relevant quantities like e.g. volatility of the short rate process. In
one-factor models there is a single stochastic differential equation for the short rate.
The volatility of the short rate process is given in a deterministic way. It is assumed
to be constant (the Vasicek model) or it is a function of the short rate itself (the Cox,
Ingersoll, and Ross model). Beside these two simple models there is a wide range of
other models including, in particular, the Chan-Karolyi-Longstaff-Sanders model, the
Hull-White model and many others. Based on this assumption made on the form of
the short rate process one-can derive a linear scalar parabolic equation for the bond
price as function of the current short rate and time to maturity. The reader is referred
to the books by Kwok [29] and Brigo and Mercurio [12] for detailed discussion on
applications and properties of one-factor interest rate models.

In one-factor models, term structure of interest rates is a function of a short rate
and model parameters. However, it means that once the parameters of the model are
given, the term structure corresponding to a given short rate is uniquely determined.
This is a simplification of the reality, as it can be seen in Figures 1.2 and 1.3, showing

Thttp://www.bloomberg.com/
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Figure 1.1: Examples of yield curves of governmental bonds: Australia, Brazil, Japan,
United Kingdom (27th May 2008).
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Figure 1.2: Examples of real Bribor term structures.

the examples from Bribor? and Euribor® data. To capture this feature, two-factor
models are introduced. In the two-factor models there are two sources of uncertainty
yielding different term structures for the same short rate. They may depend on the
value of the other factor. Moreover, two-factor models have more variety of possible
shapes of term structures. Again, the reader is referred to the books by Kwok [29] and
Brigo and Mercurio [12] for detailed discussion on two-factor interest rate models.
There are several ways of incorporating the second stochastic factor. It is reason-
able to conjecture that the market changes the volatility of the underlying process
for the short rate. In the so-called two-factor models with a stochastic volatility we
allow the volatility to have a stochastic behavior driven by another stochastic dif-
ferential equation. We focus our attention on the Fong-Vasicek model in which the
volatility of the short rate process satisfies a Bessel square root stochastic differential
equation. As a consequence of the multidimensional Ito’s lemma the corresponding
equation for the bond price is a linear parabolic equation in two space dimensions.
These spatial dimensions correspond to the short rate and volatility. It is well known
that its density distribution of a stochastic process is a solution to the Fokker-Planck
partial differential equation and can be expressed analytically in the case the volatil-
ity undergoes the Bessel square root process (see e.g. [27]). Knowing the density
distribution of the stochastic volatility we are yet able to perform averaging of the
bond price and the term structure with respect to volatility. Unlike the short rate
which is known from the market data on daily basis, the volatility of the short rate
process is unknown. Therefore such a volatility averaging is of special importance

2http://www.nbs.sk
3http://www.euribor.org/
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Figure 1.3: Examples of real Euribor term structures.

for practitioners.

Another popular approach in two-factor models is based on describing the short
rate as a sum of two components, each of them driven by a stochastic process. These
two factors can be interpreted as trend and speculative components. We will study
two-factor Vasicek and Cox-Ingersoll-Ross models constructed in this way. The bond
prices are again solutions of a linear parabolic equation in two space dimensions
where the dimensions correspond to the two factors of the short rate. The density
distribution of the factors can be derived and we consider the conditional distribution
with respect to the observed level of the short rate. Afterwards, we study averaging
of the bond price and the term structure with respect this conditional distribution,
as it is only the short rate (and not its two factors) that is observable variable on the
market.

The thesis is organized as follows. In the following section we present goals of
the thesis in a more detail. In the third section we do a survey of one-factor mod-
els. Fourth and fifth sections contain results regarding one-factor models. In fourth
section we study the approximate analytical solution for a class of one-factor models
for which the closed form bond prices are not available. We summarize results of the
recent author’s paper [47]. These approximations are used in fifth chapter to cali-
brate the models. Sixth chapter gives a survey of two-factor models. The next three
chapters deal with three particular two-factor models - two-factor Vasicek (chapter
7), two-factor Cox-Ingersoll-Ross (chapter 8) and Fong-Vasicek (chapter 9) models
- and the averaged bond prices and term structures with respect to unobservable
quantities of the models. Results of these chapters are based on author’s papers [42],
[45] and [46]. In the case of Fong-Vasicek model we study also the fast mean revert-



ing volatility (according to author’s paper [44]). Then we generalize this model to
capture volatility clustering, showing the results from [43].



Chapter 2

Goals of the thesis

In the thesis we study and analyze several questions and problems that are related
to short rate interest rate models. The main goals of the thesis can be summarized as
follows:

1. Approximate analytical solution for one-factor models. We study the ap-
proximate analytical solution for bond prices derived by Choi and Wirjanto in
[17]. We prove the order of accuracy of their formula and present numeri-
cal examples. Afterwards, we provide a new approximation of higher order of
accuracy.

2. Calibration of one-factor models. We use the approximate analytical solution
mentioned above to calibrate one-factor models. We use Nowman’s Gaussian
estimates to estimate the volatility and the comparison of real term structures
with theoretical ones to estimate the drift. Here we also study the question of
existence of the estimates, i.e. the existence of maximum of likelihood function.
Then we consider different weights when comparing the term structures and
we see the differences in estimates caused by different criteria used.

3. Averaging in two-factor models. We consider the following two-factor mod-
els: two-factor Vasicek, two-factor Cox-Ingersoll-Ross and Fong-Vasicek. In all
these models, not all of the factors is are observable on the market. We consider
their limiting distribution and compute the distribution of bond priced and in-
terest rates. Afterwards, we compute their averaging, i.e. the expected values
with respect to limiting distribution of unobservable factors. The averaged bond
prices are functions of maturity and short rate. It is the same dependence as in

10
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one-factor models. Hence we study the question, whether there exists a one-
factor model, which yields the same bond prices as the averaged values from
the two-factor model. In all the models considered, the answer is negative.



Chapter 3

A survey of one-factor short rate
models

In this chapter we describe the most widely used one-factor interest rate models.
We consider continuous models for the short rate process in the form

dr = pu(t,r)dt + o(t,r)dw, (3.1)

where w is a Wiener process. Recall that a stochastic process {w(t),t > 0} is called
a Wiener process if w(0) = 0, every increment w(t + At) — w(t) has the normal
distribution N (0, At), the increments w(t,) — w(tn-1), w(tn—1) —w(tn—2), ..., w(tz) —
w(t;) for 0 < ¢, < --- < t, are independent and paths of the process are continuous
(see e.g. [29]). Function u in (3.1) determines the trend in evolution of the short
rate, function o the nature of stochastic fluctuations. The price of a discount bond
P(r,r) with time to maturity 7 when the value of short rate is r, is known to be a
solution of the partial differential equation
oP opP N o?(t,r) O*P

— 5 + (u(t,r) = Xt,r)a(t,r)) B 5 g2 rP =0, (3.2)

P(0,r) = 1.
In derivation of the above equation we employ the method used in [29]. It is based
on construction of a riskless portfolio and elimination of a possibility of arbitrage.
The main mathematical tool in the derivation is the so-called It0’s lemma. According

to Ito’s lemma, if the stochastic differential equation (SDE) for a process x is given
by

dxr = p(t,z)dt + o(t, z)dw,

12
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then the process f(t,z) (where f is a C? smooth function) satisfies the SDE

of of O*f of
i = (5 +uteogl v joea g L) arr ot la,
(see e.g. [37]).

If we assume that the short rate follows the process (3.1), then the bond price
P(t,r) follows - according to Ito’s lemma - a stochastic differential equation

oP oP  o%?0?P oP
P = (at tum 82>dt+05dw
= ug(t,r,T)dt +op(t,r,T), (3.3)

where ug(t,r,T) and op(t,r,T) denote a drift and volatility of a process describing
the price of a bond with the maturity 7. We construct a portfolio of two bonds with
different maturities. The portfolio is constructed from one bond with maturity 77 and
A bonds with maturity 75. Hence its value 7 is:

= P(t, r, Tl) + AP(t, r, Tg) (3.4)
and the change dr of its value is given by
dr = dP(t,r,Ty) + AdP(t,r,T>)
= (up(t,r,T1) + Aug(t,r,T5)) dt + (op(t,r,T7) + Acp(t,r,Ty)) dw. (3.5)

By choosing A such that
0B (t7 T, Tl)
OB (ta r, TQ)

we eliminate the stochastic part in (3.5). We then obtain a riskless portfolio satisfying

(3.6)

OB (ta r, Tl)

d7T = (/LB(t,T’, Tl) — m

pup(t,r, Tl)) dt.

To avoid a possibility of arbitrage, the return on the portfolio 7 must be equal to the
riskless instantaneous interest rate r. Hence
op(t,r,T1)

t.r.Ty) —
ua(t,r, 1) op(t,r,Ts)

pup(t,r,1y) = rm,

from which, after substituting the value of the portfolio = from (3.4) and (3.6), we
obtain

OB (tv r, Tl)
OB (tv r, TQ)

UB(ta r, Tl)

p(t,r Th) = op(t,r,Ty)

pp(t,r,Ty) =r <P(t,r, Ty) — P(t,r, Tg)) .

This equality implies that

/’LB(t7T7 Tl) — 7(,P<t77ﬂ7 Tl) o /’LB(t7TJ T2> - 7(,P(tﬂﬁa TQ)
op(t,r, 1) - op(t,r,T3) .
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Since maturities 7} and 7, were chosen arbitrarily, the above expression has to be
independent of the maturity of a bond, i.e. there is a function A(¢, r) such that
_ HB (ta T, T) — TP@? g T)

A(t,r) = e (3.7)

for every maturity 7. It is called a market price of risk, as it provides an expected rise
of the bond return for the unit rise of risk (see e.g. [29]). Substituting functions up,
op into (3.7) yields a partial differential equation (3.2) for bond prices.

Bond prices determine interest rates R(7,r) by the formula P = ¢~ 77, i.e.

R(r,7) = —% log P(1, 7).

One of the first models of the class (3.1) was the Vasicek model [51]. The short
rate process follows a stochastic differential equation

dr = k(0 — r)dt + odw.

Deterministic part of the process (6 — r) defines a mean reversion process with a
limit . The speed of reversion is given by the parameter ~ > 0. In this model, for a
constant market price of risk A, the PDE for bond prices (3.2) has an explicit solution
of the form

P(r,r) = A(r)e B0, (3.8)

Substituting it into equation (3.2) we obtain a system of ordinary differential equa-
tions

dflf) = (Ao — kO)A(T)B(1) + %UQA(T)B%),
dz(:) = —kB(1)+1,

and initial conditions A(0) = 1, B(0) = 0. A solution A, B is given by

. A(T) = exp [(B(T) —7) (9_ o Q) B 023_27)2

2K2 K

1 _ e—F\'/T

Blr) = —

} 69
For a fixed r, interest rates R(7,r) are functions of the maturity 7. As 7 — oo, they
converge to the value

/\ 2
Ry = lim R(r,r) =022 - 7 (3.10)

T—00 K 2k2
which does not depend on r. Depending on the relation between the beginning of
the short rate r and the limit R, the term structure has one of the following shapes:
o, s . . 2 . 2 .
it is increasing for r < R, — 75, decreasing for r > R, + 55 or ha;nng a hump

(firstly increasing and then decreasing) for r from the interval (R, — 25, Ry + %).

4K2
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A disadvantage of the Vasicek model consists in its constant volatility (it does not
depend on the short rate level) and possibility of negative values of the short rate.
These problems have been overcome by the short rate model due to Cox, Ingersoll
and Ross [19], in which we assume

dr = k(0 — r)dt + o\/rdw.

If this process starts from a positive value, then its values in future times are non-
negative. Moreover, if 2k > o2, then these values are positive almost surely (see
[19]). Similarly as for the Vasicek, the CIR model also admits an explicit solution to
equation (3.2). If the market price of risk A(¢,r) equals \\/r, where )\ is a constant,
then the solution has a form (3.8), where functions A and B satisfy the system of
ODEs:

dz?ZE_T) = —kbOA(T)B(1),
dB(t) 1, 9
= —(Ii+)\U)B(T>—§U B(r)* +1,

and initial conditions A(0) = 1, B(0) = 0. A solution is given by

g eEHE)T/2 260/02 2(efT — 1
Alr) = e , B(r) = @D @i
(E+)(esm —1)+2¢ €+ )™ = 1) +2¢
where
=K+ Ao, £ =/ + 202
The limit of term structures for 7 — oo is ;—ﬂwe (see [29]).
There are several other models, where the SDE for short rate is given by
dr = (a + br)dt + or?dw. (3.12)

Comparison of these models is a topic of the paper by Chan, Karolyi, Longstaff and
Sanders [15]. Using generalized method of moments they estimated the model
(3.12) and they studied restrictions on parameters imposed on this models. Their
result that the optimal value of the parameter v is approximately 3/2 (which is more
than previous models assumed), started a broad discussion on the correct form of
volatility. Let us note that their result is not universal, e.g. in [3], using the same
estimation methodology but for LIBOR rates, v was estimated to be less than unity
(which means that volatility is less than proportional to short rate, unlike in the result
due to Chan, Karolyi, Longstaff and Sanders). A modification of generalized method
of moments (so called robust generalized method of moments), which is robust to a
presence of outliers, was developed in [22].

Another popular method for parameter estimation are Nowmans’ Gaussian esti-
mates [32], based on approximating the likelihood function. They were used in [23]
for a wide range of interest rate markets. For a similar sample of countries, in [50]
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authors studied the robustness of the estimates with respect to a sample period and
use of interest rates with different maturities as short rate proxies. Similarly, different
kinds of interest rates as short rate proxies were used in [33] for the Japanese finan-
cial market. Estimations for UK and USA data and subsequent study of forecasting
power of the models were performed in [14].

There are several other methods based on short rate process, such as quasi max-
imum likelihood, maximum likelihood based on series expansion of likelihood func-
tion by Ait-Sahalia [7], Bayesian methods and others.

Term structure can be computed analytically in the case of Vasicek and CIR mod-
els. This feature was used in the calibration methodologies discussed in [48] and
[49]. They are based on the minimization of weighted squares of differences between
real and theoretical interest rates, followed by optimizing Nowman’s likelihood func-
tion. For general term structure models, numerical techniques for solving the partial
differential equation for bond prices can be used. Frequently used method is the
Crank-Nicolson scheme, see e.g. [18]. In [41] and its earlier preprint version [9],
the Box method for computation of bond and contingent claim prices was introduced.
It was compared with the Crank-Nicolson scheme in specific cases, where analytical
prices are available and the new scheme led to more accurate results. This method
was used to compute interest rates and derivatives prices in [34] (for Japan), [35]
(for UK and USA), [36] (for Canada, Hong Kong and USA). Recently, an analytical
approximation formula for bond prices was suggested by Choi and Wirjanto in [17]
and by Stehlikova and Sevéovit in [47].

As we have already mentioned, in short rate models, for a given process driving
the short rate » and market price of risk A\, we obtain a term structure R(t,7T,7).
Hence we might be interested in models, where the term structure generated in this
way, is an accurate approximation of the real one. This can be obtained, if functions
w1 and o in (3.1) depend on time ¢. It leads to a class of models which are referred to
as no-arbitrage models.

In Table 3.1 (time independent drift and volatility) and Table 3.2 (time dependent
drift and volatility) we present an overview of selected one-factor short rate models
and their characteristics.

Table 3.1: One-factor short rate models with time independent drift and volatility
(c.f. [12], Table 3.1).

Model SDE for short rate r Distribution of » | Analytic formula for
bond price

Vasicek dry = k(0 — ri)dt + odwy normal yes

CIR dry = k(0 — r¢)dt + o/rdw; noncentral x2 yes

Dothan dry = aridt + ordw; lognormal yes

Exponential Vasicek | dr; = r¢(n — alnry)dt + orydw | lognormal no
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Table 3.2: No arbitrage one-factor models short rate with time dependent drift and
volatility (c.f. [12], Table 3.1).

Model SDE for short rate r Distribution of » | Analytic formula for
bond price
Hull-White dri = k(0 — r¢)dt + odwy normal yes
Black-Karasinski dry = re(ne — alnry)dt + oredwy lognormal no
Mercurio-Moraleda | dr; = r; (m — ()\ — X ) In T't) dt + orydw; | lognormal no

1+4+~t



Chapter 4

Approximate analytical solution
for a class of one-factor models

In this chapter we discuss the approximate analytical solution for bond prices de-
rived by Choi and Wirjanto in [17]. Authors considered a class of one-factor models
and proposed an approximate formula for prices of bonds. In this chapter we derive
an accuracy of their approximation and give a new approximation of a higher order
of accuracy. Results presented in forthcoming sections 3.1 - 3.4 are included in the
recent paper [47] by Stehlikova and Sev¢ovi¢. This approximate analytical solution
will be used in calibration in section 5 of the thesis.

Models for short rate considered by Choi and Wirjanto in [17] have a form

dr = (o + Br)dt + or?dw 4.1)
under the risk-neutral measure. It corresponds to the real measure process:
dr = (a+ Br+ A(t,r)or?) dt + or"dw

where A(t, r) is the so called market price of risk. Let us recall that for a general mar-
ket price of risk function \(¢,r), the price P of a zero-coupon bond can be obtained
from a solution to the following partial differential equation:

or 1 ,, 0°P oP
_E+§JT7W+(a+ﬁT)W_TPZO’T>O’T€(0?T)’ (4.2)

satisfying the initial condition P(0,r) = 1 for all » > 0. In what follows, we use the
notation 9, P for dP/dr, similarly 0, P for 9P /0r and 9> P for 9*P/or>.

18
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The main result of the paper [17] is the following approximation P for the exact
solution P°*:

Theorem 1. [17, Theorem 2] The approximate analytical solution P is given by

a o2 2
In P?(r,r) = —rB+ B(T — B) + (r* +qr) I {32 + B(T - B)]
— ;—; B*(2pT — 1) — 2B (27 — %) + 277 — %T} (4.3)
where
q(r) = 7(2y = Do?r*® Y + 2977 (a + fr) (4.4)
and

B(r) = (" —1)/p. (4.5)

Derivation of the formula (4.3) is based on calculating the price as an expected
value under a risk neutral measure. The tree property of conditional expectation
was used and the integral appearing in the exact price was approximated to obtain
a closed form approximation. The reader is referred to [17] for more details of
derivation of (4.3).

Authors furthermore showed that such an approximation coincides with the exact
solution in the case of the Vasicek model [51]. Moreover, they compared the above
approximation with the exact solution of the CIR model which is also known in a
closed form (c.f. [19]). Graphical and tabular descriptions of the relative error in the
bond prices have been also provided in [17].

Our goal is to derive the order of accuracy of the approximation formula (4.3)
by estimating the difference In P?? — In P** of logarithms of approximative and exact
solutions of the bond valuation equation (4.2). Then, we give a new approximation
formula of the higher order and we analyze its order of convergence analytically and
numerically.

4.1 Uniqueness of solution to PDE for bond prices

It is worth to note that comparison of approximate and exact solutions is meaningful
only if the uniqueness of the exact solution can be guaranteed. The next theorem
gives us the uniqueness of a solution to (4.2) satisfying Definition 1 introduced in
[47].

Definition 1. [47, Definition 1] By a complete solution to (4.2) we mean a function P =
P(7,r) having continuous partial derivatives 0, P, 0,P, 0*P on Q7 = [0,00) x (0,T),
satisfying equation (4.2) on Qr, the initial condition P(0,7) = 1 for r € [0,00) and
fulfilling the following growth conditions: |P(r,r)| < Me™™" and |P,(r,r)| < M for
any r > 0,t € (0,T), where M, m,§ > 0 are constants.
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3
2

Theorem 2. Assume § < v < 2

complete solution to (4.2).

or vy = % and 2a > o°. Then there exists a unique

Proof: Our aim is to prove that the inequality

d

— T“’PzderK/ r* P2dr (4.6)
dr J, 0

is satisfied by any solution of (4.2) with some constants K and w > 0. It implies the
uniqueness of a solution to the PDE (4.2). Indeed, if P, and P, are two complete
solutions of (4.2) with the same initial condition P(0,r) = 1, then P = P, — P, is also
a solution to (4.2) with P(0,r) = 0. Let us define a function

y(r) = /OOO ™ P*(7,7)dr.

Then the inequality (4.6) means d%—(:) < Ky(r) for 7 > 0. It implies:

L (e Kry(r) = KoKy (r) 4 e D

Since y(0) = 0 and y(7) > 0, it follows that y(7) = 0 for all 7. Therefore P(r,r) = 0
for all 7 > 0, » > 0 and hence P, = P,, as claimed.

<0.

Now let us derive inequality (4.6). Multiplying the equation by r* P, where w > 0
and 2y+w—1 > 0 using the identity 1L [ r*P2dr = [ r* PO, Pdr, and integrating
with respect to r from O to infinity we obtain?

1 d 00 2 00 00 00
—— v P? = U—/ Pt PP —|—/ (a + Br)r“d, PP — / Pt (4.7)

Firstly, we use integration by parts for the following integrals from the above
equation:

/ T?'y—‘,-wazpp — _(27+w)/ r27+w—1PaTP—/ TQ’Y-‘FW(aTP)Z
0

0 0

1 o0 o0
— 5(27 +w)(2y +w— 1)/ p2te—2p2 _ / r?7te (9, P)?
0 0
where we have used the identity [;°r“*$0,PP = —<£& [ p«+-1P2 valid for any
w, & >0,w+¢ > 0, and a function P satisfying the decay estimates from Definition 1.
Substituting this to (4.7), we end up with the identity

Ld ["epr _ 0—2(27+w)(27+w —1) /Oo TPt - 0_2/007‘2%“](37«13)2
2d7— 0 4 0 2 0
9) 1 o0 e
_ % Tw71P2 _ (w + _)6 / r“}PQ — / Tw+1P2. (48)
2 0 2 0 0

'In the sequel, we shall omit the differential dr from the notation
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Case 1: v = £ and 2« > o2, In the case of CIR model (y = 3) we recall that the
condition 2o > o2 is very well understood as it almost surely guarantees the strict
positivity of the stochastic processes r;, t > 0, satisfying the stochastic differential
equation: dr = (a + 0r) dt + o+/rdw (see e.g. [29]).

Subcase 1a: 2a > o%. We use the identity (4.8) withy=1/2and w =2 —1 >0
to obtain the desired inequality (4.6) with K = (w + 1)8.

Subcase 1b: 2a = ¢2. Using the identity (4.8) with w = 0 (or simply by multiply-
ing the PDE with P and integrating over (0, cc)) we obtain the inequality (4.6) with
K =0.

Case 2: v € (3,1). We use equation (4.7) with w = 2 and estimate the integral
J5° v P? by using Holder’s inequality:

o0 oo 0o 2v—-1 00 2—2y
/ TQ'}/PZ — / (T4’y—2p4’y—2) (T2—2’)/P4—4’y) S (/ T2P2) (/ TP2> )
0 0 0 0

Now it follows from the Young’s inequality ab < -Sa” + ;e valid for p,q > 1,
L+ 1 =1, that for any ¢ > 0 we obtain

/ rP? < (27— 1) (—) / 2P+ (2 — 27)527%2 / rP?.
0 € 0 0

Again using (4.8) with w = 2 and the above estimate we obtain

1d >, o? o > 36
— P? < 1)(2 1 rp? _ / P? - r?p?
[ < (7+)(7+)/7’ of -

< K/ r’P? + 7—!—1)(27—1—1)(1—7)52127—04)/ rpP?.
0

where K = Z(y + 1)(2y + 1)(2y — 1) (4 )"’V1 T — ¥ By choosing ¢ > 0 sufficiently
small such that o?(y + 1)(2y + 1)(1 — v)e>=> 7 —a <0, we finally obtain the desired

inequality $-& [ r2P? < K [ r2P2

Case 3: v = 1. We again use equation (4.8) with w = 2. We obtain (4.6) with
K =3(20% - 3).

Case 4: v € (1,2). Similarly as in the case 1 < v < 1 we make use of the Holder
inequality. We obtain:

o0 o0 o0 3—2’)/ o0 2’)’—2
/ P2 P2 — / (T6—47P6—4'y) <r67—6P4fy—4) < (/ TQPQ) (/ r3P2)
0 0 0 0

and, by Young’s inequality, we have, for any ¢ > 0,

1
o 1\ 3= [ )
/ TQ'YP? S (3 _ 27) (_) / 7,2P2 4 (2,}/ o 2)8271_2/ 7”3P2.
0 € 0 o
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By (4.8) with w = 2 we have

1d [, o? * 38 [ *
-4 P2 < T(vr)2y+1 2’7P2——/ 2P2—/ 3 p2
2dr J, r < 2(7—1— )(2y + )/0 r 2/, r i r

< K/ r2P? 4 (02(7 +1)(2y + 1) (y - 1)eme — 1) / P
0 0

where K = 2 (y+1)(2y+1)(3—27) (3) = _ 3. By choosing ¢ > 0 sufficiently small

such that 02(y +1)(2y+ 1)(y — 1)e% 7 — 1 < 0 we end up with the desired inequality

1d [°,2p2 o0 2 D2
§EOTP§KIO7’P. <>

4.2 Error estimates for the approximate analytical so-
lution

In this part we derive the order of accuracy for the approximation proposed by Choi
and Wirjanto in [17].

Theorem 3. [47, Theorem 3] Let P be the approximative solution given by (4.3) and
P<* be the exact bond price given as a unique complete solution to (4.2). Then

In PP(7,7) — In P (1,7) = c5(r)7° + o(7°)

as 7 — 01 where

1
cs(r) = _Eo,yrz(%2)a2 [202(— 1+ 29)r2 + 432yt — 8542152
+26(1 57+ 69%)r* 1 o? 4 ot (2y — 1)* (47 - 3) (4.9)

+2ar (ﬁ(—l +4y)r? + (2 — 1)(3y — 2)7’2”’02)} :
Convergence is uniform w. r. to r on compact subintervals [ry, 73] C (0, 00).

Proof: Recall that the exact bond price P**(7,r) for the model (4.1) is given by a
solution of PDE (4.2). Let us define the following auxiliary function: f*(7,r) =
In P*(7,r) . Clearly, 0, P** = P**0, f¢*, 0, P** = P**0, f*" and

O2per = P (0, fe) + 02 f ¢r]. Hence the PDE for the function f** reads as follows:

-0, [+ 3027”27 [(@f‘“)2 + 02 + (a4 Br)0, f —r =0. (4.10)

Substitution of f*? = In P into equation (4.10) yields a nontrivial right-hand side
h(r,r) for the equation for the approximative solution f?:

—0, [ + %UQTQV [(&f"pf -+ Q?fap} + (a+ Br)0 fP —r = h(r,r). (4.11)
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If we insert the approximate solution into (4.2) then, after long but straightforward
calculations based on expansion of all terms into a Taylor series expansion in 7 we
obtain:

h(7,7) = ky(r)7* + ks(r)7° + o(7°) (4.12)
where the functions &, and k5 are given by
1
ky(r) = ﬂ773(%2)02 [202(~1+ 29)r% + 482yt — 8r3+21 g2
+26(1 = 5y +69)r* Vo + 1 (=3 + 167 — 2897 + 167°)
+2ar (B(=1 4 49)r* + (2 — Ty + 692)r*70?)] (4.13)

2
k‘5(7“) = %r%—?-ﬂ) [60425 (_1 + 2,}/) 7’2 + 1263,YT4 . 10(1 _ 27)2741.5_4—\,04
+65202 (1 — 5y + 672) r20+7)

+6r70% (=10 (54 27) r* + 3(1 — 29)° (=3 + 4v) r¥70?)

+2ar <362 (=1449)r* + 33 (2 = 7y + 69%) r¥0?
—5(=1+2v) 7’1+2702)} ) (4.14)

Let us consider a function g(7,7) = f% — f*. As (0.9)° = (9, f*)* — (0, f*")* —
20, f¢*0,g we have

0+ 5ot [(09) + (929)] + (a + r)dng
= {ours g @ ) 4 aok s

_ {_aneaz + %OQT?W [(arfez)Q + (83.]06:5)} + (Ot +5T>arfe$}
_0_2r2'yarfem g .

It follows from (4.10) and (4.11) that the function g satisfies the following PDE:

g+ 2ot [(0,0)* + 820 + (0 + Br)dng = h(r. 1) — 0™ (D, D),
(4.15)

where h(r,r) satisfies (4.12). Let us expand the solution of (4.15) into a Taylor series
with respect to 7 with coefficients depending on . We obtain g(r,r) = > ° ¢;(r)r" =
oo ci(r)r, i.e. the first nonzero term in the expansion is ¢, (r)7*. Then 9,9 =
we(r)m™t + o(r*71) and h(7,7) = ky(r)T* + o(7?) as 7 — 0. Here the term k,(r) is
given by (4.13). The remaining terms in (4.12) are of the order o(7*~!) as 7 — 0.
Hence —wc,(7) = kq(r)7* from which we deduce w = 5 and ¢5(r) = —1ky(r). It
means that g(7,7) = In P?(7,r) — In P (7,7) = —1ky(r)7° 4 o(7°) which completes
the proof. &
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Remark 1. The function c5(r) remains bounded as r — 0% for the case of the CIR model
in which v = 1/2 or for the case when ~y > 1. More precisely, lim, g+ c5(r) = —%
for v = 1/2. On the other hand, if 1/2 < v < 1, then c5(r) becomes singular, cs(r) =
O(r*o=Y)asr — 0F.

Corollary 1. It follows from Theorem 3 that

1. the error in yield curves can be expressed as

R (1,1) — R*(1,7) = —c5(r)7* +o(t*) as T — 0T;

2. the relative error? of P is given by

P (1, 1) — P(1,71)

Pex(T, ’f‘) - _05(T)75 + O<7_5) astT— 0%

Convergence is uniform w. r. to r on compact subintervals [r1,rs] C (0, 00).

P for caleulating

Proof: The first corollary follows from the formula R(7,r) = -
yield curves. To prove the second statement we note that Theorem 3 gives In P —
In P = ¢5(r)75 + o(79). Hence P® /P = 57 +o(™) — 1 4 ¢5(r)7° + o(7°) and

therefore =2~ = —c5(r)7° + o(7).

Remark 2. For the CIR model with v = 1/2 the term ky(r) defined in (4.13) can be
simplified to 5;0? [af3 + r(? — 40?)] and hence

1
In P p(r, 1) — In P&ig(T, 1) = _EOQ [aﬁ + (% — 402)} 7° 4 o(7%)
as 7 — 0%. Now convergence is uniform w. r. to r on compact subintervals [ry,rs] C
[0, 00).

4.3 Improved higher order approximation formula

In this section we present the main result of the paper [47] by Stehlikova and
Sevtovit. It follows from (3) that the term In P%?(7,r) — ¢5(r)7® is the higher or-
der accurate approximation of In P** when compared to the original approximation
In P*?(7,r) from [17]. Furthemore, we show, that it is even possible to compute
O(7°) term and to obtain a new approximation In P®?(r,r) such that the difference
In PP2(7,7) — In P¥*(7,7) is o(7%) for small values of 7 > 0.

Let P** be the exact bond price in the model (4.1). Let us define an improved
approximation P%? by the formula

In PapQ(T, r)=In P®(r,r) — 05(7“)75 - 06(7’)76 (4.16)

2This is referred to as the relative mispricing in [17]
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where In P is given by (4.3), ¢5(7) is given by (4.9) in Theorem 1 and

i) = g (591640 - a+ Br)r) — hatr) )

where ¢ and ¢/ stand for the first and second derivative of ¢;(r) w. 1. to r and kj is
defined in (4.14).

Theorem 4. [47, Theorem 4] The difference between the higher order approximation
In P?2 given by (4.16) and the exact solution In P°® satisfies In P*?*(7,r)—In P°*(1,1) =
o(7%) as 7 — 0. Convergence is uniform w. r. to r on compact subintervals [ry, 5] C
(0, 00).

Proof: We have to prove that g(7,7) = c5(r)7° + c6(r)7% + o(7°) where ¢; and ¢4 are
given above. We already know the form of the coefficient ¢; = ¢5(r). Consider the
following Taylor series expansions:

g(m,7) = Zci(r)ri, hr,r) = Z ki), f(rr) = Z Li(r)T'.

The absolute term [, is zero because f°*(0,7) = In P**(0,r7) = In1 = 0 for all » >
0. Substituting power series into equation (4.15) and comparing coefficients of the
order 7° enables us to derive the identity:

—6¢q(r) + %a%”c@f(r) + (a+ Br)cs(r) — ks(r) =0

and hence L /1
) = 5 (5710 + G+ By () = ).
The term k5(r) given by (4.14) is obtained by computing the expansion of h. &

The order of relative error of bond prices and order of error of interest rates for
the new higher order approximation can be derived similarly as in Corollary 1.

Remark 3. It is not obvious how to obtain the next higher order terms of expansion
because the equations contain unknown coefficients l;(r), i > 1, of the logarithm of the
exact solution which is not known explicitly.

Remark 4. In the case of the CIR model we have

CIR o’ 2 2 CIR Bo® 2 2
¢§ 1 (r) = —5g (@B + (5% = 40%) , KT (r) = - (B + (5% = 100%)r)

and so )
TR (r) = % (—2a52 + 1780%r — 2833 + 2a02) .
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Hence

0.2

In P2 =In P, + 50 (B +r(B* —40°)) °
0'2 (
360
The theorem yields In Pehs(1,7) — In P&% o (7,7) = o(7°). By computing the expansions
of both exact and this approximative solutions we finally obtain

—2a4% + 1700%r — 26°r 4 200?%) 7°

2

o
5040

In P22 (1,r) = InP&a(r,r) — <110¢53 + 118% — 34a 80>

—1803%*r0” + 34r04) 7 4+o(t7) as T — 0%,

Convergence is uniform w. r. to r on compact subintervals [ry, 73] C [0, 00).

4.4 Comparison of approximations to the exact solu-
tion for the CIR model

In this section we present a comparison of the original and improved approximations
in the case of the CIR model where the exact solution is known. We use the parameter
values from [17] and [47], i.e. o = 0.00315, 3 = —0.0555 and o = 0.0894.
In Table 4.1 we show L., and L, —norms® with respect to r of the difference
In P%? — In P** and In P%? — In P** where we considered r € [0,0.15]. We also com-
pute the experimental order of convergence (EOC) in these norms. Recall that the
experimental order of convergence gives an approximation of the exponent « of ex-
pected power law estimate for the error || In P*?(7,.)—In P*(7,.)|| = O(7*) as 7 — 0.
The EOC; is given by a ratio
In(err;/erriiq)
In(7/7i11)
In Table 4.2 and Figure 4.1 we show the L, — error of the difference between
the original and improved approximations for larger values of 7. It turned out that

the higher order approximation P%? gives about twice better approximation of bond
prices in the long time horizon up to 10 years.

EOC; = where err; = || In P*(7;,.) — In P*“(73, )|, -

4.5 Properties of the approximate term structures

We consider only the case v > 0, since for v = 0 (the Vasicek model) the interest rates
R coincide with the exact ones and their properties are well known. The following

3L, and L. norms of a function f defined on a grid with step h are given by |f|, =

(RS2 [ f(2:)|P)"? and || £l oo = max | f(z;)]-
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Table 4.1: The L. and L, —errors for the original In P}, and improved In

Pap2
approximations.

CIR

T [In P? —In P**|[oc | EOC | |[In P*P?Z —In P**[|» | EOC
1 2.774 x 10~ 7 4.930 4.682 x 10~ 10 7.039
0.75 6.717 x 10~8 4.951 6.181 x 1011 7.029
0.5 9.023 x 10~? 4.972 3.576 x 1012 7.004
0.25 2.876 x 1010 - 2.786 x 10~ 14 -
T [ln P? —In P°*[]; | EOC | |[In P%PZ —In P**| | EOC
1 6.345 x 10~8 4.933 9.828 x 10~ 1T 7.042
0.75 1.535 x10—8 4.953 1.296 x 10~ 11 7.031
0.5 2.061 x10~9 4.973 7.492 x 10~13 7.012
0.25 6.563 x10~ 11 - 5.805 x 10~ 19 -

Table 4.2: The L, — error with respect to r for large values of 7.

T 1 2 3 4 5

[In PP —1In P®||s | 6.345 x 10~ | 1.877 x 1076 | 1.314 x 10~° | 5.093 x 10~° | 1.427 x 10~ %

|| In PaP2 —In Pe®||5 | 9.828 x 10711 | 1.314 x 1078 | 2.329 x 10~7 | 1.799 x 1076 | 8.798 x 10~6
T 6 7 8 9 10

[In PP —In P%[[; | 3.255 x 10~% | 6.441 x 102 | 1.148 x 10~3 | 1.890 x 103 | 2.921 x 10~3

|[In PeP2 —In Pe®|| | 3.217 x 107° | 9.618 x 1075 | 2.479 x 10~* | 5.705 x 10~4 | 1.200 x 1073

L, error x 10*
= N
- (6] N [6)]

g
wn

Figure 4.1: The error ||In P*?(,.) — In P**(7,.)||» for the original approximation P

(dashed line) and the new approximation P%? (solid line). The horizontal axis is
time 7 to maturity.
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theorem confirms a consistency of approximations. In particular, we are interested
in limits of term structures as 7 approaches zero. It is natural to require that they
converge to the short rate r.

Theorem 5. The limit of the interest rate R (7,r) and R**(t,r) equals r as 7 — 0T,
i.e. the term structures are continuous in 7 = 0.

Proof:

1. We write the interest rate R°” in the following form:

1 B — B 2B24+ 2(r - B
Ror) = ~tnprinn = B 8TZB gy 2 PERCD
o2 BA28r —1) 2B (2r - 3) 4272 - &
4 . (4.17)
832 T
Since
. . efm—1 ) (1) et —1
Tlggl+B(T) N ‘rli%i I} =0, flgcl)lJr T TliI(l)lJr BT =1
we obtain
hm T~ B — 07
T—0+ T
B>+%(r—B
S (Gt N
T—04+ T
B(287 — 1)~ 2B (21 = 1) + 212 = &
lim — 0,
T—0+ T

from which the limit lim, o+ R*(7,7) = r in the theorem follows.
2. Since In P%? = In P + o(7?), for interest rates we have

B In P + o(7?)
-

R? = = R 4 o(r%).

As lim, o, R%(7,r) = r, we also have lim, o, R**(7,r) = r for any r > 0.

&

Infinite limits, derived in the next theorem, are one of the reasons, why the ap-
proximations, compared to exact CIR values, are not suitable for larger times to
maturity. The other reason is that the expansions are done for 7 — 0%.
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Theorem 6.

1. The limit of interest rate R for T — oo is equal to minus infinity if ¢ < 0, plus
infinity if ¢ > 0 and it has a finite limit -5+ 7"27% if q(r) = 0, where q(r) is
given by (4.4). A finite limit occurs for at most two positive values of r.

2. The condition q = 0 is necessary also for a finite limit of R%? as 7 — oo .

Proof: Firstly we note that B(7)/7 — 0 as 7 — oc.

1. We use the expression (4.17) for interest rates. Then, for 7 — oo, we have a
finite limit of the following part of the expression:

B wr_B o2 BA28r—1) 2B (2r - 34272 -%)
7 + Q(T) 2 R

T B T 80 T I}

The limit of the remaining part is

o2 B + %(7' - B) 9y o? 30?2  o?

. —

43 T

. 2 .
lim — ((T T+ q(r)7) 25 g5~ gp Amatn)T

from which the first statement of the theorem follows. What remains to be
shown is that the equality ¢ = 0 holds only at most for two positive value of r.

This condition can be written as v(2y — 1)0%r2?=Y 4 2472~ (a + Br) = 0 or,
equivalently,
(27 — D)o*r* ' 4+ 2(a + Br) =0, (4.18)

where we used the fact that v is not zero and that » > 0. Denoting the left hand
side of (4.18) by f(r), we have f'(r) = (2y — 1)?0?r**=2 4 23. This derivative is
equal to zero only for one positive r if v # 1/2 and f'(r) = 203 if v = 1/2. Then,
according to Rolle’s theorem, there are at most two points in which f(r) = 0.

2. It follows from the expression R%? = R + c57° + c47°, since R is not equal
to any of the terms —c57°, —cs7%, —c57° — 7% and hence it does not identically
vanish.

¢



Chapter 5

Calibration of one-factor models

In this chapter we propose a method for calibrating one-factor models using ap-
proximate analytical solutions from the previous chapter. We are interested in esti-
mation of the parameter v, i.e. the dependence of the volatility of the driving process
of the short rate level. We suppose that

e under the real measure the short rate process is given by

dr = (a+ br)dt + or"dw, (5.1)

e under the risk-neutral measure the short rate process is given by

dr = (a + Or)dt + or’dw, (5.2)

i.e. the process has a linear drift under both real as well as risk neutral measures.
Note that the volatilities are the same and the difference between drifts determines
the market price of risk A\(r) = W Assumption (5.2) enables us to use
approximate analytical solutions for interest rates studied in previous chapter and
hence to consider deviations from interest rates on the real market. Assumption (5.1)
enables us to use the Gaussian estimation methodology due to Nowman [32] for
estimating parameters from time series of the short rate. The Gaussian methodology

is based on a suitable approximation the likelihood function for v > 0.

30
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5.1 Nowman’s Gaussian estimates

5.1.1 Discrete approximation of the model

In this section we show how the discrete approximation of the model is derived. The
main idea is to approximate the volatility by a piecewise constant function, which
stays constant between two observations (see [32], [23]).

The equation for the short rate under the real probability measure

drs = (a+ Prs)ds + orldws
is multiplied by e=?*, which yields
e Psdr, — Be Pryds = ae P ds + ae‘ﬁsrzdws
d

B — -B -B
Is (e 57‘8) = ae 7ds + oe”r]dws,

from which by integration over the time interval [t — 1, ¢] to time ¢ we obtain

t
«
e Py, — By | = E (e_ﬁ(t_l) — e_ﬁt) +/ arze_ﬁsdws.
t—1

Using the approximation, according to which the volatility is constant on interval
[t — 1,t) and equals the values at the beginning of the interval, we get

t t
Y ,—Bs Y —Bs
/ orle dw, = m‘t_l/ e dws,
t—1 t—1

t

a

e Py, — e Py, | = 3 (e’ﬁ(t’l) - e’ﬁt) + Urg’l/ e P dws.
-1

Multiplying this equation by the term ¢”* and denoting

t
£ = ar;’_le’gt/ e P dw,
t—1

and hence

we obtain a discrete short rate model

Tt:eﬂrt_1+%(eﬁ—1)+5t fort=2,..., N. (5.3)

The onditional distribution of ¢; for a given value of r,_; follows from properties
of Ito’s integral (c.f. [37]): ¢, are normally distributed, uncorrelated fort = 1,2,...,
with a zero expected value and the variance v? satisfying

t
V2 = Var(e) = o?rl e Var (/ eﬁsdws)
t—1

t 28 1
_ 2 2y —20s 2 2y e —
= 0 7”75—1/ e ds =o°r; 4 ,
t—1

20
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where we used Ito’s isometry (Corollary 3.1.7, [37]).
The likelihood function L for this model is equal (up to an additive constant) to

(see [32], [23])
N

1 o €2
log L = — ; <log V2 + 73) , (5.4)
where )
g (6%
Vtz = % (6'6 — 1) T?zl, Et =T — B (66 - 1) - eﬁrf)th (55)

Estimates of the parameters are arguments of the maximum of the function log L.
These results are obtained in the case when the interval [t — 1,¢] between two

consecutive values of r; is taken as a unit of time. In a case of another time scale

when the length of the interval is At, in the same way as before we derive the model

rk:eﬁmrk_l—l—%(eﬁm—l)—kek (k=2,...,N), (5.6)

where k is a number of observations (to simplify the notation, we index the observa-
tions by their number, instead of time), with ¢, normally distributed, uncorrelated,

. . 2BAL _ . .
with a zero expected value and the variance 0%} | < 3 L. This can be written as

rk:eﬁrk1+%(65—1>+ék (k=2,...,N), (5.7)

where &, are normally distributed, uncorrelated, with a zero expected value and the

~9 2y €21

variance ¢-r”, ==, where

& = alt, 3= BAt, o2 = c>At. (5.8)

When studying the existence of maximum of the likelihood function, we can study
model in the form (5.7), which is equivalent to (5.3), and when estimating the pa-

rameters «, 3, o2, we divide estimates of &, 3 and 52 by At (resp., when estimating
o, we divide 5% by v At).

5.1.2 Examples of calibration

We present examples of calibration results using the Gaussian methodology. We use
Bribor overnight daily data from 2007. Their evolution over the year is shown in the
Figure 5.1 and their basic descriptive statistics are shown in the Figure 5.2.

Figures 5.3 and 5.4 show drift and volatility functions for several values of -,
estimated from Bribor overnight interest rates in 2007. Table 5.1 presents numerical
values of the estimates.
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Figure 5.1: Bribor overnight (short rate) process, 2007.

30
Series: BRIBOR07ON
25 Sample 1/01/2007 12/31/2007
Observations 250
20 Mean 0.036587
M Median 0.036850
15 Maximum 0.061200
Minimum 0.022450
Std. Dev. 0.009606
10 Skewness 0.508940
Kurtosis 2.726052
5
Jarque-Bera  11.57425
ol Probability 0.003067
T LB B T

0.03 0.04 0.05 0.06

Figure 5.2: Descriptive statistics of Bribor overnight, 2007.

Table 5.1: Gaussian estimates for Bribor, 2007.

v | o | B | o

0 1.5261 | -41.9624 | 0.0888
0.5 | 1.6370 | -44.9889 | 0.4917
1 1.7762 | -49.0323 | 2.8446
1.5 | 1.9465 | -54.2752 | 17.0548
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Figure 5.3: Estimated drift for several values of ~ (Bribor, 2007).
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Figure 5.4: Estimated volatility for several values of v (Bribor, 2007).
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5.1.3 The condition for existence of the log-likelihood function
maximum

Using the following transformation:

(5.9)

model (5.3) can be transformed into the form r, = a + br;,_; + &;, where ¢, are uncor-
related and conditional distribution of &,|r,_; is N(0, s>, ). In general, the estimate
of b need not be positive. But if it is not positive, we cannot do inverse transforma-
tion and obtain original parameters. Now we investigate when the maximum of the
likelihood function does not exist.

We return to original parameters «, 3, o2 of the model. Recall that the likelihood
function L for this model is equal (up to an additive constant) to

N

1 0 &}
log L = ~3 ; <log v, + V_t2> , (5.10)
where ,
o «
Vtz = ﬁ (6'6 — 1) T't2’_yl, Et =Ty — — (66 - 1) - eﬁrtfl- (5'11)

g

We fix ~ and look for the maximum of log L with respect to parameters «, 3 and o>.
Since

QlogL 810gL85t eﬁ -1
Z D, Do Z

Odlog L ‘ X
da 1(6,6,6?)

>oi-

t=2

from necessary first order condition = 0 we obtain

o

>
B}

~

where é,, 17 are values ¢, 1} evaluated in the points (d, 0, 62). After substituting o
we obtain the equality

inserting é; into the above equality, we are able to obtain the estimate of the param-
eter « in the form:

~

N - 3 N
3 Zt:Z TTy 217 — e’ Zt 2 TtI 127 (5.12)
_ _2 ) )
eﬁ -1 Zt 9T ﬁ/

o=
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Similarly, since

dlog L 8logL81/t _ al 1 g2 e —1 5,
807 Z oZ 002 =2 w2 T 20R2) 28

and Jdlog L

(6,557 = 0, we get

From this, after substituting ¢, and 72, we have

623—1

22 2
E 5§Tty1—
203

Hence, we derived a formula for 62:

6_2

~2 A2 2’y
6% = _1625_12”1 (5.13)
Let us define the following functions, based on formulae (5.12) and (5.13):
a(f) Bﬁ Eim il eiz‘t 2 Tic fv, (5.14)
e’ —1 Et 2T !
2(B) = _M%4§:§%—o (5.15)

where ¢, = £,(8) = r,—e®r,_1 —a(8) <=L and insert them for o and o in the definition

B N
of log L. In this way, we obtain a function of one variable (since + is given) log L(/3).

Now, we find its maximum and investigate the condition for its existence.
Substituting (5.15) into v? we have

2
=y (D)

It follows that

N N
1 2
E logv? = (N—l)logN 1 N —1)log E e2r? + 2y E logry—q

t=2 t=2

and

al € al €
§ —2:§ L =N —1.
v 1 N =27\ .27
Te1

1 2
t=2 "t t=2 N_1 <Zs 285751
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It means that log L(/3) can be written as

N
1 1
-3 <(N—1)logN_1 N —1) longtrt 242y logri_ 1+(N—1)>,

t=2

where the only term depending on 3 is —3(N — 1) log 31, e?r, % . Hence it suffices
to minimize the sum 3", 27 %,
Inserting (5.14) into ¢,, we have ¢, = A, + ¢°B,, where
N —2y N 1-2y
D s TsTs 1 . D oo Ts 1

t

At =" N —2y ) o N —2v
Zs:Q TS—I 2522 Ts—l

— T (5.16)

are independent of 3. Then
N N N N
> e = (Z A?r;i”) + (Z 2AtBtr;_2;) & + (Z Bzr;fg) e,
t=2 t=2 t=2 t=2

Minimization of log L is therefore equivalent to minimization of the function f(/3) =
ki1e® + koe?? where

N
k=Y 24Br %, k Z By (5.17)
t=2
We have k, > 0 and if r,...,ry_; are not all identically equal, we have the strict

inequality! k, > 0. Further, we consider only this case. The function f(3) then
depends on the sign of k;:

e If ky > 0, then f(5) > 0 for all § and limg_._ f(3) = 0. It means that the
function f(3) does not have a minimum. It converges to its infimum as § —
—00.

e If k1 <0, then f decreases for 3 < log ( ) and increases for 3 > log <—2%>

Thus, at the point 5 = log ( ) the function f has its global minimum.

From (5.17) we get

" (Zt o TtT 1)( ivz t1 127> (Zt 27"t7’t1 127> (Zt 27’;217)
1: )

N —2v
( t=2 Ti—1 )

lky = 0 if and only if all B; (t = 2,..., N) are zero, i.e.
N 1-2
25:2 7‘571’y
212 7“;27
The term on the left hand side in constant with respect to ¢, and hence r,_; fort = 2,..., N (i.e. r;
fort =1,... N — 1) are identically equal.

=T¢-1 fort:Q,...,N.
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2
N 2—2y N —2y N —2y
< =2 Tt1 ) (thz Tt—l) - ( t=2Tt—1
ko = )

N —2v
( =2 Tt-1 )

Hence the condition k; < 0 for existence of the minimum of [ is equivalent to the
statement

N N N N
(2537}r;?3) (j{:7ﬁ:f”> —-(j{jrgfif”) <j£:7;?3) < 0. (5.18)
t=2 t=2 t=2 t=2

In summary, we have shown the following statements:

Theorem 7.

e If the inequality (5.18) holds, then the estimate of parameter (3 is
B ~log <Z£V:2 Ttrt_—217> <Z£V:2 Ttl—_12W> - (Zt]\;Q 7"157’;—_127) ( 3[2 rt_—217> |
( i\;z Tt2:127> (ZiVZQ Tt_—2£f> - ( 1512 Tt_—217>
and estimates of parameters o a o? are given by (5.14) and (5.15), evaluated for
f=p

e If inequality (5.18) does not hold, then maximum of likelihood function does not
exist. The likelihood function is increasing on the curve parameterized by 3 for
B — —oo: (a,3,0%) = (a(B), 3,0%(3)) where o(3) and o2(3) are given by (5.14)
and (5.15).

5.1.4 A theoretical example of nonexistence of maximum of the
log-likelihood function

As we have shown in the previous section, it can happen that the likelihood function
L does not attain its maximum and it is increasing on a curve where § — —oo.
Writing the drift in the form (6 — r), it corresponds to the limit x — oco. Hence,
we could expect this to happen, when there is an evidence for a very strong mean
reversion. Using this idea, we construct an example, where maximum likelihood
estimates of the Vasicek model do not exist.

Let a, b be positive constants. Define

(=1
n:a+bt . t=1,2,...,N. (5.19)

An example of a sequence of r,, obtained in this way, is shown in Figure 5.5. We
show that, for any ¢ and b, maximum likelihood estimate of the Vasicek model does
not exist, i.e. the condition (for v = 0)

() (E) v (S )

t=2 t=2 t=2
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Figure 5.5: A sequence of r; obtained from (5.19).

o2 =3 4 =5

i=2 + | +
=3 + + - +
i=4 + +
i=5 3 - + +
=B + = +

Figure 5.6: Graphical hint for the proof of the inequality (5.20).

is not satisfied. Substituting (5.19) into the left hand side of this inequality, yields

(iﬁb(%”t) (ia%%)—(l\f—l)i (a+b(_Tl)t> @M%) _

t=2 t= t=2
N N N
_ 0 (=)' ¢ (=D 1
=b (Z t Z t—1 +Zt(t—1)
t=2 t=2 t=2
Now, we show that
N N N
(—1) o~ (-1 1
P D +Zt(t_1)>o, (5.20)
t=2 t=2 t=2

from which our claim about nonexistence a of maximum of the likelihood function
follows. t .

The first term in the inequality (5.20), i.e. 3, (_tl) >y, (_tl_)l , is a sum of
%ﬂ, where 1 = 2,3,...,Naj =1,2,...,N — 1. Product % hence is hence

included with positive sign if i + j is even and with negative sign if i+ j is odd. Hence
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the left hand side of 5.20 equals

t=2 t t=2 t=2
N N-1 ; N N N-1
—1)¥t 1 H-J
Y =X 2
1=2 j=1 t t=2 1=2 j=1,j#1

This summation procedure is illustrated in Figure 5.6. Diagonal elements are not
included, as the sum (5.21) runs for j # i. Signs in the cells are the signs, by which
the product 1/ij is included in 5.21. N

Let us consider the following sums, each of which consists of the two terms #
from the sum 5.21. We distinguish

e sums below the diagonal:

1 1 B 1 .
i(i—2) (+DGE—-2) i(i+1)([i—2)

(as ¢ > 3 in this case),

e sums above the diagonal:

1 R S
2 (i1 26@+1) 7

All the remaining terms are positive. Therefore the whole sum in (5.21) is positive.
Let us note that the inequality (5.20) for large N can be alternatively derived as

follows. Since
=, (-1

Z_

k=1

=1n2,

we can compute the limit of the left hand side of (5.20):

This can be considered as an alternative proof of inequality (5.20) for sufficiently
large N.
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Figure 5.7: Frequency of time intervals, in which Gaussian estimates of the Vasicek
model (v = 0) exist (Bribor, 2007).

Table 5.2: Frequency of time intervals, in which Gaussian estimates exist (Bribor,
2007).

length of time interval | y =0 | y=05 | v=1

5 0.7073 | 0.7033 | 0.7073
10 0.9585 | 0.9461 | 0.9419
15 0.9958 | 0.9915 | 0.9915
20 1.0000 | 1.0000 | 0.9957

5.1.5 Existence and nonexistence of the log-likelihood function
maximum for real market data

Now we consider real data and the question of existence of Gaussian estimates. We
take time intervals of different lengths. If the length is & days, we take data from
intervals [1,%|, [2,k + 1], etc. and we compute a frequency of the instances when
Gaussian estimate exists. For the Vasicek model, the results are shown in Figure 5.7.
Similar results are obtained also for another values of . They are summarized in
Table 5.2.

It can be observed that the problem of nonexistence of the maximum arises es-
pecially for small number of observations. For example, in the Vasicek model, the
maximum exists only in 70.73 percent of the cases when we use 5 observations (i.e.
one week). When we use 10 observations, it is already 95.85 percent. For 20 obser-
vations (approximately one month), estimates exist in all the cases.

5.2 Comparison with whole term structures

Following the approach developed in [48] and [49], our aim is to minimize the
differences between real data and interest rates predicted by a model. The objective
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function is
Z 2
F= U}U 7’@, T] Rl]) s

where we index time by ¢ and times to maturity of interest rates by j. R(7;,r;) is an
interest rate with maturity 7; given by a model, when the short rate equals r;, R;; is
a real observed interest rate. This function is minimized with respect to parameters
of the model.

The weight functions w;; provide the weight to the differences. We can prescribe
different weights for older data and more recent data (by making w dependent on i),
or for interest rates with different maturities (by making it dependent on j).

5.3 Proposed method of calibration and results

It is known that Gaussian estimates of parameters o and (3 are biased, while o is
estimated more precisely, see for example simulation study [52]. Moreover, the drift
functions in real probability (which was used in Gaussian estimates) and in risk neu-
tral measure (which is needed to compute interest rates) are not identical. Since
the volatility does not change with this change of probability measure, one possible
way of calibration (suggested e.g. in [12] for the Vasicek model) is to estimate the
volatility by Gaussian methodology and then use the interest rates to estimate the
risk neutral drift.

Following [48], [49] we consider the objective function for comparison of theo-
retical and real interest rates

F(O(,ﬁ) = wa TzaTj Rzg)2

1 P 1y 17 2 i
= wa (_HT—TT]) - Rij) =>. % (—7;Rij — In P*(r;, 7))’
J i
Wi 5 o
= Z — (TR +In P (3, 7)) (5.22)

iy 7

Notice that the theoretical values R(r;, 7;) are calculated using approximate analytical
solution P discussed in chapter 3. Compared to numerical computation of the
interest rates based on a solution to PDE (4.2), this approach has the advantage of
having high accuracy obtained with a faster computation of P in a closed form.
Recall that

In P(1,r) = —TB+%(T_B>+( 27—|—q7') 4; [32 ;(T_B)]
67

B(23r — 1) — 2B (27 = §> +2r% — —}

2

_8_52 3 3
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where
q(r) =72y = 1)o*r* @~V + 297 a + fr)

and B(t) = (¢’ — 1)/, see (4.3) and (4.4). Note that ¢(r) and In P*(7,r) are linear
functions of a. They can be written as

q(r) = a(r),
In P®(r,7) = ¢+ ace
where
a = al(rr1p,0,7)=—-rB+ % (32 + %(7’ — B)) (7"27 +q27)
o2
_ngﬁz <BQ(267 —1)—-2B (27 — %) 4272 — %) :
o = co(r,1, 0,0 )——B+ T—2<32 2(7—3))
2 — o\T, T, 0, 0,7 6 q1 45 ﬁ
o2
_Q1862 (BZ(zﬁT - 1)-2B (2r — %) +27% — %)
and

@ = qry) =292
G2 = QQ(T777U) = 7(27 - 1) 2 3(3"/ 2 + 277a

Substituting them into (5.22), we write the function F'(a, 3) as a quadratic function
of a:

Fla,8) = [Z TU g

iy o

a? +

22 TJRW +Cl)

o+

Z — (Tl + 1)
iy 7

(5.23)

Hence, when the parameter ( is prescribed, the corresponding optimal value of a =

a() is given by )
2y e Ry + 1)

Wij .2
Z” 72 3 C)

Substituting (5.24) into (5.23) we can write F' as a function of the one variable /3,
i.e.

alf) = — (5.24)

2
ZZ] tz] CQ(T]‘RZ‘J' + Cl):| Wi
JZ iy +) T—;J(TjRij + o) (5.25)
hj o 2 i

/1’7-7

F(B) = -

To find the solution of our optimization problem, this function has to be minimized
with respect to 5. The optimal value of « is then given by (5.24).
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Figure 5.8: Euribor data for selected maturities, 2007.

We show results of the calibration for Euribor interest rates. We use daily data
from the year 2007. As an approximation for the short rate we use 1 week interest
rate and we use 12 maturities for term structures, from 1 month up to 12 month
maturity. Plots of data for selected maturities are shows in Figure 5.8.

We consider two weight functions: w;; = 77 (i.e. we put higher weigh on longer
maturities) and w;; = 1/77 (i.e. we put higher weight on shorter maturities). In
Figure 5.9, the function F(;3) is shown for w;; = 77 and v = 0. It has a similar shape
for other choices of w;; and .

Tables 5.3 and 5.4 present the estimates of parameters for several values of ~.
Figure 5.13 shows the attained optimal values of objective function. The optimal ~
is significantly influenced by the choice of weights w. In case of w;; = TJ-Q, the Vasicek
model is confirmed, the smallest value of the objective function is attained for v = 0.
However, when using w;; = 1/ rj2, the optimal value of v is found to be close to 3.

Estimates of o are obtained from the short rate by Gaussian metholodogy. Hence
they are independent of weights. They have similar behavior as for the Bribor short
rate - the estimated volatility functions intersect with each other for similar values of
short rate, see Figure 5.10. Drifts estimated by both weights are shown in the Figure



0.0037®
0.00365

0.0036

2 0.00355 .
<9 °
L]
0.0035 . R
L[]
0.00345 R .
L] L]
0.0034 MR I Yhd
-1 ~0.8 0.6 ~0.4 ~0.2
153

Figure 5.9: The plot of the function F(03).

Table 5.3: Estimates for weights w;; = 77.

Table 5.4: Estimates for weights w;; = 1/77.
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Figure 5.10: Estimated volatility or” (Euribor, 2007).
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Figure 5.11: Estimated drifts o 4+ §r (Euribor, 2007) for weights w;; = Tf (left) and
Wi; = 1/7']-2 (rlght)
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Figure 5.12: Estimated drifts o+ Sr(Euribor, 2007) for v = 1 (left) and v = 2 (right).

5.11. Figure 5.12 compares drifts obtained for the same ~ using these two weight
functions. As it can be seen also from Table 5.3 and Table 5.4, weights w = 1/72
suggest stronger mean reversion, while the limit short rate (under the risk neutral
measure) is similar in both cases.
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Figure 5.13: The objective function F' as a function of y for weights w;; = 77 (left)
and w;; =1/ Tj2 (right).



Chapter 6

A survey of two-factor short rate
models

Let us recall that in one-factor interest rate models, the term structure is com-
pletely determined by its origin, i.e. the short rate r. To allow different term struc-
tures, starting from the same short rate, another factor has to be introduced. It leads
to a class of two-factor models. Interest rates are then functions not only of the
short rate but they are also depending on the second factor of the model. Moreover,
two-factor models allow for a larger variety shapes of term structures than one-factor
models do. They can also predict market options data better, an analysis of option
prices in one-factor and two-factor models was done in [13] and two-factor models
were found to be more suitable. and accurate compared to one-factor models.

In this chapter we firstly derive the partial differential equation for the bond prices
similarly as in the case of one-factor models. Then we describe several possible types
of two-factor models arising from different choice of the second factor.

We consider a general two-factor models with the factors z, y, given by

dr = p.dt + o.dwy,
dy = pydt + oydw,,

where correlation between dw; and dws is a constant p, i.e. E(dw;dws) = pdt. The
short rate is a function of these two factors, i.e. » = r(x,y). Using the method in
[29], we derive a PDE for bond prices in this model.

Denote by P(x,y,t,T) the price of a zero coupon bond with maturity 7', at the
time ¢t when the values of the factors are = and y. Then, by a multidimensional It0’s

47
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lemma (see for example [37], [29]) we get the stochastic differential equation for P:
dP = ,udt + Uldwl + O'zdwg, (61)

where u = p(z,y,t,T), 0; = 0;(x,y,t,T) are given by

or  OP aP+a§aQP+a§a2P+ o*p
== 5, T~ A . e OO0y 37 >
a ot Mgy TH dy 2 0z 2 Oy? P Y 0x0y
oP
7= gy
oP
oy = O,—.
2 Y ay

We construct a portfolio of bonds with three maturities 7}, T, T3, consisting of
Vi, Vi, V5 units of the bonds. Change in its value 7 is then

dr = VidP(T\) + VodP(Ty) + V3dP(13)
= (Vip(Th) + Vol(T) + Vap(T3)) dt

+ (Vior(Th) + Voo (Tz) + o1u(T3)) dwy

+ (Vioo(Th) + Vaoa(Ta) + o2p(T3)) dws. (6.2)

By choosing V7, V5, V3 so that

Vio(Th) + Vaoy (1) + oy pu(13) = 0,
Vioo(Th) + Vaoo(Ts) + oapu(T3) = 0,

the portfolio becomes deterministic
dr = VidP(Ty) + VadP(Ty) + VsdP(T3)
and hence its return has to be equal to the riskless rate r = r(z, y):
Vip(Th) + Vap(T3) + Vap(Ts) = 7,
which can be written as
Vi(u(Ty) —r) + Va(u(Tz) — r) + Va(u(Ts) — r) = 0.

Hence we have a system of linear equations for the amounts Vi, V5, V3 of bonds in
the portfolio:

0'1(T1) O'l(Tz) O'l(Tg) ‘/1 0
oo(T1) oo(T5) oo(T3) Vo | =10
w(T) —r p(Tz) —r w(T3) —r Vs 0

This system has a nontrivial solution, if the row of the matrix are linearly dependent,
i.e. some of them can be written as a linear combination of the preceding ones. If
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the second row is a multiple of the first one, substituting into (6.2) we only see one
source of randomness and we essentially get a one-factor model. Hence the third
row must be a combination of the previous two, i.e.

w(Ty) —r = Neo1(T;) o1 + Moo (T5).

Since T; were arbitrary, this has to hold for any 7; and hence \;, A\, (so called market
prices of risk of the factors) do not depend on the maturity of the bonds:

/\1 - /\1($,y,t), /\2 - /\Q(xay7t)'

Substituting values of u, o; and o, we obtain the PDE satisfied by the bond price,
which reads as

oP oP oP
o T e = Aow) o+ (uy — >\20y)a—y
020’P 0, 0P O*P
T T2 gy TP gy TP =0 (©:3)

In the following sections we present and classify the two-factor models.

6.1 A stochastic parameter generalization of a one-
factor model

Several two-factor models are simply obtained as a generalization of one-factor mod-
els, in which some parameter is now assumed to have a stochastic behavior. These
models include:

e A stochastic limit of the short rate. A model with a stochastic short rate limit
¢ has been introduced in [8]. It is given by the following system of stochastic
differential equations:

dr = k(0 —r)dt+ oo+ orrdw;
d0 = p(0)dt + s(0)dws,

where the correlation E(dw;dw,) between the increments of the stochastic pro-
cesses w; and w, is equal to pdt. If we assume the market price of risk of
the short rate to have a form \; + A\yr for some constants A, \,, and the
market price of risk being dependent only on 6, then the bond price has the
form P(r,r,0) = exp(—A(r,0) — B(r)r). The function B(r) can be found
in the closed form. Moreover, if functions u(6), s(6), [(0) are affine, then
A(1,0) = C(7) + 0D(r) for some functions C, D. Hence interest rates are
affine functions of » and ¢ (c.f. [8]).
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e A stochastic volatility. In models with stochastic volatility, the second factor
of the model is related to the volatility of the short rate. There are several
possibilities for the choice of this factor. In the Fong-Vasicek model [24], it is
given by

dr = k(61 —r)dt + \/ydw,
dy = k(b2 — y)dt + v/ ydw,,

the short rate volatility is the square root of the second factor y. As before,
increments of the processes can be correlated, their correlation is a constant
p. If the market prices of risk are \;,/y, resp. A;,/y, then the bond price has
the form P(7,r,y) = A(1)e B)r=C¢(My (see [24]). It is possible to derive the
closed form expressions for the function A, B and C, in terms of confluent
hypergeometric functions with complex arguments (c.f. [39]).

Anderson and Lund proposed several two-factor models in [4]. One of them is
a model with a stochastic volatility given by

dr = k1(6h —r)dt + or’dwy,
dlogo? = ky(f; —logo?)dt + Edws,

where dw; and dw, are increments of independent Wiener processes.

Let us note that there are also three factor models, in which both these parameters
are stochastic. The reader is referred to [16] for details.

6.2 A stochastic variable related to the short rate

Another popular class of models can be characterized by choosing the second factor
to be a quantity observable on the market, which is assumed to be related to the
short rate.

e Consol rate. In [11], the second factor is a yield ¢ of the consol bond. It is
a bond with an infinite maturity paying a coupon. This bond is traded on the
market, which allow to eliminate its market price of risk from the PDE for bond
prices. Moreover, this equation does not contain the drift of the process for /* A
general form of this model is considered, for calibration purposes, the processes
were specified as

dr = (a1 +b.(0 —r))dt + roydw,
dl = f(ag + bg’l" + ng)dt + gO'Qd’LUQ

Let us note that this is similar situation to Black-Scholes model for derivatives. The underlying
asset is tradable, and in the PDE for derivatives prices there is neither drift of underlying, nor a market
price of risk.
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with dw; and dw, being independent increments of Wiener processes.

The model due to Schaefer and Schwarz [40] is a modification of the previous
one. It models variables ¢ and s = r — ¢ (i.e. the difference between short rate
and consol rate). Motivations for this transformation were empirical studies
[5] and [6] confirming the independence of / and s (opposed to r and /). For
the resulting PDE for bond prices, authors compute an approximate solution in
the form P(7,s,¢) = X(7,s)Y (7, /) and compare it with the numerical solution.

Another approach how to model variables s and ¢ is given in [20], where
GARCH models for these variables are used. They are based on the continu-
ous model

At = (o, + agl)dt + op Odwn, (6.4)
ds = (as, + as,s)dt + o5 07 dws, (6.5)

where increments dw; and dw, can be correlated, with a correlation coefficient
pdt. In contrary to results in [5] and [6], in all specifications of GARCH models,
the correlation p is found to be statistically significantly different from zero.
Parameter v, turns out to be zero, which means that volatility of s does not
depend on its value. Parameter -, is positive and in several models considered,
it is close to 1/2. From the deterministic parts of processes (6.4) and (6.5)
follows mean reversion if oy, < 0 and o, < 0, which was confirmed, although
the speed of mean reversion is small.

European and domestic interest rates. In [21] the interest rate in Spain (do-
mestic rate r,;) before European monetary union was modelled. A process for
the ECU interest rate (European rate r.) is modelled by the one-factor Vasicek
model:

dro = c(d —r.)dt + o.dw,.

A process for Spanish interest rate is modelled by
drg = (a+ b(r. — rq))dt + oodwy,
which can be written as

drd:b<%—|—re—rd> dt+02dlU2. (66)
It can be seen from (6.6) that the domestic rate r, is pushed to the value § +
r.. Wiener processes w;, wo are assumed to be correlated, having a constant
correlation pdt of their increments dw;, dw,. Under the assumption of constant
market prices of risks, European bond prices are given by a solution of the
Vasicek model and domestic bond prices have the form

Py(r,rq,7e) = A(T)@‘”B(T)_”C(T),
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with closed form expressions for A, B, C. Parameters of the model were esti-
mated from short rate processes and market prices of risk from term structures.
this model gives better performance when compared to a single factor Vasicek
model.

A more general model of this kind can be found in [38]:

dre = fe(re)dt + oe(re)dw,
drg = pg(re —rq)dt + o4(ry)dws,

where ., 0., 14,04 are general function. In [38] the authors estimated this
model for Spanish and Italian data using nonparametric estimation methods.

6.3 Construction of the short rate from several pro-
cesses.

In a generalized Cox-Ingersoll-Ross model [19], the short rate is assumed to be a sum
of two independent Bessel square root processes, i.e.

ro= T1+7T,
dTl = /<;1(91 —rl)dt—kal\/ﬂdwl,
d?"g = 52(92 - Tg)dt + 02\/@(1102, (67)

where increments dw; and dw, are independent.

The economic theory, that was used in order to motivate this model, considers
a model of economy with a single product. There are two derivations of the model
presented in [19]. In the first one, the expected value and variance of the returns
is characterized by two state variables. For a logarithmic utility function it can be
derived that the real interest rate is a linear combination of state variables. After
neglecting inflation and scaling the state variables, a model (6.7) is obtained. In the
second derivation, the expected value and inflation is given just by one state variable.
It determines the real interest rate. The second factor represents inflation. For a
logarithmic utility function, the interest rate is again derived as a linear combination
of the state variables. After their scaling, the model (6.7) is obtained. Details can be
found in [19].

We made an assumption that market prices of risk of factors r; and r, are pro-
portional to their square roots, i.e. \;\/r;, ¢ = 1,2, where A, A, are constants. In
[19], this choice was also motivated by the economic theory. In this case, the bond
price can be written as P(1,71,72) = Py(7,71)P2(1,72), where PDEs for P, and P,
are the equations arising from the one-factor CIR model. Hence they can be solved
analytically.

In [31], the above model is formulated as a model with a stochastic volatility.
The first factor is the short rate r, second factor V' is its volatility. However, it is
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another kind of the stochastic model compared to those we considered in the previous
sections. In this model, each of stochastic differential equations for » and V' contains
both Wiener processes. To formulate the model, we need to introduce the driving
processes. Returns from the production are modelled by the stochastic differential
equation

dq

Q

where X, Y are mean reverting processes satisfying

= (uX + 0Y)dt + VY duy,

dX = ki(0; — X)dt + o1V X dws,
dY = ko(by — Y)dt + 09V Y dws.

In [31] it was derived that the interest rate r is a linear combination of processes X
and Y, i.e.
r=aX + gy,

where

a = o}, f=(0—0%03.

Then, the authors introduced constants -, §, n and £ as follows:

K10 Kol
V=, § =, = g, €=
01 02

They furthemore show that the processes for » and V' can be written as

dr = (m+5n—55_0‘5 5_(Sv>dt
0 —«
6 -V dwg—l—m/ ﬁ__a;dwg,
AV = (0474—52 5_§)r ﬁg_aéV)dt

60—«
ﬁr — 2"’62 o dw3.
\/ (B —a)

This model was estimated by a discrete GARCH model, approximating the original
continuous model. In their subsequent paper [30], authors used the GARCH method
to estimate only a part of parameters and estimated the rest of them from the asymp-
totic distribution of » and V. In [28], a method of moments has been applied. In [10]
the authors propose an iterative algorithm for estimation. A part of the parameters is
estimated from the short rate data, the others are estimated from term structures. Re-
sults from one of these procedures is then used in the second one, which is repeated
until the accuracy goal is achieved.
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In a similar way, we also obtain a two-factor version of the Vasicek process where
the short rate is a sum of two independent Ornstein-Uhlenbeck processes. There are
also models having a deterministic function of time as one of the factors. For example
the so called CIR++ model or Gaussian G++ model. Description of these models
and their applications can be found, for example, in [12].



Chapter 7

The two-factor Vasicek Model

We remind ourselves that in the two-factor Vasicek model, the short rate is a sum
of two independent Ornstein-Uhlenbeck processes r; and r;:

dTl = /ﬁll(el — Tl)dt + Uldwl,
d’/’g = /ig(@g — Tg)dt + O'deg.

According to the general model (6.3), the bond price P(7,r,7;) is then a solution to
the following partial differential equation of parabolic type

or <\ 0P <\ OP

_E + </€1(91 - 7“1) - )\101> 3_7°1 + (RQ(QQ — 7"2) — )\202> (9_1“2 (7.1)
2 92 2 92
o1 O°P 028P_(T1+TQ)P:0’

+7 or} * 2 Or2

which holds for any r, 7, € (—00,00) and 7 € (0, 00). A solution P satisfies the initial
condition P(0,7,75) = 1 for each ry,7y € (—00,00). Here, \; and )\, are market
prices of risk, corresponding to the factors r; and r,. If these functions are chosen to
be constant, A\; and \, resp., the solution of the resulting PDE has the form

P(7,r1,1m2) = Pi(7,71) Pa (T, 72), (7.2)
where P(7) = A;(r)e P i = 1,2, are bond prices in the Vasicek model with

respective parameters given by (3.8) and (3.9). This property is derived directly by
inserting (7.2) into (7.2).
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Figure 7.1: The short rate process r generated by the two-factor Vasicek model (left)
and its components r; and 7 (right).
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Figure 7.2: Term structures in the two-factor Vasicek model.

It follows from the form of a solution for bond prices (7.2) and the form of the
bond price in the one-factor Vasicek model that the term structure in the two-factor
Vasicek model is given by

+ + —T + —T9. (73)
T T T T

InA; InA B B

R(T,rl,rg):—(n 1 In 2) 1 2

Figures 7.1 and 7.2 show an example of a short rate process generated by the
two-factor Vasicek model and term structures in this model.

7.1 Statistical properties of bond prices and interest
rates

In practice, the components r; and 7, of the short rate are not observable. An observ-
able quantity is the short rate, i.e. their sum r = r; + r,. Hence, we are interested
in the conditional distribution of P(r,7,75) and R(7,7,72) under the constraint
r1 + ro = r, where the distributions of r; and r, are assumed to be their limiting
distributions.

The limiting distributions of both Ornstein-Uhlenbeck processes forming the two-
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factor Vasicek model, are known to be normal distributions with density

1 7<w—02i>2
filz) = e ¥, i=12, (7.4)

with 67 = 7
rates, we formulate a theorem about conditional distribution of normal distributions.
The proof can be found for example in [2].

Theorem 8. [2, Theorem 4.12] Let X and Y be random variables with normal dis-
tributions N (y,,02) and N(u,,0;) and let p be a correlation of X and Y. Then the

conditional distribution of Y subject to X = x is N (,uy + P2 — pra), 0 (1 — p2)>.

Theorem 9. Consider the two-factor Vasicek model and the limiting distribution of the
factors ry and ry. Then:

1. The conditional density of the interest rate R(7,r1,72), Subject to r1 + 1y = 1, is

given by
1 7(90*#23)2
T;T,T) = e *r
Ix{ ) 2mo%,
where
In A In A Boi+ B
MR = _(n 1+n 2) {3191+3292+101—~2202( — (014 62)) |,
T T 01 + 03

]_ (Bla +B2U )
2 = —(B¥%?+B%Y)(1- . ? :
h = 0B (1= G

2. The conditional density of the bond price P(t,ry,rs), subject to the condition ry +
ry = r, s given by
1 1 _(n .T—Z.P)2
fr(z) = - e P

T \/270%,

for x > 0 and fp(z;T,r) = 0 otherwise, where

B67 + B3
up = h’lAl -+ 1HA2 — ((8161 -+ 3292) -+ M(T - (61 + 02))) y

01+ 02
(Bléf +BgO’2) )
5% +5§)<312 3202)

2 (B2 4 BY) (1_ (

It means that the distribution of interest rates is a normal distribution N(ug,0%) and
the distribution of bond prices is lognormal with the logarithm of a bond price having a
normal distribution N(up,c%).
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Proof:

1. Since the term — (24t 4 1242 jn (7.3) is constant with respect to ry, r, we will
consider distribution of £t7; 4+ £27,, subject to the condition r; +r, = r. Define

B B
X =r1+rg, Y——1T1+—2T2,
T T

then

B B By \?
X ~ N (61 + 02,67 +53), Y~N<—191+—202, (-1) 52
T T T

+
VRS
2 | =
~_

[N}

Qe
N N
~

~||UJ

52 4 B2j2
1"’7 2

By B ~2
v01+02\/7 of + T) P

and the claim follows from the previous txheorem 8.

Corr(X,Y) =

2. We have shown that R ~ N(u,,0%). Hence —RT ~ N(—pug7,0%7?) and P =
R7 has a lognormal distribution with parameters given as in the theorem. For
a density of a lognormal variable we refer to [2].

%

Figure 7.3 shows examples of the distributions. According to graphs shown in
Figure 7.3, we expect that the variance of interest rates decreases for large maturities.
We prove this property in the following theorem and give a condition guaranteering
a similar property also for the variance of bond prices.

Theorem 10. Consider the limiting distribution of factors r; and ro given by (7.4).
Then:

1. The conditional variance Var(R(7, 1, 72|r1 + 19 = 1) of interest rates (for a fixed
r) converges to zero as time to maturity converges to infinity.

o\ of o\ O3
g, - TN _ 9L | (g, P22 % 5
< ! K1 2/1%) + ( 2 Ko 2K3 >0 (7.5)

then the conditional variance Var(P(7,r1,72|r1 + 12 = 1) of bond prices (for a
fixed r) converges to zero as time to maturity converges to infinity.

2. If

Remark 5. Recall that in the one-factor Vasicek model, in which R(7,r) = —

B0y we have

In A(T) +

In A B 2
lim R(7,7) = lim — nA() + (T)r —0— oA _ o
T—00 T—00 T T K 2/{2
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Figure 7.3: Distribution of interest rates in the two-factor Vasicek model.
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(see (3.10)). In the two-factor Vasicek model the limit of term structures is

lim R(7,7r,72) = lim —hlAl(T) — In Ay(7) + Bl(T)m + By(7)
T

T—00 T—00 T T

-
o1\ a% T9 g 0%

= (0, — - — Oy — - —=.
( S 2/{%) - ( Ry 2k2

Hence the condition (7.5) (which we will needed in the proof of Theorem 10) means
that the limit of the term structures is positive.

o =

Proof: We have already computed the variances, next we compute their limits.

1. In the previous section we derived variance of the interest rate R. Functions B;
and B, have positive limits 1/x; and 1/k,, hence we have

1 B2 1+ Boi2)2
Var(R(r,r1,72)|r+re =7) = (Blg1 B252) (1 G (B167 + 202) ) |

2~
ot + 63)(Biot + B3o3)
which converges to zero as 7 — oo.

2. Since the bond price has a lognormal distribution with In P ~ N(up,0%), its
conditional variance is (see [2])

Var(P(r,r1,ro)|r +1ro=71) = e2nPtop (e"% - 1) :

Since A;, A, converge to zero if (7.5) is satisfied and B,;, B, have finite limits
as 7 — oo, we obtain that up — —oo and ¢% has a finite limit as 7 — oo. It
follows that the variance of P converges to zero.

¢

7.2 Averaged values and confidence intervals

In this section we give averaged values of bond prices and interest rates for given
short rate r, with respect to the conditional distribution of factor components 1, r9
of the short rate. Moreover we will analyze their confidence intervals.

In what follows, we will use the following notation for averaged bond prices and
interest rates:

]5(7, r) = (P(r,r1,ro)|r + 13 =71),
R(T, r) = (R(r,r1,re)|r1 + 12 =7).

Theorem 11. [46] Averaged values of bond prices and interest rates, with respect to
limit distributions of ry, ro, given that r1 + ro = r, are
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1. R(r,r) = — (i 4 lndzy 4 1 [Blel + Boby + DI (9, 92))},

=2 ~2
o1+03

2. P(r,7) = A(t)e B0, where

i of 1 6163 2
A(r) = AtAsexp | —(B1 — Ba) | 01 — (61 + 92)52 52 + 257152 (B1 — By)” ),

17T 03 01 2
: o1 05

and A; = A;(1), B; = B;(1) are given by (3.8) and (3.9)

Proof: We have already computed the averaged interest rate as an expected value of
interest rate distribution. The formula for the averaged bond price follows from log-
normal distribution for bond prices. For the expected value of a lognormal variable
we again refer the reader to [2]. &

It follows from Theorem 8 that the conditional distribution of r;, subject to r; +
ry = r, is normal N (u., 0?) with parameters
7 553

o
=0 1 — (6, +86 — .

Then 100p% confidence interval (!, r¥) for r; can be constructed. We conclude that

P(r,ri,r —11) = AjAse B (BimBan,
In A In A B B B
R(r,ri,r—ry) = _(n Ly - 2)+( ! 2) + =

T

T T

are monotone functions of r; for fixed 7 and r. Hence P(7,7},r —r}) and P(r,r% r —
ri") are boundaries of the region, where the real bond price curve belongs to with a
probability p. Similarly, R(r, 7}, —r!) and R(r,r¥,r—r¥) are boundaries of the confi-
dence interval for term structures. Figure 7.4 shows averaged values and confidence
intervals constructed in this way.

7.3 Relation of averaged values to one-factor models

Averaged values, computed in the previous section, are functions of time to maturity
7 and the short rate r. It is a similar dependence as that of one-factor models. There-
fore it is natural to study a question, whether there exists a one-factor interest rate
model such that the averaged value P(r,r) satisfies the corresponding PDE for bond
prices. We restrict ourselves to interest rate models having the short rate r driven by
the SDE:

dr = p(r)dt + o(r)dw, (7.7)

such that the drift 4, volatility o and market price of risk \ are time independent.
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Figure 7.4: Averaged values (blue) and confidence intervals (red) for bond prices
and interest rates in the two-factor Vasicek model.

Theorem 12. [46, Theorem 3.1] Consider a class of one-factor models (7.7) where
functions p, o, A depend only on r and not on time t. Then there is no such a one-factor

interest rate model, for which the averaged bond prices from the two-factor Vasicek
model P(t,r) satisfy the PDE

oP oP 1 0’°P
" or + (u(r) — A(T)U(T)g + 50(7“)2% —rP=0 (7.8)

for bond prices.

Proof: Suppose that the averaged bond priceP(r,r) is a solution of a one-factor
model bond valuation PDE (7.8). Substituting it to this PDE yields

_g((:; + B'(7)r — (u(r) — MNr)o(r) B(r) + 302(7«)32(7) —r=0. (7.9)

It follows that (u(r) — A(r)o(r))B(r) — 10*(r)B(7)? is a linear function of r of the
form

. 1 .
(w—Ao)(r)B(r) — 502(7“)3(7)2 = ki(7) + ko(7)r. (7.10)
Moreover, we show that the following stronger condition has to be satisfied:
o*(r) = Iy +1lyr, wherel, #0, (7.11)
w(r) = A(r)o(r) = I3+ 1y, wherely #0. (7.12)

It means that the terms () — A(r)o(r) and ¢*(r) do not contain nonlinear terms that
could eventually vanish in (u(r) — A(r)o(r))B(7) — 20*(r)B(7)?. Then we obtain the
equation

(—% —13B(7) + %lléﬂ(r)) +r (B/(T) — LB(T) + %ZQB(T) _ 1) —0.
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Thus, the equation for B reads as follows:

B'(r) = 1—(%12—z4> B(r),
B(0) = 0.

with l5,1; # 0. This is an equation of the same form as the one appearing in the
Cox-Ingersoll-Ross model and its solution is known in a closed form and it is given in
the third chapter . However, the function

~ &2 G2
B(T) = —2—-B{(7) + —=—2—By(7) = g + cre” "7 + cpe 27
=gttt gy ghli=cta :

for some constants ¢y, ¢; and ¢, is not a function of this type.
To finish the proof, we prove (7.11) and (7.12). Firstly, we write the PDE in terms
of By(7) and By(7) only, i.e.

-9 |
—Bi(7) (>\101 — K1 (0h + 92)#) B (1) <§Uf — KJ10'3>

1T 03

i 2 1, 2
—By(7) | Aao2 — kaltly — K [ 61 — (01 + ez)T — B3(7) 502 ~ K20,

5.2

~2

_ (of(m + EQ)B1<T>B2(T)) + (_H102—1~B1(7’) — @%Bz(r))

2
i+ 03 0y
2
1

o7 + o3 i&
= 20)0) (B <¢>) _ o

The equality holds for all » and 7 > 0. Hence also the derlvatlve of the left hand side
with respect to 7 is identically zero and its limit as 7 — 07 is zero, too. This yields

2

o 7
— {(/\101 — Kk1(01 + QQ)m) + (/\202 — Kaolbly — Ko <91 — (01 + 02) +1 2))}
1 2 01 + 03

~2

+{_m i S 2}r—<u<r>—A<r>a<r>>=

1—1—02 oy + 05

The proposition (7.11) follows, with

—_—— — Kyg———s 7.13
2 +a2 52462 (7.13)
Hence o?(r) is also a linear function of the form /; + lyr, as claimed in (7.12).
What remains to show is that I, # 0. From (7.9) we see that the linear coefficient
ko(1) of (u(r) — )\(r)a(r))B(r) — l02(7~)B( )2 in (7.10) is given by

2

(7.14)

——— — Ky
~2 | ~2 2 | ~2
o1+ 03 o1+ 03
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From (7.13) we obtain that the linear coefficient in (u(r) — A(r)o(r)) B(7) is equal to

~2 ~2 ~2 ~2

5] 05 2] 0y
—Rl1=5— =5 — K2z = = — Bi(7)+ —=—==By(7) | .
( 157 52 “’a%+o—§) (o—%wg W)+ G g Bl ))

But has a different form compared to (7.14). Hence, the linear coefficient in o%(r) is
not zero, which finishes the proof. &




Chapter 8

The two-factor Cox Ingersoll
Ross model

In the two-factor CIR model, the short rate is assumed to be a sum of two inde-
pendent Bessel square root processes r; and ry:
d7’1 = /€1(91 — 7’1)dt + 01\/r_1dw1,
d?”g = KQ(QQ — TQ)dt + Uzﬁdw?

Hence, according to the general case (6.3), the bond price P(7,r,72) is a solution to
the following partial differential equation

oP ~ oP ~ oP
—E -+ </€1(91 — 7’1) — )\10’1\/7"1> 8_7°1 + <I€2(92 — 7"2) — )\202«/7‘2) 8_7’2
2 2P 2 2P
—|—U 0 + 72 0 — (7”1 —+ TQ)P = 0, (8.1)

Pl or? Pk or3
which holds for r,, 7, € (0, 00) and 7 € (0, 00), satisfying initial condition P(0, 7y, 7;) =
1 for all r,7, > 0. Here, A\; and \, are market prices of risk, corresponding to each
of the factors 7, and r,. If these functions are chosen to be proportional to /71 and

VT2, i.e. A\ = A14/T1 and Dy = A24/T3 for some constants \; and \,, the solution of
the resulting PDE has the form

P(1,7r1,1m2) = Pi(1,71) Pa(T,72), (8.2)

where Pi(1,7;) = Aj(r)e B0 i = 1,2, are bond prices in the CIR model with
corresponding parameters (indexed by 1 and 2) given by (3.11). This can be shown
by inserting (8.2) into (8.1).
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To simplify the notation we define A = A; A,. Then the bond price is given by
P(7,71,73) = A(7)e” Bi(Dm—Ba(n)r (8.3)

and interest rate by

~In A(T) N BI(T)T1 N Bsy(7)

T T T

R(7,11,19) = To. (8.4)

Typical decomposition of the short rate is similar as for the two-factor Vasicek
model discussed in the previous chapter. Let us note that a simulation of trajectories
can be performed using exact transition density which is a multiple of the noncentral
x? distribution. An algorithm for generating random numbers from this distribution
can be found for example in [26].

8.1 Distribution of bond prices and interest rates

As in the case of a two-factor Vasicek model, we consider the limit distribution of
ry and r,. Distributions of the variables will then be considered with respect to
these limit distributions and the condition on the observed short rate. The limiting
distribution for CIR processes

dr; = Hz(ez - Tz)dt + Ui\/r_idwia 1=1,2,

is known to be (see e.g. [29]) the gamma distribution I'(a;, b;) with parameters

2R; 2K,
a; = i, bi = . 0;
i g;
and the correspondning densities
b;
filz) = %e‘“imf’i_l forz >0 (8.5)

and f;(z) = 0 otherwise.

Theorem 13. Let us consider the limiting gamma distribution of the two factors r; and
r9 given as in (8.5). Then:

1. The density function of the interest rate with maturity T subject to the given level

of short rate r = ry + ry is

oy = 9i(T)ga(r —7) 1
fr(z) = fOT g1(r1)g2(r — r1)dry |B2(1) — Bi(7)| (8.6)

with
7 — (—In A(T) + Ba(1)r)

Bi(7) = Bs(7)
for x between values — X In A(7)+ 2By (7)r and — 1 In A(7)+ 2 By(7)r and fr(z) =
0 otherwise.

7=
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2. The density function of the bond price with a maturity T subject to the given level
of short rate r =11 + 1o is

fr(z) = _fR (—llnx) : (8.7)

where fr is the density of interest rate given by (8.6).

Proof: The conditional density of r,, subject to r; +ry =, is

Ji(ry) fa(r =)
fo f1(8) fo(r — s)ds’

Now, we recall that the if r; + ro = r, the interest rate R(r,r,73) can be written as
—2In A(7) + L1By(1)r + L(Bi(7) — Bo(7))r1. Furthemore, we know that ry is from
the interval (0,7;). Now, we consider two cases, depending on the sign of the term
Bl(T) - BQ(T).

Case 1: B(7) — By(7) > 0.

In this case, the minimal possible value of R is —11In A(7) 4+ 1B,(7)r and the max-
imal possible value is —1In A(7) 4+ IB;(r)r. For x from the interval (—2In A(7) +
LBy (7)r, —1In A(7) + iB1( )r), the distribution function of R, denoting the proba-
bility that R< x, is

f(ry,r) = (8.8)

f r1€(0,r) 91(7“1)92(7”—7“1)d7“1

Fr(x) = Prob(R < ) = R(t,r1,r—r1)<w
R( ) ( ) fmG(O,r) 91 (T1>92(T - Tl)d?“l

The condition R(7,r;,r — r;) < x can be rewritten in the form r; < 7, where

Tr— (—InA(T) + BQ(T)'T’).

By (1) — Ba(T) (8.9

F=

Because z € (—1In A(7) + L By(7)r, —1In A(7) + L B;(7)r), this quantity 7 belongs to
the interval (0, 7). Hence the distribution function F can be written as

fof g1(r1)g2(r — ry)dry

F
R(T) = fo qi(r (r —mr1)dr,

and we obtain the density by taking the derivative

. / . 91(7:)92(7” - 7;) dr
fr(x) = Fglz)= 1) galr — o) de
g1(7)ga(r — 7) T

Jo 91(r1)g2(r — r1)dry Bi(1) — Ba(1)
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Case 2: B(1) — By(7) < 0.

In this case, the minimal possible value of R is equal to —%In A(7) + 1B, (r)r and
the maximal possible value is equal to —2In A(7) + £ By(7)r. For x from the interval
(=LIn A(7)+ LBy (7)r, =2 In A(T) + £ By(7)r) we compute the distribution function F

in the same way as before:

. fof 91(r1)ga(r — r1)dr o f; g1(71)ga(r — r1)dry

Frlz) = Jo 91(r1)ga(r — r1)dry B Jo 91(r1)ga(r — ri)dry”

where
a7 — (—In A(7) + By(7)r)

By(7) = Bs(7)
belongs to the interval (0, ). Taking the derivative with respect to x we obtain the
density function:

(8.10)

F=

_ gy = o(De(r—7)  dr
fR(x) - FR( ) forgl(T1)92<7’—T1)dT1 dr
91(7) g2 (r — 7) T
for 91(r1)g2(r — r1)dr By(1) — B1(7')'

(8.11)

Comparing (8.9) and (8.10) we see that, in the both cases, the quantity 7 entering
the formula for the density function is the same. O

Similarly as in the case of the two-factor Vasicek model, we are able to prove a
theorem on the limit of variance for 7 approaching infinity holds.

Theorem 14. The conditional variance of both interest rates R(7,r1,19|r1 +12 = 1) and
bond prices P(7,r1,12|r1 + 19 = 1) converge to zero for a fixed r as T — .

Proof: The proof is based on the intervals of possible values of interest rates and
bond prices for different maturities. We use the following lemma.

Lemma 1. Consider a family of the random variables X., T > 0, with densities f,,
means u, and variances o2. Suppose that X, takes values from the interval (a,,b.),
where (b, —a,) — 0 as 7 — oo. Then 02 — 0 as 7 — oc.

Proof of the lemma: Since X, takes values only in the interval (a., b, ), so does the
mean value p, € (a,,b,;). The variance is given by

by
7= B (X =) = [ @ ) Lo

By the mean value theorem for integrals, we have

br

03 = (57 - NT)Q fT(x)dx = (éT - MT)2

ar
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for some &, € (a,,b;). Since both ¢, and 4, belong to (a.,b,), we have
03 = (& — ,UT)Z < (b, — ar>2'

If b, — a, converges to zero as T — oo, then the variance o2 also converges to zero as
T — 00. &

Proof of the theorem (continued): According to the previous lemma, it suffices to
show that the lengths in the intervals of interest rate and bonds values converge to
zero. Let us denote the interval of interest rates by (a,, b, ). Then the interval of bond
values is (e7*"",e~%7). We show that a, and b, have the same positive limit, from
what it follows that both b, — a, and e~%7 — ¢% " converge to zero.

Firstly, we note the that for functions A.;,(7) and B.;,(7) from 1-factor CIR model
we have:

2(e7m =1 2
lim By, () = lim (e = 1) _ ,
T—00 oo 2y + (K+ A+ —=1) KkK+A+7y

because £+ A+ = (k + A) + y/(k + A\)2 + 202 # 0 for o # 0. Using I'Hospital’s rule
we compute

_K_e(/f_’_A_ )
29+ (k+A+7)(e? —1) ] o2 U

1 2 Lkt Y)T
lim —log A (7) = lim —5 ~ log ( e
T—00 T T—00 O° T

Now, it follows that for 2-factor CIR model we have

1 1 1
lim ——InA(7) = lim ——1In A;(7) — —In As(7)
T—00 T T—00 T T
K10 Kol
= (ki M —m) — (k2 + A2 — ) > 0
o1 02

and )
lim —=B;(r) =0, fori=1,2.

T—00 T
Hence both —2In A(7) 4+ 1B (7) and —% In A(7) + £ B,(7) converge to same positive
limit. Since a, and b, take values of —1In A(7) + 1B;(7)r and —1In A(7) + 1 By(7)r,
our claim is proved. O

8.2 Averaged values and confidence intervals

In the following lemma we recall some of the properties of the Kummer confluent
hypergeometric functions ; /7. They will be used in the subsequent proof of Theorem
16.



70

Lemma 2.
1. [1, formula (13.2.1)] The following equality holds:

/T e—accmb—l(,r, _ l’)cdﬂf — Tb+cF(b)F(1 + C)
0

F'1+b+c¢)
2. [1, formula (13.1.2)] The first terms in power series expansion of 1 Fi(a,b, z) are
given by:

1Fi(b,1+b+c,—ar)

aatl) , alatD@+2) ,

a
Fi(abz) =142
Rla,b2) =14 pet s T b1 0)

As in the case of the two-factor Vasicek model, we introduce the notation for the
averaged bond price and interest rate:

P(r,r) = (P(r,r1,m)|r1 + 712 =1),
R(m,7) = (R(7,7r,r2)|r1 + 10 = 7).
In the next theorem we explicitly compute these averaged value.
Theorem 15. [45]

1. The averaged bond price with respect to limiting distributions of the processes ri,
ro given by (8.5) subject to 1 + ro = r is given by
1F1(b1,b1 + by, —((By — By) + (a1 — as)r))
lFl(b17 bl + b?a —<CL1 - CZQ)T)
where A = Ai(1)As(7), B; = B;(7), i = 1,2, are given by (3.11).

P(r,r) = Ae P’ . (8.12)

2. The averaged interest rate with respect to limiting distributions of the processes 1,
ro given by (8.5) subject to 1 + ro = r is given by

T

~ InA BQ Bl B2> b1 1F1(b1,b1+b2+1,—<d1+&2)7’)
R(T, = —+ —7+ —
(.7) g ( rbl+bz 1F1(b1, b1 + ba, — (a1 + a2)r)

T T
where A = Ay(1)As(7), B; = B;(7), i = 1,2, are given by (3.11).

Proof: Firstly, we write the denominator appearing in the expression (8.8) for the
density function f(ry,r) and the density itself in a form which will be useful later.

b1 _bo
a, a
/ fi(r) fa(r —r1)dry = F(bl +2b )6_a2r7"b1+b2_11F1(b1751 + by, —(a1 — az)r).
1 2
Substituting it into the density yields
1
flrir) = Wfl(rl)ﬁ(?“ = 1)
B 1 T(by + by) e~ (@—a)ripbi=1 (. Yol
n 1F1(b1, bl + bQ, —(a1 — CLQ)T) F(bl)r(bg) pbitba—1 ’
(8.13)

Now, we can compute the expected values of bond prices and interest rates:
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1. Substituting (8.13) into the expression for the averaged bond price gives

P(r,r) = /07“ P(r,ry,m—ry) f(ry,r)dr
1F1(b1, b1 + ba, —((By — Ba) + (a1 — ag)r))

—= Ae_BT (8.14)
1Fi(by, b1 + b2, — (a1 — a2)r)
2. Since mA B B B
R(1,ry,r9|r + 10 =1) = _EL 22 (—1——2> 1
T T T T

we need to compute the expected value of r,. Substituting the density f(rq,r)

yields
1 7“1 f2 7”—7"1)
P— d
(ra) / fo s) fa(r — s)ds .
by 1F1(b17b1+b2+1 —(ay + ag)r)
b1+52 1B (b1, by + boy, — (a1 + ag)r)

%

Since for given r, the bond prices and interest rates are monotone functions of r,
we can construct confidence intervals with the same methodology as in the case of
the two-factor Vasicek model.

8.3 Relation of averaged values to one-factor models

Before stating the main theorem, concerned with averaged bond prices from the two-
factor CIR model and one-factor models, we prove usefull properties of the averaging,
that will be needed later.

Theorem 16. [45, Theorem 3.1] Consider the averaged bond prices P(r,r) from the
previous section. They have the following properties:

1. P(r,r) — A(t)asr — 0,

2. %—f(r, r)— A(r)asr — 0,

3. 9(r,r) = —A() (52

o2p
4. 53

(T )+b+b By(7 )) asr — 0,

5 (7, 7) is bounded on the neighborhood of r = 0.

Proof:
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1. Since both denominator and numerator of the fraction in (8.14) converge to
unity as » — 0, we have
lim P(r,r) = A(7).

r—0

2. We compute the derivative of P with respect to 7:
op "OP P,
or o OT

_ A ! / ! fO Tl T r,Tr— 7n1>f<7n177.)d701 ~
N [(Z B B2T) (B = By) fo (1,71, 7 —11) f(r1,7)dry P.

7,1y, — 1) f(ry,r)dry =

(8.15)

The numerator of the last fraction in (8.15) is positive for all » > 0 and can
be bounded from above by r [ P(r,ry,r — 1) f(r1,7)dr,. Hence the fraction is
positive and bounded from above by r, which implies that it converges to zero
as r — 0. Since we already know that P(r,7) — A(r) for r — 0, we obtain
from (8.15) that B

lim aa—P(T r)=A'(1).

r—0 OT
3. By computing the derlvatlve We obtain

oP  [TOP of
o=, oy (DT =) () + P(rr,r =)o (ry, r)dry. (8.16)

There are two derivatives that have to be computed: % and %. Now, we
evaluate these expressions. Firstly,

oP

E(T,Tlﬂ“—rl) = —BQ(T)P<T,T‘1,T—7’1>. (817)
Secondly,
of - Ji(r) fo(r — 1) f1(7“1)f (r—r1),
o) = G ey M)
B far—m) [y fu(s)fo(r —s)d
= f(r,7) {f =) Zr () alr = S)ds} (8.18)
Noting that
f3(@) 1
h@ =t
and using it in (8.18) enables us to conclude
of B 1 fo —f (r —s)ds
E(ﬁﬂ‘) = f(r1,r)(by — 1) [T — fO f1 (r = s)ds ] . (8.19)
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Substituting (8.17) and (8.19) into (8.16) yields after the rearrangement

for T}ﬁﬂ'(T, ri, v —r1) f(ry,r)dr

—Bs + (bz — 1) ( for 7r(7', r,T — Tl)f(”rl’ T)drl
B o ﬁfl(rl)fé(r—ﬁ)dﬁ)] 5

op
or

(8.20)

Jo Ja(ri) fao(r = r1)dry
Let us denote
B N ﬁW(T, ri,r —ry) f(ry,r)dr B N #fl(rl)fg(r —ry)dry

A= Jo w(m,r,m =) f(ry, r)dr TR falr — )

In this notation,

O [ Bat (b= 1) (Xa— X)) P, (8.21)

We write each of the expressions X; and X, in terms of the hypergeometric
functions | F}:

lbl +by — 11 F1(by,by + by — 1, —((By — By) + (a1 — CLQ)T‘)),S 22)
roby—1 Ly (bi, by + bo, —((Bi — Bo) + (a1 — ag)r))
and in a similar way

. lbl + b2 - 1 1F1(b1,b1 + bg — 1, —(a1 — CLQ)T)

X, =

X 8.23
2T by —1 1F1(b1, by + ba, —(ay — ag)r) ( )
Hence 16, +b 1[G G
+ 02 — 1 3
X, - Xy=_-2172 |23
! 2 T bg —1 |:G2 G4:| ’
where we have denoted
Gy = 1Fi(bi,by +by — 1, =((B1 — By) + (a1 — a2))r),
Gy = 1Fi(b1,b1 + ba, —((B1 — Bs) + (a1 — a2))r),
Gs = 1F1(bi,by +bs— 1, — (a1 — a2)r),
G4 = 1F1(b1, b1 + bg, —(a1 — (12)7“). (824)

Because GoG4 — 1 as r — 0, we need to compute G;G4 — G>G3 in order to be
able to compute the limit of (8.20). Since

G1 = 1- m((Bl - B2) + (al - a2))r + O<T)7
b
Gy = 1-— b ; by ((B1 = Ba) + (a1 — ag))r + o(r),
Gy = 1— R (ay — ag)r + o(r),
Gy, = 1-— by (a1 — ag)r + o(r), (8.25)
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as r — 0, we have

by by
— — — 2
GlG4 GgGg r ( bl T bQ ] + b1 T b2> + O(T) (8 6)

as r — 0. Hence

X, X, — by +by—1 1 {<Bl_32)< by N by )Jro(r)}

by —1  GaGy by +by—1 " by + by
and

, by + by — 1 by by
lim X, — Xog= 22 (B, — By) | — .
rp LT A2 by — 1 (Br 2)( b1+bz—1+bl+bg)

Finally, we can compute the limit of (8.20)

. OP ' N
ll_r% E(T, r) = 11ﬂ1_r)r(1) [—By+ (ba — 1) (X1 — Xo)] P

b by
= A|=By+ (b +by—1)(B, — By) [ — +
{ 2 (b 40 = DB 2>(b1+b2—1 bﬁ@ﬂ
by by

= —A By + By .
L)l—i-bg P by + b 2}

4. We show that there is a finite limit of 8;7}25(7, r) as r — 0, from which the bound-
edness of %275 follows.

According to (8.20) we have

02P _ opP ~0[=By + (b, — 1) (X1 — X3)]
=5 =Bt (b= 1)(X, — Xp)] + P —

From the definition of X; and X, and already computed limits it follows that it

suffices to show the existence of the finite limit of 2 (1 F(r)) for r — 0+, where

Gi(r)  Gs(r)
F(r) = — : (8.27)

a0 @)
Assuming F(r) has the power series expansion F(r) = >";°  a,r*, the condition
ao = 0 is sufficient for boundedness of the term 2 (1F(r)) in the neighborhood
of r = 0, which holds for (8.27). O

Now we state the main regult on the nonexistence of a one-factor model describ-
ing the averaged bond price P. It has been shown by the author in [45].



75

Theorem 17. [45, Theorem 3.3] Consider averaged bond prices P(r,r) obtained from
the two-factor CIR model and a class of one-factor short rate models

dr = u(t,r)dt + o(t,r)dw,

satisfying

1. functions p, o from the short rate process and market price of risk \ depend only
on r and not on t,

2. functions p, o, A are continuous at r = 0, o(0) = 0.

3. volatility parameters of the factors from the two-factor CIR model are mutually
different, i.e. o1 # os.

Then, there is no such a one-factor interest rate model, for which the averaged bond
price P(r,r) satisfies the PDE for bond prices

oP or 1 0’°P
3 (u(r) — A(T)U(T))E + §U(T)2W —rP =0 (8.28)

forallr >0, 7> 0.

Proof: By taking the limit » — 0 in the PDE (8.28), using the results from the
previous theorem, we obtain for all 7 > 0:

)+ O AE) (G B + g Bl ) =0

From this we calculate the value of the function x for » = 0:

N (N _ A hitb
ol = A(T) b1 B1 (1) + baBa(t) A(T) blBl(T) + b2BQ(7—).

b1+b2 b1+b2

It follows that
. A/(T ) bl + bg

A(T) b1 By(T) + by Ba(T)

for all 7 > 0 where K is a constant independent of 7.

Now we recall that the function A(7) from the two-factor CIR model can be writ-
tenas A(1) = A;(7)As(7), where A;(7) and A,(7) are functions appearing in the orig-
inal CIR model, corresponding to each of the equations for P; and P,, resp. Hence
they satisfy

- Kl, (8.29)

Ai(1) = =k Ai(T)Bi(T) i=1,2.
Therefore

A(r) _ (1) A7) + Ai(n)Ay(r) _ Ay(r) | A7) . i,
Alr) A () Ay (7) Ay (1) + As(r) 101B1(7) = 20> Ba(7).
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Thus the equality (8.29) can be rewritten as

A/(T) bl —+ b2
A(T) b1B1 (7') + bQBQ(T)

by + by
blBl (T) + bQBQ(T) '

K, =— = (k161 B1(T) + K202 Bs(7))

Since b; + b, is constant, the only important part is the following fraction:

m@lBl(T) + KQQQBQ(T) K
blBl(T) -+ bQBQ(T) ’

which has to be equal to some constant K. It implies that
/4319131 (T) + KZQHQBQ(T) = K(blBl (T) -+ bQBQ(T))

and so
(/{191 — th)Bl(T) = (KbQ — KQQQ)BQ(T)

for each 7 > 0. It is possible in two ways:

1. k16 — Kby =0, Kby — Koy =0,

2. By(7) = ¢By(1), where c is a constant.
Now we look at each of these possibilities:

1. The same constant K appears in both equalities. From the first one (i.e. k10, —
Kb, =0), we get K = ””;)—191 and by substituting the value of b; = 221, we obtain

1
2

K = %1 In the same way, from the second equality (i.e. Kby — ka6 = 0), we
obtain K = %5 But by the hypothesis, 02 # o2, which is a contradiction.

2. We recall the equation for B; from the CIR model:

—B1(7) = (k1 + M\o1)Bi(1) + %U%Bl ()2 — 1. (8.30)

An analogous equation for By(7) yields
1
—By(1) = (k2 + A202) Ba(T) + 50332(7)2 — 1. (8.31)

Since B;(7) = ¢By(7), we obtain another expression for B:
1
—Bi(1)=c¢ {(@ + X209) Bo(T) + 5021E32(r)2 —1]. (8.32)
The right-hand sides of (8.30) and (8.32) must equal to:

1 1
¢ [ (K + Ago2)Ba(T) + 50232(7)2 — 1] = (k1 + Mop)Bi(1) + 50%31(7)2 -1
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for all 7 > 0. By continuity, the equality holds also in the limit 7 = 0*. From
this, we get ¢ = 1 and hence the functions B;(7) and Bs(7) coincide. We denote
this function by B(7). By subtracting equations (8.30) and (8.31) we obtain:

[— (k1 + A1o1) + (ke + M\oy)] B(T) + [—%af + %ag] B*(1) =0

and, dividing by a nonzero term B(7) we obtain
Lrg o
[— (k1 + A1o1) + (K2 + Moy)] — 3 [02 — 01] B(r) =0.

Since o, # 09, it implies that B(7) is a constant function, which is an obvious
contradiction.

Since both possibilities lead to a contradiction, the theorem is proved. &



Chapter 9

The Fong-Vasicek model with
stochastic volatility

In the Fong-Vasicek model the stochastic process driving the short rate is given by
the following system of stochastic differential equations:

dr = k(61 —r)dt + \/ydw,
dy = ke(b2 — y)dt + v/ ydw,, 9.1)
where the correlation E(dw,dw-) of differentials dw, and dw, of Wiener processes is

pdt. If the market prices of risk are \,,/y, resp. A;,/y, then the PDE for the bond
prices 6.3 reads as follows:

oP oP oP
o + (k1(01 — 1) — Aly)a_r + (k2(b2 — y) — /\2vy)8—y
yO0*P iy 0*P o*pP
7 4,29 - = 0. 2
+2 or? * 2 0y? +pvy87“8y r=0 ©-2)

It is known that a solution to (9.2) has the form P(7,7,y) = A(7)e B¢y (see
[24]). As noted in Chapter 6, there are several possibilities to characterize the func-
tions A, B, C. We will use a system of ordinary differential equations for these
functions because it will be helpful in deriving the properties of the Fong-Vasicek
model.

78
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9.1 Qualitative properties of bond prices and term struc-
tures
In the following theorem we give the characterization of the bond price by a system

of ordinary differential equations. This form will be used later when proving the
properties of the model.

Theorem 18. [42] A solution of the PDE for bond prices (9.2) has the form
P(r,r,y) = A(r)e” H0m=Cm, (9.3)

forr >0,y > 0and T > 0, where functions A = A(7), B = B(7), C = C(7) satisfy the
following system of ordinary differential equations:

A/ = —A (14;191B + K,QQQC) 5
B, = —IilB —+ 1,
BZ 2,772
C' = —MB—#0 = MoC = — = % — wpBC, (9.4)

with initial conditions A(0) = 1, B(0) = 0, C(0) = 0. This can be represented in the
following form:

1
B = — (1 — e*””) , (9.5)
R1
B? v?
C' = —\B- 5 = (Ko + Av 4+ vpB) C — 502, C(0) =0, (9.6)
A = exp (—017' +6,B — /4;26’2/ C’(s)ds) ) (9.7)
0

Proof: The assertions of the theorem follow after inserting the form of the solution
(9.3) into the PDE (9.2). An equation for B(7) can be solved analytically. The result
is then substituted into the equation for C'(7), which we can solve numerically by the
Runge-Kutta method. Finally, we integrate the equation for A(7) and use the results
for functions B and C. &

Corollary 2. Interest rates are linear in both short rate r and volatility y and they are
given by

~InA(7) N B(1) C(T)y.

R(r,r,y) = r+
In what follows, we will assume that the structural condition
1
A< —— (9.8)
2:‘4,1

is satisfied. We will need this assumption in order to prove qualitative properties of
the solution P given by (9.3).

In the next theorem we prove some of the properties of the functions A, B, C
appearing in the definition of the function P.
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Theorem 19. [42] Under the assumption (9.8), the following conditions hold:
1. C'(0) =0, C"(0) = =\,
2. Forevery > 0: 0 < A(1) < 1. B(1) >0, C(7) > 0,
3. A(r) — 0 for 7 — o,
4. C(7) is bounded on [0, o).
Proof:

1. It follows from the differentiating the ODE for C'(7) and using the continuity of
C' and its derivatives at 7 = 0.

2. From the previous statement and the assumption \; < —1/2k; < 0 it follows
that C'(7) > 0 on some neighborhood of 7 = 0. Hence it suffices to show that
C’'(1) > 0 whenever C(7) = 0. To prove the above claim, we write C’(7) in the
following form:

B2 1 _ ,—RK1T
C'(7) = —\B(r) — 2(7) - —2;;2 (2A1k1 + 1 —e™7) >0,
1

provided C'(7) = 0 and \; < —1/2k;.

Positiveness of B(7) follows directly from the expression of this function (notice
that B(7) < 7.

The function A(r) is positive. Its upper bound follows from the following esti-
mate:

A(T) = exp <—91(T — B(T)) — kabs /OT C’(s)ds)
< exp(—bi(r—B(1))) <1

The first inequality follows from the positiveness of C' and the second one from
the positiveness of the difference 7 — B(7).

3. We have already shown that
0 < A(r) <exp(—0(r — B(1))) .

Since 7 — B(7) converges to infinity as 7 — oo, we obtain that A(7) — 0 as
T — OQ.

4. Tt suffices to show that there exists a constant X > 0 such that C'(7) < 0
whenever C(7) = K. Notice that B(7) < 1/k;. Since —vpB < 0 for p < 0 and
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—vpB < £ for p > 0, we have —vpB < min ( : —Z—T). Using this inequality and
the assumption (9.8), from (9.6) we obtain the estimate

by 2
C'(r) < =2 + (—52 — A\ov + min <O, —ﬂ)> K — U—KQ,
K1 K1 2
which is satisfied for any 7 such that C'(r) = K. Taking K sufficiently large, the
proof of the statement 4 follows.

o

Remark 6. Note that if A\, > 0, then C"(0) = —\; < 0. Since C(0) = 0 and C'(0) = 0,
we thus have that C(7) < 0 for small = > 0. Hence, for small times to maturity T,
the interest rates R(t,r,y) becomes negative for large volatility y. This is avoided by
assuming (9.8). It is a stronger condition, but we needed it in this form to prove the
assertions of the theorem.

9.2 Distribution of stochastic bond prices and interest
rates

Let us recall that P(7,r,y) is the price of a bond maturing at time 7 for a given values
of the short rate r and volatility y. Unlike the short rate r, the volatility y is not an
observable variable in the real market. It suggests investigation of P(r,r,y) for the
given 7 and r as a function of the random variable y.

In what follows, we will assume that the value of the short rate r at time to
maturity 7 is known from the market data. The hidden parameter in the model is
the volatility y which is supposed to be driven by a Bessel square root process. We
already know from the chapter 8 on two-factor CIR model, that its limiting density
f, is a density of the gamma distribution I'(3, a) with shape parameters § = 22,
o= %92, i.e.

o) = page e 9.9)
for v > 0 and f,(x) = 0 otherwise. It enables us to compute the distribution of
P(r,r,y) and R(7,r,y) now.

Theorem 20. Under the assumption (9.8) the density functions of the bond prices
P(7,r,y) and interest rates R(t,r,y) with respect to the limiting distribution (9.9) of
the process y are given by

L (BD 1wy 1
fp(x)—fy( C(7) C(T)l A(T)) C(r)x (5.10)

and
fale) = 1, (g 7o+ AW = B ) ©11
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where f, is density of the limiting gamma distribution.

Proof: First, we compute distribution functions and then by differentiating them we
obtain densities.

Since P(r,r,y) is a decreasing function of y, the range of its possible values is the
interval (0, A(t)e~P()]. Hence outside of this interval, the density is vanishing. For
z € (0, A(T)e~P(r] we have the following expression for the cumulative distribution
function Fp(z):

Fp(x) = Prob [A(T)e’B(T)’”’C(T)y < z] = Prob [y > —gé:;r — Cgr) In A(IT)
o _B(T)T 1 Lt
= - a )

where we have used the positiveness of C'(7), and so

() — _B(T)T— 1 . x 1
fP($)—FP( ) fy( C(T) 0(7—)1 A(T)) C(T)x'

Similarly, because of increasing dependence of R(7,r,y) on y, the range of possi-

ble values for R is the interval [—w + @r, oo). Hence its density is zero outside
this interval. For z € [—w + @r, oo) we have
In A B
Fr(x) = Prob [— nA(r) + <T)7‘ + C(T)y < x}
T T
T+ In A(t) — B(T) T +In A(T) — B(T)
0 [y - c(r) ’ C(r)

where we have used the positiveness of C'(7) again. Hence

frlz) = Fi(z) = f, (% (rz+In A(r) — B(T))) #

O

Similarly as in the case of previously discussed two-factor models, also in the

Fong-Vasicek model, the variances of bond prices and interest rates tend to zero as

T — oo. However, in this case, we will need averaged values to prove it. For this
reason, we postpone it to the next section.

9.3 Averaged bond prices and term structures. Confi-
dence intervals.

Let us define the averaged bond prices and interest rates as

P(T,?") = <P(7‘,7’,y)>y,

R(T,T‘) = <R(7-7 T, y)>yv
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where the expectations are taken with respect to the limiting distribution (9.9) of the
process y.

Theorem 21. [42] Averaged bond prices and interest rates, with respect to the limiting
distribution of the random variable y are given by:

1. P(r,r) = A(r)e BOr (1 + %)7 ,

2. R(T, r)= —% In A(T) + B, 4 C(TT) 05.

T

Proof:

1. We compute the averaged bond price:

P(rr) = / " Pl y)g(y)dy

_ 5Y [ e -
= A(r)e B0 e~ (CHRyya=1 gy,
(@) Jo

-
(C(r) +0)*

= A(r)e B0 (1 + %) -

= A(r)e BOr

2. The formula for the averaged interest rate follows from linearity of interest
rate in the y variable and taking into account the expected value of the limiting
gamma distribution I'(3, o) = T' (2%, 2426,) which is equal to 6,.

¢

Remark 7. The function y — P(7,r,y) is strictly convex because its second derivative
92 is equal to C*() P (7, r,y) > 0. Hence, by Jensen’s inequality, we have

P(r,r) = /OOO P(r,r,y)g(y)dy > P (T, T, /OOO yg(y)dy) = P(7,7,62),

since [~ yg(y)dy = 0 i.e. the averaged bond price P(r,r) = (P(1,7,y)), is always
greater than the bond price corresponding to the limiting mean value (y), = 6 of the
stochastic volatility .

Now, we are able to prove the assertion on limiting behavior of variances.

Theorem 22. [42] For fixed values of T and r we have

lim Var,P(r,r,y) =0, lim Var,R(r,r,y) =0,

T—00

where variances are computed with respect to the limiting distribution of .
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Proof: We have already computed (P(r,r,y)),. In the same way we compute the
expected value of P?:

(P(r.ry)), = / " (A(r)e BOrCem? g dy

_ A(T)2€—2B(T)7’ / 6—(20(T)+ﬁ)ya—1dy
0

- agpemon (1, 0Y

Hence

Var,(P(t,r,y)) = (P*(r,r,y)), — (P(7,, y)>§

e B
- e (15 (5 )]

By the mean value theorem

B g 32

for some ¢ from the interval (1 + =51+ =5+ C(BTQ)Q). Hence ¢ > 1 and therefore

Var,(P(r,ry)) = A(r)?e”“”af“—ogf)
< A(T)QG—QBW%C(T?).

Since C'(7) and B(7) are bounded on [0,00) and A(7) — 0 as 7 — oo, we conclude
that
Var,(P(r,r,y)) — 0as 7 — oo.

Since R is linear in the y variable and the variance of y is Var(y) = {z, we obtain

C(T)) Var(y) = U_@QC (T)

T 2Ky T2

Var,(R(r,r,y)) = (

Because C'(7) is bounded and Z; — 0 for 7 — oo we obtain

Vary(R(t,r,y)) — 0 for 7 — oo,
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as claimed in the theorem. O

As we know, P(7,7,y) and R((7,r,y) are monotone functions of y. Hence the area
containing a given percentile of bond prices and term structures can be bounded
by P(r,r,y1) and P(7,r,y2), respectively R(7,r,y,) and R(7,r,y,), where fyyl"’ g(y)dy
equals the given percentile.

In Figure 9.1 we see examples of bond prices and term structures (corresponding
to the same short rate but different volatilities) together with their averaged values
and 95% confidence intervals.

1

0.95 0.065

0.9
0.055

bond price P
interest rate R

0 1 2 3 4 5
maturity 7 maturity 7

Figure 9.1: Bond prices (left) and term structures (right) in the Fong-Vasicek model
(grey), their averaged values (blue) and confidence intervals (red).

9.4 Relation of averaged bond prices and one-factor
models

We study a problem whether there are functions 1 = u(r) and ¢ = o(r) such that
the bond prices in the short rate model dr = udt + odw are the same as the averaged
prices from the Fong-Vasicek model. We restrict ourselves to certain processes. Drift
and volatility of the process, as well as the market price of risk \ are assumed to
be time-independent. For zero level of the short rate, we require the volatility to be
zero. This condition is needed for the nonnegativity of short rate.

Theorem 23. [46, Theorem 1] Consider the averaged bond prices P(r,r) in Fong-
Vasicek model and the following conditions on the one-factor model:

1. functions p, o, A depend only on the short rate r and not on time t,
2. functions p, o, A are continuous in r = 0, o(0) = 0.

Then there is no such one-factor interest rate model, for which the averaged bond prices
satisfy the bond pricing PDE
opP 0 ,0*P

1
G+ () = Ao (r) 5+ 50(r) 5 =P =0 9.12)
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forr>0and T > 0.

Proof: Suppose that such a one-factor model exists. To be able to insert the averaged
price P(r,7) into the PDE (9.12) for bond prices, It follows from Theorem 21 that we
start with computing the necessary partial derivatives of P:

oP Ci_B%_Cw )R

ar A g+ C
opP .
~— = _BP
or ’
2P -
oz = BP

We use a similar idea as in Theorem 17 for the case of two-factor CIR model. We
suppose that the averaged bond price P(r,r) satisfies the one-factor PDE for bond
prices. Then, when taking a limit » — 0%, the terms involving volatility vanish, since
0(0) = 0. Terms involving drift converge to x(0), which has to be constant with
respect to 7. In the case of the Fong-Vasicek model we obtain

~ A o A a
a oP| B . B

Hence the necessary condition for P to be a bond price in a one-factor model is that:

—/4;1613 — /ﬁ?gegc — C/[ﬁ _
—-B o

for all 7 > 0 and some constant 0 < k < oco. Then

Y51 C

for all 7 > 0. Hence also the derivative with respect to 7 of the left hand side is
identically zero, so

—IﬂilelB — /12620 —

+kB=0 (9.13)

ﬁ + C)C” o (Cl>2
(B+C)?
Since this equality holds for all 7 > 0, also the limit of its left hand side for 7 — 0+

equals zero. Using the initial condition for C' and the values of its derivatives for
7 = 0 (see Theorem 19), it yields

—H191B' - :‘432(920/ - Oé( + kB/ =0.

l€191 — )\192 = k.
Substituting this expression for & into (9.13) gives

—@&C—BE%%Y—&@Bzo,
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from which we express aC’ as
CMC/ = (ﬂ + C)(HQQQC — )\1028) (914)

On the other hand, from (9.6) we know that

B2 U2
ol =« (—)qB -5 (ko + Xov +vpB) C — 302) ) (9.15)
Hence the right hand sides of (9.14) and (9.15) have to be equal. From this equality,
using the relation between parameters o and 3, we are able to express the function
C' explicitly as

a (=2 -9)
vap — Aoy + )\gv%’

C(r) =

where B(7) is given by (9.5). The derivative C’(7) can be computed to be

26”17-/{%/{2)\202(/{2 + (/\1 — /\2)?}2)
v (2(e7 — 1)kopby + Aov(fy — €170 + e“”mlv)Q'

C'(t)=—

and hence
B 2/{292(/42 + ()\1 — )\2)1)2)

)\21)5
We already know that C’(0) = 0. Since x, and 6, are positive parameters, it implies

that ko + (A\; — Ag)v? = 0. But then C’(7) would be identically zero and hence C(7)
would be constant with respect to 7, which is a contradiction. &

¢'(0)

9.5 Fast mean reverting volatility

It was observed on the several financial markets (interest rates, stocks, stock indices)
that the stochastic volatility evolves in a different time scale, which is faster than the
scale of the underlying security. For a concise reference of the asymptotic we refer
the reader to the book [25]. In this section we are interested in fast time scale of
volatility in the Fong-Vasicek model.

If the volatility evolves in a time scale with the unit ¢ > 0, then the stochastic
differential equations (9.1) for r and y in become

dr = k(01 —r)dt + J/ydw,

K v
dy = f(@g—y)dt—kﬁ\/@dwg.

Scaling of the volatility © by the factor /¢ is because the order or the stochastic
term: we have dw = ®+/dt, where ® ~ N(0,1). The fast mean reverting volatility
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corresponds to small values of £ and the limit ¢ — 0. If we define ky = Ky/e, v =
v/+/¢, we obtain the stochastic differential equation

dy = ko(f2 — y)dt + v\/ydws,,

where the ratio x,/v? is constant with respect to €. Hence we can fix the ratio

I€2/172:H2/U2:k' (916)

and consider the fast mean reversion as a limit v — oc.

First, we present a numerical example. In Figure 9.2, there are terms structures
for the same values of parameters x;, #;, f; and k, the same values of short rate
and volatility, but the increasing speed of volatility evolution. We notice that the
differences between the interest rates decrease with increasing speed of volatility. In
the rest of this section, we prove this observation analytically.

0.075 0.075
0.07 0.07
2 0.065 & 0.065
(<] ]
= =
£ 0.06 s 0.06
$ 0.055 S 0.055
Q ]
= =
.= 0.05 .= 0.05
0.045 0.045
0 1 2 3 4 5 0 1 2 3 4 5
maturity 7 maturity 7
0.075
0.07
& 0.065
ol
g
< 0.06
g7
$ 0.055
)
=
H 0.05
0.045
0 1 2 3 4 5
maturity 7

Figure 9.2: Term structures for the same values of y and increasing speed of volatility.
Term structures in each graph correspond to the same volatility levels y. However,
the graphs have different time scales, the speed increases from left to right.

Recall that the price P of a bond can be written in a form

P(T7 r? y) = A<T)€_B(T)T_C(T)y7
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where A, B, C are functions of 7 and satisfying (9.4). Since we work with different
values of v now, functions A, C' will be functions of 7, as well as of the parameter v:
A = A(r,v), C = C(7,v). Function B = B(7) does not depend on value of v.

Let us define a function 50

D(r,v) = %(T, v). (9.17)
Substituting (9.16) into the equation (9.6) for C' we obtain

9C L \MB+ 1B+ (kv®C + Aov +vpB)C + L =,
C(0,v) =0,

from which by taking derivative with respect to v we obtain equation for D(r,v):

{ %—f + (2kv + Xy + pB)C + (kv*C + M\v + vpB)D + vC? + v2C'D = 0,
D(0,v) = 0.

Using this equation, which is satisfied by D, we prove the following result.
Theorem 24. [44] There exists vy > 0 such that D(7,v) < 0 for all v > vy and T > 0.

Proof: First we prove a usedull property of the function D: If D(r,v) = 0, then
%4 D(7,v) < 0. Indeed, if D(r,v) = 0 for some v and 7 > 0, then
oD
or
Since the function B is bounded with a bound independent on v, we can find vy > 0
such that for all v > v, we have

— [(2kv + X2 + pB)C + vC?] .

2kv+ Ao + pB(7) > 0
for any 7 > 0. Hence, if D(7,v) = 0 for some v > v, then

oD
E(T, ’U) < 0.

Let us fix v > vy and consider D as a function of the variable 7. Taking into
account the above property of D, to prove the claim of the theorem, it suffices to
show that D(7,v) < 0 for 7 on some neighborhood of 7 = 0. From the previous parts
we know that C'(0) = 0, C'(0) = 0, C”(0) = —A; > 0. The function D(7,v) satisfies
D(0,v) = 0. Taking the time derivatives from the equation for D gives

D'(0,v) =0, D"(0,v) =0, D"(0,v) = —(2kv + Ay + p)C"(0) < 0.
Hence we have
D(0,v) =0, D'(0,v) =0, D"(0,v) =0, D"(0,v) <0,

which implies that D(7,v) < 0 on a neighborhood of 7 = 0. %
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Lemma 3. [44] Let 7 > 0. Then:

1. There exists vy > 0 such that for v > v, the function C(7,v) is decreasing in
variable v.

2. There exists a finite limit L(7) = lim, o, C(7,v). Then L(7) > 0 for all 7 > 0.
Proof:
1. Follows from Theorem 24, as ¢ = D < 0

2. For v > v, the function C(7,v) is decreasing and it is bounded by zero from
below. Hence the limit lim, .., C'(7, v) exists and it is nonnegative.

¢

In what follows, we will show that if L(7) > 0 for some 7 > 0, then it would lead
to an unrealistic behavior of interest rates. Firstly we show that in this case L(7) > 0
on some interval (7 — h, 7). We have

1 1
%(%,U) = — (/\13 + 532) + U()\Q —I—pB)C+U2(k} + EC)O — —00

for v — oo, which implies that
a—C(% v) <0
or "’ ’
for v > vy, where v is sufficiently large and hence
C(r,v) > C(7,v) for € (7 — h,7),
where h > 0 is sufficiently small. Taking the limit v — oo we obtain

L(r) = L(7),

and for 7 € (7 — h,7) we have L(7) > 0 as well.
Now consider 7 such that (0, 7) contains the interval (7 — h, 7). For interest rates
with this maturity we then have:

log A B C
R(r,r,y,v) = OgT(T)+ 57)7“—1- (:'U)y
= 91_91B(T) —1—192]{1}2/ C(s,v)ds + B<T)T+ C(r,v)
T 0 - =

The following equality holds:

lim C(s,v)ds :/ lim C(s,v) :/ L(s)ds > 0,
0 0

V—00 0 V—00



91

since changing order of limit and integration is justified by monotony of the function
C'(7,v) in the variable v for v > vy. It means that

R(7,r,y,v) — oo for v — oo.

However, although the fast mean reversion for market data is empirically confirmed
(c.f. [25]), the limit above is not an observed property.

We now analyze the second case left when L(7) = 0 for all 7 > 0. Let us consider
two values of the volatility y, without loss of generality we can assume that y; < ys.
Then R(7,7,y1,v) < R(7,r,y2,v) and the difference between the two interest rates is

R<T7 r,Yya, U) - R(Ta r, Y1, U) - O(T7 U>y2 ; & .

As a function of the variable v, the term (y2 — y1)/7 is a positive constant, and C(r, v)
is a decreasing function for large values of v. Hence also the difference between the
interest rates decreases with increasing value of the parameter v. Recalling that the
limit for v — oo is L(7) = 0, we conclude that the differences between the interest
rates converge to zero and this convergence is monotone for large values of v.

9.6 Volatility clustering

As we have already seen, in the Fong-Vasicek model the volatility has a limit distri-
bution with a density having one maximum. It was a consequence of properties of
mean-reversion process for its evolution. Now, we are looking for a model in which
the limiting density has two local maxima. This corresponds to the so called volatility
clustering, when the volatility can be in its high level (taking values around one of the
local maxima of the limiting distribution) and its low level (taking values around the
other local maximum). The desired behavior of the process and its limiting density
are show in the Figure 9.3.
A natural candidate for such a volatility process y is

dy = a(y)dt + o(y)dw,

which has a drift a(y) such that the differential equation dy = a(y)dt has two sta-
ble stationary solutions. With added stochastic part of the process, these stationary
solutions become values, around which the volatility concentrates.

We propose a model with this property, for which the limiting density is a combi-
nation of two gamma densities. Consider the following two stochastic processes:

dyl = a1<y1)dt+0'\/de1,
dys = as(y2)dt + o\/yadws,

where
a1(y) = K(0h — y), aa(y) = k(02 — y),
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density
w

process

0.1 0.2 0.3 0.4 0.5 0.6
time value of the process

Figure 9.3: Simulation of a process in the left and its asymptotic distribution in the
right.

such that 6, < 65, 2k0; < 02, 2k, < 0. Their limit distributions are gamma distribu-
tions I'(a, afy ), resp. I'(a, afy), where o = 2k /0?. Denote their densities by g; andgs,.
Choose k£ € (0,1); our aim is to construct a process with asymptotic density

9(y) = kgi(y) + (1 — k)ga(y), (9.18)

corresponding to a mixture of densities g; and gs.

In the following theorem we show that for the same volatility function (i.e. a\/y)
it is possible to achieve this goal. Drift of the process can be written as a weighted
sum of a; a a,, with the weights dependent on y. We find the behavior of this function
fory — 0 and y — .

Theorem 25. [43]
1. A process dy = a(y)dt + o/ydw has a limit distribution (9.18) for

a(y) = w(y)ai(y) + (1 — w(y))az(y),

where
wly) =
kgi(y) + (1= k)ga(y)
2. The function a satisfies:
tim 2 g g 20
=0 aly) T yoeoaly)

Proof:

1. We recall (c.f. for example [27]) that if the process y(t) satisfies a stochastic
differential equation

dy(t) = a(t,y(t))dt + b(t,y(t))dw, (9.19)
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then the conditional density f(¢,y|y(0) = yo) of the random variable y(¢) sat-
isfying an initial condition y(0) = y, is a solution to the Fokker-Planck partial
differential equation

(9.20)

af+mwv+&zc%>:0
2

SOt oy o\ 2

for t > 0 with the initial condition f(0,y) = do(y — yo) where §; is the Dirac
function. The limiting distribution ¢g(y) = lim; ., f(¢,y) can be computed by
solving the stationary Fokker-Planck equation.

d & (0f\
_d_y(ag) + a7 (7) =0 (9.21)

with the normalization condition

/_OO 9(y)dy = 1.

o0

Now, consider the positive process with the volatility b(y) = v,/y, such that
lim, .o+ g(y) = 0 and ¢'(y) is bounded on some neighborhood of the origin.
Then its asymptotic distribution g(y) is a solution of

~alt) + 1 (242 o

dy 2

From this, we compute the drift a(y):

) = (‘3y9<y>) _ L4 (‘ng<y><kgmy>4(1._k992@0>)

Since

%(ﬁgﬁgzm@m@%%(ﬁﬁﬁgzwwmwx

a(y) can be written as

a(y) = w(y)ai(y) + (1 — w(y))as(y), (9.22)

where
kg1 (3/)

T kgi(y) + (1 K)ga(y)

w(y) (9.23)
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Figure 9.4: The resulting drift function a(y).

2. Substituting g; a g, into (9.23) we obtain the weight w(y):

1 1 1
w(y) = = =0 = ; (9.24)
1 4 ko) _k Tagyytatemay 1+ cyt
k g1(y) 14+ % Foiazl) e ——
T(aty) Y €
where | kT(af)
- V1) a(02-01)
= — 27> 0, g =«aby — 61) > 0. 9.25
c P Tty , = (b —6) (9.25)
It follows that w(y) — 1 for y — 0 and w(y) — 0 for y — oo. Therefore
lim,, .o ‘21((5)) = 1 and similarly lim,_.g ‘22((5)) = 1, as claimed. %

In Figure 9.4 we can see an example of a drift function a(y) obtained by Theorem
25.

As we have already mentioned at the beginning of the section, the expected be-
havior of function a(y) is such, that it generates two stable fixed points of the ODE
dy = a(y)dt. Function depicted in Figure 9.4 has this property. There are three points
y for which a(y) = 0. Two of them with negative slope of a(y) correspond to desired
stable fixed points and there is one unstable among them. In Figure 9.5 we see that
this is not a property, which necessarily holds for a general case of the function a(y).
However, we show that for large values of parameter « (i.e. sufficiently strong mean
reversion of the processes which we construct the process from), the function a(y)
has the expected behavior.

Theorem 26. [43] There exists «q such that for o > «y the equality a(y) = 0 for exactly
three values of y.

Proof: According to Theorem 25 function a(y) can be written as

a(y)

K
14 eyt

(01 —y) + cy(02) — )] . (9.26)

We see that a(y) > 0 for y € [0,6;] and a(y) < 0 for y € [0, c0). It follows that all the
points for which the function « is zero, are from the interval (6, 6,).
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0.005

drift a(y)

-0.005

-0.01

-0.015

-0.02

Figure 9.5: Example of a function a(y), which does not have three zero points and,
consequently, the ODE dy = a(y)dt does not have the expected equilibria.

Firstly, we show that there are at most three such points. From (9.26) we see that
a(y) = 0 if and only if the function

fly) = (01 —y) + ey’ (02 — y). (9.27)

equals zero. Suppose that f(y) = 0 in k points. Using Rolle’s theorem we obtain that
there are at least £ — 2 points in interval (¢,, 6,), for which f”(y) = 0. But

f"(y) = cq(q — 1)b2y7> — c(q + 1)qy” ",

and therefore there exists at most one such point y = 65(¢ — 1)/(¢+ 1) or none, if this
value is less than 6#,. Hence k < 3.
Now, we rewrite the equality f(y) = 0 as

y—b6h

= ) (9.28)
0y —y

cy?

By defining the functions

Ay = e’ foly) = 7 —
2

it suffices to find y; < y» such that

filyr) < fa(1), fi(y2) > fa(y2)- (9.29)

Then (9.28) holds for exactly three points .
We find the limit of the function f; for fixed y as & — oo. For x > 1 we have the
Stirling’s formula (c.f. [1, formula (6.1.38)])

T(2) = Var(z — 1" /20D ment
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for some ¢ € (0,1). Since we are interested in limit for « — oo, we can assume that
06091 > 1,0&92 > 1. Then

1—-k F(oz@l) _
— q = — a(92 01) —
fi(y) cy  T(af) (ay)
1—k /271_(&01 _ 1)&9171/26—(091—1)‘5‘712(&911_1)51(0‘) (ay)oﬂg

k \/27‘{'(0402 — 1)a92—1/2€*(a9271)+m52(a) (ay>a91 )

where &, &, (dependent on «), are in the interval (0, 1). This can be written as

1 a a1 €1(2)
f ( ) B 11—k a91 —1\ "2 (1 - a—91> e 12(ab1-1) 91 b y ab al2—01)
1Y) = L aby — 1 . >a02 £9(a) y 0y € '

1— 2 e 12(ab3—1)
afs

Since
_1 (1 o L)&éﬁ £1(o) ~1/2
lim 1—k (a@l—l) 2 af1 e12(ab—1) _ 1—k (ﬁ) 50
a—00 ]{7 0662 — 1 >a92 £2(a) k 92 ’
2

a 12(afy—1)
<1 af € :
we need to compute the limit

afy afa o
lim (ﬁ) (g) c(02-01) _ iy (691(log9;)+92(1og;‘2)+02—91> .
ame\Y 2 a—00

0
h(y) = 64 <log —1) + 0, <log ) + 0y — 0.
Yy 0>

For z > —1,x # 0 we have log(1 + =) < x. Hence, from the continuity of A it follows
that there exist 6y, 6,, such that 6, < 6, and h(y) < 0 for y € (61,6,), h(y) > 0 for
y € (65,0,). Then:

Denote

01 01
h() = 61— —+1
) = 6o (15 +lost) <0,

0y 0
h(02) = 1——=+log— .
(02) 9( 91+ 91)>0

From this we obtain:

e For Yy < (01,@1):

lim (601 (1og ) +02 (1og 91/2>+92_01> = lim (€h(y))a =0,

a— 00 a—00

and hence for f; = fi(y, a)
lim fi(y,a) = 0.



97

° FOI'y € (é2,92>:

lim <eel(log6yl)+02 (1°g6y2>+92_01>a = lim (eh(y))(l = 00,

a— 00

and hence
lim fi(y,0) = oc.

Choose y; € (6, 51) and y; € (52, 0,). Since the function f, does not depend on a,
from the limits that we have computed it follows that there are «;, a, such that

filyr) < fa(yr) fora > oy,

fi(y2) > fa(y2) for a > as.

Hence for o > max{aj,ay} the inequalities (9.29) are satisfied, from which the
theorem follows. &

To provide an empirical evidence for such a volatility process, we computed max-
imum likelihood estimates of the volatility o for the Vasicek model for each month
from the period 2000-2007 using Bribor overnight data. Figure 9.6 shows the esti-
mated as a function of time. The higher and lower volatility periods can be distin-
guished. They can be seen also on the histogram and kernel density estimates of the
values in Figure 9.7.

o
o . o
. . .
= ul [N

estimate of volatility

o
o
Ul

0 20 40 60 80
time

Figure 9.6: Monthly estimates of Vasicek model’s ¢ (Bribor, 2000-2007).
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Figure 9.7: The histogram and kernel density of estimates of the volatility .
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Chapter 10

Conclusion

We studied several questions and problems that are related to short rate term
structure models. The main results of this thesis can be summarized as follows:

First we considered an approximate analytical solution for bond prices in one-
factor models, suggested by Choi and Wirjanto in [17]. The presented approximation
results are based on the recent paper [47]. We derived order of its accuracy and pro-
posed an approximation of higher order. The approximation was used in calibration
of the models and finding an optimal dependence of the volatility on the short rate.

Next we studied two-factor models. Namely, two-factor Vasicek, two-factor Cox-
Ingersoll-Ross and Fong-Vasicek models in particular. We considered the limit distri-
bution of the unobservable variables of the model. With respect to this distribution
we studied the bond prices and interest rates. Most of the results are contained
in the author’s papers [42], [45] and [46]. They include deriving distribution of
bond prices and interest rates, dependence of their variance on maturity, computing
their averaged values and confidence intervals. We also studied the question of the
nonexistence of one-factor models, yielding the same bond prices as are the averaged
values from these models.

In the case of Vasicek model we furthemore studied the fast mean reverting
volatility, based on author’s paper [44]. We analyzed a condition enabling us to
eliminate a possibility of infinite limit of interest rates for fast time scale of volatility.
In this case, we have shown the monotone decreasing dependence of the difference
between the interest rates, as the speed of volatility increases.

In the last section we presented the results of the author’s paper [43]. We derived
a process modeling volatility clustering. Its limit distribution is a mixture of two
gamma densities. It generalizes gamma distribution from the Fong-Vasicek model.
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Chapter 11

List of symbols

a, b - parameters of a drift function (chapter 4)

a, b - parameters of gamma distribution (chapter 8)

a, ay, ay - drift functions (chapter 9)

A, B, Ay, Ay, By, By, C - shape functions of the interest rates
Corr(.,.) - correlation of random variables

E(.) - expected value of a random variable

EOC - experimental order of convergence

f(.), g(.) - density functions

F, F(«), F(«, 3) - objective function in the calibration (chapter 5)
F(.) - cumulative distribution function

N(.,.) - normal distribution with specified parameters

P, P(t,T,r), P(r,r), P(1,r1,72), P(7,7,9) - price of bond
par, par? - approximations of bond prices

Prob(.) - probability of an event

P, P(r,r) - averaged bond price

r - short rate

ry, 7o - factors of the short rate

R, R(t,T,r), R(r,7), R(T,711,73), R(T,7,9) - interest rate
R R%? - approximations of interest rates

R, R(r,r) - averaged interest rate

T - maturity of a bond

Var(.) - variance of a random variable

Var(.].) - conditional variance of a random variable
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w, w(t), w, - Wiener process

w;; - weights in the calibration (chapter 5)

w(.) - weight function for drifts in volatility clustering model (chapter 9)
«, [ - parameters of a drift function (chapter 4)

o, [ - parameters of gamma distribution (chapter 9)

~v > 0 - parameter describing the dependence of volatility on the short rate
I'(.) - gamma function

['(.,.) - gamma distribution with specified parameters

6 > 0 - long time limit of a mean reversion a process

k > 0 - mean reversion parameter of a process

A, A(t,7) A(r), X - market price of risk

w, p(t,7), p(r) - drift function of a process

u, o - parameters of normal distribution (chapter 7)

o, o(t,r), o(r) - volatility function of a process

o > 0, v > 0 - volatility parameter of a process

T - time to maturity

1Fi1(.,.,.) - Kummer confluent hypergeometric function

(.) - expected value of a random variable

(.].) - conditional expected value of a random variable
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