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ITepiandn

T tehevtaleg dexoetieg UndpyeL wor TEpdo T avdmTuln oTny Yewpla LovTe-
homolnong tng xbvnong twv emtoxinv. O ctoyog tng epyaciog authg elvon va
yiver po mapovoiaon TV o BBESOUEVKDY WovTEAWY emitoxtou. To povtéla
Toe omola Yo e€etdooue, Yo Tor Bloxplvouue oe 3 wOpleg xatnyopiec. Apyixd
Yo dovpe tar one-factor interest rate models, cOugwva ye ta omolo, 1 xivnon
oL axoloudel To ETITOXLO, EMNEEEGLETAL UTO EVOY TORAYOVTA, GTT) GUVEYELX Yol
avapépoupe ta two-factor models, To omola Vewpoly 6T undpyouv B0 TapEd-
YOVTEC e Toug omoloug oyeTileton 1 UETABANTOTNTA TNG XIVNoTg Tou EmToxiou,
xou téhog Yo Sovue dVo povtéha mou mpoodlopilouv To term structure twv
emtoxiwy, e€etdlovtog Oyt to short term rate, oAAd to forward rates.



Euyoplotieg

Oa ek VoL LY ARG TACK TOUG ETUPBAETOVTES XUUNYNTES LOU GTI CUYHEXQUIEVT
otmhwpatint| epyaoio, Kovotavtivo Kuglaxdmouho xou Iwdvvn Eppavourh, yuo
TIC TOAUTIIES XL EVOLUPEQOVCES YVWOELS TIOU HOU Topelyoy, BLddoxovTaC Lot
oelpd YodnudTwy 6To avixelyevo tne T Xtoyac e Avdhuong oto Xeruoto-
OWOVOULXE ™, XOTA TNV BLEIEXELX TGV OTIOUBKY OV G TO HETATTUYLUXO TROY QUL
“Modnuortixd tng Ayopdc xon tng Hoporywync *, Tou Owovouwrod Iavemo trui-
ou Adnvev. Me tnv Bidaoxaia Toug pou Edwoay Tic BACELS, (O TE Vo UTORECK
VoL EPE EIC TEQUC TNV EXTIOVNOT TNG DIMAWUATIXAC KoV epyaciog.



Introduction

H xatavonon xou povielomoinomn e xoaumiAng twv emtoxiwy (Vo avopepduo-
oTe o aUTAY w¢ term structure of interest rates) avtitpocwnelet éva amd T
o dVoxoha Yéuata 6TV Yenuatoowovouxt épeuva. Tpdyuatt, Tic TeAeuTaieg
OEXAETIEC €YEL YIVEL AVTIANTTO OTNV ETUOTNUOVIXT XOWOTNTA, OTL 1) XohOTEE
xatovonon tou term structure Twv emtoxiwy, Yo dNUOLEYACEL TOAAS WEE-
An. Ao v dnuoupyia dixatwudtwy tpoaipeone (options) mdve oe opdloya,
OMNG o o€ dhAOL UTOXEIUEVOL TTEPLOVUGLOXA G TOLYEll TOU CUVOEOVTOL GUECA UE
T0 emTOXN0, €€eL Bovel WLaltepn TPOGOY T TNV AVATTULN MOVTEAWY To omola
VoL amoToOY Xt var avTio TaduiCouy Tol cuoyETI OUEVO UE TO ETITOXLO TEQLOL-
otaxd otoryela. Ilop” 6Tt T0 povieho twv Black-Scholes-Merton edpoucydnxe
TOAD YR YORd (G TO HOVTENO YO TNV ATOTIUNCT THPAYOYWY TV O PETOYEC,
Evag PEYAAOG apriude TeooEYYIoEWY GUVEYOUE YPOVOU YENOHIOTOLOUYTOL THU-
TOYPOVA, GTO TEDIO TWV EUPTMUEVLY UTO TO ETUTOXIO TEPLOUGLUXMY G TOLYElWY.
Kou mopd v eupeior Siddoon tou povtéhou tou Black(1976) yia v anotiun-
oY) TOEAUYWYWY TV o€ TlThoug Tou oyetilovial e To emTOXIO, 6Twe bond
options, caps, swaps xATm, To interest rate derivatives nopoucidlouv peydheg
OLPOPES OYETXE PE TO TOPAY WY TEVW GE UETOYES, YIo TI OTOlEC TEETEL Vol
Beevel Moo, Ta mapdderypa, o¢ OXEPTOVUE TNV TEPITTWOT EVOS OUOAGYOU:
oe avtiieon Pe Tic UETOYES, 1) TWT TOU OJoAOYoU G T ANEN elvon oTordept] xou
YVWOOTY EX TWV TEOTEQWY, CUVETWS 1) Olodactiar Wienner mou yenoylonotet-
Tl 0T povIieEAoTolnoT TG TS Mo petoyng ebvan axotdhAnin. Emmicov,
Ol TYWES TWV OMOANOYWY EC0RTOVTAL Omd Tal ETLTOXLAL, Tol omolo eppoviouy dio
TEP{TAOXT GTOY OO TIXY| CUUTERLPOEE Xou BEV lvar dUECA DLATEAY MATEDTULOL, HATL
mou onuadvel OTL 1 Suvoxr dladacio TEocdloplopoy Toug elval opxeTd Tepl-
ThOXY. LTOYOC TNG CUYXEXPEVNG OITAWUATIXNAG epyaciag efvar vor dWOoEL o
TN TEpLypagr] Twv term structure models mou elvon o dladESOPEVAL KL TWV
TEYVIXOV LOVTEAOTIOMNOTG, HECK TV UOVTEAWY QUT®Y, TNG XUUTUANG ETLTOXI-
oV xoOg xou TNV €QupuoyY| Toug otny anotiunor default-free opordywv xan
interest rate mopory®ywv.



Kegdhawo 1

Introduction to Stochastic
Calculus

‘Onwe avagepinxe otny eloaywyy| Tng epyaotag, Yo TEETEL, 0pyIXd, VoL aVapER-
Yolue oo pordnpotixd epyaieia Tou Yewpolval BEBOUEVH UTO TOV CUYYQRUPEN
xan Yo yenowonotntoly o Tny HEAETN TV HOVTEAWY TNE Xvong Ty emttoxiny,
T omofo Yo TOPOUGIACTOOY G TA ETOUEVO XAUPIAAUOL TG EQRYUCLOC.

1.1 Ito Integral

‘Eotww évoc Yetxde aprduodc T, wo xivion Brown W(t), 0 < ¢ < T xou évo
puhtpdplopa F(t), 0 < t < T. 'Eotw, eniong, A(t) o Tpocupuoouévn 6To
pukTedptopa, oTtoyaoTixr dwdixaota. Téte ovoudlouue Ito Integral trn Suadi-
wooto:

E—1

I(t) = > AW (tjs) — W) + Alt) W () — W(te)]  (1.1)

§=0

1 omola YpdpeTou

Theorem 1.1.1. (Properties of the Integral) Eotw T Oetikny otalepd, A (T)
i mpooapuoouévn atoyaotikny dwdikacia kar I(t) to odokAnpwua It 6 dnws
opiotnke atn (1.1). Tére 1w0yvovr ta e&rjs:

o [a kdOe t, n Swbikaoia I(t) eivar F(t) petprionun.

e To odorAripwpa Ito énws opiotnke otny (1.1) efvar éva Martingale



o [oyVel n €&ns 1w0o6tnTa
t
EI%(t) = IE/ A*(z)dx (Tto isometry)
0

o Jo&ver n1wodtnTa
¢

[I,I](t) = / A(x)dx (quadratic variation)
0

Améoeitn. H omodelleic twv Yewpnudtwy mou Yo cuvavthcodue oe autr Ty
EVOTNTA TOPUAEITOVTOL XS BEV XPIVETOL GXOTULHUO VoL TAPOUCLAG TOUV G ToL TAN-
ol QUTAC NS Epyaoiag. ]

1.2 Ito-Doeblin Formula

Theorem 1.2.1. (Ito-Doeblin Formula for Brownian Motion) Eotow f(t,z)
ouvdptnon ywa thy omoia o1 HepikéS mapdywyor vrdpyowy kar elvar kaAd opi-
ouéves. Tote n Ito-Doeblin formula pag Aéer 6t 1oy per n oyéon:

T T 1 /T
FTWT) = FOWO)+ [ AW s [ Lt WE) AW+ [ fualt W)
H napandvw oyéon ypdpetar o€ dapopikry popen) ws €6ng:
1
df(t, W(t)) = fi(t, W(t)) + fo(t, W(t)) dW (t) + §fm(t, W(t))dt (1.2)
Definition 1.2.2. Eow W(t), jua xivnon Browm kai F(t)katdAAnko ¢iA-
tpdpioua. Téte twdikaoia Ito efvar pna otoyaotikn Owadikaoia THg UOPPNS:

X (1) :X(O)+/OtA(u) du+/0t@(u) du (1.3)

‘Ewvor onuavtixd vo o0ue Ty Sopoptnt| Lopgy| o Ito process o
ouTY| TN pop@n Vol YENOLLOTOLOVUE Yiol EUXOMA GTOUS UTOAOYIOUOUS oS, G T
emoueva xepdiona. H drapopunr| popgt| pag dradactog Ito etvon 1 e€rc:

dX(t) = A(t) dt + O(t) dt (1.4)

Eniong, Yo elvon ypriowuo va SoUUe Told lvon 1) TETEOYWVIXT) BLOXOUOVGT) Lo
Ito process. H Quadratic Variation piag dwdixactog Ito diveton and tnv oycon:

d[X, X](t) = A?dt (1.5)

Eidope mapamdvey tnv Ito Formula yia o xtvnon Brown. Topa Yo dodue 6t
wa avtioToryn oyéon oy del xou yio ot Ito Process.
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Theorem 1.2.3. (Ito-Doeblin formula for an Ito Process) Eotw X(t),t >0
pa Swdikaota Ito kar f(t, x) ua ovvdptnon, ya tny onola UTdpxoUy o1 UeEPIKES
napdywyor fi(t,x), fo(t,x), fuu(t,z) evar kaAd opiopéres kar ovveyels. Tote
yia kdOe T > 0

AF(T.X(0) = it XO)dt + L6, X(0)AX () + 3 fualt, X(O) A (1)

1.3 Ito-Doeblin formula for Multiple Proces-
ses

Definition 1.3.1. (d-Dimensional Brownian Motion) Mia moAvidotatn Ki-
vnon Brown eivai pua dwdikaoia tng popens W(t) = (Wi(t),. .., Wu(t)) ka

1wy Uouy o1 akodovle§ 1010TNTES:
(1) KaBe Wi(t) eivar povodidotatn xivnon Brown
(2) Vi # j o1 dwadikacies Wi(t), W;(t) eivar avekdptneg
(3) T'a kdOe t > 0, to tuyaio didvvoua W (t) elvar F(t)-uetpronuo.

(4) Y0 <t < u wo dudvvoua twv tpooavénoewr Wu) — W (t) eivar
ave&dptnmo tng F(t)
Theorem 1.3.2. (2-Dimensional Ito-Doeblin formula) Eotw ovvdptnon f(t, x,y)
TéTo1n OOTE 01 UEPIKES Tapdywyor fi, fu, fy, faws fyys fays fyz optlovTar kaAd ka1

etvar ovveyels. Tére av X (t),Y (t) dudikaoies Ito énws meprypdpnkay tapand-
v, 10Vl n oxéon:
1 1
AF (1, X,Y) = fodtr o dX (04, AY (4 for ALX, X+ fyy Y, YI(0)+ Fuy X, Y]
(1.7)

Corollary 1.3.3. (Ito Product Rule) Eotw X (t),Y (t) Owdikaoies Ito. To-
e 10y Vel 1) oxéon:

AXBOY (1) = X () AY () + Y (1) dX () + d[X, Y] () (1.8)



Distribution of Ito Integral of a deterministic Integrant

Y7o onuelo autd, Yo dolue dhho Eva Yewpnua, To omolo Yo elvor ToA) Baocixd
OTN METETELT AVAAUGCT] S,

Theorem. (Ito integral of a deterministic integrant) Eotw, W(s).s > 0,
pa kivnon Brown kar A(s) pua pn-tuyaia ovvdptnon tov xpévov. Optloupe,
I(t) = [{ A(s)dW (s). Tére ya kdle, t > 0 n tuyaia patapAne I1(t) evar
opo1610ppa Katavepeluévn e péon rur 0 kar daxtuavon fq A%(s)ds.

‘Eva moh) onuavtixd dewenua, to omolo yenowonoleltar oTtny anotiunon
YENUOTOOXOVOUIXOY TEEPLOVUGLUX®Y G TolyElwY, OTwe oudhoya, equity securi-
ties, interest rate derivatives, xAm, eivon 0 Yemdpnua twv Feynman-Kac, ye to
OT0l0 UTOPOUNE Vo GUVOEGOUE, YENOHLOTOLOVTUS XATIAANAN uedodoloyia, plo
oToyao TiXY) Sloupopixt] e€lowon), Ye Wi Yepixn) dagopixn e&lowar, 1 omola, Tig
TEPLOGOTERES PORES, elvon To e0x0A0 var AUDEL.

Theorem. (Faynman-Kac) Eotw, pa otoyaotkn dagopikr) e€iowon, s
HopPIS:

dX () = Bu, X(u)) du +y(u, X (u)) dW (u)
onov W (u) pa xivnon Brown kdtw and éva pétpo mbavérnrag P. Eoto,
eninong, pa ovvdptnon h(y), n onota eivar Borel-uetpriowun. Ina T > 0,
otadepd, kar t € [0, T, doouévo, opilovue tn ovvdptnon

g(t,z) = E""h(X(T)).!

Tée, n g(t, x), ucavoroiel Tn pepikny dapopikn ekiowon

0(1,2) + Bt 2)gu(6, ) + 377t gt 2) = 0

pe ovvopaxry ovvdnkn g(T, x) = h(z), Ve

1.4 Definitions and Remarks

Y10 onuelo auto, 6Tou Eyouue VuunUel Uepixéc amd TIC T oNUavTIXES Vewpleg
NG OTOYAUC TIXNG avaAUOTG o Vo YENOUOTOL|COUUE TapaXdTw, Vol AvVaPEQOU-
UE %dmotoug cUUBoMOHOUE xou TopadoyEg Tou Vo Yog axohoudoldy xo” Ohn TNy
OLdipxeLa TG pyaoiog, ExTog xou av opto Tel Ue caprveta x4t dtapopeTind. ‘Oia
Tor povTéLa o Var xataoxevdooude Yo elvon oplouéva oe Eva Yo TavoTn-
g (2, F(t), P) émou F(t) éva piltpdptopo enoryouevo omd wo xivnorn Brown
W(t),t > 0.

YH g(t, x) pmopel, yio mapdderypa, vo elvon to payoff evéc option.
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[ vor emixevtpwlolue anoxhelcTnd 6Tov Touga TN anotiunong Yo ayvo-
HOOUUE TOUG TapdyovTeg @opohoyia xow xooTn uetaPiBoaong. Oa opllouue ye
B(t,T) v, mpoelopinuévn otn otywy T, ofio evdc  zero-coupon bond
TOU TANPGOVEL ULol YeNuaTixy) Hovada Ty otiyun Anéne, T. ‘Encton dueca, 6-
©w B(T,T) = 1. Tnotyps t to yield to maturity tou opoldyou, R(t, T) eivou
1 CUVEYWS oVUTOXILOUEVT] amOBOCT) TOU OUOAOYOU, GUUPMVA UE TNV oTold, 1
Ty Tou opohdyou 1 otiyur) T, ebvan fon pe 1

B(t, T)eTDET=t — (1.9)

1 AovovTag we mpog To yield:

_log(B(t,T))

R(t,T) = T

(1.10)
[N otadepd t 10 oyfua tne R(t,T) 600 to T auvgdver, xadopilel to term
structure twv emtoxiwy

Enione, opiCouyue per(t) to instantaneous risk-free interest rate, to onolo
avapépeTan xan w¢ short term interest rate yio To omolo woylel 1 oycon:

r(t) = th_)rr% R(t,T) (1.11)
Emniéov, ye tov 6po forward rate opiCoupe excivo to emtdxio to omolo ma-
EATNEOVUE TN YEOoViXY| GTYUn t yio emévducT xdtw and To risk-free rate
otiyun 11 xou dudpxeiag €wg tn yeovixd oty Th. To ouyPoriCoupe ft, 11, T
XL LoYVEL 1) OyEoT:

log(B(t,T1)) — log(B(t,T3))

t, 11, 1) =
f<7 1 2) TQ—Tl

(1.12)

[Switepo evdlapépoy oTn UEAETN pag, Topouctdlel To instantaneous forward
rate to omolo elvar (0o €€ optopol e:

f@&, )= f(t,T,7T) (1.13)



Kegpdhawo 2

Single-Factor Interest Rate
Models

[a vor xataddBoupe xaAbTepa TNy xatrnyoplonoinon mou Yo axolovdricouue
07O GUYXEXEWEVO xeluevo, Va ATay yeNoWo Vo avory Vwplooude TemTa xdmoLo
oo TOL BACIUOTEQU YOLUXTNELO TIXA Yo BLapopéS Tou Tapouctdlouy ta interest
rate models mou Yo cuvavTHCOUUE.

2.1 Interest Rate Models - Taxonomy

2.1.1 Continuous vs Discrete time models

Hpéner va ebvon Eexddopo 6TL %dte and Ty unddeon OTL 1 YpovixT| UTHG TooN
AoBdveton utddy, To TeplocdTERA interest rate models xodopiCovton o cu-
veyr yeovo. H e&éMin tne ouveyolc ypdvou cToyac XA avdiuone etye we
AMOTEAEOUA THO EXAETTIOUEVES ADGELG XOU AXOUOL THO XAUTAVONTEG amodellelc. A-
O TNV GAAY), Yior TNV Onioupylar TETOLWY LOVTEAWY amonteltan Eva UYmAS eninedo
Lo NUUTIXOU POEUAALOUOU.

2.1.2 Bond Prices, Interest rates vs Yield curve mo-
dels

Ta apyxd povteha mpoodloplopol tou term structure npoomadovoav va yo-
VTEAOTIOLACOUV T1] BUVOUIXT| TWV TGV TV 0UoAdYwY. To anoteAéopatd Toug,
OUWC, BEV EMETPETAY Lol XUADTERT) XATAVONOT| TNG OOUNC TNG XUUTOANG, 1) oTtola
Betoxdtay xpuupévn mtiow amd TIC TWES TV opohdywy. TIoAld interest rate
models poviehonoloby TN oToyac TN %ivnon TV eTToXlwy xou cuVNUECTERa
Tou short rate. H xivnon autod tou emitoxiov, cuvitne optleton vor ebvon o



otodxacio Markov, dnhadr, n perhovtiny| Tou e€€MEn va eaptdton uovo amod
TNV GNUEELVY| THLY| TOU %ot Oyt amd TNV €WE TP Topela Tou.

Mo evorhonctiny| Lop@r| LOVTEAWY Tpocdloplouol Tou term structure Twv
emtoxlwy, efvon exetva Tou TEOGBLOEILOLY TN GTOY UG TIXY| xivNoT OAOXANENE TNG
xoUmOANG emitoxiwy. Autd ta yovtéha efvar tar To eAxLoTIXd, aAAd OTwe Yo
00UUE, 1) TOAUTAOXOTNTA G T ONuLovEYla Toug ebvar TOAD UeYdAn,.

2.1.3 Single vs Multi-Factor Models

Me tov 6po factor evvoolue tov mopdyovta afeBadtntoc Tou ennppedlel TNV
xivnomn tov emtoxiwy. Ta one-factor models Aertovpyolv xdtw and Ty umo-
Yeomn 6Tl 0 TapdyovTag Tou Tpoodidel afeBadtnTa 0TV xivnorn Tou emtoxiou
etvan povadwoe. Eumeipinée yeléteg €youv Bellel OTL oL TapdyOVIEC TOU ETNE-
eedlouy TNV %ivnom Twv EmMToXwY PTopolV va Sluptdoly ot TeelS aveldpTnTeg
xatnyoplec:

- LTV TROTN xaTyopio avixouy TapdyovTeES Tou ueTotoniCouy TNV
XOPUTOAT emtoxiwv(ylor Topdderyuor gt TaedAANAY xivnon GAwY Tev
emtoxiov). Autol eivon urevduvor yio to 80-90 percent Tng GUVORXAC
OLOXVUOVOTG TWV ETULTOXLWY.

- Y11 0eltEpn xaTNYOoplal AVAXOLY OL TORAYOVTES TTOU GTREPOLY TNV
XOUTOAT), YLt TOEdOEry o plor xatdo Toor omou ta long rates xou T short
term rates xtvoUvtol o avtidetec xateudivoelc.

- H Tpltn xatnyopla ovopdleton butterfly yia to Adyo tou oyfjuatog mou
TEOXAANOVY G TNV XOUTUAT), YLol TUEUOELY U OTOY T EVOLIUECH ETULTOXLYL
xwvolvte ot avtidetn xatediuvon amd exetvn twv short xou long term
interest rates.

Hopoatneolue 6Tt 1 mpdTn xotnyopia e&nyel peydro pépog tne af3eBardotntog
TOL TEOXAAEL TNV BLoXOUAVOT) TNG XUUTUANG, CUVETWS TiieTan To EpMOTNUA
unmewe opxel vo yenolwonotoVue wévo ta one-factor models yio tnv
uovtehomoinom tng xivnorng twv emtoxiewyv.Ilpénel va yivelr xatavontd oe auto
10 onuelo 6T dev elvon avoryxodo, oAGXANEN 1 XAUTUAT Vo xiveltan Tapdhhnia,
omAd par Ty 1 oBeBondtnag etvon teavel var e&nyel xdmoleg amd T XVHOELS TNG
xoumOANG. Ao v dhhn mAeupd, xdnola securities epgoaviCouv ey
cvonoinoia oto oyfua TS xoumOANG xaL Oyl u6vVo 6To ENEiNEdS TNC.

2.1.4 No-Arbitrage vs Equilibrium models

To enovopalbueva no-arbitrage models Eextvolv pe unodéoelc yio Ty
O TOY UG TIXT) CUUTEQLPORE EVOC 1) TEQLIOCOTEPWY ETLTOXIWY XAl YL
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ouyxexpuévo market price of risk xau amotiwolv Toug cuoyeTOUEVOUS E TA
emToX TiThoug, uTtodéTovtag OTL BEV UTdEYOLY euxatpieg arbitrage otny
ayopd. Xe avtideon, ta equilibrium models and pia meprypagt| Tng
owovoplog, GUUTERLAUUBAVOVTAS TN CUVEETNOT YENOHLOTNTAS EVOS
AVTITPOCWTEUTIXOU ETEVOUTY TORdYOLY TNV XouTOAN emiToxiwy xat To risk
premium evdooyevae, utovétovtog 6Tl 1) ayopd Beloxetan oc loopponio.

To peiwvéxtnuo twv equilibrium models mou Yo e€etdoouye eivon 6Tt dev
TouELdCoLY AUTOUATA GTO ONUEEVO term structure twv emtoxiwy. Ta
no-arbitrage povtéia, etvar povtéha mou €youv oyediacTel yia vor tarptdlovy
amoOAUTA PE TO OTUEEVS term structure Towv emtoxiwy. H Boaoiny| Siapopd,
OnAadY|, petald Twv equilibrium xou Twv no-arbitrage povtéhwy, €yxeiton 6To
YEYOVOS "OTL T UEV, AdBdvouy Tn onueptvy| xoumOAn emitoxiwy oav outptu
EVK OO O, 1) ONUEQIVY| XAUTUAT emitoxiwy ebvar input.

2.2 Equilibrium Models

2.2.1 Pricing Interest Rate Derivatives

Ye aut) TV utoevotnta Yo dolue Tic 600 Baowéc uedodoroyieg mou Va
YPNOWOTOLACOUNE Yiot TNV anoTiunor twyv interest rate derivatives. H mpwtn
uédodog etvan 1 Snutovpyia Wiog yeptic dlapopniic e€iowong xou 1) 8edtepn
uédodog elvar 1) Tpooéyylon Yéow evog martingale. Anéd to Yewpnua
Faynman-Kac npoxintel 611 ot uo autég uédodot elvor 16odUVaUES.

The partial differential equation approach

Ac vnotécoupe 6Tt To short term interest rate etvar o povadixde Tapdyovtog
Tou xadodnyel OAOXANEY TNV XouTOAY emiToxiwy. Trodétouue 6Tt 1 xivnon
Tou short rate meprypdpeton and T oTOoYACTIXT Blapopxt| EloKOT)

dr(t) = () dt + 0, () dW (1) (2.1)

omou i, () = pr(t,r(t)) xou o,() = 0,.(¢,7(t)) elvar BooUEve CUVOPTATELS OL
omolec xadopilouy TAHewe TNV cupteplpopd Tou short rate. Opilouye, Twpea,
ue V(t) v alla tn owyun ¢, evég neptovalaxol ototyeiov tou oyetileton Ue
TO EMTOXO X €yEl Dudpxela we TN AREN, T. Kdtw and v unddeon tou
single factor model ,uévo to short rate xo o ypdvog we tn AN Vo
emnEEedloLY TNV TIT TOU TEPLOUGLOXO0U GToLyEloU, dpa

Vit)=V(t,T,r(t)) (2.2)
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Arné v Ito Formula mpoxOntel 61U
1
dV(t) = Vidt + V,.(t) dr(t) + iwr(t) dt (2.3)
Xenowonowvtag v (2.1) odnyoluacte oty oyéon:

1
dv(t) = [Vi+ OV, + 5a,%vw] dt +o,()V, dW (t) (2.4)
Aronpdvtag xou Ti 6vo TAvpég pe V(L) 1 otiyplaior anddoon Tou
TEPLOVGLOXOU G ToLyElou efvou:
dV (t)
V(t)

= pv () dt + ov () dW(2) (2.5)

,6mou oty (), oy () ebvan cuvopThoels Twv ¢, ¢ xou r(t).

Twpa, ag ndpouue duo dapopeTind Teplootaxd ototyelo Vi, Vo ue maturities
Ty, T avtiotorya. Arnuioupyolue éva yoptoguidto P ue x; uovddeg tou Vi
XL Ty LOVAOES Tou Vo OnAcdN:

P(t) = x1Vi(t) + z2Va(t) (2.6)
Tote woylel 1 oyéon:
dP(t) = (21 () + 221, () dt + (z10v, () + 2201, () AW (2) (2.7)

Emnéyouue xotdhnha 1, o GoTe va undevicouue to volatility tou dP(t).
Téte yio va amogiyoupe v Omapdn euxaipoy arbitrage Yéhouye 1 anddoor
Tou yopTogulaxiou va tloolTa ue To risk-free rate. IlpoxUntel Aowndy o
ToEOXATL GUCTNUN EELOWOEWY:

{xlavlo + 2201, () = 0
r1(pv1() — (1)) + za(pv2() —r(t)) =0

To mapamdvey cucTnua EYel Un TeTEWEVN ADoT oV xaL LOVO oV

() =) _ () = ()

2.8
ov; () ova() (28)
Aol auth n oyéon meémel va .oy Vet Y xde 11, Th mpoxdntel To risk
premium per unit of risk yta 6ho Too maturities. Optlouye
—r(t
e 0) (29)
ov ()

11



6mou to A(t,7(t)) ovoudleton market risk premium xou efvor otadepd yior dhat
To maturities. MropoUue, topa Vo eExPedcoude Tr oTiyuloda amddooT Tou
OMOAOYOU WC:

pv () = r(t) + AL, r(t)ov () (2.10)
Avtixadiotdvtag ta py (), ov() otn oyéon (2.9) 6mee tpoxintouy ond T
oyéon (2.5) xotolyoude oTn uepxn dtapopxt| eicnmon

Vit (1) = Alt, ()0, )V, + 507Vir = 1V (2.11)

O 6poc pir() — Aoy () ovopdleton risk-adjusted drift rate.

H pepwer| Sropopixt) e€lowon (2.11) Vo elvon éva and to Baoixdtepa epyoleia
ToL Va YENOWOTOLRCOUKE Yiot Vo utohoyicoupe TNy aior Twv oyeTILOUEVWY UE
TO ETUTOXIO TEPLOUCLOXWY G TOLYEIWV.

BéBawa,dapopetind one-factor models Vo mopdryouy duoteg Yepinéc dlapopixég
e€looele, pe dapopeTind fir(), oy () xodde o BLapopETIXE TERLOUCLONG.
oTotyela Yo mopdryouv Ty (BLor uepixr| dapopxt| e€icwot, ahhd e
OLapopeTINEG cLVOPLOXES ohvixes. T mopdderypa av xdmotog Vewprioel To
V(t) wc

e zero-coupon bond B(t,T") ue ypdvo we ) MEn 1" téte

1
By + (ur() = A()o() Br + 503()37"7“ =rB (2.12)
ue ouvoptaxy ouvinxn B(T,T) =1

e plain vanilla call option ndve oe éva zero-coupon bond B(t,T) pe
maturity date T < T téte

1
Vet (1) = A0or OV + 5070 Ver = 1V (2.13)
ue ouvoptaxy ouvirxn V(T¢) = max(B(t, Tc) — K, 0)

e swap e oTadepd EMTOXIO T XAl XUUOVOUEVO ETUTOXIO T TOTE
1
Vi + (1) = X)o: )V, + 503% —r)V+(r—7)=0 (2.14)
ue ouvoptaxy ouvirxn V(0) = 0
e caplet oto emttOXO T TOTE

Vit (1) = A0 )V, + 5020Viw = 1OV + minlr7) =0 (2.15)
ue ouvoptaxy ouvinxn V(T) = max(r(T) — 7,0)
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Proposotion. H Avon tng uepikng dwagopikns efiowong otav
V(t) = B(t,T) biverar and tny oxéon:

B(.T) = e I r0-D2ero)as [TXor ey (g16)

The martingale approach

H martingale approach vy anotiunon neplouclaxadv ototyelwy xdtew and
oToyacTd emtoxia efvar Bactouévn cpo mpotevouevo and toug Harrison
and Kreps(1979), Artzner and Delbaen(1989) »ou
Heath-Jarrow-Morton(1992) m\aioto.

‘Eva focind onueio tng pedodoroyiag authg elvon 1 xatdhhnin emhoy
numeraire. Kde neprouctand otoryelo unopel vo emheyel w¢ wovdda yetenon,
opxel v €yel auoTned Vet . Av emAéZoupe To TEQLOUGCLOXG G TOLYED
N(t) »c numeraire t6te Yo cuuBoliloupe Ye

V() = %

N oxeTr) T Tou V xdtw and to xouvoleylo numeraire N T ypovixn
oty t émou V(t), N(t) eivar ot tipéc tn oty t EXPpaoUéVvec GTO opytxd
numeraire. Mo cuyxexpiévn emhoyy| numeraire e€lvo To money market
account

/B(t) _ ef:r(s)ds

Kdte and autd to numeraire 1 alo Tou V' diveton

- V()
V(t) = ——+
=50
Theorem. (Risk-Neutral Pricing formula) Opilovue D(t) = %.Tdte

wwptlovpe 0t1 kdtw and to risk neutral pétpo mbavétnrag P, yia tyy un
Tou Teprovoiaxol orotyeiov V oyver dti

V(t) = E[D(T)V(T)\F(t)] (2.17)
1 aAA1dg )
V(t) = E[V(T)e Je 7@\ F(1)] (2.18)

Ané to napondve Yewdenua, yio V() = B(t,T) n wunf evoc zero-coupon
bond Ai&nc T mou mAnpedvel otn AEN 1 povdda, VYo tcodtan Ue

B(t,T) = E[e ) 79\ F(p)] (2.19)
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Hapatneolue otL yenotwonowdvtac T risk neutral pricing formula,
XUTAAAYOUPE GTO GUUTERAOHA OTL 1) TEOELOPANUEVT] a&iol TWV TEPLOUGLOXGY
oTtotyelwy ebvar martingale xdtw and to risk neutral pétpo mavdTnTog
XpnowomowwvTag, Aotdy, 6o avapépUnxay UEYPL TOPA, XATUANYOUUE CTNV
oToy oo T Slapopint| e€lowon

dv (t)

V) r(t) dt + oy () AW (t) (2.20)

‘Omouv W n xivnon Brown xdtw and to risk neutral yétpo mdavétnrag.

From Real to Risk-Neutral World

Y10 onpeio autd VYo dolue TS Tdue and Tov "real” xbéouo ctov risk-neutral
%00U0. Eexwvdue and Ty opyxr xivnon tou risk-free rate

dr(t) = () dt + 0, () dW (1)

6mou W (t) xivnon Brown xdtw and to mpaypotixd ( mou Bactletou oe
lotopxd otowyela) uétpo mioavotntac P.I'wo risk-premium A(t), propotye
olupwva ye to Yedpnua Girsanov va dSnuloupYoouue xatdhknho U€teo
THavOTNTAS, LGOBUVOUO UE TO dEYX0, XdTw and TO OTolo 1|

W(t) = W() —/0 A(s)on () ds

vo. ebvan xivnon Brown. Optlovtag

Z(t) = exp(/ot)\dW(t) - ;/Ot A2 ds)

xpnotponootue Ty Z = Z(T') yu va oplooupe 10 véo pétpo miavotnrag
P(t) t¢to0 dote
P(A) :/ Z(w)dP(w),YA € F
A
Kdte and 1o véo pétpo mavotntag P 1 oTOY Ao TIXY| Bladacia W(t) etvou

Vs 7 7 7/ /4 /7
xtvnon Brown. Mnopolue twpa vo ypdpouue 0 otoyaotixr Swbixacio mTou
TEPLYEAEL TNV xivnon Tou emttoxiou we:

dr(t) = (u() = At)o, ()udt + 0,() AW (t)

Ané e8¢ elvon ehxolo va emBeBardcouye, Tt xdTw amd TO XoUVoUEYLo PETEO
mdoavotTnTag, 1 T evog zero-coupon bond Siveton and v oyéon (2.19)
ONAAON
~ T
B(t.T) = Ele” J "\ F (1)
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2.2.2 Merton (1977)

O Merton (1973) #tav o mpdTog mou BlaTiTWOE Lo Loviehomoinon Tne
oToyac TG dladaciag Tou TepLypdgel TNy xivnor tou short rate. Kdto
oo TO PuUOLXS PETEO TUVOTNTUC P TV Lo TOPOY BEDOUEVGLY, CUUPLVOL UE
70 povtéro Tou Merton 1 otoyac T ddixacia Tou axohovlel 1 xivnorn Tou
emtoxiou ebvan 1

dr(t) = p, dt + o, dW(t) (2.21)

omou fi,, 0, otodepéc xouw W (L) tumnr) xivnon Brown xdtw and 1o pétpo
miavotntag P.H explicit formula yio tnv Ty tou emitoxiouv mpoxinTel
AMAWS OhOXANEOVOVTOC TNV oyéan (2.21) xau elvor 1)

t
r(t) =r(s) + pt + UT/ dW (u),Vt > s

Xpnowonowwvtog Ty yedodoroyia tnec partial differential equation, tnyv
omolo avamTOEUPE OE TEONYOVUEVY TR YRUPO, 1) TYLH| €VOS zero coupon bond
AMEng T, to onolo mAnpver 1 povdda otn A&, Yo Beedel and T uepxr)
drapopinn elowon

Bt T) + (1r — Ay) By (t,T) + 502 Bu(t,T) — r(t)B(1,T) = 0

UE ouvoplaxr) cuVU XN B(T,T)=1.H Moo TNe Pepinc dlagopinc e€lowong

EiVCXl
(T—1)2(up—Aop) | (T—t)302
2

g (2.22)

B(t,T) = e~ T-0r®

To term structure twv emtoxiowy, émwe €youpe det xadopiletar and TN oyéon

_log(B(t,T))
T—t

(T = t)(pr = Aov) | (T = t)*o;

T pumy
R(t,T) . -

= R(t,T)=r(t)+

HopoywyiCovtag we npog T, unopolue v mdpoude Ty xAlon Tng xaumding

(:ur — )\Ur) + (T — f;)O‘E

T =

Option Pricing

H o&io ) otrypn t evéc European call option C(t) ye maturity T¢, Strike
price K, mévw ot €va zero-coupon bond ye maturity date T > T umopel va
umoloyio el yernolonowwvTag TNy martingale approach mou avaAbooue oe

TEONYOUUEVT Topdypopo we e€nc. Toylet
C(T) = mazx{B(T¢,Tg),0}
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Téte €youpe oL
C(t) = Ele” L "% c(T)\F(1)]

Yuvenwg yenoyorowwvtog to Yempnuo Feynman-Kac npoxintel to
{ntolyevo.

C(t) = B(t,Tg)N(dy) — KB(t,Tc)N(d») (2.23)
oToU,
1 B(t,Tp) 1
= lodl gy Tt
dg = dl — v

v =0T — To)* (T — 1)

2.2.3 Rendleman and Bartter (1980)

To yovtého twv Rendleman-Bartter unodétet 6t 1o short rate, r(t),
oxohoudel uia YewueTow xtvnorn Brown pe otadepolc Toug cuvteAeoTég
SlohioUnone (drift rate) xou Sudyuone (diffusion rate).

dr(t) = pr(t)dt + o.r(t) dW(t) (2.24)

Edxoha, mapatneolue 6t ot Rendleman and Bartter urodétouv oo povtéio
Toug 6TL 1) xivnon Tou emToxiou elvar ToEOPOL UE TNV XVNOT| LG UETOY TG,
Kdt t€toto, Befalwg, dev woylel. Xtny mporylotixotnTa, EYel topatneniel 6Tt
ToL ETULTOXOL TElVOUY VoL ETLOTEEQPOLY GE Eva, Joxponpddeoua, Yéco eninedo.
M Tétola cuuneptpopd, dev Tapatneeiton GTIC THES TV petoywy. H
WBOTNTY, oUTY, TV emtoxiwy ovoudletor Mean Reversion Property xau dev
AATUPERYOLUY VOL TNV ATELXOVIGOUY Tal 500 HOVTEAX TIOU EYOUUE AVUPEREL EGC
Topa, To Merton model xa Rendleman and Bartter model.

2.2.4 Vasicek(1977)

Yougpwva pe o povtélo auto, 1 xivnorn tou short term rate oxoroudel pla
Ornstein-Unlenbeck dtadixacio

dr(t) = k(0 — r(t)) dt + o dW (1) (2.25)

émou k, 0,0, Yetnéc atoyepéc xoulW () wa tumnr) xivnon Brown. To
UOVTEAO aUTO, OTWE XU TO EMOPEVO HOVTEAO Tou Vol CUVAVTHCOUUE
avTovochoUv Ty mean reversion property twv emtoxiov. Hopatnpolue 6t
btav to 1(t) Eenepdoel(avtiveta, téoet xdtw and) to eninedo #, toTE 0 bpoC
(0 —r(t)) Vo yiver apynuixde (avtiotorya, Vetinde) xou poxponpddeoyo o
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emtoxto Vo emoTeéPel 610 entinedo 0 ye Toyvtnta k. To Poacixd uetwvéxtnua
Tou povtéhou Vasicek elvon 6Tt emtpénel Ty Onapdn apvnTixwy emtoxiny,
%4TL TOL UMEYEL ANO TNV TEUYUOTIXOTNTA. Oa BOUUE GTNY ENOUEVY) TURAYEAPO
¢ 1o povtého Cantor-Martin-Girsanov, anoteénet v Umopén apvnTixon
emToxiou X0 CLYYEOVLE ATOTUTVEL TNV mean reversion property.

Ac dolue todpa Vv explicit formula yio Ty T Tou emtoxiou, xdTw and TO
uovtélo Vasicek.Oo ypelaoTel Vo xAVOUUE UEQIXA Loy NUOTIXG OE AUTO TO
onuelo, yto vae hoooupe T otoyao Tt Stapoptxt e&iowon (2.25).

dr(t) = k(0 — r(t)) dt + o dW (1)

Oétw Y (t) = e (r(t) — 0) Tore, mopatne 6t Y (t) = G(t,r(t)) 6mou
G(t,z) = e (x — 0). Tote and to Mpya Ito o onolo éyel avagepdel 6o
TEONYOUUEVO XEPIANO, TEOXVTTEL OTL

1
AV (t) =Y, dt + Y, dr(t) + 5, dlr,7)() =

dY (t) = g dW (1)

Oloxhnp®vovtag TeoxOTTEL
t
V() =Y(0)+ [ ot dw(s)
0
Opwce, Y(t) = e (r(t) — 0) ocuvenme xatodfyouue 6to {nNTolpevo

t
r(t) = 6 + (r(0) — B)e "t + ge / ks AW (s) (2.26)
0
vVt > 0. T t > s 7 nopandve oyeorn yiveto
t
(1) = 0+ (r(s) — O)e ™= 4 & / e~R=) QW (u)

Vt > 5. Tote doouévng tng mAnpogoplag mou elvan Slardéoyun ™ oTiyun s, 10
short term rate elvor opOLOUOPPA XATUAVEUEWIEVO

[\

r(t)|F(s) ~ N[O+ (r(s) — 0)e *=2), %(1 k9]

Bond Price

O utohoyicoupe tpa TRy a&io evog zero-coupon bond B(t,T') mou
mAnewvel 1 povédda otn AEn T, axohovddvtag mdht tnv pédodo mou
ovamTOEUUE GTNV 0PY T} TOU XEQPUANIOU. 1 TO GUYXEXPWEVO LOVTELO Ol
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OUVTENEGTEC LUy, 0, Ebvar [0t YE pty = k(6 — 7(t)) xou 0, = 0. And v (2.11)
TEOXOTTEL 1) HEEWXT| Blapopxt| e€lowoT)
1
By(t,T) + (k(§ —r(t)) — \oo)B, + iawa =r(t)B(t,T)
Me ouvoptaxi ouvirxn, B(T,T) = 1.Mnropolye, enione vo utoloylooupe tny
olior Tou opordyou, Yéow Tne martingale approach Advovtag tn oyéon

B(t,T) = Ele 704\ F(1)]

Yenoulomoimvtoug To Yenpnua Feynman-Kac.
[o otodepd risk-premium A xotadriyouue oe xheio 1| wopgn.Ilpoxintel 6Tt
1N Ty, TN oTiyun t Tou opokdyou diveton amd TNV

B(t,T) = ebTIrOFb(T) (2.27)
oTov,
a(t,T) = li(e@t)k .y
o? 1 Ao, O \o, o2
b(t,T) = o (1—e 2000 4 Z (- Lty (1—e TR _(g— L ——Z)(T—t
tT) = 5(1-e )+ (0= —5)(1—e )= (== =) (T=)

Term Structure

To term structure diveton ané tnv (1.10)

(S v o2 e 1 Ao, o2 o
R(t,T) = _(T—t){%(e (T t)k_l)r(t)+4k3(1_e 2T t)k)+%(9_ - —ﬁ)(l—e (T—t)ky
Ao, o2
(0 -7 = 25T - 1) (2.28)

Option Prices

'‘Ectw European call option pe strike price K, maturity date T méve oe
opohoyo Miénc T, T < Tg. Toéte 1 Tiwr Tou option T oTyun t,
vrohoy(letau eite olupwva ue Ty oyéon (2.13) eite ye tnv martingale
approach yenowonowwvtag 1o Yewpnua Feynman-Kac xou
npoxOntel(Jamshidian(1989))

C(t) = B(t,T5)N(dy) — KB(t, Te)N(ds) (2.29)

oToV,
1 B(t, T, 1
dl — flog( ( ) B)

v

KBt 73"
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d2 = d1 — v

2
_ T
- 2k3
Oa fiTay YENOIO VoL TUPOUGLAGOUNE Tl YivETal 0TNV TERINTMOT TOU EYOUUE
éva option mdve ce oudAoYO ToU TANe@VeEL xoutdvia. H xevtpur oo mou
oxohoLJOUUE OF TETOLEC TEQITTAOCELS vl OTL £Val OUOAOYO TIOU TATPOVEL
XOUTLOVLOL CUUTERLPEPETOL ooy dpotoua zero-coupon bonds. Epeic do
eleTdoouye €00 TNV TEpiTTWoN evog European call option mdve oe opdloyo
70 omoio euavilel n TANEWUES XOUTOVLKOY UETA T ANEN Tou option Te. H
TpocEyylon auth €ytve and tov Jamshidian to 1989. Ac¢ unodécoue, Aowndy,
6Tt T0 oporoyo manpwvel C, Cy ... Cy, Tic ypovinég otypéc 11, Ty ... T, petd
™™ oty Te. 'Eotw, enlong, 7 1o emitdnio tn ypoviny| otiyur| Te xdtw and
70 omofo 1 Ty| Tou coupon-bearing bond tooltan ye to strike price Tou
option (K) xa é01 B(Te, T;) n afia evée zero-coupon bond 1o onolo
mine@ver 1 yenuotixd uovéda tn otiypl T;(i = 1...n) étav r(Te) = . Tote
) otyur) Tto payoff tou option Ya eivou

’U2

(1 — e 2 Te= 1 — e—k(Tg — T¢))?

ma:c{i[CiB(Ta T;)], 0}

=1

Hopotnpolue 6Tt o option eCaoxeiton av xou povo av r < 7, agod Y€hw 1)
TopoUoa okl TWV YENUATOPOMY XATK ATd TO 0PYIXO ETITOXIO, Vo EfvaL
ueyohiTeen and K (Yupiloupe 6Tt 660 AUEGVETOL TO ETITOXIO TOGO UELWVETOL n
oo Tou ogohbyov). Anhadt, xdle zero-coupon bond B(T¢, T;) ofilet
TEPLOCOTERO Ao CiB(To,T;) av xou uévo av r < 7. ‘Etot to payoff tou

option yivetou
n

>_[Cimax{B(Te, T)) — B(Te, T)}] (2:30)
i=1
H a&lo Tou option Snhady, 1oobton ye to adpotoua twy payoff twv n options
Téve oo zero-coupon bonds pe strike price B (Te, T;).
H pedodoroyia mou axorovdolye, civar 1 e€hc. Apyind urohoyilouue to 7,
Vétovroe B(Te, Tp) = K, énerta unohoyiloude v tur Tou xdie
zero-coupon bond B(T¢,T;) xou téhog unoloyilouue o payoff tou option
YENOUWOTOLOVTOG TNV TUPATAVE CYETT).

2.2.5 Cox-Ingersol-Ross (1985)

Ou Cox, Ingersol, Ross avéntugayv éva equilibrium povtého yio tnv xivnon tou
short term rate oo onolo ta emitdxia xardopllovton and TNV TEOGPOE XaL TNV
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Chnom, atouwy ue hoyoprduxt cuvdptnon weekiuotntog. To arotéheoua
elvou €'var single-factor model o7o onolo to short rate oxohoudel tnv

dr(t) = k(0 — r(t)) dt + o\/r(t) AW (¢) (2.31)

6mou 1 k, 0,0 Vetinéc otadepée, W (T), Tumn| xivnon Brown xot to market
risk premium omodetxvieton 6t ebvan (6o pe A(t,7(t)) = )\m OTOU A\,
otadepd.

Hapatneoldue 6Tt To YovTEAO auTO elvor Topdpolo Ue excivo Tou Vasicek pe
uoVn Blapopd, OTL 1 BlaxOavoT €66, lvan avdhoyn Tng TeTparywvixic etlag
Tou short rate xou oyt otadepr. Adyw authc Tng dagopds, ToCox, Ingersol,
Ross model, dev emtpéncet apvnuinéc TWwéS 0To emTOXI0. AXOUa Xou GTNY
TeplnTwon 6mou ayyilel oploxd To Undéy, dev Yo yivel ToTé apvnTIXG.

Me v {dia yeodoroyia Tou egoupudcaue xouw 6To Yoviého Vasicek Advovtag
0 oToyao TixY) Sapopuxt e&lowo Ue Tov Blo axpBnc TEOTO XATUAYYOUUE
oty oyéon

r(t) = 0+ (r(s) — 0)e ") 4 g,eH=9) /t ek(“’s)de(u) (2.32)

Vit > s. Tlopoatnpolue 611 avtideta and to povtéro tou Vasicek oto CIR dev
XOTONAYOUUE OE XAELGTH Hop@n yiow Ty 7 (1).

Aovelong tng mAnpogopiag 0 oTiyun s 0 Feller(1951) €deiZe 6t o short
term rate xdtw ond 10 Yoviého autd, axohoudel pa §2 xotovopn

r(t)|F(s) ~ x(2er(t), 2g + 2, 2u)
ue 2q + 2 Baduoig eheuvdeplog xou pn xevtpuxr nopdueteo 2u 6mou,

2k
o2(1 — e k=)

CcC =

Bond Price

Axolovdaovtag Ty Bla pedodoroyla pe Tor TEONYOUUEVOL LOVTERA, Yot VOl
umohoyiooupe TV T Vg zero-coupon bond A¥Eng 1o onolo mAnpdver 1
wovéoda ot AEn T, umopolue va BlahéEoupe €vay ex Twv 800 TEOTWY TOU
€youv avapepUel.
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H pepuer| dagopiny| e€lowon mou meémet vor Auvdel etvor 1
B+ (k(0 —r(t)) — Aoy) B, + ;afr(t)BM =r(t)B(t,T) (2.33)

ue ouvoptax ouvirixn, B(T,T) = 1. Eniong, unopolue vo ypnotponoticouye
TNV OEUTERY) TROCEYYLON XAl VO TPOCOLOPIGOUYE TNV TYT| TOU OUOAGYOU oo
™mv

B(t,T) = Eje~Je "% 7(4)] (2.34)

H Adom mou mpoxinTel and T napandve uevddoug elvon 1
B(t,T) = a(t,T)e ttDr® (2.35)

oTOoU,

(I~c+'y)% R(t,00)

(k+v) =5

ar

2ve
(k+ )T = 1)+ 2y
2e7T — 1
b(t,T) = — ¢
(F+ (™ = 1) +2y

v = \//;2—1—203

i=k+ o,

a(t,T) =

Term Structure

To term structure npocdiopileton and ) ayéon (1.10) xou eivou

~b(t,T) k+ Ao, + v loga(t,T)
R(t,T) = T r(t) k0 Ty R(t,0) (2.36)
xou o1
¢ - v
Rt 00) k+ Xo, +7v

Hopatneotye 6t 1o R(t,T) ennppedleton and to 7(t) ypopuixd, xou dpo o
short term rate r(t) xafopllel To eminedo TNG xAUTOANG Xou OYL TO OYHUL TNC.

Option Prices

Ou Cox, Ingersol, Ross avéntugay @bpuoulec yia Ty anotiunon European
call xou put options ue strike price &', maturity date To m'avew oe
zero-coupon bonds mou mAnpwvouv 1 yovddo otn AMén Te > T, T va
Beolue v alio Tou option pmopolue TEAL Vo axoAouticoue o amd TG
600 pedodoug Tou eyouue avagépet. Av emaé€ouue Ty martingale approach
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t61€ Tadpvovtac 6t To payoff tou option oty AMAEN elvon (i call option)
max{B(Tc,Tp) — K,0} obupwva ue tn Risk-Neutral pricing formula

T
T

C(t) = Ele” e "@%0(T)|F(1)]

Téte ypnowomoidvtog yior dhhn war gopd 1o Yewpnua v Feynman-Kac
xatahyoupe oto {nToduevo.

C(t) = B(ta TB)X[db

4k ¢*r(t)erte
o2’ 4 |

—KB(t, Tc)x|d2,

150 ¢2T(26%] (2.37)

27
UT

oTOoU,

dy =27 (¢ + ¢ +0(t,Tp — T¢))
dy = 27(¢ + 9)

2y
¢ =—

o (BWTC - 1)

ko
="

(8

O T
In[BE—< b—c ]

b<t7 TB - TC)

Hopatneolue 6Tt €d® 1 QOEUOUAN TTOL BiVEL TNV TIY| Tou option elvon XdmKg
epimhoxn. Autd ogeileton oty x? xatavour tou short rate.

r =

2.3 No-Arbitrage Models

To Poaoixd petwvéxtnua v equilibrium yovtéhwy mou napovcldcaye oTny
TEONYOUUEVY EVOTNTA, Efval OTL BeV Tanptdlouy QUTOUNTA UE TO ONUEEIVO term
structure twv emtoxiov. Emiéyovtag, BeBaa, Tig mapopéTooug xatdhAhnia,
UToEOoUV Vo Blooppe o0V, MCTE Vo ToEoUCIALOUY ULal XOAT) TROCEYYLOT
TEOGUPUOYNC UE TN oUWV xoTOAN emttoxiwy. ‘Oune 1 meootyyion auth
oev elvon ToTE 1600 axpEUBC.

[ to Adyo autd, to 1990, ow Hull and White ewoyaryay plar véa xhdon
HOVTEAWY, 1) ool elvor CUVETHG UE TNV UTdEYoLo xouTOAN emtoxiny. H
Boouxr Sapopd YeTall Twv equilibrium xon Tewv no-arbitrage pyovtéhwy, etvan
OTL OTOL UEY, 1) oNueEVr xoumOAN emtoxiny TeoxOnTeL ooy output eved ot o€,
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elvon €va input. H mo yevinr| éxgpacr tou poviehou nou cuvecstnooay ot Hull
and White elvou 7

dr(t) = (0(t) — k(t)r(t)) dt + o ()P () AW (1) (2.38)

ue éva eZmyevig xooptopévo risk premium (¢, r(t)) = Ar?.

Ou ouvapthoeic 0(t), k(t), o(t) elvar GUVOPTACELC TOU YPOVOL X0 UTOEOUY Vol
yenotonotntody HoTeE Vo TUELIEEL ATOAUTA TO LOVTENO UE TIC TREYOUCEC
Tée. A&ilel va mapadécouue wio ONhwon twv Hull and White oyetind pe
OUVEGT) TTOU, XUTA TN YVOUN TOUS, YeEtdleTon OToy YENoLHIOTOLoUVToL Ol
CUVEQTYOELS AUTEC

"It is always dangerous to use time-varying model parameters so that the
initial volatility curve is fitted exactly. Using all the degrees of freedom in a
model to fit the volatility exactly constitutes an over-parametrization of the
model. It is our option tha there should bo no more than one time-varying
parameter used in Markov models of the term-structure evolution, and this

should be used to fit the initial term structure.”

Auté e&nyel yiotl, oty mpaypotxdtnTa, ol dpot k(t), o(t) tou povtéhou
(2.38) Yewpolvton atodepol xou o B(t) eivon cuvdptnomn tou ypdvou.

2.3.1 Ho-Lee(1986)

Ov Ho and Lee nopoustacav 1o mp@to no arbitrage povtého yio tnv xivnon
TOoU eTITOX{OL GE LOP@PY) BUADLXOU BEVOPOL aTtd THIES OUOAGYWY, UE BUO
TOEOUETEOUS: TNV TUTLXY amoXALoT %ot To market price of risk tou short rate.
"Eyel derydel 6L oe ouveyt| ypdvo, To povtéro mou mopouciacay ol Ho-Lee
EYEL T popdr]

dr(t) = 0(t)dt + o dW(t) (2.39)
6mou o 1 oTyloda TuTxy) andxAon tou short rate etvon otadepr) xou §(t) wa
CLVEETNOT) TOU YEOVOU 1) oTolor ETMAEYETAL YLl Vor Sl PaAlo Tel 6TL To ovTéAO
TouEELEL GTNV aEy x| XAUTUAT ETLTOX(OU.
H nopduetpoc 8(t) pnopel vo umoloylotel oavahuTind, YpNoioToudYToS To

ocp)(w(é term structure
0(t) = F,(0,t) + ot

6mou F(0,t) 1o otryuaio forward rate yio maturity ¢ 6nwe to nopatneolUe
™ otyun 0.
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Bond Prices

H | evég zero-coupon bond mou mAnewvel 1 povdda otn AEN T diveton
oo TN oyéon

B(t,T) = A(t,T)e "I (2.40)
InA(t,T) = m[l;((% ?] (T —1F(0,4) — ;U%(T 42 (2.41)

e autég T e€lOWOELS 0 YEOvog UNoéy elvan ofjuepa. Ot ypdvol t, T ebvar,
yevd, yehhovtixeg otiyueg, onou t < T'. Topatneolue, dnhadn, 6Tt auTEC oL
eClonoeic xadopllovy Ty T VoS zero-coupon bond o€ ueAlovtixr oTiyun
t pe Bdomn Tig TWES TV opoAGY®Y ofuepa, xou Tou short rate tn otyur ¢

2.3.2 Hull and White(1990)

To 1990, ot Hull and White ovaxdiuday uio enéxtacn tou poviéhou tou
Vasicek 1 omola mopelye o oxpi3ric TpocEY Yo TN aEyIXG XAUTUANG.
Avutdc ebvar 0 Aoyog Tou € TOAAG GUYYQREUUOTA, TO CUYXEXQIIEVO UOVTENO
avagpépetar w¢ Extended Vasicek model.

H otoyatiny| dragpopur e€ioworn mou neptypdpel tnv xivnorn tou short rate
emitoxiou r(t) oupwva Ye 0 PoVTEND oUTO elvon 1)

dr(t) = k[eg) — ()] dt + o dW (1) (2.42)

onou 1o k, o etvon Yetinéc otadepéc.

Hapatneolue 6Tt To Yovtého autod, uropel va Yewpeniel wg éva povtéro
Vasicek pe eninedo enavapopdc e£optduevo and 10 ypdvo.(tn yeovixl aTyuh
t, To short term rate emovagepetan oo eninedo % ue toy Ot K)

H noapduetpoc 0(t) unopel xar €d¢d vor unohoylotel pe Bdomn v oy
XOUTOAT ETLTOXWY

2
0(t) = F,(0,1) + kF(0,) + %{(1 2kt

O Tehevutalog 6pog elvor cuVATWE TOAD UxEdS. AV TOV oyVoY|oOUE,

TOEUTNEOVUE OTL 0 GUVTEAEC TG BloAloUnong tng dradixaciog Tou 7 TN Yeovixt

otyp ¢, ebvon F3(0,t) + k(F(0,t) — r(t)).Anb €6 Brémoupe, 6Tt 0 7

oxohovlel xatd p€co bpo TNV apyx| xaumUAN. ‘Otay Cegedyel and aut),

emoTEEPEL Tow pe puiUS k.
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Bond Prices

H tyr) ™ otwypn t evég zero-coupon bond mour Anpcyver 1 povédda ot AEn
T, urohoyileton xou €8¢) UE TOUC TROTOUC TOL €Y0LY avaPepUEl Xou IGOUTOL UE

B(t, T) _ ea(t,T)T(t)-i-b(t,T) (243)

oToU,
1
a(t,T) = %(e_(T_t)k -1

b(t, T) = zn[l;((% g)] B, T)el”(iio’ )
1 2/ —kT —kt 2kt
(T e 1)

Option Prices

H 7w evéc European call option gr me strike price K, Aén T, névew o
OHOLOYO UNBEVIXOU XouToVIOL Tou TANe®VEL 1 yovdda otn Aén T > Te,
TEOXUTTEL UE TNV YVWOo T uedodoroyia

C(t) = B(0,T5)N(h) — KB(0,Tc)N (h — o) (2.44)
oToU,
_ 1 B(07 TB) OB
h= B0 T
pidoi]
R R e
OB ’ (1—e ) ok

Ta European options ndve ce coupon-bearing bonds urnopoOv va
amoTinUoly Ue Tov Blo TeéTo OTKg delaue oTNY TERInTWoT TOU HOVTEAOU
Vasicek. MnopoUue, eixoha, va 5oUUE OTL Ol TOEATEVL EEIGHOOELS VLo
opdroyo mou mAnedvel L] oty MEn T yivovton

C(t) = LB(0, Tg)N (h) — KB(0, Te)N (h — o)
P(t) = KB(0,Te)N'(—=h + o) — LpB(0,T5)N (—h)

onou h,op O6TWC TEL.

M pédodoc ya avamopdotacn tou Hull and White model etvon
XATUOUEVALOVTAS €V TRLWVUIIXG BEVDPO, To omoio Yo SoUue apydTEQL OE
auUT6 TO XEQIAt0. AuTh 1 pédodog etvan yerioyln, otav e€etdloude American
options 1 dAAo mapdywya, Tou eV UToEoVY Vo amoTNIo0Y UE avahUTIXES
uedoo0uC.
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Critiques

‘OTedg avapEQUE %ol TURUTAV®™, EXTOS A6 TIC AVOAUTIXES EELOMOOELS TOU
etdope, oo Hull and White (1990) avéntuZoy o xoudr uedodoroyia
XATUOXEVTC TELWYUULXOU BEVBpOoU, 1) omola uropel vo yernowuonowiel yio v
x&voupe calibration tou povtehou, ota dedopeva g ayopds. Tlap” dha, duwe
o VeTind yapoxtneto tixd tou, to povtého Hull and White (extended
Vasicek) ouveyilel va éyet xdmoto Boowrd mpoBhAuaTo.

o cuveyilel va emTEEEL TNV UTpEn apYNTIXGY ETITOXIWY

o ‘Bvo axpi3ée, pépa mpog pépa, fitting oto term structure mopdryet pio
oxpaior ao oY) cuUTEELPOEd, Wiwe Yo TNV TaEdueTEo B Autd Slvel wia
e&ynon, ywtl To povtého cuyvd eQupUolETOL VLol GTaYERT) mean
reversion oy UTnToL

2.3.3 Black, Derman and Toy’s (1987,1990)

O Fisher Black, Emanuel Derman, William Toy avéntu€av to (1990), éva
one-factor (no-arbitrage) model yia tov npocbioploud tne xivnone tou short
term interest rate. To povtélo yenotwonolel Tnv Te€yovoa dour| Twv
amod6oEwY TwV zero-coupon Treasury bonds yia ddgpopec nuepounvies AEng,
xan Toe exTyueva volatilities Toug, KOOTE Vo XATAGKEVAGEL EVAL DLWVLULXO
0€vopo amd mavég YeAovTixéS TWEC Twv short rates. Autd o 6évdpo unopel
va. yenowonotniel apydtepa, yioo Ty amotiunon tithwy, tuécintwy oTo
EMLTOXLO.

Ov unotéoeg mou yivovton HoTe Vo Loy el To povieho ebvon ol eeic:

e Ou yetaffolréc oTIC amodOsEC OAWY TWY OUOAOYWY, cucyeTi{ovTal.

o Ot avauevOuEVES AmoBOCELS, OAWY TWV YPEOYEAUPWY, Yia Wia Teplodo,
elvan foec

e Ta short rates etvon Aoyopriuoxavovind xatoveueueva

o Acv uTdpyEL POoPOAOYio XA XOG T GUVOAAALY OV
To povtého autd, OTWE Xt Ta TENYOUUEVA, dpyixd dnuovpytnxe, MoTe
olyoprduixd, va mpocouotdlel Ty xivnorn tou short rate emitoxiov, oe éva
OLoXELTOU YEOVOU TALCLO, YENOHIOTOWVTAS TNV XATAOKELY| EVOS BLWVUUXOD
OEVOPOU.
"Eyel devydel, ouwe, 6Tt 6T0 GLVEYY| YPOVO, TUlEVOVTISC TO GELO TOU YEOVLXOU
Bruatoc oTo UNdéy, N oToyac T ddixaocia 1) omolo avTATOXEIVETAL GTO
uovteho ebvar 1:

din(r(t)) = [0(t) — a(®)In(rt)] dt + o(t) dW (£) (2.45)
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OTOv o ()
0 ==%

To BDT model evonyatover 800 aveZdenTtes cUVAPTAGEIS TOU YEOVOU, 1)
omoleg emAéyovTal £TOL (OO TE, TO UOVTERD VoL TALRLALEL O TN ONUERIVY| XOUTUAN
eETLTOXIWV.

ITheovéxtnua o oyeorn e to povteha Ho-Lee, Hull and White etvou 611 €00
TO HOVTELO QUTO Bev emiTEEmel apvnTixd emtoxta. H dodixacio Wienner
uropet vo mpoxohéoet to In(r(t)) vo yiver avpntid, odld to Blo to 7 Yo eivon
&Vt VETIXO.

‘Eva petwvextnuo Tou poviehou autoU, ivon 6Tl 0ev UTEEYOUY OTOLEGONTIOTE
oVIAUTIXEC WOLOTNTES. 'Evar axdua mo coPopd UetwvéxTnua, etvor OTL Ue Tov
TPOTO TOL XUTAOKEVALETAL TO BEVOPO, EMPBAMEL par oyéon petald Tou
volatility (o(t)) xou tng mapopétpou enavapopds (a(t)).

Yy mpdln, n mo yeroun poeer tou povtélou BDT eivon dtav to o(t) eivon
otoepd. Tote aoft) = 0 xou

din(r(t)) = 6(t) dt + o AW (t) (2.46)

H ouyxexpuévn popen, urnopel va yopoxtneiodel ooy uio lognormal popgt
Tou povtéhou Ho-Lee 1 onola AOvel To TEOBANUA TRV 0pVNTIXGOY ETLTOXIWY.

2.3.4 Black-Karasinski (1991)

Ou Black, Karasinski mpotevay to 1991, pio enéxtoor tou povtéhou
BDTotnyv onola to reversion rate xou to volatility eivon aveldptno.

din(r(t)) = [0(t) — a(t)r()] dt + o(t) AW () (2.47)

Yy mpdln, ouyvd ta a(t), o(t) Yewpoiviar otadepd xon TOTE 1) ToEATdVe
oyéon ylvetou
din(r(t)) = [0(t) — ar(t)] dt + o dW (¢)

‘Onwe oe dha tor povtéra mou €youpe eEetdoet uéypt Twpa, 1 tapdueteos (t)
ETMAEYETAL WO TE VO TOPEYEL EVOL aXEUBES TAPLOGUO TOU WOVTENOU UE TNV aEytx
AU TOAY ETITOXIOV.
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2.3.5 Interest Rate Trees

‘Eva 6évdpo emtoxiou, elvar uio Slaxpitol-yedvou ameixovion TG 6 TOY Ao TiXAS
Sraducaciog mou axohoudel to short rate. Av 1o ypovixd Brua (time step) ,
070 BEVDPO, elvon At, ta emitéxia 6T0 6EVOPO, Vo efvan emtdxior At TEpLOBLY,
ue ouveyn xepohoomoinon. H cuvAing urddeon, dtav xataoxeuvdleton éva
0€vopo emtoxiou, elvar 6Tl To emitono R, At—mepiod0u, axohovldel tny (Bl
oToyac T ddtxaocio Tou axohoudel xou To instantaneous short-rate r oto
avtioTotyo, cuveyoUs Ypovou, povtéro. H ol Sapopd, puetald evog
0£VOpOoL emiToXiO, oL EVOC DEVOPOUL Yiot TNV T HLog UETOY TS elvon 0 TpoTog
ue Tov omolo yiveTow 1 TEoeLdPANGCT. Me Eva HEVORO Yo TNV THuY| UG
UETOY S, O TEOECOPANTINOS TopdyovTag Vewpeiton 6Tt elvan o (Blog oe xdle
xopPo (1, etvon cuvdpTnon Tou ypdvou). e évo 6évdpo emtoxiou, o
TEOeE0PANTINGS ToRdyoVTaS TOWIAEL amd xoufo oe xoufo.

Y TOMESG TEQITTHOOELS, AmodexvUeETAL Tio BoAxd, Vo yernolponoteiton
TELOVUULXO EVOVTL BLVULXOU BEVOROU, YLl ATEWOVIOT) TNS XIVNOTG TOU
emtoxiou. To x0plo TAEOVEXTNUA TOU TELWYUUIXO) BEVOPOU, Elvor OTL TOREYEL
evay emimhéov Podud eheuieplog, xdvovtag €ToL O EUXOAN TNV EVOWUATWOT)
WoThTLY TNe dtadxactog g xivnong twv emtoxinwy, 6Twe n mean reversion

property.

A General Tree-Building Procedure

Ou Hull and White mpétevay war o&iémio tn dadixaota, 600 otadiwy,
XATUOUEVTC TELWOVUUIX®Y BEVORWY, UE TNV OTtold UTopoLY Vo ovamopao Tardoly
mohhd one-factor models. Xe aut) Ty evotnta, Yo dolue K umopel v
Yenowomoinvel 1 uedodoroylo aut yia var avomoapac tadel 1 povielonoino
twv Hull and White (2.42)

First Stage

To povtéro twv Hull and White yia to instantaneous short rate umopet va

Yeoupet
dr(t) = [0(t) — kr(t)] + o dW (t) (2.48)

Trovetoupe 6TL T0 Ypovixd Brua 610 BEVOPOo elvar oTatepd o (6o Ue
At.Emmiéov, unotdétouue 6Tt to At-emitoxio R axoloudel tny (o dradixacta
ue to short rate r.

dR(t) = [0(t) — kr(t)] + o AW (t)

To mpohTto oTddlo efvar vor SNuLoUEYCOUUE Evar BEVORO Yior Wiot UETABANTA R n
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omola etvan apyd {on Ye undév xou axoroutel T dradxascia
AR = —kR + o dW (t) (2.49)

H Saduxacio auty| elvon cuuuetenr| wg Tpog R=0.H ueTaBANnTA
R(t + At) — R(t) eivo opotbuopeo xatavepeipévr. H avouevéuevn Ty tne
R(t + At) — R(t) eivor —kR(t)At xou 1 Swooctpacvi tne ebvor 02At. H

UETUBOAY) OTo ETUTONLY TV OTO BEVDRO Vewpeitan
AR = oV3At

Arnodewvietar 6Tl 1) mapamdve emhoyr Tou AR eivon pior xah” emAoy and Ty
OXOTLY. TNE EAXYIGTOTOINONE TOU GQPIAUITOC.

Ytdyoc, Tou mpwTou cTadiov, etvar vo Snutoupyndel Eva BEVBpo Yia TO ]:2,
TOEOUOLO UE AUTO TNG TOEAXATE EXOVAS.

Node: - A B C B E F G H I

R(%) 0000 1.732 0000 1732 3464 1732 0000 o732 —3.464
P 01667 01217 01667 02217 08887 01217 0667 (L2217 0.0867
P 0.6666 0.6566 0.6666 0.6566 0.0266 0.6566 0.6666 0.6566 0.0266
) 0.1667 0.2217 001667 01217 00867 02217 01667 (L1217 0.8367

Hapatneolue 6Tt 0 TpdToC dlaxAddworng O etvan (Blog oe xdie xouPo. Ilpénel
v Bpolue Totd elvon exelvo to Brjua, oto ontolo gedyouue and to standard
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branching xou axoroudolue non-standard branching. Ago0 yivel autd, mpémel
vo utohoyloouue Tig miavotnTeg Yetdfuong and Tov Eva xouBo 6Tov dAlo.
Optloupe we (7,7) Tov x6uPo, émou t = iAt xou R = JAR 6mou i > 0 xou

J € Z.0pll0VUE Jmas VU EVAL 0 0XEPOLOC J OTOU AAAGLOUUE T1) BLaAAOWOT
Tou BEVOpov, amd standard branching ce non-standard branching. Ou
Hull-White €6eilav 611 o mbavotnree petdfoaone eivon mévto Jetinée av
ETMAEEOUUE TO Jrmaq ETOL OO TE VOULOYVEL Jimay = [%] + 1 ,dnhadn vo ebvan o
UXEOTEQOC ax€patog Ttou efvar ueyahOTEQOC amd %.

OplCoupe Tic mbavoTNTES UETABACNS, Py, P, Pd S TIC THIAVOTATES TNG
umiotepng, ueoaiog xan younAoTtepnS Bloahddwaong mou Eexvdel and xdie
x0uPo, avtiotoya. Ot miavoTnTee aUTEC EMAEYOVTOL OO TE VoL TouELAlOLY UE
TNV AVOUEVOUEVY) UETUBOAT Xt Th Bl OUavVeT| ToU R Y10 TO EMOUEVO YPOVIXO
owdo T At.

Amnodevietar 6Tt oL €CloWOELS oL Givouv Tic TavOTNTES UETAPooNS Yia

xde TOmo Sxhddwong etvon ol e&eic:

1 1
pu= 5+ 5 (A8 — ki)

2
Pm =73~ kAt

1 1
pa= g+ (KPAL + kjAL)
[ J
L o1oo0, 0 ,
Pu=¢ + §<k AL + ajAt)

1
Pm=—3~ k22 At — 2kj At

71
pi=g = §(k2j2At2 + 3kjAt)

\]

1
Pu= g+ §(k2j2At2 — 3kjAt)

1
Pm=—3~ k22 A2 + 2k At

1 1
pa= g+ 5(k:ZjQAt? — kjAt)

Do Sronhaddoeic g pop@ic
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avtioTolya.

M mopatfienon mou a&ilel va onueiwidel €6, eivon Tt o mdavotnTeg
ueTdPoone and xouBo oe xouPBo dev mapauévouy Bleg, avtideta, eCaptivio
oo Tov x6ufo oTov omoio BploxduacTE.

Second Stage

270 0eUTEPO O TAOW, TEETEL VoL UETATEEDOUUE TO BEVOPO TOU XAUTUOXEUGCUUE
Yot TO R, oe 6évdpo mou va anewovilel 1o emtdoxio R. H dwdixaocia mou
oxohoutolue etvan 1) e€ng.

'Eotw w(t) tétoo wote

w(t) = R(t) — R(t) (2.50)
Téte ond (2.48) xau (2.49) mpoximter 6t
dw(t) = [0(t) + k(R — R)]dt (2.51)
1) AAALDG
dw = [0(t) — kw(t)] dt (2.52)

Advovtoc N otoyac Ty Slopopnt| e€iowon (2.52) tpoxintel dTu
t
w(t) = e M[R(0) + / ¢"5(s) ds] (2.53)
0

Av, tépa, SnwovpyHow éva véo 3évBpo bmou ot xdde x6ufo R(t) mpocdéow
v toootta w(t) Yo tpoxder to Lntoduevo 8évdpo, dmou

R(t) = R(t) + w(t).
Téte xotahyoude ot €va BEVORO TN HOPYPTS
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Node: A B C D E F G H I

R(%) 3824 6937 35205 3473 9716 7984 6252 4520 2788

Pu 01667 01217 0.1667 02217 0.8867 01217 0.1667 0.2217 00867
P 0.6666 0.6566 0.6666 0.6566 00266 06566 0.6666 063566 0.0266
Pd 0.1667 02217 0.1667 01217 0.0867 02217 0.1667 0.1217 0.8867
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Kegdiowo 3
Multifactor Models

Méyet Topa, cuvavticoue HovTéla emitoxiov, oTa onola 1 LoV
enednynuotixs petoBAnTy tav to short rate 7(t). To povtéla awtd,
yopoxtneiCovtay amd v euxolia Ue TNy omolo pumopel xavels vo ta
yenowonotfoet. Iog” dha autd Ta single-factor models avtiuetoniCouv
LOYVEEC XPLTIXEC OE TOAAG Tedlar:

o YUy VA amoTUYYEVOUY Vo TUELIEoUY GE TYES TIou €ouv 1N
Topatnendet.

o Am6 owovounig Theupdc gaivetar un-Aoywr| 1 unédeon 6Tl oAdXANEO
To term structure puduiCeton and to short rate.

e Eivou moA) 8Uo%0A0 Vo GUUTERIAEBELS Lol PEMG TIXY| BOUT| TNG
uetaBAntoTnTag tou forward rate ywplc va dnutovpyroelg Toh)
nepimhoxec mpodaypageég yia To short rate.

[ Toug mopamdve Adyoug, xot Oyt u6vo, TOANOL ETIC TAUOVES TEOTEVAY Vi
Yenoulomoinloly TEPLOGOTEQOL TOU EVOC, EMESNYNUTIXOL TUPdYOVTES, Yo TNV
wovtehoroinon g afeBaudtnrag twv emtoxinv. BéBaa, 1 emhoyy| twv
OWOTOVY TApAYOVIWY Tou Va yenotonointoly 6to yovtého, etvar Oiotng
ornuaoctoc.

To nepiocotepa multifactor povtéha, Bacilovtou oe dYo napdyoviec. Ou Cox,
Ingersoll, Ross (1985) xau Richard (1978) ypnotponoinooay to spot rate xou
10 1060016 MAndwetopov. Ou Longstaff and Schwartz (1991) to spot rate
xa To volatility Tou. Toug {Bloug mopdyovteg yenowonoinoay xou ot Fong and
Vasicek (1991) yia to yovtélo touc.

Apywnd Yo e€etdoouye TpelC yevnéC Tepintwaoelc two-factor affine-yiels
HOVTEAWY o 5T CUVEYELN Vol BOVUE UEELXS TIEOXTIXG TIORUOELY OTAL LOVTEAWY
Tou €youv dnuoupyniel. Yto TE®To YEVIXO YoVTEROD Tou Yo EEETACOUUE, XAl
ot 600 mopdyovTeg eupaviouy oTaepols cUVTEAEGTES OLdyuons. Auto To
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wovtéro Yo to ovoudloupe two-factor Vasicek model. ¥to deltepo
HOVTENO, %01 OL BUO ToEdYOVTES EU@avi{ovTon XdTtw amd pila 6TOV CUVTEAECTN
OLdyuomg (xou €tot Sev umopolv va ABouv apvnuixéc Tpéc). O ovopdlouue
awtd to Yovtéro two-factor CIR model.Xto teleutalo yevind YovTELO ToU
Yo BOUUE, UOVO 0 EVag EX TV 0VO TARAYOVTGY, eu@avi{eTon Xdtw amd pilo
GTO GUVTEAEGTA BLdyuoTg (xou étol HOVO O £VOC TUEAYOVTUG UTOPEl Vo TIdEL
apvnTXéS Tée). O ovopdlouye autéd To povtého two-factor mixed
model.

Ye autd ta two-factor models mou Yo e€etdoouye, ot topdyovieg Yo eivou
Tuyadot, VEAOVTOUC VoL ONULOVEYHCOUKE LAl YEVIXY| ELXOVOL TOV LOVTEAWY.
Emmiéov, enedn n tiur Tou emtoxiou mou npocnadolue va Tpocdlopicoupe,
YEMNOWOTOLOVTOS TOUG Tuyaioug Tapdyovteg mou Yo doUUE, Bev etvar 1 TWUA
€VOC TEPLOUCLOX0U GToLyElou, BEV UTOPOUUE Vo cuvdyouue éva market price of
risk uévo anéd to emiTdNlo. OLhovTag, AOITOV, VO ATOTIUACOUNE TA
zero-coupon bonds, 0 u6vog TEOTOC YLlo VoL TO XAVOUUE €Vl Vor X3vOUUE
Yerion tne neutral pricing formula. I'o vo uropodue va T
YENOWOTOCOLUE, TEETEL Var €youue eva risk-neutral yetpo. ‘Etot,

xatooxew Coupe Tor JovTéha autd, €€ apyc, xdtw amd éva risk-neutral yétpo.

3.1 Two-Factor Vasicek Model

[ to two-factor Vasicek model unodétouue 611 oL mapdyovteg mou
ennpeedlouv Ty xivon twv emtoxiwy Xi(t), Xa(t) axohoudolv T
OTOYUO TIXES DLaPOPEC ECIOWOELS

dX1 (t) = [(ll — blle(t) — leXQ(t)] dt + 01 dBl (t) (31)

dXQ(t) = [ag — b21X1 (t) - bQQXQ(t)] dt + 09 dBQ(t) (32)

6mou oL ddixaciec By(t), Ba(t) evan savioeic Brown xdtew omé to risk
neutral yétpo mdavotnrag P ue otadepr) cuoyétion

v € (—1,1),(d[By, Ba](t) = vdt).Ow otadepéc 01, 0y unodétouye 6t ebvon
avotned Yetixéc. Ernlong, unotetoupe 6L o mivonag

B = {bll blﬂ

b21 b22

€yel auoTNEG VeTéC WOLOTWES A1, Ao, H umdleon dti o mivoxacB etvan
TETOLOC, WOTE Ol IOOTIUES TOU Vo Efvo auo TNed VETIXES, EMTEETEL GTOUG
nopdyoviee Xq(t), Xo(t) xadode xou otoug napdyovieg mou Yo eupovio Tolv
OTOY ONULOVEYNCOUKE TNV XAVOVIXY| HOEPY| TOU LOVTEROL, Vo elpavilouy Ty
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mean reversion property. Téhoc, itmodétouue 6Tt T0 emTONIO Elvor Wiat
YOUUUIXT) OTELXOVIOT) TWV TRy OVTWY

R(t) = €p + €1X1(t) + Eng(t) (33)

Canonical Form

Me Tov 1pémOo TOL TaPOUCIACTNXE ToEATdVWL, To two-factor Vasicek model
elvon "overparametrized”. Ilopatnpolue 6T ,0lopopeTINEG EMAOYES TV
TOUEUUETEWY, a;, bij, 05, €; umOPOLY var 0d1yHioouy o TNy (Bl dladixaota yior TV
R(t). T va amogiyoupe aut Ty unepnapopetponoinar, Yo Yetotpéhoupe
10 povtéro (3.1)-(3.2) otV xovovixr Tou uopey, 6Tou

AYy(t) = =\ Yi(t) dt + dW4(t) (3.4)
AYa(t) = —Xa1 Y3 () dt — A\ Ya(t) dt + dWo(t) (3.5)
R(t) = 6o + 6, Y3 (t) 4 0,Y5(t) (3.6)

6mou oL ddixaciec W (t), Wa(t) evan aveEdptnteg xvhoec Brown. H
xavovixt| Lop@r| Tou povtélou two-factor Vasicek €yel €81 mapopétooug

)\1 2 Oa )\2 Z 07 >\2175075152

O 1pdT0C e TOV 0T0l0 OONYOVUACTE GTNV XAVOVIXT LORDT|, DEV Vo hag
amaoyohfoel ota Thalota auTHC TNS epyaoiag. (see Steven E.
Shreve-Stochastic Calculus for Finance 2).

Tehxd, o povtého 610 onolo Yo 0dryndolue, eivor To e€ng:

dYi(t) = =\Y; dt + AWy (t)

AY,(t) = =gy Y3 () dt — A\ Y5(t) dt + dWy(t)

1
Ao1 = 72[—/7/\1 +pAo+ Ky ﬂ]
1—p Y2

i = p@'lQUf + 2upjPip0102 + p?zag

OTOV

no

1

V172
ue p € (—1,1) xou

[pnpzlfff + v(p11p22 + prapo1) o102 + p12p2203]

p:

pP— {pn plﬂ
P21 P22
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0 TiVaXOIC TTOU YENOILOTIOLOVUE Yot VoL UETATEEPOLUE Tov B o1V xovovix
wotgy| Jordan.
Eniong, yio 1o emtdio npoxintel n oyéon (3.6) we e&hc:

R(t) = 0o + 61Y1(t) + 02Y2(2)

61OV
S0 = €0 — [e162) P71V,
[5162] == [Elﬁg]P_lr_l

xat ot mivaxeg I', V' elvaun ot

_1 0
v

I'= |: —p 1

Vr(=p2)  y/r2(1-p?)
__priai1+piza2
V= M

— | k(pr1a1+pi2a2)  paiai+pacas

)\1)\2 )\2

Bond Prices

H Ty evég zero-coupon bond mou mAnewvel 1 povdda ot AEn T' xdte ond
v risk-neutral pricing formula, etvon

B(t) = Eled: R0 Fp) o<t <T

Eneidy| to short rate R(t) mou diveton and v (3.6) eivon cuvdptnon twy 80o
nopaydviwy Yi(t), Ya(t) n onofeg etvon Srodixaoiec Markov, mpénet vor undpyet
ouvdptnon f(t, Yi(t), Ya(t) ttow dote

B(t,T) = f(t,Yi(t), Ya(t) (3.7)

Térte, yvwpilovye 6t av D(t) = e Jo R(w) du elvat 0 TpoeZoPAnTNdS
Topdyovtag Yo Tov omolo toyVel 6t dD(t) = —R(t)D(t) dt n ddixacio
D(t)R(t) eivan éva martingale x4t ané 1o risk-neutral pétpo mdavétnrac P.
Troloyiloupe T0 Braopixd

d(D(t)R(t))

xan 9étouue Tov dt 6po, (00 uE TO UNBEY, OTOTE TEOXUTTEL
— (00 + 01y1 + Gay2) f(t, Y1, y2) + filt, y1, y2)

=AY fy, — A2i Sy, — Aol Sy,
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1 1
+§fy1y1 + ifyzyz =0 (38)

Vt € [0,7), 41,92 € R xou cuvoptons; cuvinn

f(T7 Y1, y?) - 17vy17y2 S R (39)
H Aon tne mapamdve diagopixic e€lowong ebvor Tng pop@ric
f(t’ 1, y2) _ e*le1(Tft)nyCQ(Tft)fA(Tft) (310)

Yot xdmoteg ouvapthoeis C1 (), Co(T), A(T), 7 =T —t. H cuvopioxr cuvixn
oLVETAYETOL OTL

C1(0) = Cy(0) = A(0) =0 (3.11)
Troloyiloupe Tic Topoy®Youg

d

EC}(T) = C{<T)£T =—-Ci(1),i=1,2

odt
6mou ’ etvan to Slapopixd we mpog 7. Ouoing

d /
EA(T) =—A(7)
Tote, €youue
fi =[Ol + 3Oy + A'lf

fy1 = _le
fy2 = _CZf
fy1y1 = 012f

fy1y2 = Cl OQf
L

Jyays = 022f
Téte 1 eiowon (3.8) yivetau

[(C] 4+ MCy + A1 Cy — 01)y1 + (C5 + XoCa — 62) o

1 1

Eneldy), n mapamdvey oyéon Ya meénet v oy Vel yia xdie 4y, y2 T6Te o mpémet,
oL Tapaxdtw OpoL va lvon (oot ue unodev

Ci(1) = =MCi (1) = A Ca(7) (3.13)
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Co(1) = =2Ca(T) + 82 (3.14)

AL # A

)\1:)\2

1 1
Al(t) = —5012(7) - 5022(?5) = do (3.15)
Advovtoc Tic mopandve eElonoelc TpoxdTTouy Ta e€NG
52 —A2T
Co(r) = —=(1—e77) (3.16)
A2
1 2102 Y A2102 _a )
Ci(1t) = —[d) — l—e ™M)+ ——F—— (e —e M) (3.17
{(7) = 31— 21— O ) (317)
1 )\21(52 Y )\2152 -
= —[6 — 1— e M) 4 222 o hr 1
Cy(7) N [01 o2 )( e )+ N Te (3.18)
%ol - .
Alr) = [ [=5C3w) = 5C3(w) + 6] du (3.19)
0

Short rate and Long Rate

‘Eotw 61t otadepomoope wa pehhovxs) otiypn T xon Yewpolye T Sidpxela
0¢ ™ MEN evdg ogordyou T dnhadh 7 =T — t (v mopdderypa 30 ypdvia).
Téte ovopdloupe Long rate L(t) tnv anédoon evog zero-coupon bond T
oty t ue MEn tn oyur) . Téte and ) oyéon (3.10) yvwpeilovue 6t

B(t T) — e7Y1(t)C’l(Tﬂt)ng(t)CQ(Tft)fA(Tft)
Yuvenwg 1 oyéon 1 omola yag divel o long rate tn otiyur| ¢ ebvon

L(t) = —ian(t, 4 F) = i[Cl(T)Yl(t) O AL + AR (3.20)

Gaussian Factor Processes

MmropoUye va ypddouue Ty xovovixy| poper Tou povtéhou two-factor Vasicek
UTO Lop@T) TVAXwWY 0 eE1G

dY (t) = =AY (t) + dW(¢) (3.21)

ME

vio= [0 a= [ o] o= [0]
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At

Mmropotye va Bpolue o Abom xhelo TS Hopghc ot dlaopixr| e&lomaon
(3.21). T va xatakhAZoupe ot Ao, Teénel TedTa Vo BeoVUE TN Hop@T| TOU

nivaxa eMo omoloc opiletan g e&ng

=1

eAt:Z

(A"

Xwplg vor unolye o AeTTOUERELES TNG AmODEIENG (Steven E. Shreve -
Stochastic Calculus for Finance 2) o ndpouye wc dedopévo dtt {oylet to
TopodTey Afupo

Lemma. [«

# A2 o
et 0
eAt - [A?EKQ (eklt _ e)\gt) e>\2t‘| (322)
= A
At
At e 0
e = L\Qltex\lt e/\lt} (3.23)

Kai otig 0vo mepintdoerg w0y ve ot

— M = AeM = MA (3.24)

Kal
e M = (M)7! (3.25)
At

omov 0 e~ mpoxUnter avtikahoTadrTag Ta A1, A2, A1 e —A1, —Ag, —Agg
avtioorya.

Xenotonololpe, topa, TV oToyasTixy dlapopxy e€lowon (3.21) xa tov Ito
product rule, yio voo untoAoyicouue To BLapopind

d(eMY (1)) = eM[AY () dt + dY (t)] = M dW (1)
Ohoxhnpivovtag amd 0 €wg t mpoximTel
MY (t) =Y (0) + /0 eAu AW (u)
Advoupe we tpoc Y (t)
Y(t) = e MY(0 +/ A=) g1 (1) (3.26)
Torte, n oyéon (3.26) unopel vor ypopel xatd mopdyovieg
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M # A

t .
Yi(t) = e Mty (0) + /0 e~ M=) g1, (u) (3.27)
Y _ A21 —A1t _ _—Xot Y 0 —)\QtY 0
2(t)—)\1_)\2(6 e )Y1(0) +e 5(0)
i )\21 /t(e—h(t—u) . e—Ag(t—u)) dW1 (u)
)\1 — )\2 0
t ~
+ et armyw) (3.28)
0
t -
Yi(t) = et (0) + /0 =M= g7, (1) (3.29)

Ya(t) = —Agrte Y1 (0) + e 1Y, (0)

t - t -
W / (t — w)e 1) QT (u) + / MW A (w) (3.30)
0 0

Aol o1 Yi(t), Ya(t) amotehovton omd un-tuyouéc mocdTNTeC GuV
ohoxnpwpata Ito ,etvon Gaussian processes, GUVETMS TO
R(t) = 6o + 61Y1(t) + 62Y5(t) ebvan opordpoppa xatoveetuévo.

3.2 Two-Factor CIR Model

Y10 mponyoluevo Lovtélo mou avontiiae, ot napdyovtes Yi(t), Ya(t) tne
XAVOVIXAC LOPPHC Elvar amd x0vo0, xavovixd xataveeévol. Emeidy], autol ot
Topdyovteg 0dnyolvTal and aveldptnTee xvioelc Brown, 6ev cuoyetilovTan
xan €toL Vi > 0

R(t) = do + 6:1Y1(t) + d2Ya(t)

elvor %ovovixd xaToveeévn) Tuyodar PETOBANTY pE VeTny| SlocOUaVoT), UE
eCalpeon TNy mepintwor, 6mou §; = dy = 0.MdhioTa, undpyel Yetinh
mdoavotnta to R(t) vo mdpet apvnuixée tpée. Yto yovtého two-factor CIR
xan oL 800 Tapdyovteg ebvar Yetxol xdde otyur) t > 0 oyeddy Pefaiong.
Optloupe, il to emtoxo va ebvon g pop@ric (3.6) xou unodétope emmiéoy,
ot

50 > 0,51 > 0,52 > 0. (331)
Hodpvovtac to apyxd emtéxo R(0) > 0 téte npoxvnter 6t R(t) > 0,Vt >0
oyedoV Befalwg.
Xy xavovixt| popen, to two-factor CIR model diveton

dYi(t) = (= AaYa(t) — AYa(t)) dt + /Ya(t) dWy(2) (3.32)
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dYa(t) = (p2 — AaaYi(t) — AapYa(t)) dt + /Ya(t) dWi(2) (3.33)

6Tou
p1 = 0,02 > 0, 11 > 0,02 >0, A2 <0, <0. (3.34)

Or nopamdve cuvifxeg e€ac@ariCouv 6Tt To” OAO TOU O GUVTEAEGTHG
StohioUmong p1 — A1 Y1 (t) — A2Ya(t), unopel va yiver apynuixde, eivan
un-apvntixog onotedrinote Yi(t) = 0 xou Ya(t) > 0. ‘Opow, o cuvtereotric
SlohloUnong fra — A1 Y1(t) — AaaYa(t), elvon Yetixde o6mote Ya(t) = 0 xou
Yi(t) > 0. Apyilovtoc and Y1(0) > 0,Y5(0) > 0, éyoupe 6Tt

Yi(t) > 0,Y5(t) > 0,Vt > 0, oyedév Pefoine.

E3¢ ot otoyactinée Siadwactec Wi (t), Wa(t) unodétouue 6t ebvou
ave€dpTNTES, XoMS oV UTHEYE CUVTEAEGTAG OUGYETIONG p METAC) TOUg, N
uepxy| Slaopinn eicwon (3.35) Yo ep@avile évay emimhéoy 600, TOV

PN YLY2 fyrys- AUTOC 0 Opog, Vo mpoxaholoe BAGEN 610 GhOTNU TWV
Srapopndv e&towoeny (3.39),(3.40),(3.41).

Bond Prices

‘Onwe xou 610 yovtého Vasicek mou cuVOVTHOUUE GTNV TEOTYOUUEVT
ToEAYEAUPO, ETCL Xou €D, 1) TN, TN oTiyWr| t evog zero-coupon bond mou
mAnewvel 1 povdda otn AEn 1" do tooltan ue

B(t,T) = f(t,Yi(t), Ya(t))

Yot xdmowa ouvdptnon f twv Yi(t), Ya(t). Xenowwonowdvrag, Eovd, tny
risk-neutral pricing formula , 9o uroloylooupe 10 Slopopxd d(D(t)B(t,T))
xou Yo 9€couue Tov dt 6o, (oo pe undév, omdte xou Var mpoxOeL Uiar uepLxr
oLapopixn eiowon.

—(00 + 01y1 + 0ay2) f(t, y1, y2) + fo(t, 41, 2)
+(M1 — Ay — /\12y2)fy1 (t, yl,y2) + (,U2 — A1 — >\22y2)fy2 (t7y17 yz)
b Fn (101, 02) + (001, 02) = 0 (3.35)
Vt € [0,7),y1,y2 > 0. H Moon tne yepwiic dragopixrc e&iowong, eivon tng

opprc
f(t’ Y1, y2) — e*y101 (T—t)—y2Co(T—t)—A(T—t) (336)

vt xdmoteg ouvapthoes Cy(7), Co(T), A(T) xou 7 =T — t. H cuvoptaxn
ouvirnn
F(TYA(T), Yo(T)) = B(T,T) = 1
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OCUVETAYETOL OTL

C1(0) = C5(0) = A(0) = 0 (3.37)

‘Oneg xan ey, ouPBoiiloude pe * TO BLaPopLd WS TEOC T Xl £YOUUE
LCi(1) = =Ci(1),i =1,2 xon LA(T) = —A'(7).
Tote 1 (3.35), yivetou

1
[(C] 4+ A1Ch + A1 Cy + 5012 — 0

1
+(C§ + )\2101 + )\22025022 — 52)y2

+(A" — 11Cy — paCsy — 60)|f =0 (3.38)
Axolouddvtoc tny Bla yedodohoyia, OTWS Xol GTO TEONYOUUEVO UOVTENO,
eneldn ) (3.38), mpémel va oy el yia xdde yq, Yo > 0 0dnyolpoacte oTo
TOEOXETE CUCTNUA ECIOMCEWY

C{(T) = —/\1101(T> — )\2102(7') — ;Of(T) + 51 (339)
Oé(T) = —/\1201(7') — /\2202(7') — 3022(7_) = (52 (340)
A/(T) = 1 Ch (T) + /LQCg(ta'LL) ~+ o (3.41)

H Aoon tou mopandve cuoTAUATOS, 1) oTtola IXAVOTIOLEL TNV GUVOELIXN
ouvdrn (3.37), umopet vo Beedel aprduntixd.

3.3 Mixed Model

‘Onwe avagépae xon 0T ELCAYWYY QUTHS TNG EVOTNTOS, OTA YEVIXA HOTEAX
000 TapAYOVTLY, Tou Vo TOPOUGIACOUUE, AVXEL Xl EXEVN 1) xoTnyopla, GTNY
omola 0 Evag TaPdYOVTAG ETUTEETETAL VO TIEREL OEVNTIXESG THIES X0t O GAAOG
Talpvel uovo YeTinéc TWEC.

H xovoviny| poper evée mixed model  efvou

AVi(t) = (u — \Yi(t)) dt 4+ /Y3 (t) AWy (t) (3.42)
AYs(t) = =N\ Ya(t) At + 091/ Y1 () AWA(E) + o + BY;(t) dWa(t) (3.43)

Trovétoupe otL p > 0, A1 > 0, A2 > 0,00 > 0,8 > 0 xan 091 € R. Emmiéoy,
unodétoue 6Tt ot xvioeic Brown Wi (t), Wa(t) etvor aveZdptnec.

Av Y31(0) > 0 tote xotolfyoupe ato cuunépaopa, 6t Yi(t) > 0,Vt > 0.,
oyedov Befoiwe. And tnv dhhn mheupd, axdua xt av Yi(t) > 0, to Ya(t) unopel
vor TipeL opvnTxée Tée vt > 0. To emtonio opileton xan €66 and T oyéon

R(t) = 8y + 8,Yi(t) + 6:Ya(t) (3.44)
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Bond Prices

‘Oneg xan 6tar 6Uo Tporyolueva povtéa, 1 o&ia, T oTiyur| t, EVog
zero-coupon bond mou mAnpwvel 1 povdda otn AREn T, Yo ebvon Tng popgric

B(t,T) = e~ Y1()CHT—1)=Ya (1) Co(T—t)—A(T—t) (3.45)

6mou ot ouvapthoee C1(T), Co(T), A(T) mpémel v xavomololy Tr GUVOPLIXT
ouvirinn
C1(0) = C2(0) = A(0) =0 (3.46)

Hpoywpwvtag pe TV da yeodoroyia 6TWS TEWY, XATAAYOUUE OF Lol UERLXT
Srapopnty e€iowaon, urtoloyilovtoc 1o dlagopxd, d(D(t)f(t, Yi(t), Ya(t)) xou
a6 exel ouunepatvouue ot ot C, Cy xan A mpénel va elvor TETOIEC OO TE Va
IXAVOTIOLOVUY TO GUCTNUA EELOMOEWY

1
C;=—-\C — 5012 —00C1Cy — (1 + /3)022 + 0 (3.47)
Ch = —\Ch + 6, (3.48)
1
A' = pCy = 5aC3 + 6 (3.49)

3.4 Examples of Two-Factor Models

3.4.1 Brennan and Schwartz (1979-1982)

Ot Brennan-Schwartz to 1979, mpdtevay €vo LovTéLO BV0 TopoyOVTWY
CLUPWVAL PE To oTtolo To term structure twv emtoxiwy, e€optdtar and To short
term rate 7(t) xou om6 o long term rate {(¢). To long term rate opileton ec!

lim R(t,T)

T—o0

O Suodixaoieg mou axohoudoly ol Tiée Tou short o Tou long rate,
oUUPwVaL Ue To Yovteho Twv Brennan and Schwartz, etvon

dr(t) = pe() dt + o) AW, () (3.50)

dl(t) = () dt + oy() AWi(t) (3.51)

‘Ornovu, W,.(t), Wi(t) xwvhoeic Brown ye cuvteheatri cuoyétiong p, Snhody
d[W,, Wi](t) = pdt xou (), 0:(), (), 0u() ovvapthoes twv t,7(t),l(t). Me

13tV npd&n To long term rate pnopel vo tpocdloplotel and v amddoon evéc opordyou
UE AMEPO YpoVo S TN ANEY, To omolo TANp®VeL UOVO xOUTOVIKL XoL DLampayaTelETOL OF
UEPIXES aYOPES
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TOV TPOTO ToU 0p(LETOL TO GUYXEXPWEVO LOVTEAD, VTAVOXAG TNV LTOUEDT),
6TL 7o long term rate mepiEyel xdmola TANEoYopio GYETIXG UE TNV UEANOVTIXY
Tiun Tou short term rate.

H T, tn otwypn ¢, evég zero-coupon bond mou mAnpwvel 1 yovéda ot
MAEN, ebvon ouvdptnon twv T, r(t), I(t) xou dpo

B, T) = B(t,T,r(t),1(t)) (3.52)

Egapuélovtoc tnyv formula Ito mpoxintel

AB(,T) = () di + o5, AW,(1) + 05, AWi(2) (3.53)
6TOoU
1 2 1 2
,UB() = BtNrBr + ,ulBl + §U7~Brr + 50'1 Bll + paralBrl (354)
op,() =—0.B, (3.55)
0B,l() = _UZBZ (356)

Xpnowonowwvtoag TV Bl pedodohoyla arbitrage 6mwe xan oo single-factor
models xotohfyouue otn oyéon?

us() —rt)B(t,T) = N(t,r,D)op,() + N(t,r,)op() (3.57)

6mou oL ouvopthoelc A (t,t,1), i(t,7,1) dev eCoptdvton and to maturity date
T xor xohoOvtow market risk premium for the short rate xou risk premium
for the long rate avtiotoryo. Avtixohotdvtag oty (3.57) 1

e(),05.(), 05i() Tpoxintel

1 1
Bt—i‘(,ur—)\rar)Br—i‘(,u[—)\10'1>Bl+§0'3Brr+§UZZBll+pUrUlBrl—7'B =0 (358)

ue ouvoptax) ouvin B(T,T) = 1 ot fur, (.0, 0 TEOYHOTIUES GUVOPTHTELS
ol omoleg meEmeL va tpocdlopilotoly. Tote, 1 ADor TN Yepxhc BLapopIxhc
eélowong unopel vo unohoyloTel ye apriuntinég uedddouc.

3.4.2 Richard(1978) and Cox, Ingersoll, Ross(1985)

O Richard o 1978 mpdtewve, €va yovtého 6To onolo To term structure twv
emtoxiwv npoodlopileton and 8Vo mopdyovtes: to real short term rate ¢(t)

2BM\éne 670 Téhoc g EvOTNTAC
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xou To ottypodo 1ococtd TAndwpetopol (t).Ot 8Vo napdyovtee, unédeoe 6t
oxohovdoly aveldoTnTec GTOYAoTIXES OLodixaoieg

dq(t) = (1) dt + 0, (1) AW, (1) (3.59)

dm(t) = px(t) dt + o (t) dW,(t) (3.60)

6mou ol dradixacieg Wy(t), Wr(t) etvon aveZdptnree xvhoeic Brown. To
uovTéLo auTo, TapouctdoTnxe, entong, xou oty gpyacio twv Cox, Ingersoll,
Ross (1985b)

H pepwe| dagopiny| e€lowaon yio Ty Ty €vog zero-coupon bond mpoxintet
X0l €06 OTWC TUPATAVE

1 1
By + (ptqg — Ag0g) By + (ptxr — A\x0) Br + 20§qu+ Qame rB =0 (3.61)
‘Oung auth 1 pept| dtapopint| e€lowor, eapTdTon, WA, and TOUg
7(t),q(t), r(t) xow amd o Ag, Ar. Eutuyae, eivon Suvatd, va exppdooupe to
r(t) oav ouvdptnon tov (), q(t) xou vo Eavorypdoude Ty uepxt| Sropopxt
elowon Oe Lol ATAOTOLNUEVT) LORGT).

3.4.3 Fong and Vasicek(1991, 1992a, 1992b)

Ou Fong-Vasicek, oe wa oelpd and dnuoctedoelc Toug, GUVEGTNoAY EVa
MOVTEAO BUO THEAYOVIWY YL TOV TPOGOLoploud Tou term structure twv
emtoxwwy. Ot mapdyovteg mou ennppedlouy, o'UPwva Ue T0 HOVTEAD qUTO TNV
xopTOAY, ebvon to short term rate 7(¢)xan 1 Stoxdpoven Twv PeTABOAAGY TOU
short term rate v(t).X0ugpwvo pe 1o povtého mou avéntuéay, toshort term
rate eCehlooetan xdtw and 1o risk-neutral yétpo miavoTnTAC CUUPEVA UE TN
otadxaoioc

dr(t) = a(F — r(t)) dt + /u(t) AW (1) (3.62)
émou, T 1 poxponpddeoun yeon Ty Tou short rate r xou u(t) eivan to

ottypado tou, volatility. H Swocduavor, ebvar otoyaotiny| xou axoroudel
Otadixaotio

du(t) = v(a — u(t)) dt + &y/u(t) AW (t (3.63)

Ou Wi (t), Wa(t) ebvon xivioeic Brown xdtw ané to risk-neutral yétpo
miavotnTag xan cuoyetiCovton petal Toug.

Yra dpdpa Toug, ot Fong and Vasicek mpdtetvay piar yevixr yepixr| dtapopixh
elowor), otny omola UTaxoVEL xAVE YEEGYPAUPO TAVE GTO EMITOXIO

v

Vit alF = 1)V, 50 = 0)Vi + SV £ 2 Voy + VEViy =1V =0 (3.64)
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1 omola, avdAoya TNV TERITTOOT ToU 0ELOYEAUPOU, UTOXEWVTUL GE XATOLdL
cuvoptaxry cuVIRx.

Advovtag tnv(3.64) yio zero-coupon bond pe cuvoplaxy cuvIfnn
B(T,T) = 1 npox0ntel 1 Ty TOU OUONGYOL T1 oLy ¢

B(t,T) = e ™A+ (1) +Ca(m) (3.65)
omou T =T —t xou
1 _ e—OéT
Alr) = ———
(1) 5

etvan To péTpo yia To duration To onolo epgaviCeton oto dedpo tou Vasicek
(1977).

Or ouvopthoeig C1(T), Co(T) elvan apxetd nepitAoxes xon amontody T yenon
uryodg dhyeBpag.

3.5 Define risk-adjusted drift rate for
two-factor models

Ac Yewpriooupe To Hovtéro 600 TopayovTwy Tewv Brennan and Schwartz to
omolo eldoue 6TV TEONYOVUUEVT EVOTNTAL.

dr(t) = p.() dt + o,.() dW,.(¢)
di(t) = () dt + () AW, (t)

ol

d[W,, Wi[(t) = pdt

H 7w evée zero-coupon bond nou minewet 1 povddo ot Aén T, Yo etvan
B(t,T) = B(t,T,r(t),l(t))

Téte and tnv multidimensional Ito formula npoxintel 6Tt

4B = jup() dt + 07, () AW, (£) + o AWi(1) (3.66)
6Tou
1, 1,
,UB() = Bt + MTBT + ,ulBl + §UTBW + §O'l Bll + paralBrl (367)
og.() =0.B, (3.68)
opi() =0 B, (3.69)
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Anuioupyolue yopTo@UAGXIo amd Tela TéTolo oudloya ue maturities 11, Th, T
oe noocotnteg Vi, Vo, V3 aviloTorya.
Téte 1 yetoforr) oty alio Tou yaptoguiaxiou, Yo elvor

dr = Vi dBT1 + ‘/2 dBT2 + ‘/3 dBT3

= (‘/LuTl + VZ,UTQ + ‘/3MT3) dt
+<‘/10-T1,'r + ‘/20-T2,r + VEiO-Tg,,r) dWT
+(Viop  + Vaor, + Vaor, ) AW, (3.70)
Emhéyw xotdhinia Vi, Vo, Vs dote va amo@iye Toug Topdyovieg
of3eBondtnTog
WO_Tl,r + ‘/QOTQ,T + ‘/30—T3,r =0 (371)
Vior, + Voo, + Vaop,; =0

Téte, 10 YoUpTOPUALDNO YIVETOL VIETEPUIVIOTIXG XL ETOL 1) AGOOGT| TOU TEETEL
vo looUTe Ue To risk-free rate

‘/UJJT1 + ‘/2:“75 + Vép“T3 =TT (372)
H ropamdve e&iowon unopet va ypagel otr woper
‘/1</’LT1 - 7ABTl) + ‘/2(/JJT2 - TBTQ) + Vé(:“’Ts - TBTS) =0 (373)

HpoxOntel €Tt évar GG TN YRUUUIXDY EEICMOEWY YOl T TOOH TGV
OMONOYWY GTO YULTOPUAAXIO

oTy,r OTy,r OT3,r VYI 0
oyl 0Ty oy Vol =10 (3.74)
My — TBTI My — TBtQ M1y — rBTg VES 0

To mapandvey cOGTNUN EYEL UN-TETEWEVT AUOT), oV Ol YRAUUES Tou Ttivoxa efvon
Yeouuxd EEapTNUEVES, BNAUDY XATOLES amd AUTEC UTOEOUY VAL YROPOUY Gay
YEOUUUXOS CUVBLUOUOS TwV GAAwY. AV, oL TEMTEC 5V0 YROUUES TAY Y EUUUIXS
eCopTnuévee, Va elyope pla mny ofcfodtnrag, enopévewe éva single-factor
model "Etot 1 tpitn yeouur Yo mpénet va elvon Ypouuixdg cUVBUIGUOS TV
GAAwV BVo:

pr, — By, = Moo + Moty (3.75)
Aedoyévou 6tL ta T; ftay Tuyada, 1 TaEaTdve oyYEoT) TEETEL Vo Loy UEL Yla
x&de T; xon €To o Ay, Ay OV e€opTvTOL amd Ta maturity dates Twv
OUOAOY V.

Ar = N (E,r(8), 1), N = N(t, (), 1(L))

'Etol xatolfyoude 611 pepxt| Stapopixt| €lomar

1 1
Bt—i—(,ur—)\ra,«)Br—i—(,ul—)\lal)Bl—i—iawa—i—50?Bll+paralBrl—7“B =0 (376)
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Kegpdhawo 4

Heath-Jarrow-Morton, Libor
Market Model

4.1 Heath-Jarrow-Morton Model

O Heath, Jarrow, Morton avéntulav éva Lovtého mpoodloplopol tne xivnong
TWYV ETTOXIWY, TO OTtolo, XdUe GTIYWY| ATOTUTOVEL TNV xouTOAN Twv forward
rates tn otyur| exeivn. To forward rate f(¢,T") to onolo neprypdpetar and To
HJM model eivor to otiyplabo emtoxio, 1o omolo unopel va “xAedwiel”
oTiyur) vt davelopd Tt uelhovtin otyu) T, T > t. 'Onwe Yo dolye, 1)
forward rate curve pmopetl vo cuvoydel and v Ty evég zero-coupon bond
xau avtiotpoga, 1) TYT| EvOg zero-coupon bond unopel vo cuvarydel and v
forward rate curve.

Enedy| ot tipég tov zero-coupon bonds mpoxintouv dusoa amd to povtéro
v HIM xou dyt éppeca (yenoonowdvtac ) risk-neutral pricing formula)
TEETEL VAL TEOGELOUUE OTL TO UOVTEAO QUTO, OEV TORAYEL TWES OL OTOlEG
emdeyovtar arbitrage.’'Etot, to HJM eivar €va povtélo 1o onolo mapeyet uia
eav) xon avoryxodar suvdrnn, Yo Eva povtédo mou odnyeiton amd war xivnon
Brown, va eivar arbitrage-free.

‘Onwe elnoye xou mopoamdve, o HIM model, avortiooer ohdxhnen tnv
xoumOAN Twv forward rates. Tmdpyouv mohhot miovol TpdTOL aVATUEIC TUOTG
ouThC TN xoumUAne. O tpoémog mou enéheay o Heath, Jarrow, Morton eivon
oe 6poug forward rates ta onola umopoUV var “rAEWWVOUY xdmoto oTiyuY| ¢
yio daveloud oe xdmota pehhovnt| otypr T.0a dolue apyixd, Tl evwoolue e
Tov 6po forward rates ta omolo umopolv vor “YAEWWIOLY’ o oTEYUY Yia
OUVEIOUO OF HLaL HEAAOVTIXT) OTLY U
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4.1.1 Forward Rates

Srtadeponotolpe éva ypovixd opilovia T (yio mopdderypa 50 ypdviar). Olo T
opohoya yia o omofor Yo yiver Aoyog mapoxdtw, Yo utodécouue 6Tl Afyouy
uéyer ™ oty 1.

Mo 0<t<T<T! ouuPoAiillouye TNV Ty evog zero-coupon bond T oTiyuy
t To onolo mhnpwver 1 povéda t otryud MéEng T, we B(t,T). Trodétoupe
OTL T oOAOY A aUTd, eV Tapouatdlouy xivouvo yia default.Ilpénet, emmiéoy,
VoL EYOUUE OTO HUOAO oG, OTL av TO ETITOXO ebvan awoTned JeTind, T61e 1
T Tou odohbyou B(t, T') elvou pixpdtepn tne povédag xde otyph t < 7',
Tn oty t umopolUE Vo ONULOVEYHCOUPE Ulal UEAAOVTIXT| ETEVOUCT), T1)
otiyun 1" xataoxeudlovtag To Topaxdte yapto@uido. Ilaipvouue d, éva
ueo VYetixd aprduod. Tote

e Ilaipvoupe Véom short peyédouc 1, oe oudroya mou Afyouy Tn GTLyUr
T. Auté pog dnuovpyet etoddnua B(t, T)

B(t,T)
B{,T190)
T + 4. To x6o7oc Yoo auth ) Véom etvan B(t, T)?

o Ilaipvoupe ¥éon long peyédouc ouOAOYA TTOU AYOLY TN GTLYUN

Téte napatneolue 6Tl T0 GUVOAXO xOGTOG ONULoLEYIAG AUTOL Tou
YapTopuioxiou eivan (oo pe undev tn otypn t. I yeovinr) otiypn T’
OLUTNEWVTAS AUTO TO YAPTOPUALKLO, dNUtovpye(Ton 1 anaiTnoTn Vo TANEHOCOUUE
1, vy vae xohOhouye T Wéom short mou elyoue ndpet oo opdroyo Agng T.

T yehhovtin| owyun T + 0, €yovtag Véon long oe Blé(tjl?(s) opodhoyo AMENg

T+ 6, 9o MdBouue poigds povédec.

Edxoha mopatnpolue €86, 6Tt ONUOVEYHOVTAS TO XUTIAANAO YUOTOQUAAXIO T
oTiyur| ¢, e€acpoloope TNV anddOCT) ULog HEAAOVTIXAC ETEVOUCTC T O TLYUT
T, pe ypovixd optlovta éwg ™ otiypn 1"+ 9, 1 onlo Yo pog eCacpaiost

/
amod00T)

1 B(t,T) ., InB(t,T+6)—InB(tT)
Flaayz T 5 “1)

OplCoupe 7o forward rate tn otvyun t vy enévovon tn otiyur T, va eivou

. WB(t,T+6) —InB(t,T) 6
f(t,T) = ~lim ; = —lnB(t,T) (4.2)

Auté elvon o orywaio emtoxio T oty T, 1o onolo popel va “xhetdwiel’,
xdmota oty oto ¢, t < T

e Méewe 0 < T < T eivon dnelpeg, 1o (Blo xou oL ogoloyiec mou ANyouv TIC OTIYUES
autée, xat Zexvoly Tic oTiyués 0 <t < T

, . _B(t,T . . , . . .
Hopathpenoe 6t 3(57% > 1 Bedopévou Ot Ta emitdNA elval aUo TNEd VeTIxd.
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Av yvopiloupe to f(t,T) vy xdde 0 <t <T < T UTTOPOUUE Vo
TPOGOLOpICOVUE TNV T TwY opordywy B(t,T),0 <t <T <T
Yenowomnowmvtog Tn formula

/t (o) dv = —[InB(T) — InB(t,1)] = —InB(t, T) (4.3)
agol B(t,t) = 1. Tore,

T
B(t,T) = ¢ Jo /0@ (4.4)

Hapatneolue, dnhadr, 6Tt utopolue va tpoodioploouue to forward rates omd
v (4.2) yvopeilovtog g Téc 6wV Twv odohéywy B(t, T') xat avuio tpépec,
TS TWES TV odohoywy B(t, T') av yvwpeilouvue to f(¢,1),0 <t <T < T ard
v (4.4). Etot, touldyiotov Jewpntnd, dev eugavileton to {tnuo, av
xataoxeudlouye éva povtélo yia o forward rates ) Tic TWES TV OUOAOYWV.
Enfong, ebxoha avtiioufoavopacte ot o otryuiolo emitoxo ) otypn 1" ebvou
T0

R(t) = f(t,1) (4.5)
To emténto, dnAadr, T0 OTOl0 UTOPOUNE VoL XAEWDWOOUNE TN OTLYUT| T, Yia
OUVEIOUO TN OTLyUY T.

4.1.2 Dynamics of Forward Rates and Bond Prices

Yrodétoupe 6t 10 f(0,7),0 < T < T, elvor Yvooté t oty 0. Aut ebva
1 ey xoumOAN Twv forward rates. Xougwvo pe to povtého twv Heath,
Jarrow, Morton, , o forward rate oe yeAovtixég oTiyUéc ¢ yio ETEVOUOT) O
oxoua o peAlovTixéc otiypéc T, diveton amd

f,T)=f(0,T)+ /Ot a(u, T) du + /Ot o(u, T)dW (u) (4.6)

Hafpvovtag to Saopind we TEog To T GTNY TUPATAVE TYECT|, UTOPOVUE VA
v Eavarypdoupe oe e€hc

df(t,T) = a(t, T)dt + o(t,T)dW (¢),0 <t < T° (4.7)

Ipénel va mpooélouue 6Tl 6e auTh TNV evoTnTa, To d, clvan 1o dlaopixd we
TEOC TN METOPBANTY .

E8¢ n W (u) eivar xivnon Brown we npog to mporypatind pétpo mdavdtnrog
P. Eniong, ot Swdixasiec ot,T),o(t, T) yio xdde otodeponompévo T, etvou
F(t) yetprioyec.

3To T Yewpelton otoadepd
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Anéb v (4.7) umopolpe Vo epYAG TOVUE T8V 6T BUVOUIXY TWV THOY TWY
ooy Baciléuevol otn oyéon (4.4). Na onueidcoupe opyixd, 6Tl eneldh
oty — [ f(t,v) dv n petofhnth ¢ eugaviletan os Blo uéen, to Blowopind T
w¢ mpoc t Ya €yel 600 6poug

T T
dl— [ ft.0)dv] = ft.0) = [ df(t0)do (48)
t t
O mpidTog 6poc mpoxUTTEL BlaopilovTas K¢ TEOS TO XUTwW 6RO TOU
oroxhnpouatog. O aplotepds 6pog TEOXUTTEL Slapopiloviag we Teog To t Tou

Beloxeton yeoo 6T0 OAOXATIPWUAL.
Téte npoximtel OTU:

T T
d[— / F(t,v)dv] = R(t) dt — / [a(t, v) dt + o (t, v) AW (1)] dv
t t
AvtioTpépovTag T OELRd OAOXAHPMOTC XAl YESPOVTIC
T T
/ a(t,v) dt dv = / a(t,v)dvdt = o (¢, T) dt (4.9)
¢ t

/t "ot 0) AW (1) dv — /t Lot o) dvdW(t) = o*(LTY AW () (4.10)

61OV

o (t,T) = /tToz(t,v) dv (4.11)
xol

o*(t,T) = /t " ot v) d (4.12)
Telwxd, éyouue 6TL
d[— /tT f(t,v)dv] = (R(t) — a*(¢,T)) dt — o™ (¢, T) dW (t) (4.13)

[N g(x) = e*, abpgpwva pe v (4.4), éyouue 6Tt

B(t,T) = [~ /t ) ol (4.14)
Téte, and tnv Ito formula, mpoxintel 1 oyéon
dB(t,T) = B(t,T)[R(t) — a*(t,T) + ;f“(t, T)} dt — o*(t,T)B(t, T) dW (t)

(4.15)
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4.1.3 No-Arbitrage Condition

Yopgova ue o yovtého twv HIM undpyel éva zero-coupon bond e AAén
T, yio x&de T € [0.T]. Hpéner vo otyoupeutolpe 4Tt Bev Umopoly Vol
umdpouy euxatplec arbitrage oTic CUVOAAAYEC AUTWY TWV OUOAGYWV.
Yougpwva pe to First Fundamental Theorem of Asset Pricing, apxel va
Beolue éva uétpo mavotnTog P %10 amé 1o onolo xdde TeoeCo@Anuév TN
TOU oYoAGYOU va efvor martingale.

‘Omeg €)0UpE BEL UPXETES POPES OTNV CUYXEXPWEVN epyacia, 1
TEOECOPATUEVT TYY| TOU OUOAGYOU efvou

D)B(t,T) = e~ o Rdup (s ) (4.16)

Hatpvovtag o dlapopind wg meog ¢ TNng (4.16) xou Tov Ito Product Rule*
TEOXUTTEL OTL

d(D(H)B(t,T)) = —R(t)D(t)B(t,T)dt + D(t)dB(t, T) (4.17)

avtixaho TavTag oty Tapamdve oyéon, Ty (4.15), xatohfyouue oTny

d(D(t)B(t,T)) = D(t)B(t, T)|—a*(t, T)+;a* (t, 7)) dt—D(t)B(t, T)o*(t, T) dW (¢)

(4.18)
1 AL

d(D@)B(t,T)) = D) B, T)[(—a” (8, T) + ;U*Q,T)Q) dt —o*(t,T) dW (1)]
(4.19)
Y10 onuelo autd, Yo Béhape vo yedpoude Tov 6p0 pEca GTIC Ay XUAES, O
poppT)
—o*(t,T)[O(t) dt + udW (t)]

xou EMELTOL VoL yernotponotovoaue To Yewpenuo Girsanov xat vor xotaoxeLaCae
eva VEo petpo mavotnroc P xdtw and to omolo 1 dadixacio

B t
W(t) = / O(u) du + W (t) (4.20)
0
va efvor Tux) xtvnorn Brown oniadr, xivnorn Brown yweic cuvteieot
oLoAlcUnong.

Kdévovtag pepinéc amhéc mpdlels, XaTahiyOUUE GTO CUUTEQAGU, OTL TRETEL Vol
Beolue wia dtadixaota O(t) 1 onola vor xavorotel Ty

Cot(T) 4+ ;a*(t, TV = —o*(t, T)O(1) (4.21)

4No Yuundolue 6ttdD(t) = —R(t) dt
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Hapatneolue €86, 6Tt oL €€I6HOCELC (4.21) etvon dmelpeg, pla yior xde
nuepopnvic hAgng T' € (0,T]. Autéc ebvor o1 ellomoeic and Tic omoleg
mpoxUntel To market price of risk xou éyouue téoec e€lodoel, doa elvan Ta
zero-coupon bonds pe Afgn T.

Hop" Ghor awtd, umdipyet povadny| Stodxaoior O(t). Auth 1 Swdacia etvan to
market price of risk o undpyouv TéoEC dladLxaolEC, GOEC Xou OL TNYEC
ofSefondTnTog Tou VEMPOUUE GTO UOVTENO UG, Y€ QUTY| TNV TEPITTWOT, €Y 0UUE
unod€oel 6Tl uTdpyel povo ula Ty ofeBardtnTog Tou xadodnyel To povtélo.
[ vo Mocoupe v (4.21) Yo mpénet mpdtor var Yuprdolue ot

i o*(t,T) =0o(t,T)

0
—a*(t,T) =a(t,T), —
o(t,T) = alt,T), o

0T
Haipvovtog o dlagopnd Tng (4.21), wc mpog T, mpoxintel
—a(t,T)+o*(t,T)o(t,T) = —o(t,T)O(t)

1) LooB UV

a(t,T) = o(t, T)[o*(t, T) + O(t)] (4.22)

Theorem. (Heath-Jarrow-Morton no-arbitrage condition) Eva
term-structure model yia TS TIUES OAwY TV zero-coupon bonds mov Anyouvy
s otyués T € (0, T], o omoto odnyettar and povaoikr) kivnon Brown, dev
emtpémer evkaipies arbitrage av vndpyer dwdikaoia O(t) éror dote n (4.22) va
wyve ya kdfe 0 <t <T < T.

Anédaén. Apxel vo dei€oupe 61 dv 1 O(t) wavornotel ty (4.22) téte,
wavorotel eniong v (4.21) xou dpa UTopoVUE YENOYOTOWWYTAS TO VEWENUA
Girsanov va xoatacxevdooupe €va risk-neutral pétpo mavotnrac. H Omoapén
eVO¢ TETOWOL PETPoU TavOTNTAC, EYYUdToL TNV amoucio euxotplny arbitrage.
‘Eotww 6t n O(t) wavorotel ty (4.22). T'pdgpouye Eavd tny e&iowan,
avtxodictvtog omov T, ye v. Tote

a(t,v) =o(t,v)[o"(t,v) + O(1)]
Ohoxhnpwvovtoag ©¢ Teog v, amd v =t €wg v = T', youus
w40 = 5ot (0PI + ot ()T
‘Ouwce, a*(t,t) = o*(t,t) = 0 cuvenag,
o (4, T) = ;a*(t,T)z Lot (1 T)O)
n omola etvan 1 (4.21). O
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‘Oco 1o a(t,T) eivar un undevixd, unopolue vo Aocouue v (4.22) we npog
o(t):

a(t,T)

(t) = o(t,T)

Auté Belyvel 6L o O(t) elvon povadixd, xa étot to risk-neutral pétpo
mdavotnToag eivon povadixd. Tote, and to Second Fundamental Theorem of
Asset Pricing, €youpe 6Tt T0o povtého pog efvon TArieee, Snhadt|, dAa Ta,
Boactouéva 6TO EMTOXIO, TUEAY WY UTOPOLY VoL VTLO TadLe TOLY
oLVUANGCOVTOC Zero-coupon bonds.

—o*(t, T)5,0<t<T (4.23)

4.1.4 HJIM Under Risk-Neutral Measure

Trodétwvtac 6Tt 10 povtého xavornoiel tnv HIM no-arbitrage oyéon, (4.22)
uropoVe va Eavarypdoupe v (4.7) ¢

df(t,T) = a(t, T) dt + o(t, T) AW (t)
= o(t,T)o*(t, T)dt + o (t, T)[O(t) + dW(t)]
= o(t,T)o*(t,T)dt + o(t, T) AW (¢) (4.24)

‘Omou W (t), n xivnon Brown xdte ané 1o risk-neutral yétpo mdavdtntog P.
Kdtew and 1o xouvolpylo pétpo miavotntag, 1 npoco@hnuévn Tyly| evog
zero-coupon bond efvar martingale xou pdhioto oy el 6T

d(DH)B(t)) = —o*(t, T)D(t)B(t,T) AW (¢)

1 R(t)
t

['vopiCoupe ot d D@ = D) Téte, 10 dLPoEd TNG TWNAS TOU OUOAGYOU

Yo OlveTou

dB(t,T) d[Dl(t)D(t)B(t,T)]

= WD@)B@,T) dt—o (t,T)WD(t)B(t,T) AW (t)
= R(t)B(t,T)dt — o*(t, T)B(t,T) dW () (4.25)

H Aon tne (4.25) mpoxintet oyetind evxoha® xou efvou

B O T ok i t 2
B(t7T) _ é(?t) )6_ fo o (u,T)dW(u)—% N (w,T)? du (426)

SYrevivmon: o*(t,T) = fo(t,T)
6. Oétec Y(t) = InB(t,T) xu g(x) = Inz xon egoppédleic v formula Tto v tyv Y (¢)

o4



4.2 Forward LIBOR Model

e auth) Ty evotnTa, Yo napoustdcoupe to forward Libor model. Eidoue
xatd TNV avdiuor mou xdvape yia To Heath-Jarrow-Morton model 6t )
xivnon twv forward rates xdtw and To risk-neutral pétpo mbavdTnTOC,
oxohovlel T oToyoC T BladLxaclo

Af(t,T) = o(t,T)o*(t, T)dt + o (t, T) dW (t)

Kdmowr and ta yetwvextidota tou poviéiou HIM mou ewdaue otny
TeoNYoUUEVN evOTNTa, etvar 6Tt e€etdlel Tar oTrypaio forward rates, To omola
oev elvon dueca TopaTNERoWX oTNY ayoed. 'Evo GANO oNUaTING PELWVEXTNUA,
elvan 6Tt elvan dUox0Ao var Bardpovounel yia TiéS evepyg
OLATROY LU TEVOUEVWY YLENUATOOXOVOUXOY Ueowy. Ernlong, ue oxond va
mpocapuocouue v Black-Scholes formula yio Suxonduoto nédve oe petoyég
xou €tot vo xatairiZoupe o1 formula tou Black yu amotiunon twyv caplets,
Yo DERaUE Vo xUTAOHEVACOUPE €val wovTého 6To omolo ta forward rates va
etvon log-normal, xdtw amd To risk-neutral pétoo miavoTnTOC.

Mo vo to emtdyoupe autd, Yo npénet va Véooupe o(t, 1) = o f(t,T) émou o,
war Vet otadepd. Tote Yo elyope:

o (t,T) = /tTa(t, v)dv = a/tT f(t,v)dv (4.27)

xau TOTE, 1) xbvynon Tou forward rate xdtw anéd 1o risk-neutral yEtpo
mdavotnTag Yo Evon TN Lopghc:

df(t,T) = [o*f(£.T) /t " v) vl dt + o f( T) A () (4.28)

Hapatneolue €80, OTL 0 GUVTEAES THG BlodloUnomg elvar o 6pog

o2 f(t,T) /t " () dv (4.29)

Ou Heath, Jarrow, Morton, €deiav 6Tt autdc 0 cuvteheo g SloAicUnorng
mpoxahel “expnén’ ota forward rates. o T' xovtd 670 t, 0 ‘cuvteheoTrg
Stoafodnong etvan mepirou iooc pe o?(T —t) f2(t, T'), 610U TO TETPEYWVO WV
forward rates mpoxahel To TEOBANUA.

Adyw autol ToU TEOBAAUATOC TOU AVTIETOTILOUUE UE TA GUVEY MG
avatoxilopeva forward rates, avantiydnxe to LIBOR market model.

Ou cuctoouue, o autd to onueto, To LIBOR market model xou Yo doOue
TS omd auTo, xataAyouue otny Black caplet formula, n omola etvar anéd tig
O GNUAVTIXES EQUPUOYES TOU LOVTEAOU UTOU.
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4.2.1 Forward LIBOR

‘Eotw 0 <t < T xoud > 0 wo doopévn otadepd. Onwe eldope otny
TEONYOUUEVY] EVOTNTA, UTOPOUUE VO BNHULOPYACOUKE EVOL YUQTOPUALXIO ULl
YoV oTIYUN t UE TO OTO{0 UTOPOUUE VoL “UAEWBWGOUUE™ TNV AmOdOCT TNG
enéVOUoTHC pag () To emtdnto davelopol), yia To yeovixd dwdotnua (1,1 + 0].
Eidope, 611 o1 9éoeic mou malpvoule, €youv UNdeVIXG GUVOAIXS x6GTOC TN
oTiyur| T xan ebvan TETOLEC MOTE VoL XAEWWVOUY Ui ETEVOUOT 1 wovddag,
uelovtue oty T, yio yedvind Sidotnua d, 1 omolo amopépel Bﬁf(,tT’?&)’ ™
yeovwh) otiyun 1"+ 0.

To cuveyme avatoxl{buevo emtoxio To omolo e€nyel auth TNV anédooT),
dtveton omd v (4.1). Ebw, Yo yeletiooupe éva emtoxto amhol ovatoxiooy,
70 omoio e&nyel TNV ATOBOCT TOL EMTUYYAVETOL XAVOVTIUS TNV TUQAUTAVE
emEVOUOT).

Auté 1o emiténio 1o cupPBoiiloupe ye L(t, T') xou opileton and v oyéon

Uoc emévbuone * (14-0idpxeta enévduong * emtdxio)=npdcodog
'H yenowomoidviog xatdAAnio cuuBoiicud

B(t,T)

Av Mooouye v e&lowon (4.30) w¢ mpog 1o emtdxio, EYouE:
LU.T) = B(t,T) — B(t,T +9) (4.31)

SB(L, T +9)

Mo 0 <t <T, xohodpe 1o L(t,T) forward LIBOR. Otwav t =T, 10
ovopdloupe spot LIBOR # anid LIBOR.

4.2.2 Black Caplet Formula

‘Eva omd o o cuvndiopéva nopdywya teo't-éva elvon To interest rate cap.
‘Eva interest rate cap eivou éva cuufBéiato, To omolo TAnp®VeL T Blapopd,
UETAEY eVOG PETOBANTON emiToXiou Téve GE XATOLO XEPIANO, XL EVOS
otoepoV emitoxiou (cap) mdve oTo (Blo xe@diaio, dTay To PETABANTO
emtoxto umepPel o cap rate. Mropolue vo xotavoficoude xoAUTERH TN
Aertovpyia Twv interest rate caps, v oxEPTOOUE VU XUPOUVOUEVO ETLTOXLO
omou enavanpocdlopiletar teptodwd ue Bdon to LIBOR. O ypdvoc petald
TWYV EMAVATEOCOLOPIGUOY Tou emtoxiou ovoudletar tenor. To interest rate
cap onuovpYNInxe HoTE va TopEYEL AoPIAEL, EVAVTIO OTNY aOENOT TOU
XUPOVOUEVOL ETITOXIOU, Tave amd €va emiuunTtéd oplo. A dolue éva
Topdderyua, To onofo Yo uag Bondnoet va xotahdfouue Tov oxond UTueEng,
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oANG xan T Aettoupyio evog cap oupPBoiaiou. ‘Eotw otu o etonpeia, €yet
mdpet déveto amd uor tpdmela, $10 exatopplpete, ye emtéoxo ioo pe 1o LIBOR
3-unvaov. ‘Eyouue, ye dhho Aoy, 3-unvo avatoxiops. O yedvog MEng tou
davelou etvon 10 €t xan 1 tpdmelo €xel ayopdoet évo cap e xepdhoo $10
exatopuVpla, tenor 3-months, 7 Sudexelo Tou cap elvon 5 €T, xou To cap rate
elvan ioo pe 4%.

Ayvoolue mpog oTiypr|, TEOBAAUATA TOU TEOXOTTOUY amd Tov oxe3r aptiud
NUEEMY xat LTOVETOUPE OTL HETAE) TOV TANEWUOY UecohaBoly axpBng 0.25
¢tn. ‘Eotw, 6Tt oe wa ouyxexpuévn nuepounvio mhnpwurg, to 3-month
LIBOR eivor 5%. Téte 1o cuufBoéhato xupavouevou emttoxiou, Ya anaitoloe

0.25 % 0.05 % $10, 000, 000 = $125000

va TANewIolv Teelg UAUES UETA. AV auTy| 1 Nuepounvia TAnewunc, Beloxeto
oTn Odpxela (whg Tou cap, TOTE, 1) EMOUEVT TANPOUN (o€ TeeElC wﬁveg), Ja
yiver olugwva pe to cap rate o Yo loodTan Ue

0.25 % 0.04 % $10, 000,000 = $100000

Hopoatnpolue 6t to cap napéyet éva payoff g té&ne twv $25000. Igénet,
emlong, vo tpocéfoupe, 6Tl To payoff dev epgaviletoar Ty nuepounvia
Topathenone Tou 5%, ahhd teelc ufveg apyodtepa. Aniadt, oTo Tapdderyud
uoc, 6mou To cap €yel dudpxelo Lwhc, b €11, Yo undpyouv cuvolxd 19 nuépeg
minewuhc (tic otypée 0.25, 0.75,...4.75 étn) xou 19 ev evdeydpeva payofis.
Kdée pepa mAnpwunc, xatd tn dudpxeta, evog cap mapatneeiton to LIBOR 3
unvov. Av eivon pixpdtepo and 4%, dev Yo undpier payoff anéd to cap tpeig
ufvee apyotepa. Av unegfaivel To cap rate TOTe TEElC PRVeES apydTERY, Vo
epgpavioTel éva payoff tne té&ng touv (0PL(J;,0;) — K)T ) otyud 041 av 1
otyur| mapathenone tou LIBOR #Atav 1 ;. ‘Onou ¢ cuufoAilouue 1o tenor,
K, elvon To cap rate mohhamAoctacuevo enl 10 ovouacTixd xepdioto xou P 1o
OVOHOG TXO XEPINAUO.

[t vo amoTicoupe €va cupBohato cap T oTiypr Undéy, opxel va
TPOGOLORICOVKE TNV T yior xdie pla omd Tic Thnpwpée Eeywpelotd, (interest
rate caplet), xou 0T GUVEYEL TPOGUETOUUE AUTEC TIC ETUEPOUC TWES. D€
oUTYH TNV UToEVOTNTA, Yo SOVUE TS YiveTal auTo, Xt Vol XATUOXEVACOUUE TNV
Black caplet formula.

ITpénel va mapatnericovue 6Tt xdde pior and Tig EMUEPOUS TANPWHES, elvan TNg
wophc P (L(6;,6;) — K')™ 6mou, K’ = %5, 7o cap rate.

Yuvenwg, opxel vo Tpocdlopicouye TNy, TEOeL0PANUEVY) G TN GTLYUT UNOEY,
T e mnewuic (L(T,T) — K)*, nou Yo yiver n otyud T+ 0 yio éva
Tuyato T xou K > 0.

Ac¢ Bolpe, topa, Told eivon 1 Tiur, TN oTYUh,t evog cupfolaiou, To onoio
minewver L(T,T), v otypn T+ 6.
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Theorem. (Price of backset LIBOR) Eotw, 0 <t <T ka1 é > 0. H uiun
T otyun, t olugpwra e TNy enyeipnuatodoyia no-arbitrage, €vog
oupBoraiov mov mAnpdver L(T,T), w otyun) T+ 6, eivar
B(t,T+96)L(t,T),0<t<T
B(t, T +0)L(T,T), T <t<T+0

Amdoeitn. Trdpyouy 600 TEQITTHOOELS TOU TEETEL VoL Bloy WEICOUKE. LNV

TeKOTN TepinTwon, émov, T' <t < T'+ 4§, to LIBOR €yel xadopiotel oo

entnedo L(T,T) xou etvan yvewot6 tn otyud t. H alla tn owyun, ¢, evig

oudolaiou To onofo TANEMEL 1 povdda T otiyun 1"+ 0, etvan fon pe

B(t, T +§), ouvene, n o&io T otyur ¢, evog oupfolaiou mou TAnedveL

L(T,T), m otyud T + 0, Yo ebvar L(T,T)B(t,T + 6).

Yn Seltepn nepintwon, émou, 0 <t < T, yvwpllovpe and v (4.31) 6t
B(t,T +8)L(t,T) — (1$[B(t, T) = B(t, T + 6)]

ITpénet va del€ouye, 6TL T0 0ell péhog tng e€lowong, ebvar ) WA T oTiyuy ¢,

evéoc backset LIBOR oupﬁo)\odou.7 [o vae 70 emiTUyYoUPE aUTO, €E0TW OTL TN

oty t, éyouue xepdhono (oo e 5 [B(t, T) — B(t, T + 6)], xu

YPNOWOTOWOUUE QUTO TO XEPIANO YIo VAL PTIGEOUUE EVOL YUPTOPUAAXIO TO

otolo anotelelton ano:

e Oc¢orn long oe % zero-coupon bonds A\&ng T
e Ofor short oe % zero-coupon bonds Af&nc 1"+ 0.

Tr otyph T, hapPdvouue 3 and ) 9éon long xon o YENOILOTOIODUE YLo. VoL
oY OPAGOLUE SBITTTS) opohoya, Ming T+ 9, étol wote T oty T, va
€y OupE pa VEoT e m — % oe zero-coupon bonds A&ng T+ 6. Ty

otyu) T+ 9, autd 10 YUETOPUAAXIO TANPWVEL
1 1 B(T\T)—-B(T,T+9)

= = L(T,T
SB(T,T+06) o SB(T, T +0) (T.1)

Yuvenwg, xatariaue 0To (NTOVUEVO, OTL TO XEPIAAO TTOU YETCLUOTOCUUE
TN OTIYUY| T Yl TV XOTUOXEUT) TOU YORTOPUANXIOU, TEETEL Var ebval 1) TLY| TOu
oupporaiou, tou mAnedvel L(T,T) wn otwyph T+ 6. O

"Me tov épo backset LIBOR cupf3éhoto, opilouye, éva oupBéhoto 670 onolo o€ pia nuépo
TAnewung, N ThAnewuy| yiveton ye Bdon tnv 1w tou LIBOR énwe auty elye Siopoppuwiel tny
AUECKC TEONYOUHEVY Népd TANPWUNS.
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‘Eotww, tdpa, 61t yenowonotolye ty tun tou zero-coupon bond B(t, T + §)
¢ povada pétpnone. Tote, xdtw and auvtr T Yovdda pétenone, n alio T
otyur| t evog backset LIBOR cupfohaiou, Yo eivon {on ue
t Lt,T),0<t<T
s _ [Lem0<ts )
L(T\T), T<t<T+9

Mrnogpolue, topa, vo doue 6Tt TouAdytotov yia 0 < ¢ < T 7o forward
LIBOR L(t,T') etvar n forward price evog cupfBolaiou to omolo TAnpdveL To
backset LIBOR L(T,T') tn owyul T + 4.

Forward-Price. Ovoudlovue forward contract pna ovugwria mov nAnpwOel
pia mpoxafopiouévn tun K, oe ya npoxkabopiopévn nuepounvia T, ya éva
TepPVoIaKd atotyeio Touv omolov n) Ttiun, tn otyun t eivar ion ue S(t). H
forward-price Forg(t,T) avtoy tou mepovaiakol otowyeiov, tn oTyyun

t,0 <t <T, etvar n aéia tov K, n omoia 6ev emtpénel evkaipies arbitrage oo
forward contract.

Theorem. YroOétouue, dn undpyouvr mpog ouvaddayn, zero-coupon bonds
yvia kdOe maturity date. Tote,

S(t)

Forg(t,T) = B T)

0<t<T<T8 (4.34)

Améoeiln. Ac vrmodéoouue 6Tt TN oTyur| t xdmolog, mouAdet éva forward
contract, e nuépa napddoone T xou dilivery price K. A¢ uvrodécoupe,
emmAéov, 6TL 1 T Tou K, éyel emieyel €tol wote, To forward contract €yel
T Undéyv, t yeovr otiyun t. IlovAwmvtac to forward contract dev €yel
xoddAou elo6dnua. Agol €yel Toukrioel To forward contract, auéowg, maipvel

Y€on short oe Bs(t(f%)
Xenowornotel 1o eloddnua S(t) xar ayopdlet 1 povéda tou teplovotaxol
ototyeiou. Méypl T oty Néng tou ouuBoiaiou, T, dev xdvel xopla
mepautépw evépyeta. T otiypn T, mopadider tn 1 povdda tou Teplouctaxol
oTotyelov 61OV AVTIOLUBUAAOUEVO TOU GUUPBOAXOU GTNV TEOCUUPWVNUEVN

T K. Tote, agol xahOder tn 9éon short mou €yer ndpel 6tar zero-coupon

bonds , Yo € EXEL ugwvel ye K — B(E %)9. O TNV TERIMTWOT TOU QUTY| 1) TOCOTNTA

elvow ﬁsuxn, TOTE exUETAAEUTNXE o euxanpla arbitrage agol xotdgepe xou
EByole x€pDOG PE UNDEVIXG dpyInd XEPEANLO. LTV TERITTWOT), TOL QUTY| 1)

zero-coupon bonds an émov npoxinTel elwddnuo S(t).

80nou T wa otadepomotnuévn pehhovined nuepounvio (yio tapddetypa 50 ypdvia)
9Apol x&de opdroyo mhnpdvel 1 povéda otn MEn T, té1e, agol autde elye Tdpel Véon

short oe B“?Et%) opodhoya, ™ otiyury T, Yo mhnpdoel B‘?t(t%) HOVADEC.
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TocoTNTA HToy aevnTixy), Yo umopoloe vor el Tic axp3ne avtiveteg Véoelg
xou vou TETUYEL xoT avdhoyo Teono arbitrage. Av Uéhouue vo amoxhelcouye
T euxauplec arbitrage Yo mpéner ) K, vo diveton amd tny (4.34). [

Yuunepatvouue, Aottoy, 6Tl Toukdytotov yio 0 <t < 7' 1o forward LIBOR
L(t,T) etvon n T' + 6-forward price tou cupfolaiov mou mhnpwver L(T,T)
otyu) T+ 9.

Av xotaoxeudooupe éva wovtého term-structure to omolo odnyeiton amd uio
xbvnorn Brown xdtw and to mporypoatind pétpo mavotntag P xon ixavorotel
v Heath-Jarrow-Morton no-arbitrage condition (4.1) téte, dnwq eldoue
oTNY TpoNYoLEYY EVOTNTY, UTdPYEL xivnon Brown W (t) %étw and 10
riks-neutral pétpo miavotntoac P étol dote to forward rates xou ov TWée Twyv
zero-coupon bonds vo divovton amé Tic (4.24) xou (4.25) avtictorya.
O¢houye, va Bpolue éva uetpo mavoTnTag xdtw and 10 onolo 1 Ty

L(t,T) = % vo elvor martingale.

Theorem. (Change of risk-neutral measure) Eotw S(t), N(t) o1 tiuég 6vo

TEPIOVOIAKWY TTOIYEIWY, EKPPATUEVES O€ KOWO VOUITUA KAl €0Tw

o(t) = (o1(t),02(t),...,04(t)) karv(t) = (vi(t),v2(2), ..., v4(t)) vTOONALYOUY

Ta avtiotorya Owviouata Ty 61a0lKaoiwy HeTaPANTOTNTAdS TOUS:
d(D(t)S(t)) = D(t)S(t)o(t) dW (1)

d(D(t)N(t)) = D(t)N (t)v(t) dW (t)
Av Oewprioouue oav povdda pétpnons to N(t), téte n rurj tov S(t) yiveta

SN(t) = 5@
Ve / N(t) / / Ve
TO'CG, KATw aAmo To }JG'CPO mﬁal/otr]rag‘
. 1 5
PV (4 :—/DTNT dP.VA € F
() = 577 [, PION(D) €

n otoyaotikn ddikacia SN (t) eivar martingale. Mdiota, efvar
dSM(t) = SN (t)[o(t) — v(t)] AWM (1) (4.35)

émov, WWN)(t) ktvnon Brown rdtw ané to pétpo mdavétnrag P n omola

optletar ws €£ng:
t ~

WM () = —/ vi(u)du+ W;(t),j = 1,2,....d (4.36)
0

Amdoeitn. Tty amddelln Tou v Aoy e VEMPUATOS UTOREL O avary VOO TNG

vo avatpééel oto Stochastic Calculus for Finance 2, Steven E. Shreve, page
380, Theorem 9.2.2 O
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Yougpwva pe to Topamdve Yewpenuoe, To risk-neutral uétpo miavotnToc dtoy
uovéda pétpnong, etvar to B(t, T + 6) eivor 10

PT+(A) = / D(T +8)dP,YA € F (4.37)

B(0, T+5

xau 1) xtvnorn Brown xdte amd to pétpo P dtveton amd N oyéon
- t -
W+ (1) = / o*(u, T + &) du + W (t) (4.38)
0

Qo ovopdlovye to pétpo P, (T + §)-forward pérpo.

Ané to mapandve Vemenua, tpoxintel, eniong, 6t 1o L(t,T) = % elvou

martingale xdtw and to pétpo mavdTnTog PT+4. ‘Etot, OUUPOVA UE TO
Martingale Representation Theorem mnpémel vor undpyet dladixaoia
v(t,T),0 <t <T vy otoepd T, téroi wote

AL(t,T) = v(t, T)L(t, T) dAWTH (), 0<t < T (4.39)

Karagépaue, Aowndy, va Beodue éva pétpo mdavotnrag xdte and to onofo, 1
forward-price L(t,T) eivor martingale. Hopatneolue, dnhady, 6Tt
XATUATYOVTUS O TN OYEDT (4.39) xATOPEQIUE, 0 6p0¢ Tou dt va elvon (oog e
unoév. A&ilel va Yuundolue, 611 o TEdPAnua pe o forward rates mou eidoyue
oTNV 0Py TN EVOTNTUC, TO ONUoupYoloe o bpog tou dt, BAéne oyéon (4.29).
To forward LIBOR model etvor xataoxeuacyévo €tol o te 1) dtadxasta
v(t,T), 1 omota optleton oo ddotnue 0 < ¢ < T < T, va glvor pr-tuyodor.
‘Otav  y(t,T) ebvon un-tuyada, n forward-price L(t,T"), Yo eivan
Aoyoprioxavovixy|, x4Tw omd To YETEO TAVOTNTUC PT+9,

Auté pog odnyel oty mapaxdte formula yio v anotiunon evog caplet.

Theorem. (Black caplet formula) Eotw caplet, to onoio mAnpdver
(L(T,T) — K)* w ouyury T + 9, énov K, un-apvnuxrj otadepd. Eotw,
eniong, ou to forward LIBOR axolovOel tny otoyaotikn dadikaoia (4.39)
ka1 6u n y(t,T), eivar un-tuyaia. Tére, n nipn tov caplet tn otyury undév
Oa etvar ion e

C(0) = B(0,T + 8)[L(0, )N (dy.) — KN (d_)] (4.40)

omouv,

(t,T) dt] (4.41)

1
= e w th
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Anédaén. Yougwva ye tnv Risk-Neutral Pricing formula 1 tiuy| evog caplet
N OTiyUn Unoey, civan (o pe tnv mpoelo@hnuévr (%8t and To
risk-neutrluetpo) avopevéuevn Ty tou payoff, n onola eivo

C(0) = E[D(T + &) (L(T,T) — K)*]

Atarpivtog xou todamiaotdlovtac pe B(0,T 4 §) npoxintet 61,

E[D(T + 6)(L(T,T) — K)*] = B(0,T + 5)E[m(L(T’ T) — K)*]
= B(0,T + §)ETH[(L(T,T) — K)*] (4.42)

H Noon tne otoyactuxic Siopopixfic eZiomwong (4.39) elvon tng popgric

L(T’ T) = L(O7 T)e{foT 'Y(t7T) dWT+6(t)_% foT 72(t7T) dt} (443)

©étoupe Y(T') = \/% Ji A2(t, T) dt.Tvepilovpe yevixd, 6Tt éva ohoxhfpwua
Tto tne popeic 1(t) = [ A(s) dW (s) eivor pro Tuyador petaBAnTy Tou
axohoUEl XovoVIXA xoTavouh, pe péon T undéy xou diaxiuavon [i A2(s) ds.
Yuvenwe, €8¢, To ohoxhrpwua Ito, fOT ~(t, T) dWTH(t), oaxohoudel HOYOVIXY,
xatavoyt|, e uéco undév xou dtoxvuoaven 72 (T)T, tnv onolo UTTOPOVUE VoL
yedhoupe otn popwt, —F(T)VTX, énov, X = —W JE A, T) AW T+ (1),
Xpnowomnowwvtog autd 1oV GUULOMOUO, £YOUUE OTL

L(T,T) = L(0, T)e WDVTX=37*(T)T

XOL 1) OVOEVOPEVT] TWT, X8t and to (T + §)-forward pétpo mbavdtnrag, do
tlooUTaL UE

ETH[(L(T,T) — K)t] = ETH[(L(0, T)e W DVTX =37 (DT _ )+ (4.44)
H Aoon e (4.44) eivon
ETP[(L(T,T) = K)*] = BS(T, L(0,T); K,0,%(T))

= L(0,T)N(dy) — KN(d-)
6mou di 6mwe oty (4.40). O
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4.2.3 Relation between forward Libor volatility and
Zero-Coupon Bond volatility

Ye auth) Ty unoevotnta, Yo tpocTadoouue vo Bpolue tia oyEoT), Tou Vo
ouvdéel 1o forward LIBOR volatility v(¢,T) pe ta volatilities

o*(t,T +6),0"(t,T) v zero-coupon bonds mouv AMjyouv Tic Ypovixéc
otypée T+ 9, T avticTouyo.

"Eyouye del 6T oy Vel 1 oyéon

1 BT
§  6B(t,T+9)

L(t,T)+
Téte, obugpova ye ) oyéon (4.26) éyouue ot
D(t)B(t,T) = B(0,T)e” [y o (uT) aW () =3 [ o™ (u,T)? du
xan avtioToya
D(t)B(t,T +68) = B(0,T + d)e — [} 0" (T +6) AW (w)~L [} 0" (u.T+6)? du
Yuvdudlovtag Tic TRELS TopATdve oYECELS TPOXUTTEL OTL

I BWT)
LD+ 5= 5507+

—5 T—|—6e$p{/ “(u, T+ 8) — o™ (u, T)] dW (u)

o / (u, T + 6)% — o™ (u, T)?] du}
Xenowornowvtag v Ito-Doeblin formula, %étovtac Y (t) tétowa dote
~ 1
AV (6) = [0 (1T +6) = 0" (6. D)) AW (0) + 3 [0 (1,7 + 62 — o* (1, T)?] d

B(0,T)
5B(0,T+03)

1 omofa etvan dradixacio [to xou cuvdptnon, g(z) =
o1Trn oyEon

e” UUTOATYOUUE

dL(t,T) = (L(t,T)+(15)[0*(t,T+5)—a*(t,T)][a*(t,T+5) dt+dW (t)]  (4.45)

Ané tov oploud Tne oToyac TIXAC dLadixactog WT+e, €Y OUUE OTL

AW = o*(t, T + 6) dt + dW (¢) (4.46)
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Yuvenag, n (4.45) yiveto
ALt T) = (15(1 +SL(L )" (t, T + 8) — o (¢, T)] AW+ (1) (4.47)

Yuyxpivovtog tig (4.39), (4.47) xotolyoupe o€ ua oyéon 1 omola cuvdEeL T
v(t, T) xou o*(t, T + 0),0*(t,T)

1+ 6L, T)

VLT) = =57y o T +8) = o' (4. T) (4.48)

4.2.4 Determination of a full Term-Structure Model

Xpnowonowwvtac tnv Black-Caplet formula, tnv omolo avantiloue oe
TEOMNYOVUEVY] ToRdyEupO, UuTopel xavelg va xdvel calibration oto forward
LIBOR model. Iap" 6Ao auta, £T0L 0EV UTOPOUY Vo To0GOLoplG TOUY OAES Ol
TOPYUETEOL TTOL YPELELOVTAL Yiol VoL £YOUUE EVal TAPES HOVTERD YLo
Toterm-structure twv emtoxiwy. e auth TV evotTnTa, Yo Sovue OTL T0
forward LIBOR model pmopet va yivel éva mirjpec term-structure model.
Apynd, Yo yenowonowicouue tnyv Black-Caplet formula. ‘Eotw, 1t
OTLYUT| UNOEY, ToL BEDOUEVY TNG AY0RAS, MG ETITEETOUY VoL UTOAOYICOUUE TIg
Tiée yio caplets pe nuepounviec Aéne 15 = 76,7 = 1,...,n, m.y. av

0 = 3-months , undpyouv dedoUEVa WG TE Vol TEOGOLOPICOVUE TIC THIES TOV
caplets mou Afjyouv oe 3,6,...,3n yrjveg and ofjuepa. Mropolue, tote, va
npoodloploouye to volatilities ¥(7}),7 = 1,...,n. Agol yiver autd, 9éloue
vo. Onplopyiooupe éva term-structure model to onolo va elvon cuvenég pe T
OEDOUEVOL AUTA.

pdyto Brpa, ctvar vor emAEEOUHE XATIAANAES UN-TUYUES CUVAPTHCELS

AL T)0<t<T, (4.49)

€10l WOTE \/Ti] f(;fj Y2(t, Ty) dt = 4(T})

Agol unoloylooupe ta ¥(t, 1), uropolue vo avantvZoupe forward LIBORs
yvopilovtog 6t axohoutolv T otoyao T dadixacio (4.39), Balovtag 6mou
T="T;,7=1,...,n, xa U aUTO TOV TEOTO, oL TS Twv forward LIBORs,
Yol CUPPWYOLY UE TIC TWE'S TWYV cap, oTnV ayopd.

Heénet, npcdta, va tpocé€ouye, 6t yia T = T; 1 ayéon (4.39), pog divel wia
formula yw to forward LIBOR L(t,T};), n onoio xadodnyeiton omd pia xivnon
Borwn Wi+, n omola elvon daopeTiny Yo xdde 7. Apa, TpoTo0
npoywenoovue otny avdntuén forward LIBORs ané tnyv (4.39), Vo npénet
TEMOTA VoL X oploOUUE Lol GYEoT) UETALD QUTWY TWY BLUPORETIXWY EEICMTEWY.
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Ac Yuundolue 611, €&’ oplopol elvou
AWTi(t) = o*(t, Tj) dt + dW(t),0 < t < T}
Oupolwg, €youue 6Tt
AW Tt (t) = o* (t, Tjy1) dt + AW (2),0 < t < T4
Agoupdvtog TNy BedTEPN ANd TNV TEMTY), TEOXUTTEL

AW (1) = [0° (8, Ty) — 0" (1, Tyen) it + AW (1)

‘Apa,
~ oy(t, T;)L(t, T; ~
dw? = — ’;(WL (;L) (t( 7’1_)9) dt + dW7itt 0 <t < T (4.50)
4
Tote, Vé€tovtac j = n, npoxinTeEL
~ oy(t, T, ~
AW (t) = _M dt + dWh(4),0<t < T, (4.51)

©¢tovtac j =n — 1 oy oyéon (4.50) xou yenorwomowdvtog tny (4.51) xou
ouvey(Covtog Tn Sadixacior AUTH ETOYWYIXE, XATIAHYOUUE G TN OYEoN
i) -~ 0yt 1)L, T5)
AW (t) = — ’ ’
== 2 i)

i=j+1

dt + AW (8),0 <t < Tjyy  (4.52)

Kartagpépaye, ye autdv oV Tp0T0, Vo YeAPoUlE TNV GTOY oG TIXY| BLapopixn
e€iowon (4.39) n onola teprypdepet v xivnon tou forward LIBOR  wc

=~ 0y(t T)L(E, T))
T — T. T —

dL<t7 J) 7<t7 J)L(tv JM Z 1 _|_ (SL(t,E)

i=j+1

dt + AW+ ()] (4.53)

VO <t <Tj&j=1,...,n nonolo yia xdde j xododnyeitar and pio xivnon
Brown, tny WTn+1(t). Kéde forward LIBOR I(t, T;) poviehonoteiton, oav pia
GLVEYOUS YPOVOU GTOY O TIXT| DLadXasta, UAAY, TOUALYLOTOV XUTAPEQUUE, VO
00N YOUVTOL OAES OL GTOY UG TIXES Dladacieg amd Ty (Bl xivnon Brown xo
VOL UTIOPOUPE VoL XATUOXEVACOLUE TNV xdie pla, Eexvavtog and Tny dladixaota
L(t,T,) vy héyoug toug onoioug Yot BOUUE TopaxdTe.

'Etot, v va xataoxevdoouye to forward LIBOR model emiéyouye apyixd
wat xivnon Brown W+ (1), e and 1o pétpo mdavdtntag BTt Sniodi,
apyiCouue pe éva yopo mdavdtnrog (€, F, I@’T"+1), oTtov omolo opiletar Uia
xivnon Brown Wni(t),0 < t < T),y1. Trodétouue 6Tt 1) apyinh Xapmoln
v forward LIBOR L(0,7}),7 =1...,n+ 1, elvor yvooth and ta dedopéva
e ayopds. Me autéc Tic apyéc GUVINXES, YPNOOTOLOUUE TNV (4.53) %o
nopdryoupe apyxd tn Srodacta L(t, T,,) 1 onoio 6ev eugoviler ouvteheot
Slohioinone. Kotomy, yenowonowolue ty L(t, T,) otn dtagopixr e&lowon
yior v L(t, T;,—1) xou mapdryoude outh T Sodixasio, x.0.x
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Discounted Bond Prices

HpoomodwvTag, vor avamTiEOUUE T GTOY Ao TiXY SLadLXaGio TOU TEPLY PApEL
™V T evog zero-coupon bond B(t, T;) yw xéde j =1,...,n+ 1, n onolo
vor odnyelton omd pla xbvnorn Brown yia xdie j, Go mpémel mpwta var
npocdopioouye Tt volatilities o*(¢,75),j = 1...,n. Edoye otny
TEONYOUUEVT Topdypopo, OTL yia xdle j, To forward LIBORs  oxoloudolyv
OLOUPOPETIXES GTOYACTIXES DLadLXAGIEC OL OTIOIEC 0BT YOUVTOL UG LA XOWN
xtvnon Brown, , cuven®g TepUUEVOUUE VoL XATOAREOUUE GE €va avTioToLy o
CUUTEQUOUOL, YIa TIC THES TWV OUONOYWV.
‘Onwe €yel yivel avTtAnmto o1 U€ypL Thpa VEAUGT Yog, T  OA0 Tou TO
forward LIBOR model pe tenor 6 > 0 9étel xdmotoug nepioptopoie, 6cov
apopd TNV GUYOAXTY ETBEACT) TLV BLABXACLAOY, UETUED TWY O TIYUMY
TANewUnC, 1}, 0ev Tupeyel xouio Ttepatépw TANpogopla 1 ool Vo uag
Bondder otov mpocdloplopd twy volatilities o*(t,T}), Tj—q < t < Tj. O ubdvoc
TEPLOPLOUOC TOL UTopoUUE vor Y€couue, etval

lim " (.T}) = 0*(T;. ) = 0 (4.54)
EOxoha umopolue var Blamo TMOOVUE, OTL AUTOS O TEPLOPIOUOS, ETETUL ATt TO
YEYOVOS, OTL 1) Tiur) EVOS OUOAGYOU, 660 TANCLACOUUE PO TN AREY, Telvel
mpoc N 1(apol mhnpdvel wio povdda otn AEn). Tote, o napdyovtog
ueTaBANTOTNTAC Yo TNV TWr Tou, Yo Telvel 6To undéy, omwe eivon hoyixod.
'Evag 8e0tepog 1p6mog yiar var dolue amd ol mydlet 1 (4.54) eivon oAnUc,
etvon oy Yupndolye tov optopd tou o*(t, 1)

o (4, T) = /t " ot v) dv

Ou del€ouye, hotmdy, 6Tt yenoylonotdvtag 0 cuvirxn (4.54) yio va
emaéouye ta o*(t,1;),j =1,...,n vy Tj_; <t < T}, umopolue va
tpocdioplooupe Ta o(t, T;),Vt € [0, T;)*°. Apywxd, emhéyovroc xatdhinhe T
ouvdptnan o*(t,11) clugpwva pe tov neploptoud (4.54), xoadopileton 1 o(t, 11)
v xde 0 < ¢ < 1. Téte, and y e&iowon (4.48) npoxinter 6t

(5’)/(25, Tl)L<t, Tl)

o) = T+ T T

Yuvenwg, agol n o*(t,T1) éxel emheyel oTo TEONYOUUEVO BhUA Yol
0<t<Ti, no(t,Ty) opileton ue awth TV e&iowon yio To Sdo TN
0 <t <Ti. Ouwg, no*(t,Ts), yio to Swdotnuo 11 <t < T éyel Hon emheyel,

00uuilovpe 6t o (T}, T;) =0
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Moyw e (4.54). Luvenag, n ouvdptnon, o*(t, Tz), tpocdiopiletor yio
olOxAneo To didoTnua 0 <t < Ty, ue cUVETELN Vo TEocOLopileTal xou 1
o(t,Ty),Vt € [0,T3). Xuveyilovtag e tov Blo axpBoe Tpomo,
mpoodlopilovue ta o (t, 1;), yiexdde j=1,...,n+ 1 xu 0 <t < Tj.

Topa, ool xotaoxeudooue ta volatilities o*(t, T}), xdvovtog yerion twy
oyéoewv (4.38) xou (4.25), XoToahYOUPE OE ULol GTOYACTIXY BLopopxh
elowor), 1 omola mepLyEdpeL TNV xivnom NG TWrg Tou zero-coupon bond mou
mAne@ver 1 yovada otn Mén 1}, B(t, Tj), n onola eivon 1 €€¥¢

dB(t,T}) = R(W)B(t, Ty) dt — 0*(t,T)) B(t.Ty) ¥ (1)

= BULT)IR() +0" (1, T)0" (1, T dt — 0° (1, T) B(L, Ty) AT (1) (4.55)

Vi=1,...,n.
[edpovtac v (4.55) oe npocZo@AnUévn Lop®T, UG ot BeV €YOUUE oploeL TN
Sraduxaoiar yiar To emitono R(t), mpoxintel

DB TY)) = o (1, Ty)o" (£, Tusa) D() B(E, Ty) di—™ (£, T;) D) B(t, Ty) i T+
(4.56)

Vte[0,T;] xwj=1,...,n.

[ vae Avdetl 1) mapamdve otoyaoTiny Swpopixr e€iowon, Teénel va

mpoodlopilouue wior apyr) cuvirxn. H apyu cuvinixm, urnopel va Angiet

and v (4.30):

D(0)B(0,T;) = B(0,T;) = ﬁ M = ﬁ(l +dL(o T))*111
D) =1 T B(0,T)) i=0 o
(4.57)
Téte, n Mo g oToyac g dlpopxhc e&iowong (4.56) etvon

D()B(t,T;) = B(0,Tj)e™ Jo 7 T aW 1= [ 130" (TP =0" (wT3)0 (w Trn)] du
(4.58)
Agob oploaue xan tn Swdixacion yior TNV TYH Twv zero-coupon bonds
B(t,T;),Vj=1,...,n+ 1 xou t € [0,T;] unopolue va cuveyicoupe TNy
OAOXAPWOT| TOU WOVTEAOU Yld TOV TPOGOlopLoud Tou term-structure
Beloxovtag 1o risk-neutral yétpo miavotnrog P. XNy apynf TG EvOTNnTag
authe, eidape 6Tl Eoavdpe pe To forward-pétpo mbavétnrac PTrt,
Xenowomnototue tny (4.37) yio va opicoupe to risk-neutral pétpo P.
» B<Oa Tn-i—l)

P= [ = qpTit VA € F 4.59
A D(Tn+1) ( )

HOvowotind oty Tt WodTNTe, Yedpouue to B(0,T};) ¢ YWOUEVO XAACUATODY, TOV
omolwyv apldunTéc xou mopovouas tée analolpovtal ovd dvo.
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©¢tovtac oty (4.58) 6nou D(t)B(t,Tj), ioo ye D(Thi1)B(Thi1, Ths1)
Tafpvouue 6Tt

D(Toi1) = B0, Tyyq)e™ Jo " ot @ Taen) W st @y [ 0" (uT10)? du

Yuvenoe, o bpoc mou Peloxeton Yéoo 6To ohoxhfpwua otn oyéon (4.59)
opiletan wg e€ng:

BOTw1) _ - Jf+1 o i) W 4 [ o P (4 0
D(Tn+1)

o vor Seffoupe 6t 0 wétpo P eivan, mpdrypart, risk-neutral uétpo
mdoavotntag, opxel vo det€oupe 6Tt 1) tpoeZopinuévn Ty Tou D(t)B(t, T;),
elvon martingale xdtw amd oautd TO PETEO.

Theorem. Kdtw ané to pétpo mbavétnuag P, to onoio divetar and tny
(4.59), n mpoeLopAnuéres TéS Twy opoAdywr, o1 onoles divortal and T
otoyaotikn dagopixr) e€lowon (4.56) eivar martingales.

Ap’odeizh. YOppwva e v (4.38), éyouue 6Tt

W(t) =W+ — /Ot 0" (1, Tpppy ) du, 0 < t < Ty

Térte, n otoyaoctxy Swpopixy| e€iowon (4.56) unopet vo ypopel
d(D()B(t, T)) = —o* (t, T) D) B(t, Ty) WV (¢)

Yuvenwg, opxel vo delCoupe, OTL 1) W (t) eivan xivnon Brown xdtw ond to

uétpo mavotnrac P.

Ané 1o Yedpnpo Girsanov , 9étovtag O(u) = —o*(u, Tp41) éyoupe 6Tt av
TdEOLUE TNV

~ (Th+1 T Tnt1 (o)1 [Tn+1 g2
Z(Tn+1> —e f() O(u) dW (W)—3 f() O%(u) du
X0 XUTAOXEVAGOUUE To PETeo mavotntag P, tétolo wote

P(A) = /A Z(Tosr) BT+ VA € F

4 6 6 7 'W t 4 4 4 4 7 7
7] OTOYAUCTINY] OLAOMACLA ( ), TOL ETAYETAL ATO AUTO TO HE;EPO, EValL XLVN oM

B(O’T’ﬂ+1) _
_F = P=P ]
D(Tnt1) €&’ oplouol

Brown. Iopatnpotue, 6t Z(T,4+1) =

Apa, n W (t) etvar kivnon Brown.
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