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Abstract

The purpose of this study is to price interest rate derivatives by assuming
the spot rate a continuous-time Markov chain with a finite state space. Our
model is inspired by the paper Filipovic’ and Zabczyk [5]; we extend their
deterministic discrete time structure by one with random times and consider
also the multifactor case. We are able to price with the same approach various
interest rate derivatives, in particular bonds, caps and swaptions. We also
present some numerical results.
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1 Introduction

In their article [5] Filipovic’ and Zabczyk present an approach to obtain in discrete
time the analog of the affine term structure models in continuous time. They consider
the spot rate r(t) a Markov chain (MC) with a finite state space. Since the short rate
is a MC in discrete time, the number of jumps in a fixed time interval is deterministic.

In real markets the spot rate does not generally change at deterministic times
but it rather “jumps” at random times. This suggests to model the spot rate as a
continuous time Markov chain (CTMC) with a finite state space E' = {ry,rs,...,rn},
N e N r, € R, ¢ = 1,...,N. Under a martingale measure P, equivalent to the
physical measure P, the transition intensity matrix of the chain is supposed to be
given by @ = {q@j}i,j:17.__7N. Such a modeling approach appears also to be more
realistic with respect to the traditional diffusion-type models for the short rate. The
innovation introduced by this model with respect to [5] is represented by the fact that
the number of jumps of the spot rate between an evaluation time ¢ and a maturity
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T (denoted by v;r), namely the number of transition of the MC, is random and can
take arbitrarily large values.

Continuous-time term structure models that allow also for jumps have already
been considered in the literature. We limit ourselves to mention here just a couple of
them. For the case of jump diffusions the article by Bjork-Kabanov-Runggaldier [1]
illustrates how, by assuming an appropriate affine structure, the bond price can be
expressed in terms of solutions of a system of ODE’s. This approach is theoretically
interesting but does not consider derivative prices and it turns out to be difficult to
implement in practice. For a more general Levy driven model, the article by Eberlein
and Kluge [4] considers also Caps and Swaptions. Here the authors obtain explicit
analytic solution formulae in the scalar case that require however rather sophisticated
mathematical tools; moreover their numerical results do not concern the prices as
such, which is our main goal.

On the other hand, in our setup where the short rate evolves as a continuous
time Markov process, we are able to obtain explicit formulae for bond prices and
derivatives such as caps and swaptions that can actually be implemented to obtain
numerical results. In fact, the pricing of bonds and interest derivatives will be shown
to be particular cases of the pricing of a fictitious financial product, namely the
“Prototype product” that is an analog here of Arrow-Debreu prices and which rep-
resents a unified approach to the pricing of interest rate related products. We obtain
a computable expression of the price of the Prototype product by using a technique
based on a contracting operator and on the distribution of v, 7. Even though by our
approach we face a difficulty represented by the randomness of the jump times of the
spot rate, we are able to give an explicit computable formula for the distribution of
.

We furthermore generalize the one-factor short rate model discussed above by
considering a multi-factor short rate model in which the spot rate depends on several
correlated CTMCs. Under a particular multi-factor short rate model, bonds, caps
and swaptions can be viewed as particular cases of the Prototype product whose
price admits a computable explicit formula also when the short rate is driven by
more factors. The multi-factor short rate model can also be applied to the pric-
ing of defaultable bonds, where the pricing formula depends on the short rate and
default intensity processes. Finally we derive numerical results to illustrate the per-
formance of our approach: we compare our method with the tree method suggested
in [3] when both are considered for the pricing of a bond in a continuous time affine
term structure model. We point out that, while tree methods work well for scalar
models without jumps, our approach is applicable without substantially additional
difficulties also to the multivariate case and it can be used to approximate prices
in continuous time models involving jumps. We also would like to stress the fact
that our approach is specifically designed for CTMC models for the short rate which
appears to be more realistic than diffusion-type models or discrete time models with
fixed time instants.

In Section 2 we discuss the pricing approach based on the Prototype product
when the short rate is a CTMC; in Section 3 we derive the prices of bonds, caps
and swaptions by using the results obtained for the Prototype product pricing. In



Section 4, by assuming that the short rate depends on several CTMCs, we discuss
the pricing of both bonds and other interest rate derivatives, including defaultable
bonds, by starting from the pricing of the Prototype product under a particular multi-
factor short rate model. To conclude, in Section 5, numerical results are presented
in support of the theory developed in the previous chapters.

2 Pricing of interest rate derivatives with a Markov
short rate: the Prototype product

In this section we consider a market model under which the spot rate is a single
CTMC: we introduce a fictitious financial product, the “Prototype product”, an
analog of Arrow-Debreu prices, and we show that, by using a technique based on a
contracting operator and on the distribution of v, r, one obtains an explicit pricing
formula. Furthermore we briefly discuss the Prototype product pricing under a more
general setup when the spot rate is considered as a renewal process.

2.1 Market model

Let a filtered probability space be given by (2, F, (F)cr, P) where PP is the physical
measure.

To introduce the model, consider first the price p(¢,T) at time ¢ of a zero coupon
bond that matures in 7" > ¢. In a general setting the bond price has the following
representation

p(t,T) = EF [eap( ~ /t ' r(u)du )| )

where, in order to avoid arbitrage, Pis a martingale measure equivalent to P. If we
assume a Markov short rate, p(t,T') can be expressed by means of specific quantities
that we are going to introduce next. In particular, we consider the spot rate r(t)
a continuous time Markov chain (CTMC) with a state space E = {r,72,...,7n},
N eNandr, € R, i=1,...,N. Denote by

o () = (¢ij)1<ij<n the transition intensity kernel homogeneous with respect to
the time;
o ¢ = Zﬁl ¢ij, © = 1,..., N the intensities associated with the state r;; i =
JF
1,---,N
e the transition probabilities from the state r; to r;
o=l if g
Dij 7 J
{pi,j:() lfl:j

(1)

Hence r(t) is a stochastic process with right-continuous piecewise constant trajecto-
ries where the jump times T; (i = 1,2,...) are random variables and, conditionally



on a generic value 1, (h =1,..., N) of the process at time T}, the interarrival times
T;11 — T, are exponentially distributed:

(Tiva — Tilr(Ty) =) ~ Exp(qn) (2)

Therefore we may write (using temporarily p(¢,7T") to denote the bond price at time
t with maturity 7)

vp—1

P T) =B |eap(ry,(t = To))ewp( = 3 riTips = T) = (T = Tr) ) 17| (3)

1=Vt

where, for a generic time s, the random variable v, denotes the number of jumps of
the Markov process until s and r(s) = r; for s € [T};,T;41). In what follows, given
two generic times s and s with s <5, we denote by v, 5 the number of jumps in the
interval [s, ).

2.1.1 Reduction to a simpler expression for bond prices

Notice first that, since {T; < s} € F! and T; is an F'-stopping time, we may

s

consider the family of o—algebras, indexed by T;, by putting
T, ={A € FrAN{T; < s} € F[,¥s < T}. (4)

For simplicity we denote by F] the oc—algebra Fr. .

Observe next that the factor exp(r,,(t—T,,) in (3) can be determined on the basis
of the information at time t. This allows us to assume, without loss of generality,
that t = T,, and, consequently, the bond price in (3) can be written in the simpler

form
vr—1

p(t,T) =EF [ep( = D 1i(Tiss = T)) = 10y (T = o) ) |75 (5)
where F, = F;. In order to further simplify the expression in (5) we now show that
in many cases of interest, in particular when the values of the jump intensities are
large with respect to the values r; of the short rate, we may drop the last term in
the exponential in (5) and still obtain a value for bond price that is close to its value
in (5). To this effect let p(t,7") be as in (5) and put

vr—1

p(t,T) = B [eap( = > ri(Tiss = 1)) 17 (6)

so that p(t,T) < p(t,T). Furthermore, let

U = =S (T —T) =10 (T —T,,)

i:Vt

W = - ZVT_I Ti(TiH - Tz’)

1=Vt

implying that U < W. We have now



Proposition 2.1. The difference between p(t,T) and p(t,T) can be bounded from
above as follows

A:=p(t,T)—pt,T) <

| 3

where L := max;<n ;—7
<N g,

13

Proof Denoting by ¢ a random variable taking a.s. values appropriately between
0 and W — U and, using a Taylor expansion up to first order, we have

A = BV e | B} =EF (VU 1) | 7 )
= EP{" (1+ W -U)—1) | 7} =EF { (W —U) | 7}
< EF (W -U) | FL} <EF{(W-U)| 7}

— Eﬁ {TVT (T - T } < EP {TVT vr+1 7 TVT) | f;}

— EP {EP{T,,T P | }| } {;;T | }S

STl

Basically this result states that, whenever the jumps are sufficiently frequent,
then one can work equally well with the simpler expression (6) for the bond prices
and this is what we are going to do below defining accordingly also the price of a
Prototype product.

2.2 The Prototype product

The expression (6) for the bond prices leads us to introduce a more general financial
product that we shall call Prototype product and that is related to Arrow-Debreu
prices. We shall show that bond prices as well as interest rate derivatives can be
obtained either as special cases or as linear combinations of Prototype products.

Definition 2.2. A Prototype product is a financial product which guarantees to
deliver a certain payoff Oo(r.,,.) at maturity T. This payoff depends on the value
taken by the spot rate at the date of maturity T'. Its price at time t < T s defined as

l/Tl

Vagar(ra) =B [eap( = 37 rs(Ties = T0) )00 )| 7 (7)
and the Prototype payoff Jy(-) is supposed to have the following form
N
= wili—y,m € E, w; € {0} UR, (8)

i=1



Remark 2.3. Corresponding to the full bond pricing formula for p(t,T) in (5), for
the Prototype product we would have the expression

I/T—l

Voo (1) = BF [eap( = D7 ri(Tigs = To) = 1 (T = Toy) ol ) |5, (9)

i:Ut

Since ¥o(-) € [0, max;<y w;] and in all our applications below w; < 1, the same
approximation as in Proposition 2.1 for the bond prices holds here too. For this
reason, also for the Prototype product we shall work with the simpler expression in

(7)-

In the following we give a general representation of the price of Prototype product

as defined in (7).

Proposition 2.4. The price at time t of the Prototype product with maturity T
admits the following representation

VﬁotT rl/t Zﬂk TVt VtT k|TVt) (10)

where vy = vp — v, represents the number of jumps occurring in the interval [t, T

and
vit+k—1

Dp(ry,) & E° [exp( - Z 7i(Tipz1 —T; ))190<7“ut+k)| yt}a ke N. (11)

i:Vt
Proof The price of the Prototype product in (7) can be represented as follows

Z/Tfl

Vﬂo,t,T(th) (: ]EP :e]jp< — Z Ti(Ti+1 — Tl))ﬁ()(TVT)’FIZ}

i:Vt

l

Vt—Q—l/t,T—l

= EP :Eﬁ [exp( - Z 7i(Tiy1 — Tz’)>190(7"w)|f;t v U{Vt,T}} ‘Ht]

Vt+Vt,T_1

= B[P feap( = Y0 (T =))Wl V ol ]I

i:Vt

(1)
=" E' Wy, (ru)lru]; (12)

since v, 7 is a discrete random variable, we can write the expectation as the following
sum

%otT rl/t Zﬁk Tl/t VtT k|TVt)'
O

The representation (10) stresses the fact that we need to know both the distribution
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of v, and an explicit expression for the functions v, which we shall study later on,
and that to obtain a computable expression for Vy, ; 7 one has to truncate the infinite
sum. For this purpose we shall show that the functions ¥, defined in (11) admit,
for each k € N, a recursive representation that will also allow in the next subsection
to introduce a contracting operator which gives the possibility to approximate up to
any level of precision the price of the Prototype product by a truncated series.

Lemma 2.5. Let r(t) be a CTMC with state space E and 0y(-) the Prototype payoff
as in (8). For fived k,n € N, the quantity

_ n+k—1
O(ry) =B [eap( = 3 1ilTiss = T) ) bo(rysn)| 5 | (13)
1=n
can be computed recursively by
In(rygnn) = B [emmernToekonor =Ty (i n) |75 ) (14)
Vh=1,...,k

The proof of Lemma 2.5 is given in the Appendix.

2.3 A contraction mapping application

Inspired by formula (14) for the functions ¥, we consider a function space 9t defined
by

ML {9: E— {0}UR,} (15)

so that ¥(v) = SN, wil{y=p,} where w; € {0} UR,, Vi = 1,..., N. We introduce
the operator 7 on 9 by

TY(w) 2 EF[e"™9(u)] with T~ Explg(v)), ¥ €M (16)

where, by considering a generic ¢ € N, the quantities introduced in the above defini-
tion can be interpreted as follows

e v and u are the spot rate r; at jump time T; and r;,; at jump time T,
respectively,

e ¢(v) is the intensity associated with each v of state space E.

Remark 2.6. By Lemma 2.5, the functions 09, defined by (11) are elements of I
and they can be obtained by iterating the operator T in (16): ¥, = TV, € M.

In the following Propositions we shall show that the contraction property of 7 allows
to obtain a computable approximation of the actual Prototype product price Vy, ;7
by a finite sum and with arbitrary precision.

Proposition 2.7.



a) The function space M is closed w.r.t. 7, namely T : M — M
b) 7 is a contracting operator: For ¢, ¥ € 9 we have
1790 — TY'|| < A[[0 = V] (17)
with the norm ||-|| defined by ||f]| & supyer | f(v)|, E the finite state space and

7 £ sup,ep iy < 1

c) The fixed point of 7 is identically equal to zero: 79¥* = ¥* where 9* = 0.

Proof
a) By considering 9(u) = >~ _, bmlju=r,,} € M, we have that

N
Tow) © B v(w)] = B [ 3 bl juer, |
m=1

N N N o
= Y EF [e—” IS P m} Ter) = O blgomry  (18)
n=1 m=1 n=1

with b, 2 SN b, EF[e T Ty ylo =710 €R, ¥ =1,... N,

m=1"~"m
b) By Jensen’s inequality we have

IT0() ~ To )] < (supEufe=T) - [9() — (w)]

veE

where

sup E,[e %] = sup /+OO e q(v)e” 15 ds = sup q(v) 5
wer vEE JO velb U+ q(v)

Moreover v < 1 because ¢(v) and v are always positive quantities.

c) By considering () = 0 in definition (16) we obtain 79(v) = E,[e"**-0] = 0. By
its unicity the fixed point of the operator 7 is thus equal to zero. 0

Proposition 2.8. Let the functions 9y be defined as in Lemma 2.5 for a given ¥y.
For an arbitrarily small €, for v as in b) of Proposition 2.7 and for n. € N such that

log(e(1 =) supyep [V1(v) — Jo(v)]
log(7) log()

€

we have that

Vgo,t,T(TVt) = Zﬁk(rw)ﬁ(ytj - k|r1/t) (20)
k=0

approzimates the actual price of the Prototype product defined as in (10) in the sense
that
|V§O7t7T(r,,t) — Voo rr(1ry,)| < € uniformily in (t,T,r,,) (21)



Proof Follows directly from Proposition 2.7.

2.4 The functions 9J;, explicit formula

In accordance with Remark 2.6, the functions ¥y defined by (11) are elements of the
state space 91 and consequently they admit the representation

N
Op() = whTiopy, k>1 (22)

m=1

where, for a fixed natural number k, the coefficients w” are real values V m =
1,...,N.

In the next Lemma we present a simpler representation for ¥(-) by introducing
vector notation.

Definition 2.9. Let r = [rq,...,ry] be the N-dimensional vector with components
the values of state space E and define

o 0o(r) £ [wy,...,wy] where the components correspond to the Prototype payoff
o O(r) = [wh,...,wk], with wk corresponding to formula (22).

In other terms, for k € N, {Ux(ri)}rery s the collection of all possible values
assumed by the function ¥y and, for a fived r; € E, Ox(r;) is the i-th component of
vector Ox(r).

Lemma 2.10. Let r(t) be a CTMC with state space E and transition kernel QQ =
(gij)1<ij<n- The vectors Oy (r) in Definition 2.9 admit, for k € N, the representation

Or(r) = Q" - Oo(r),k €N (23)

with Q° £ Iy the identity matriz and

B 0 _q2 _q,3 . LN 7
ri+q1 r1+q1 r1+q1
42,1 0 q2,3 . d2,N
_ T2+q2 r2+q2 r2+q2
Q= : : ' : : (24)
gN—1,1 dN—1,2 . 0 dN—1,N
rN—1tqN—1 TrN-1tgN-—1 rN—1+tqN—1
4N 1 4N ,2 . gN,N—1 0
L rN+aN rN+IN rN+aN -

The proof of Lemma 2.10 is given in the Appendix.



2.5 Distribution of v 1

The discrete random variable v, r represents the number of jumps of the process r(-)

between ¢ and 7. We now compute Iﬁ’(yt,;p = k|r,, = ), namely the probability of
k jumps occurring in the interval [t,T] when the process r(-) at time ¢ is equal to
rm, forall k € Nand r,, € £, me {1,...,N}.

Lemma 2.11. Let r(t) be a CTMC with state space E and transition kernel QQ =
(gij)1<ij<n then, for every positive k € N and r,, € E withm € {1,..., N}, we have

]?’(Vt;p =k|ry,, =rm) quz/ e~ m(s— t)]P)(l/s,T =k—1lr,, =r;)ds, witht <T.

z;ém
(25)

Proof Let us denote the first jump time after ¢ as the random variable 7, that is
7 =inf{u > 0 : V444 > V4w }. By properties of CTMC’s we observe that (7|r,, =
Tm) ~ Exp(gm). Consider now the random variable 7 defined as follows:

TET 4t

since the density function of 7 is P(7 € ds|r,, = ) = gme *ds, the density
function of 7 is given by

P(7 € ds|ry, = 1) = P(F+t € ds|ry, = ) = gme " ds, s > t. (26)

We can now proceed to prove the statement. In fact, by the law of total probability,
we have that

(l/tT = k|ry,, =rm) / ZIP’ T €ds,r, =rir, = Tm)P(Vs,T =k—1|r, =)

(27)
where 7; (i = 1,...,N) are all possible states reachable at the jump time 7. By
properties of CTMC’s, the random variables 7 and r,_are, conditionally on r,,,
independent and so

@(T eds,r,. =rilr, =rm) = I?PS(T € ds|r,, = Tm)I,PV](T’,,T =r|ry, =Tm)

= gue "y, ds.

Hence, by (27), we obtain

f”(ut,T =klr,, =rm) = / mezqme m (5= t)]P’(usT =k —1jr,, =mr)ds

@ quz/ e~ dm (s~ t)IP’(Vs,T =k —1|r,, =r;)ds.

z;ém

We derive now an explicit expression for the probabilities defined in (25):

10



Proposition 2.12. Let r(t) be a CTMC with state space E and transition kernel
Q = (¢ij)1<ij<n, then, for every positive k € N and r;, € E, iy € {1,...,N} one
has that

N

]?’(VLT =klr,, =ri,) = Z e~ T (Q) - VL0, T —t,Q) o)
U]yl =1 28
1oeeorig

11790,02701 oy i F i1
P(vir = Ofry, = ryy) = e %0

with Wy, the following multiple integral

5 S T
TUh(s,5,Q) e / (2 =g )t1 / e(dia =i )t2 |, / 6(qz‘k*qz'k,1)tkdtk L dtadt, VO < s <3

t1 tre—1
(29)
and

Or(Q) = Gigiy * -+ -+ iy iy (30)

The proof of Proposition 2.12 is given in the Appendix.

2.6 The explicit pricing formula

We are now able to give an explicit representation of the approximation of the price
of the Prototype product introduced in Proposition 2.8:

Theorem 2.13. Under the same hypotheses and notations of Proposition 2.8 and
Lemma 2.10 and assuming that at the evaluation time t the spot rate is equal to a
fixed r; € E, the approximated price V19€O7t,T<TVt) of the Prototype product admits the
following explicit representation

Vﬂo,t (7)) Ty =T — Z Qk Oo(r (VtT = klr,, = 1), (31)

where Q is defined in (24), 00(r) is as in Definition 2.9 and [v]; denotes, for a generic
vector v, its i-th element.

Proof Follows directly from the definition of Vj , 7(r,,) in Proposition 2.8 and
formula (23). 0

Remark 2.14. By (10) and (25) it follows that the actual bond price can be expressed
as Voo, 0(Tv, ) vy, =ri = S [Qk Oo(r)iP(ver = klr,, = r;) which is just the expression
in (81) for the sum over k: extended up to oo. This expression can equivalently be
written as

Viout () vy ri = EF[[QT - 00(0)]ilry = 7). (32)

11



Remark 2.15. Under the assumption that @ defined by (24) is diagonalizable,
Vo s () admits also a matriz representation

EF[d," " |r,, =m] 0 0
VI;U,t,T(th)’TVt:Ti = e; -5 0 ~ 0 57t Oo(r)
0 0 EF[dy"|r, =7

where S is an N x N matriz the columns of which are the eigenvectors of Cj,
(dj)j=1.. n are the eigenvalues of Q, e; is the i unit vector, 0y(r) is as in Defi-
nition 2.9 and EF[d"7|r,, = r;] £ Y0 d*P(vpr = k|r,, = 1:) for a real number d

and n. given by (19).

In the following Remark we hint at the possibility to generalize this framework
by considering the interest rate as a renewal process.

Remark 2.16. The pricing formula for the Prototype Product Vi, 1 (r.,)

=3 20 Ok(ry,) -IT”(V,;T = k|r,,) given by (10) holds also when the spot rate r(t) is a
general renewal process which takes values in a finite set E = {ry,...,rx}. We have
in fact that

e the functions Uy(r,,) can be represented recursively, as in Remark 2.6, by using
an operator T defined similarly to the one introduced in (16), namely

TO(v) 2 EE[e " ™9(u)] with T~ F(q(v)), ¥ €M

where T represents the interarrival time with a general distribution F' which
depends on the parameter q(v) and M is defined by (15);

e the probabilities I’E)(Vt,T = klr,,) can be obtained by a formula similar to (25).
More precisely, while in the proof of Lemma 2.11 the time T is exponentially
distributed (see formula (26)), in this case T is distributed according to F.

3 Bond, Cap and Swaption pricing with a Markov
short rate

Once we have presented the Prototype product pricing under the assumption that
the spot rate is a CTMC, we are able to give, for specific contracts (bonds, caps,
swaptions, bond options,etc.), a representation of the price as a linear combination
of Prototype products. We consider as price of the Prototype product the one given
by the simpler formula (7) which (see Remark 2.3) can be considered as a valid alter-
native to the full pricing formula (9) especially when jumps are sufficiently frequent
in the sense that the values of the intensities ¢; are large with respect to the values
r; of the short rate. Below we shall limit ourselves to bonds, caplets and swaptions
letting the matrix @ be as in (24) and the distribution of the random variable vy 1
conditionally on 7(t) as given by (28).

12



3.1 Bond pricing

The bond price p(t, T') is simply a Prototype product with a particular payoff ¢y = 1,
that is Jo(-) = S0, w;l{—,y wherew; =1,¢=1,..., N. Weshall here denote p(t,T)
by p(t,T;r(t)) because a T-bond price evaluated at time ¢ depends on the value of
the spot rate at time t. Hence a computable approximation of the bond price can
be obtained from the pricing formula of a Prototype product, namely we have

Proposition 3.1. Let r(t) be a CTMC with state space E and transition kernel

Q = (¢ij)i<ij<n; let its value, at the initial time t when already vy jumps have
occurred, be r(t) = r; for a fited i =1,..., N. For an arbitrarily small € and n. € N
such that

N i
log(e(1—7))  sWPwer | 2 (7 — Dlp=r}
log(7) log ()

€

, (33)

it follows that, denoting by [v]; the i-th element of a generic vector v and given
Oo(r) =[1,...,1] € RY, the quantity

Ne

pe(t, Tir(t)) £ Y [QF - Oo(0)]:P(vir = Klr(t) = ry) (34)

k=0
approximates the bond price p(t,T;r(t)) in the sense that
|pe(t, T57(t)) — p(t, T;r(t))| < € uniformly in (t,T,r(t)). (35)

Proof Follows directly from Theorem 2.13 for the vector 0y(r) = [1,...,1] € RY.

It is interesting to observe that, by considering the spot rate r(-) as an homo-
geneous time CTMC, by Proposition 2.12 the distribution of v, does not depend
separately on ¢t and T but only on the length T"— ¢ and consequently the quantity
pe(t, T;7(t)) defined in Proposition 3.1 has the same property. For this reason we
shall use the following notation:

Notation 3.2. The approximated price p.(t,T;r(t)) of a bond evaluated at the time
t with the initial value of the spot rate equal to r,, € E admits the following repre-
sentation

pé(t7 T, r(t))lr(t):'r’m = Pe (va T — t) (36)

where pe(rm, T — 1) £ p(0,T — t; (0)|r0)=rp-

13



3.2 Cap pricing

Following the notations in Brigo-Mercurio [2], let us consider a set of payment dates
Sa.p = {Sa+1,---,93}, a < € Nsuch that, for a fixed date t > 0, t < S, < Sat1 <

. < S and this implies a set of tenors {s; = S; — S;_1;i = a+1,...,}. For the
cap pricing we limit ourselves to the caplets because the cap is viewed as a sum of
caplets. For a fixed i € {a—i—l .., 3}, the i-th caplet is a call option on the Libor rate

Li(t) 2 L(t, 81, 5:) = + (p(t(fg, )1) —1). Assuming a unitary nominal capital, we have

on the given filtered probability space (2, F, (F)ier, I?P/’) with P a martingale measure

Cpl(t, S;) = s,EF [exp( — /tSi r(u)du) (Li(Si—1) )ft] (37)

where K is the strike price. By double conditioning and using the fact that p(S;_1,.S;) =
P S p(u)du . . .
EF[e” Jsiy e | Fs,_,], we obtain the alternative representation

1
1+K31

o Si—1
Cpl(t, Si) = (1+ Ksi)EF e ™" rtn( —p(s8)) R e
We shall here denote Cpl(t, S;) by Cpl(t, S;;r(t)) because the price of the i-th caplet,
evaluated at time ¢, depends on the value of the spot rate at time ¢. Considering
the spot rate as a CTMC, we can particularize formula (38) as we have done for the
bond pricing in (6), namely

Cpl(t, Si;r(t)) = (1 + Ks;)

1

Eﬁ[exp(—zgii;l_ Tj(TjH—TJ))(%KsZ-_p(S’ 1S5S ) ‘ ]

We show now that the above pricing formula for the caplet can be viewed as a
linear combination of N different Prototype products, whereby the infinite sum is
approximated by a finite sum (see Theorem 2.13). We have in fact

Proposition 3.3. Let r(t) be a CTMC with state space E and transition kernel
Q = (gij)i<ij<n; let its value, at the initial time t when v, jumps have already
occurred, be r(t) =r; for a firedi =1,...,N. Let us consider an arbitrarily small €
and (n)m=1,.. N € N such that

-----

(s [ttt =) sl —opel ]
log(7) log(v)
N
m iy i
wl (U) £ Z wi()(m)r' ‘li‘(;] I{v Tig 7% szg I{v =ri} M= 1,...,N,
Zgo;lézzll 2 u io=1
0, ¢ m
wio (m) :{ 1 zﬁfm

\

(40)

14



then, letting V1;6n7t,3i71 be as in (31) for 0o = ', T = Si—1 and p.(rpm, s;) as in (30),
we have that
al 1

+
Cple(t, S5 (1) rtyr, 2 (1+ K5) S (1 e —pe<rm,si>) Vipesa(r) ()
m=1 v

is a good approximation of the caplet price Cpl(t, Si;r(t)) in the sense that
Cple(t, S5 r(8)) = Cpl(t, Sis (1)) wniformly in (¢, S, Ser(®).  (42)

Proof The price of a caplet can be written as follows

Cpl(t,Si;r(t))
1+Ks;

= vs., ,—1
=E" | exp ( S (T — Tj)) (1+}<si = p(Si-1, Sy (S ) ‘ ]
1

~ va. - —+
=E"| Yo exp < St (T — Tj)) (H;KS — p(Si1, S Tm)> I{rysi_lﬂm}‘]:

(36) <~N t 5
= Zm:l {(%Ksl _p(rm75i>) EF

vg. ,—1
exp < _Zji:sl Tj(Tj+1 - TJ'>)I{TVSi71:Tm} ’f;] }

gl

1

exp (322 7 (Tin = 1)) Ui (s,

N T 5
= Zm:l {<1+}<Si - p(’rma Sz)) EP
_ N 1 +V
=D et TrKs P(Tm, ;) s t,sioa (T,

Hence, by using the result of Propositions 2.8 and 3.1 by which
e—0

L. pe(rm, Si — Si—1) — p(Tm, S; — S;i—1) uniformly in (S;_1,S;, 7m)

2. Vim s, (1) = Vi 1,5, (1) uniformly in (¢, S;—1,7), Ym=1,..., N

we obtain the statement. 0O

3.3 Swaption pricing

Using the same notations as in Subsection 3.2, a swaption is the option of entering, at
a specific date S, a Payer Forward Swap (PFS), a contract in which the owner pays
the “fixed leg” ZZ at1 Ksip(t, S;) (that is the value at time ¢ of the total amount
to be paid with a fized interest rate K along the set of payments dates S, ) and
receives the “floating leg” S5 at1 Li(t)sip(t, S;) (that is the value at time ¢ of the
total amount to be received at the Libor rate L;(t) rate along S, 3). The swaption
price is given by

Swopti(Su, Sap) = EP

eap( - /t > (u)du ) (PFSZ(S., K))*‘}“;’t] (43)
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where
B

PES2(EK) 2 p(t, S2) = p(t, So) = K S suplt, Sn) (44)
h=a+1
is the value at time ¢ of the PF'S. When the short rate is given by a CTMC, the
swaption price can be written as follows in accordance with what we had done for
the bond pricing in (6)

vs,—1

exp (= D (T —Tj>)<PFs£<Sa,K>>+1f;] (45)

Jj=vt

Swopty(Sa, Sap;r(t)) = ]Eﬁ

and, similarly to the caplet price, it can be written as a linear combination of N
Prototype products, whereby the infinite sum is approximated by a finite sum (see
again Theorem 2.13).

Proposition 3.4. Let r(t) be a CTMC with state space E and transition kernel
Q = (gij)i<ij<n; let its value, at the initial time t when vy jumps have already
occurred, be r(t) =r; for a fivedi =1,...,N. Let us consider an arbitrarily small €
and (N )m=1...n € N such that

.....

( s {log(e(1 —7))  SUPuep |¢{”(v) _ %n(w‘ , with

- log(7) log(7)

N
m iy i m
Uy (U) 2 Z wi0<m>l—OI{U:Ti1}7 Yo (U) = Z Wi (m)I{v:TiO} m=1,...,N,

ig,i1=1 Tiy + i io=1
107101
0, io §£ m
wio(m):{ 1, ig=m
\ y 0 — )

then, letting Vim , 5. be as in (31) for Vg = Y, T = So and pe(rm, Sp — Sa) as in
(36), we have that

Swopt§(Sa, Sa,s; ()| rt)=r, +

= 25:1 (1 — Pe(rm, Sp — Sa) — K Zsza ShPe(Tm, Sh — Soc)) ’ Vigl,t,sa (r1)

(46)
is a good approzimation of the swaption price Swopt{(Sy, Sa,p;7(t)) in the sense that

Swopt;(Sa, Sa.p;7(t)) = Swopti(Sa, Sap;7(t)) uniformly in (t,Sa, Sa.p,7(t)).
(47)

Proof Analogous to the proof of Proposition 3.3 using (44). 0O
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4 Pricing of interest rate derivatives when the
short rate depends on several correlated CTMCs:
a multi-factor approach

Until now we have considered the pricing of interest rate derivatives when the short
rate is given by a single CTMC. However one can suppose that the value of the
short rate depends on several factors (such as e.g. the credit spread, inflation rate,
etc.) to obtain a more flexible model for the evolution of the spot rate. In the
following we shall present a two-factor model in which the short rate is represented
by a linear combination of two correlated CTMC’s and we shall see how the approach
developed in Section 2 can be generalized when more factors are considered. As a
specific application of a two-factor model one can consider defaultable bonds.

4.1 Market model

As a means to introduce correlation we consider two CTMCs X and Y with the re-
spective transition kernels dependent on a discrete random variable Z taking values in
Z = {z,..., 2y} with distribution 7 = {m,..., 7y} = {P(Z = 2),....P(Z =
zy )}, where I?P/’ is a martingale measure (martjngale modeling). We make the follow-
ing assumptions

Assumption 4.1. X (t; Z) denotes a CTMC with state space EX = {zy,...,xx} and

transition intensity matric Q*(Z) = (q(Z);)1<ij<n in the following sense: given a

fized value z € Z, the process X (t) £ (X (t; Z)|Z = 2) is a OTMC with state space
EX ={xy,...,2x} (N € N and z; € R for eachi=1,...,N) where

o Q%(2) = (¢(2){)1<ijen is the transition kernel homogeneous with respect the
time (with q(2);; € R),

q(z)* Z] 1 q( )X i 0 =1,..., N is the intensity associated with the state ;.

Moreover, being TlX the random time at which the i-th jump of X (t; Z) occurs, we
have that

e given a generic value xy, (h =1,...,N) of the process X (t;z) at time T, the
interarrival time Tfil TX is exponentially distributed with parameter q(z)X
under the measure P (namely (T X = TFX(T) = xp) ~ Exp(q(2)i));

e for a generic time s > 0, v(2)X denotes the number of jumps of X (t; Z) until
s;

e The filtration generated by the process X up to the stopping time T;X is defined

as (see (4))
Hpx =H  ={Ac FIAN{Tf <s} e FX Vs <T}

and, for s € [T, TX,), we put X; = X(s,Z) (similarly X;(2) = X (s, z) if we

consider a realization z of the r.v. Z);
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o for two generic times s and S such that s < 3, the random variable v(Z )f
denotes the number of jumps of X in the interval [s,3).

Assumption 4.2. Y (t; Z) (analogously to the definition of X (t; Z)) denotes a CTMC
with state space EY = {y1,...,y5} (N € N) and transition intensity matriz Q¥ (Z) =
(Q(Z)z}',/j)1<i,j<z\7' The notations introduced for the stochastic process X are also valid

for Y (t; Z), but now the filtration generated by the process Y up to the stopping time
TY s
Grr =G ={Ae Fr|AN{T) <s} € F} Vs <T}

and, for s € [TY,TY,), we put Y; £ Y (s, Z) (similarly Y;(2) = Y (s, 2) if we consider
a realization z of the r.v. Z).

Notice that, by the above definitions, the CTMCs X and Y are, conditionally on
7, mutually independent.
Let us now consider the short rate as given by

r(t)=aX(t:Z2)+bY(t;2Z), a,beR, t>0. (48)

For the representation of bond prices in this market model we follow the same
considerations as in Subsection 2.1.1. In particular, we shall assume without loss of
generality, but also with some abuse of notation, that ¢t = T)g( =Ty Y. (notice that,
although the event TX = TY has probability zero, we make thls formal assumption

in the sense that, analogously to what discussed in subsection 2.1.1, the contribution
to the price at time ¢ coming from the intervals [T7%,t] or [T, t] can be separately
t t

precalculated on the basis of the information available at time ¢). Furthermore,
defining on the probability space (2, F, (F)ier, P) with F; = H,V G, = Hpx, vV Gpy,

and P a martingale measure

p(t,T; X, x,Y,y) = EF exp( —a Zﬁ}?_l X(T, = TF) - bZ;f Y(TY, - ij>>

- exXp ( — aXyz)g (T - TV%() - bYV%/ (T - TV%/)) ’Ft]

and

p(t, T; Xyx,Yyy) =
=~ ()X _ ()Y
EP[e:ﬁp<—aZ;§}(T 1Xi(ng1—T§f)—bz<_Z)yT Yi(TY,, — jY)) |Ft],

J=Vy
(50)
we obtain the following analog of Proposition 2.1, namely
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Proposition 4.3. We have

A= p(t, T; X,x, Yyr) — p(t,T; X,x, Yoy ) < a— + b—
t t t t q q
where in ‘= max;<y ;—;’( ; qiy 1= max, ;’T{,
Proof Putting here
v(2)F -1 W 2)Y—1
U= ZiiV}T Xi(Ta —T7) - sz(:uiYT Yi(Ti 0 = T5)
— aXx(T—-Tx)—-bY (T —T,)
T T T T
v(Z X v(Z Y
W= —a Z;V}(T 1 XT3 = T7) - sz(zuZYT 'Y, i(T5 = T5)

and following the same considerations as in the proof of Proposition 2.1, we arrive

at

— EaX,x (T~ Tp) + 0,0 (T~ Ty) | 7]
< BP[BP[aX,y (T~ Tp) | 75, | 72
[ [be Ty —Ty) | f;T] !FL}

Q»éltdl

$ X, x Yy -

= E'jax-+0b vo | Fl| Sazx+b
l/X l/Y
T T

Analogously to the scalar case, also this result here states basically that, whenever
the jumps of X and Y are sufficiently frequent, then one can work equally well with
the simpler expression (50) for the bond prices rather than with the full expression
in (49) and this is what we are going to do below, defining accordingly also the price
of the Prototype product.

4.2 The Prototype product and an explicit representation
for the pricing formula

In order to generalize the Definition 2.2 of the Prototype product to the present
situation, we present a result which will be useful to reduce the problem of the
Prototype Product pricing to one that is simpler to treat:
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Lemma 4.4. Let X (Z) = (X(5,Z), Hs)serr) and Y(Z) = (Y (s,2),Gs)ser) be two
stochastic processes of which the dynamics depend on a random variable Z taking
values in Z2 = {z1,..., 2y} with distribution T = {my,...,my}. By assuming that,
conditionally on Z, the processes X and 'Y are independent, it follows that

EF[F(X(Z))g(Y (Z))[H: v G = ZEP (=) HAEF[g(Y (21))(GiJms, VT > 12 0

(51)

where f,g: R — R are two generic functions.

Proof By the tower property of conditional expectations it follows that
EF[/(X(2))9(Y (Z)|H, v G
- (52)
— BF [EF[f(X(2))g(Y (2))|o{ 2} V Hi v Gil[Hu v G|
and, by using arguments of independence,
(2) = FF [Eﬂf(X(Z»w{Z} VHY GIEF (Y (2))|0{Z} v H, v Gil[H v G|

= ZEF (20)) [HAEE [g(Y (20))|Gil . (53)
|

We introduce now the Prototype Product when the short rate is given by (48).

Definition 4.5. A Prototype product is a financial product which guarantees to
deliver a certain payoff ©g at maturity T'. This payoff depends on the value taken by
the spot rate at the date of maturity T. Under the two-factor short-rate model (48)
with the factors X and Y defined as in Assumptions 4.1 and 4.2, the price of the
Prototype product at time t < T s, analogously to Definition 2.2, represented by

Vauur(X,x,Yor) = EF | DE(LTir) - 00Xy Yooy )V G (54)
where
v(Z)¥ -1
oDF(t,T;r)éexp<—a Z X(T =T —b Z g+1 f)) is the
i:l/tX Jj= Vz

discount factor;

e O is the Prototype payoff supposed to have the following form

N N
Oz, y) = Zzwi@l{x:xi}l{y:w}, et e BX, y € BY, w;,w; € {0} UR, (55)

i=1 j=1
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Remark 4.6. Analogously to the full expression of the bond price in (49) one can
write a full expression Veo,t,T(Xl,f,YytY) also for the Prototype product and it corre-

sponds to a discount factor DF(t,T;r) given by

DF(t,T;7) = DF(t, T;7) exp | —aX,x(T — T,x) — bY,y (T — T,y)

Since here too in the applications we have O () € [0, 1], the same approximation as in
Proposition 4.3 for the bond prices holds also for the Prototype products. Analogously
to the scalar case (see Remark 2.3) we shall thus work also here with the simpler
expression (54) for the Prototype product.

The price of the Prototype Product defined above in (54) can be represented, by
using the result of Lemma 4.4, by an expression similar to the pricing formula of the
Prototype Product in the one-factor short-rate model (see Theorem 2.13). In the
following we give some notations useful for the next Theorem

~ a(zn)%; .
® QX(Zh) = (g(zh)ffj)lgméjv 2 { 8w¢+q(zh)zx’ Z 7&] Vh = 1, Ce ,M;
5 1=

~ _ N )i i
o QV(z,) = (q(zh)Zj)lgi,j,gN £ Syﬂrq(Zh)}” 7 Vhi=1,..., M;
) t=7

e 0p(X) £ [wy,...,wy] and éo(X) £ [y, ..., Wg)" whose components w; and 0
are the coefficients of the function Oy defined as in (55).

Theorem 4.7. Let us suppose the dynamics of the short rate to be given by (48)
and the factors X and Y to be defined as in Assumptions 4.1 and 4.2 respectively.
Assuming that Xx = an and Yy = Y, for an arbitrarily small € we define the
approzimation of the actual price of the Prototype product as

M
Véo,t,T(XI/tX7 YV,SY)’XVtX :-Tn’YUtY =Ym é U’;o,t,T(mﬂJ ’Zh)U{ZVO’t,T(ym’ Zh)ﬂ-h (56)
h=1
where, Vz, € Z,
nZ (zn) _
Usou7(Tns 2n) = [Q% (z1) - Oo(X)]nP(v(zn)ip = KIX,x = 27) (57)
k=0
and
nY (zn) _ L _
U m ) = S 10 (o) BBy = KY,y =) (58)
k=0
with
X log(e(1=7(2n))) _ SUPig{1,...,N} |91 (%izn)—do(m4)l
Me (Zh> = log(y(2n)) log((2n)) ’
Y & sup L



and

y log(e(1=1(21))) _ S"Pjeqr,. wy 191(W520)—To(y;)]
ne (2n) = | i) S eTemY )
Y
’V(Zh) 2 sup Q(Zh)j =

jeq..wy by +a(zn);

where, for a given value of z, the quantities Vy(x;, z,) and igk(yj,zh) are defined
analogously to (11) and satisfy recursions analogous to (14). Moreover, the condi-
tional probabilities in (57) and (58) admit a representation as in Proposition 2.12
where

X

e q; and g;; become q(z,);* and q(zn);; respectively for the random wvariable

vizn)ip (Vi,j=1,...,N),
e ¢; and q;; become q(z,)) and q(zh),}jj respectively for the random wvariable

V(Zh)ZT Nlaj: 177N)

Then V§, , 7(X,x,Y,y) is a good approzimation of Ve, (X, x,Y,r) in the sense that

Voour(Xox, Yor) =5 Voyur(X,x, Y, ) uniformily in (¢, T, X,x,Y,y).  (59)

Proof See Lemma 4.4 and Theorem 2.13. 0

Remark 4.8. Theorem 4.7 also implies that all the results worked out for the Pro-
totype product pricing under a one-factor short rate model (Section 2), including the

representation in Remark 2.15, carry over to the individual terms U , 7 and Ugo o

4.3 Bond, Cap and Swaption pricing under a two-factor
short-rate model

As we have done in Section 3 when we have considered the short rate as a CTMC,

we are now going to show that bonds, caps and swaptions can be represented as

linear combinations of Prototype products also in the present two-factor setting;

additionally, we give a representation for defaultable bonds.
We first obtain the following computable pricing formula for a bond:

Proposition 4.9. Let us consider the same hypotheses and notations of Theorem
4.7. For an arbitrarily small €, we define the approximation of the price of a T-bond
at the date of evaluation t as

M
Pelt, T Xy Yoo I =an =i = D Ubouir(@ns 20)U 1 (Umy ) (60)
h=1
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where, V2, € Z, U§ 1 p(Tn, 2n) and UgOtT(ym,zh) are given by (57) and (58) with

0o(X) = [1,...,1] € RY and 6,(Y) = [1,...,1] € RY respectively. The value
pe(t, T X,jtx,Yyty) is a good approzimation of the actual bond price p(t,T; X, x,Y,y)
in the sense that

pe(t, T5 X,x, Yoy ) 5 p(t, T: X,px, Y,y ) uniformily in (t, T, X,x,Y,y). (61)

Remark 4.10. Due to the time homogeneity of the CTMCs X (t,Z) and Y (t,Z), by
analogy with Notation 3.2, we shall put pe(s;; Ty, Ym) = Pe(0, 85 Tns Y )-

As regards the caplet and the swaption pricing formulae when the short rate is
given by (48), we obtain the following results

Proposition 4.11. Let us consider the spot rate given by relation (48) and that,
at the date of evaluation t, X,x = x, and Y,y = Y, for fitedn € {1,...,N} and

me{l,..., N} For an arbitrarily small €, we define the approrimation of the price
of the i-th caplet Cpl(t,S;; X,x,Y,x) as

Cple(t,5:X x .Y Y )X x=2n,Y yv=ym
t t vy Vi

1+ Ks;

N +
N N
£ > Zj:l H—;Ks —pe(si oY) | Vi o (Tn, Ym)
[ \IIO 7t:Szfl

where, for each pair of indexes (1, j), V¢ is defined by (56) with T = S;_1 and

1,5
\IJOJ 7t1Si—l

Q0 = W' (-, %) £ Y201 220y Wio (i () —gioy Ly

] _ 07 ZO%Z ~ () 07 Zl%]
wlo(l)_{ 1’ Z[):l 7w11(])_{ 1’ 31:]

(62)

The wvalue Cpl(t, SUXugfaYug’) is a good approrimation of the actual price
Cpl(t, Si; X, x, Y,y ) in the sense that

Cple(t, Si; X,x, Yy ) 5 Cpl(t, Sis X,x, Yy ) uniformly in (t, S;—1, Si, X,x, Y,y ).

Proposition 4.12. Under the assumptions of the previous Proposition we define, for
an arbitrarily small €, the approzimation of the price of the swaption
Swoptt(Sa,Sa’g;ny,Yyty) as

Swoptfﬁ(’g@? 50475; Xuf(7YV3/)|XVtX:$n,YVtY:ym

N N € €
= Zl:l Zj:l (g (Som Sa,,@? Xy, yj))+V\I/lO’j,t,Si,1 (an, ym)

where ﬁf(saasa,ﬂ;xlayj) =1- pe(Sﬂ - Sa;xlayj) - Kzgzaﬂ Shpe(Sh - Sa;xbyj)
(see Proposition 3.4) and, for each pair of indexes (I, j), is defined by (56)

€
1,5
Uo7 8,5
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with O = W' as given in (62) and T = S,. The value Swopt(Sa, Sea,; Xyx, Yyr)
is a good approzimation of the actual price Swopty(S,, Sa,ﬁ;Xl/tX7YVtY) in the sense
that

Swopt§(Sa, Sas; X,x, Yoy ) = Swopt;(Sa, Sasi X,x, Yoy ) (63)
uniformly in (t, Sa, Sa,6, X, x5, Yy r).

Furthermore, the Prototype Product pricing approach of Subsection 4.2 can be
used to price defaultable bonds, as mentioned in the following

Remark 4.13. In a general setting of the reduced form approach to credit risk, the
price of a defaultable bond at time of today t and maturity T' can be written as

H(t’ T) = I{v—>1t}Eﬁ [6_ S r(s)+A(s)ds |~7:t]

where the processes r and \ represent the spot rate and the default intensity respec-
tively, T is the time of default and F; is the filtration generated by the two-dimensional
process (r,\). If we suppose that r(t) = X(t,Z) as defined in Assumption 4.1 and
the default intensity A\(t) = Y (t,Z) as defined in Assumption 4.2, then the price of
a defaultable bond 11(t,T) admits a representation as in (50) with a = b = 1 which
is the pricing formula of a default free bond when the spot rate depends on the two
correlated CTMCs X (t,Z) and Y (t, 7).

5 Numerical results when the short rate is a single-
factor CMTC

The aim of this Section is to test numerically the pricing approach that we developed
in the paper and that we call ” Prototype Product Approach”. We limit ourselves
to a single factor CTMC where we compare our results with the exact ones in a case
where explicit formulae are available. Further numerical results concerning a two-
factor short rate model can be found in [9)].

For the numerical tests we shall treat only the pricing of zero-coupon bonds
because, as seen in the previous sections, in our approach the prices of caps and
swaptions can be written as functions of prices of bonds and other Prototype Prod-
ucts (this holds also for bond options). We shall test numerically the validity of our
approach by proceeding as follows: consider a continuous time short-rate model for
which the bond price admits an explicit closed formula and compare this exact price
with the one obtained by the Prototype Product Approach after approximating the
short rate by a CTMC.

5.1 A continuous time model and its CTMC approximation
(Kushner approximation)

Let us choose the following continuous-time affine model for the short rate, known
as the Cox-Ingersoll-Ross (CIR) or square-root model

{ dzé;)_:f;(e —r(t))dt + o/r(t)dW; (64)
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where W, is a Wiener process under an equivalent martingale measure P as introduced
in Section 2 and the long-run mean 6, the rate of mean reversion k, the volatility
o and the initial spot rate 7 are positive constants. Moreover, to ensure that the
process remains positive, the following condition has to be satisfied

20 > o2. (65)

We approximate this square-root process by a CTMC using a suitable approximation
that we call "Kushner approzimation” and that we summarize next (for details see
8], in particular [7]). Denote by 7" (¢) the CTMC obtained by first discretizing with
respect to the space variable (with spatial step length h) the infinitesimal generator
of the diffusion r(t), thus obtaining a denumerable CTMC {r"(¢)}, and then stopping
rh(t) at the boundary of the interval I = (0, N) (with N £ hn suitably chosen where
n represents the number of subintervals into which [ is divided). We have that the
state space of 7"(¢) is given by

B = (o, i} = {0.h o h(n — 1), hn} € RN (6)

and the transition intensity kernel is represented by the matrix Q™" = (qi1 }n){lgi,jg N+1}
with the first and last rows identically equal to zero (absorption at the boundary)
and with the ¢-th row given by

0,...,0,¢""(rs), "™ (rs),¢""(rs),0,...,0], (67)

where ¢™"(r;) is in the diagonal and

p

h,n k(60—r;))~ oor;
q"" () = BT g
—T; 0’27‘i

() = O _ ' (68)
hon k(O—r;))T a?r;
\Q—s—(m):((h))_z}ﬂ

with (-)T and (-)~ denoting the positive and negative parts respectively. Moreover,
the intensity associated with a generic state r; € E™™ can be represented by

N+1
¢ == —d""(r). (69)
pos

The CTMC r""(t) converges to r(t) as n — +oc and h — 0 in the sense of weak
convergence of the induced probability measures.

Once discretized, the short rate becomes a CTMC and so we can compute bond
prices with the Prototype Product Approach.

Remark 5.1. If the spot rate is a CTMC r"™(t) given by the Kushner approzimation,

then Wi — 1)
T‘ /l/ —
: = . i=1....N+1. (70)
hon (. [k(0—h(i=1))] | o2 ’ ’
q (Tl) A + 72
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By considering h at most of the order of 1072 and h(i — 1) at most equal to 0.03
as well as suitable CIR parameters as in the numerical results below, the bound on
the difference between the full and the simplified bond prices in Proposition 2.1 as
well as on the difference between the Prototype products (see Remark 2.3), namely

g = max;<y Li s close to zero. In fact, as can be seen from the numerical results

below, the pmces computed by the Prototype Product Approach and based on the
simplified bond pricing formula (6) are very close to their exact values computed
with the explicit closed formula for the original continuous time model.

5.2 Computing and comparing bond prices

We shall price zero-coupon bonds with the Prototype Product Approach both by
computing the explicit formulae, derived in the previous part of the paper, as well as
by a full simulation approach based on Monte Carlo techniques. Moreover, in order
to have a further possibility of comparison, we shall also consider a widely used
approach, namely the lattice method, to compute approximations of the bond price
starting from the continuous-time affine short rate model. We shall thus compute
prices in the following four ways:

a) Ezxplicit Closed formula
b) Lattice Method

c) Prototype Product Approach (after approximating the diffusion by a CTMC
with the Kushner approximation):

c.1) Explicit Formulae

c.2) Monte Carlo simulations

We are now going to describe in more detail each of the just mentioned alternatives.

5.2.1 Explicit Closed formula

Under the CIR affine term structure model, the price at time t of a zero-coupon bond
with maturity T is given by

p(t,T) = A(t, T)e P00 (71)
with
oh (k+h)2(T—t) #
ALT) = (52 o= )
B(t,T) = -2 0y (72)

2h+(k+h)(eh(T—)—1)

— VT 207,

For more details see Brigo-Mercurio [2].
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5.2.2 Lattice Method

The lattice method is widely used in finance and it consists in building a recombining
tree which approximates the evolution of a diffusion process (in this case the short
rate as given by the CIR model).

Here we consider the lattice algorithm suggested in Costabile-Leccadito-Massabd
[3] who propose an approach based on a direct discretization of the process r(t) by
means of a recombining binomial tree with a number of nodes that grows linearly
with the number of steps; then, by an argument based on absence of arbitrage, they
compute the bond price by working backwards along the tree. To solve a frequent
problem in lattice methods, namely that the transition probabilities have to belong
in [0, 1], the authors introduce multiple upward and downward jumps that satisfy an
appropriate matching condition.

5.2.3 Prototype Product Approach

Starting from a CIR affine term structure model as in (64) for the short rate, in
order to apply the Prototype Product Approach to the bond pricing, we have first
to approximate the short rate r(t), which is a diffusion process, by a CTMC and
for this we use the Kushner approximation that we had summarized in section 5.1.
We shall denote h and n by h(K-A) and n(K-A) respectively. Below we refer
to the first alternative of the Prototype Product Approach (see (c.1)) as ”Explicit
Formulae” and the second (see (c.2)) as "Monte Carlo simulations”.

Prototype Product Approach (Explicit Formulae)

According to Proposition 3.1 an e-approximation of the bond price is given by the
explicitly computable formula

e

—k .
Pe(t, T 7" () prniymr, = D _[QP™ - Oo(r™ Py = K[l =) (73)
k=0

where the spot rate is 7" (¢) and we have denoted here by ér" the matrix Q that
was introduced in (24). With respect to its general definition in (24) the matrix

Q" takes here a simpler form because of the tridiagonal structure of the transition
kernel Q™™: the first and the last rows are identically equal to zero and the j-th row
is given by

h,n h,n

q-"(r;) )

ry—qhn(ry) g — qhr(ry)
where the (j + 1)-th and the (j — 1)-th terms are different from zero.

The most demanding part in the computations according to (73) are the proba-
bilities P(vyp = k|rhm™ = r;). This can be avoided by the next alternative based on
Monte Carlo simulations. Details can be found in [9].

0,....0, ,0,...,0
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Prototype Product Approach (Monte Carlo simulations)
By (32) we have that

DL T5 7 () |y, = B [QP - ()il = 7). (74)
An approach to compute the price in the above expression can then also be obtained
by using the MonteCarlo technique, that is based on

Z th tT ) hn>]Z M—o0 (t T rhn( ))|'r‘hﬁ”(t):7’i P—a.s. (75)

where ytl’T is the [-th simulation outcome of the random variable v; .

5.3 The actual numerical results

We present now some tables where the bond prices, for several maturities and several
values of the CIR parameters in (64), are obtained as follows

CF': the exact closed formula;

RBT: the lattice method, namely the recombining binomial tree according to [3],
where we have chosen a number of steps ”stepsRBT” always equal to 500;

PPA (EF)+K-A: the Prototype Product Approach after discretizing the short rate
with the Kushner approximation (K-A) and by using the explicit formulae
(EF) discussed in our study;

PPA(MC)+K-A: the Prototype Product Approach after discretizing the short
rate with the Kushner approximation (K-A) and by using a full simulation
approach based on the Monte Carlo technique (MC). We have chosen the
number of steps for the Monte Carlo simulations ”stepsRBT”, namely M in
formula (75), always equal to 500.

As regards the other parameters, we have considered the date of today as t = 0 years,
three different times of maturity 7' (namely 0.5, 2 and 5 years) and the parameters
of the CIR model such that the condition (65) is verified. In Table 1 and Table 2 the
numerical results relative to CF, RBT and PPA(MC)+K-A are presented when
the values of the initial spot rate i and the mean-reversion constant 6 in formula (64)
are of the order of one hundredth; in Table 3 we present also some results relative to
PPA (EF)+K-A when 7 and 6 are of the order of one tenth.

We have performed the numerical simulations on a single core Intel x86 Linux
machine equipped with 2GB of RAM and we have implemented a C/C++ framework
by using the well-known GNU Scientific Library to handle the data structure.

Table 1: bond prices with CF, RBT and PPA(MC)+K-A (stepsMC=stepsRBT=500)
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T (years) 0.5 2 5 0.5 2 5
T 0.01 0.01 0.01 0.02 0.02 0.02
0 0.01 0.01 0.01 0.02 0.02 0.02
k 0.8 0.8 0.8 0.5 0.5 0.5
o 0.1 0.1 0.1 0.05 0.05 0.05
n(K-A) 600 600 700 600 600 700
h(K-A) 0.00005 0.00005 0.00005 0.0001 0.0001 0.0001
CF 0.995014 | 0.980245 | 0.951463 | 0.990051 | 0.960822 | 0.905047
RBT 0.995042 | 0.980302 | 0.951556 | 0.99007 | 0.960898 | 0.905226
PPA(MC)+K-A | 0.995024 | 0.980276 | 0.951621 | 0.990143 | 0.960734 | 0.905318

Table 2: bond prices with CF, RBT and PPA(MC)+K-A (stepsMC=stepsRBT=500)

T (years) 0.5 2 5 0.5 2 5
r 0.03 0.03 0.03 0.02 0.02 0.02
0 0.03 0.03 0.03 0.02 0.02 0.02
k 1.1 1.1 1.1 1.2 1.2 1.2
o 0.1 0.1 0.1 0.1 0.1 0.1
n(K-A) 600 600 700 600 600 700
h(K-A) 0.00015 0.00015 0.00015 0.0001 0.0001 0.0001
CF 0.985116 | 0.941861 | 0.861095 | 0.990053 | 0.960849 | 0.905072
RBT 0.985146 0.941974 0.86135 0.990072 | 0.960926 | 0.905251
PPA(MC)+K-A | 0.985128 | 0.941968 | 0.861319 | 0.990059 | 0.95647 | 0.90193

Table 3: bond prices with CF, RBT, PPA(MC)+K-A and PPA(EF)+K-A
(stepsMC=stepsRBT=500)

T (years) 0.5 0.5 0.5 0.5
r 0.1 0.1 0.2 0.3
0 0.1 0.1 0.2 0.3
k 0.1 0.4 0.2 0.3
o 0.1 0.05 0.2 0.3
n(K-A) 300 300 300 300
h(K-A) 0.01 0.01 0.02 0.03
CF 0.951249 | 0.951234 | 0.904977 | 0.86114
RBT 0.951343 | 0.951329 | 0.905157 | 0.861394
PPA(MC)+K-A | 0.951022 | 0.950859 | 0.905229 | 0.861104
PPA(EF)+K-A | 0.951324 | 0.951723 | 0.905012 | 0.861756

Remark 5.2. Both results with PPA(EF)+K-A and PPA(MC)+K-A are com-
petitive with the RBT method and they generally differ only at the fourth decimal
digit. In fact, in spite of the Kushner approximation which is necessary for the
comparison with the prices of the continuous affine term structure model given in
(71)-(72), our methods based on the Prototype Product pricing work roughly as the
lattice method which does not require previously any approximation to be applied
and consequently does not feel the effect of the error due to K-A. Furthermore,
PPA(EF)+K-A and PPA(MC)+K-A work sometimes better than the lattice
methods (see results in bold). In any case our approach is designed for r given
directly by a CTMC and the Kushner approximation was introduced only for com-
Parison purposes.
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Moreover it is known that lattice methods work well under a one-factor short rate
model, but it becomes more difficult to implement them if the short rate depends on
several correlated processes (for an up-to-date description see [6]). On the contrary,
the Prototype Product Approach applies well also to a particular multi-factor short
rate model (see Section 4) and in this case it can be numerically implemented (see

[9])-

5.4 Conclusions

We briefly sum up the results obtained in this chapter: if we consider a one-factor
short rate model, the Prototype Product Approach, by using either the explicit
formulae or the Monte Carlo simulations, is competitive with the lattice method
which is widely used to compute the price of zero-coupon bonds. To allow for such a
comparison we had to start from a continuous time diffusion model which required
a preliminary discretization to obtain a CTMC for which our methods are designed.
Moreover we are able to obtain numerical results for prices of caps, swaptions and
bond options with the same complexity as required for the computation of bond
prices (considered as a particular case of Prototype Product) because all the prices
of these interest rate derivatives can be viewed as linear combinations of Prototype
Product prices (see Subsections 3.2-3.3).

Appendix

Proof of Lemma 2.5. ) o )
Recall the definition of F%, in (4) and that, for simplicity of notation, we have put

Fl = Fi,. Also put F' = o{T;;i < k}. Inspired by Filipovi¢-Zabezyk [5], we can
divide the proof into k steps:

15t STEP
_ n+k—1
EF [exp( - > ri(Tig1 — Ti))ﬂo(r7;+k)|f§]
i=n
o n+k—1
= [P []EIP [e:vp( — Z ri(Tig1 — Ti))ﬂO(T’n+k)|f:]‘+k71 V]:nTJrkfl] ’}-ﬂ
i=n
o n+k—2
— EP []Eﬂ’ [e—rn+k—1(Tn+k—Tn+k—l)ezp< - Z ri(Tit1 — Ti)>190(Tn+k)|f:;+k*1 \/]:nTJrkfl] ‘]:’7;]
i=n
~ n+k—2 ~
= FPlemp(— Y rilTir — o) )P [kt otk ()| By V Ry ][]
=
~ n+k—2 _
- EP [exp( _ Z 7i(Tigr — Ti))IE]P [e*”wk—l(Tn+k*Tn+k*1)ﬁo(rn+k)|rn+k_ﬂ ‘.7:;] (76)
i=n

where the last passage is due to the fact that, for a generic ¢ € N, conditionally on
FI'V FY both the distributions of the interarrival time T;; — T; and of the visited
state r; 1 depend only on the initial state r; by the properties of the CTMC’s; hence

n+k—2

(76) = EHB [GIZ?(— Z ri(Tip —Ti)>191(7”n+k—1)

i=n

n

]—"T} . (77)
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ond STEP

n+k—2

(76) :Eﬁg[exp(— Z Ti(Ti+1 _Ti)>191(rn+k—1)‘]:;;:|
i=n
JON nt+k—2
= EF [EP [e:cp( - Z ri(Ti+1 - Ti))ﬁl(rn+k—1)|f;+k72 Vfr?+k72] ‘7:;]
i=n
—r ~ n+k—3
= EP [E]P [e—T‘n+kf2(Tn+k—1—Tn+k*2)191 (rn+k,1)exp< - Z ri(Tig1 — Tl)> |-7::;+k—2 \% f;f+k—2] .7:,’;]
i=n
. ntk—3 ~
= EP [exp( _ Z 7i(Tig1 — Ti))EP [€*T7,+k—2(Tn+k—1*T71+k—2)191 (7’71+k71)|~7:;+k_2 Vi ]:E+k_2] ]:;]
i=n
_ n+k—3 _
= B [exp< = >0 rilTipa - Ti))EP [emmmtk—2(Tnth 1 =Tntk=2)9y (ry g 1) 2] ’frrz]
i=n
_ n+k—3
= EP [ewp( — Z T (Ti+1 — Ti))ﬁg(rn_‘_k_g)’f;] (78)
i=n

where the last passage is again justified by the properties of the CTMC’s recalled in
the first step; hence, recursively until the last step, we obtain

k" STEP

~ n+k—1

IE]P [exp( — Z Ti(Ti+1 — Tz))ﬁo(rn+k)|]‘—;] — ... =
i=

_ 7]+kik

E[P’[emp<* Z ri(Tit1 7Ti))ﬂkfl(rn+kf(k—1))’f;] =
i=n

(14)

P [ern(TnJrl*Tn)ﬁk_l(r,’hLl)‘]-';} D1 (). O

Proof of Lemma 2.10.
At first we prove by induction that the coefficients w” of the function ¥, have, for

m =1,..., N, the following explicit representation
( N
1 Amig
w, = Wy, —————, k=1
" 02::1 Tt
07
v L e (79)
k Myl —1 hyth—1
wy = Wiy —————— —— |, k>1
" iOr--§1—1 ’ Tm + qm he1 Tip, + qiy,
L 10 A1 eyl — 1M

We consider w.l.o.g the functions v evaluated in r;, the state of the rate process at
a generic transition time Tj;.
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Base Case (k =1)
14) B (T
?91(7“1‘) (_—) EP [6 i(Ti41=Ts) 190 TH-l ‘Tz]

(8) E]IND |:6—7’i(Ti+l_Ti) Z inI{ri+1:’f’i0} ‘TZ:|

—~
=

i0=1
N ~
_ Z inEP [efri(TiJrl*Ti)I{”_Fl:”O} ‘7‘7; = 7“1'1} I{n:ril} (80)
10,01=1

Now

B [omr oL, = 1, ] = BF e

r, = Th] EP |:I{”_+1:”O} ‘TZ‘ = Til]

(81)
because, conditionally on r;, the interarrival time T;;; — T; and 7,41 (the value of
the process at the transition time T;. ;) are independent by the properties of the
CTMCs. Moreover we have that

Pl o —ri(Tsie—T: 00 g . ; .
o EF [e ri(Tip1—Ti) ] = fo e "tg; e it dy = T‘qulqv because T, ; — T} is
1 1

exponentially distributed in accordance with (2),

o EF [I{nﬂz%ﬂri = 7’,-1] = Iﬁ(riH = r;,|ri = 1i,) = Pi,.i, the transition probabil-
ity from state 7;, to ry,;

hence

Eﬁ [e_n(THl_Ti)I{T’Hl:Tm}}Ti = Til] (2) pil,ioL

T’Lj + Qi1
) Qi io . )
= —— Vig#1i 82)
712'1 + qi1 (
We obtain thus that
Qi i
Z Wiy ——— L=y = szlI{n—nl} (83)
1 TZ1 _I_ q“ 1
ig,i1= 1=
10701

1 _ N qiq, i :
where w;, = > ot Wig 7 defined as in (79).
10F£11

Inductive step
By Lemma 2.5

191«(%) — kP [G_Ti(TiJrl_Ti)ﬁk—l(ri-i-l)‘Tij| — RP | e mi(Tit1=T0) Z wlk 1I{n+1 =rip_ 1} (84)

Zkll
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By the induction hypothesis

(84) =EF

{riti=ri,_,} |T1]

N k—1 q

(T T Z H ipsih 1

e Tz(T2+1 T’L) wio " + I
i0senif_1=1 =1 Tin T i

10701 eyl 2701

N k—1
_ Qipjin—
— wio T
10yeerip_ 1 =1 h=1 "' i,

10F0L, k271

N N k—1

. w iy in—_1

= E E io | | _Thohml

T. .

ir=1 i0yerifp_1=1 h=1 'h T i
107415yl 270k 1

P| —ri(Tit1—T; =
E [6 (Tita )I{ri+1=7“z‘k1}}ri_rik:|]:{r’i:rik}}

N N
(82) iy yi—1
= w;, Lkt T,

’Lkzl TQ)seens i _1=1
N
_ § : k
I{Ti:””ik} - wikI{Ti:””ik }

107yl —1 70k
ip=1

N k
. w i i1
= E io | | _Tthoth—1
r. .
iQyeenrig=1 h=1 'hr +q"h

10701 5oyl — 170k

P| —r;(Tijr1—T;
E [e (Tirn )1{%:%1}\4

k—1
Qi ip,—1

h=1 Tih + Qih

Now, by using the representation in (79), we prove relation (23) by induction.

Base Case k =0
By the Definition 2.9 we have

Oo(r) = [wr, ..., wn] = Q" - y(r)

Inductive step
Observing that relation (23) is equivalent to

O0r(r) = Q- Op_1(r), k>0 (85)

it is sufficient to prove (85) by using the induction hypothesis 0;_1(r) = Q+ 1.6, ().
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Lettlng D(f) = {11 7é ig, ey

i—2 # £} we have in fact

[ N k-1 ]
a1, Qipin—1
z : 0, | I
i0senif_q=1 1+ ql h=1 Tip + Qin,
1001 e sip 171
k N k—1
wy 42,y i i1
ws | (9 T+ +
. ) 2 2
ek(f) — . = B0yl 1 =1 q h=1 Zh qlh
: TOFT] eyl
. i 7£ ) 7‘k 1752
k
Wn
N k—1
' AN i_1 i, i1
I i, + G
iyt _1=1 N qN h=1‘h iy,
| 0L, ik—1EN ]
[ N N k—2 ]
41,y ' Qij_1ig—2 iy, iy, 1
E : E : i0 | |
i 1=1 1 + Q1 iy _g=1 Th—1 + QZk,l h=1 lh + Q7,h
ip—17#1 1071 eyl —270k—1
N N k—2
42,1y ' Qi1 ig—2 iy, ir—1
E : E : i0
T Ti ;
— i =1 2 + QQ i0remrip_ =1 Th—1 + sz,l h=1 74h + QUL
ip—17£2 L7yl —2F Tk —1
N N
2 : AN i, 2 : wi, Qiy_1in—2 l | iy in_1
1= N + 4N iy p=1 rzk 1 + iy, h=1 Ty, + qiy,
ig_17£N 10F0 k27— 1 ]
N k 2 N k—2
q1,2 { Z ; 42,i_2 Qip, ip—1 }+ _41,N Z w: 9N ,ij_o Qip,ip—1 }
i
et i0rer z‘(k32: 1ot a2 h 1 Tin Tt i ’"1 ta b, o C Ekf)Qﬂ TN AN 5 T, TG,
D(2 D(N
k—2 N k—2
92,1 { Z C9Lig_o Qip,ip—1 }+ q2,N { Z w; 4N, ip o Qip,ip—1 }
2+ Crita )Ly, 2+ g2 “rn+4q Tip + i
iseerif_2 h=1'th T Sn T T2TEZ R ig_o=1 N TAN p—y Tin T i
D(1) D(N)
k—2 N k—2
N1 { Z - Qyig_o iy, ,ip 1 }+ dqN—-1,N { Z w: AN —1,ip_o Qip, ,ip 1
A . = “rit+q s Tin T iy, TNo1taN-1 b “rn +an s Tin T i,
D(1) D(N-1)
B N k—2 ]
Z i H iy ip_1
i0
T T 1
o 1@ Tt G,
D(1)
N k—2
Z 2o H iy in_1
10
~ To + Q2 T, + q; ~
=Q | ioins GG T T =0 (r)
D(2)
N k—2
2 : AN i _o I I i ip—1
TN + QN Ty, + Qiy,
005l —2 =
D(N)
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Proof of Proposition 2.12. The fact that IF)(VLT = 0|r,, = ri,) = e %D
follows directly from properties of CTMCs. Let us suppose that v, = h € N. At first
we prove by induction that

N
P = = = Qi t—q; T
Blwr = Klr =1.) = 2 ettt o 1 (Q) - Wak (8, T, Q)
, o ihgreesingR=l
U 170 h U4 2Rt 1y s Sk E T k=1
(86)
where
2 (T (@i =)t [T (@i o=y )thr2
\Ifh7k(t,T, Q) _ft e\liny1 ™ dip)tht ﬁh+le o~ Tip gy
T ) .
- j;l+k 1 e Ginpe~%ipp_1) Wkt e dtngadtna
ke

A
@h,k(@) = Gipingy " Qi g 1yingre

Base Case (k =1)

)+ !
_ — it § o —Gip, (th+1—1) — —
]P)(Vt,T - 1’7’,,t - rlh) - Qip i1 / e P<Vth+1,T - Oerth+1 - rlh+1)dth+1
t

tht1=1
iht17n

N T
—g; ) —q;, (Tt
= § qih7ih+1/ e @i, (b1 t)e T ( hH)dtthl
t

Fh1=1
ih17n
N T
=S G ) / i~ )t gy,
t

.7:h+1:'1
ihy17n

Inductive step:

N T
iy (25) o N~
P(Vt,T = k?|7’l,t = rih) = Z qihﬂ‘h-‘—l / e ‘Izh(th+1 t)]P)(Vth_H,T =k — 1|thh+1 = Tih+1)dth+1
t

1=l
ih170n
N T
i, (b1 —t
= § Qimih-&-l/ € i (P =0)
izl t
tht+170n
N
o tpai—qin T
{ E el it o g 1(Q) - ‘I’h+1,k—1(th+1,T,Q)}dth+1

, o Tzt k=l A
T 27 15 h 37 h 425>t h kARt k—1
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N
- Z iy inga efin® ™ Bt Ph+1,k—1 (Q)

‘ Cingpeeinge=l
U170 h T h 4 27 ht 1se T hp kF ke —1

T
/ e @in g1 =iy )tht1 Upi k1 (s, T, Q)dtnia
t
N
= Z et =il o L (Q) W i(t, T, Q)

‘ Cingpeeingk=l
U175 h T h 27 ht 1se T hp b F ke —1

where in the last passage we have used the fact that

Ph.k

Qi i1

Phtl k=1 = Qingrsignanyer - Qi1 =) —1i(ht D+ (k—1)

and

T T
Uit p-1(the1, T,Q) = / e(qih+2_q1‘h+1)th+2/ eWinys = Tipgo)thes .

tht1 thto

T
.. / e in g 7qih+k71)th+kdth+k o dtyeadtn

thyk—1

Observe now that the probabilities ]IND(I/t7T = k|r,, = r;,) do not depend on 1; the
number of jumps until £, so they can be represented as

N
P(ver = Klry, = i) = Yo e To(Q) Wt T,Q)  (87)
Py ip=1
i17éi0,i217éi1’~k~-:ik7éik71
where Uy and ¢y, are defined by (29) and (30) respectively.
Finally, recalling that the process r is a CTMC homogeneous w.r.t. the time, the
random variable v, r has the same distribution as vy 7_;. In other terms we have

P(vor = klry, =1i,) = Pror—s = k[r(0) = r;) (88)
N
= Z 6_qik (T_t)gpk(Q) : \Ilk(07 T - t? Q)
i1y ip=1

11760,82781 5, I Fl 1
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