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ABSTRACT. This paper considers a stochastic volatility version of the Heath, Jarrow
and Morton (1992) term structure model. Market completeness is obtained by adapting
the Hobson and Rogers (1998) complete stochastic volatility stock market model to the
interest rate setting. Numerical simulation for a special case is used to compare the
stochastic volatility model against the traditional Vasicek (1977) model.

1. INTRODUCTION

The Heath, Jarrow and Morton (HJM) term structure model provides a consistent frame-
work for the pricing of interest rate derivatives. The model is automatically calibrated to
the currently observed yield curve, and is complete in the sense that it does not involve
the market price of interest rate risk, something which was a feature of the early genera-
tion of interest rate models, such as Vasicek (1977) and Cox, Ingersoll and Ross (1985).
The fundamental quantity driving the dynamics of the HIM model is the forward rate
volatility process, which, together with the initial yield curve, is the main input to the
model.

A great deal of research in this area focused on the different classes of interest rate mod-
els that arise from different assumptions about the form of the forward rate volatility
process. Originally the focus was on forward rate volatility processes that depended on
some function of time to maturity and the instantaneous spot rate of interest rate, as
in Cheyette (1992), Carverhill (1994), Ritchken and Sankarasubramanian (1995), Bhar
and Chiarella (1997) and Inui and Kijima (1998). Subsequently Chiarella and Kwon
(199&) and de Jong and Santa-Clara (1999) considered forward rate volatility processes
dependent on time to maturity and a vector of fixed tenor forward rates. The essential
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characteristic of all of these models is that the form of the forward rate volatility pro-
cesses allows them to be transformed to Markovian form, at the expense, however, of
increasing the dimension of the underlying state space.

Chiarella and Kwon (1998 have considered forms of the forward rate volatility process
that yield some of the popular interest rate models, such as the Hull and White one and
two factor models. All of the forward rate volatility processes referred to above could
be described as level dependent volatility processes. It is also of interest to consider
volatility processes that are themselves diffusion processes. Chiarella and Kwoa)(1998
have investigated such a class of models where the Wiener processes driving the diffusion
process for the volatility process are independent of the Wiener processes driving the
forward rate process. This class of models also turns out to be Markovian, and so it is
possible to generate, in the HIM framework, a class of stochastic volatility models that
are in some sense the counterpart of the Hull and White (1987), Heston (1993) and Scott
(1997) stochastic volatility models. In common with these models, they are incomplete
as they involve the market price of risk that arises from the independent Wiener processes
that drive the stochastic volatility process.

Hobson and Rogers (1998) introduced a special class of complete stochastic volatility
models in the standard Black and Scholes stock option framework. They obtained market
completeness by setting up a class of diffusion processes which, ultimately, are driven
by the same Wiener process that drives the underlying asset price.

The aim in this paper is to obtain the counterpart to the Hobson and Rogers (1998)
complete stochastic volatility model in the HIM framework. This is achieved by suitably
adapting the offset processes, which ultimately depend on the Wiener processes driving
the forward rate process, and feed into the forward rate volatility process.

The plan of the paper is as follows. Section 2 outlines the model and obtains a formula
for the bond price in terms of the state variables of the model. Section 3 considers a
special case, analogous to the special case considered by Hobson and Rogers, which is
the basis of the numerical calculations undertaken in Section 4, and Section 5 concludes.

2. THE MODEL

The stochastic volatility term structure model introduced in this paper is based on Chiarella
and Kwon (1998), but with the volatility process modeled along the lines of the Hobson
and Rogers (1998) stochastic volatility stock price model.

Let M(n) be amn-dimensional risk-neutral HIM model on a complete filtered probabil-
ity space((), F, {F;}, P), whereF, is generated by am-dimensional standar®Wiener
procesgW;)i<i<,. Let P, be the price of &'-maturity zero coupon bondt time+.
Then the instantaneobsrward rate f; - is defined as

Jln Pt,T

(2 1) ft,T = oT )
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and the instantaneowspot rateis defined as;, = f;;. The money market account

representing the value of initial unit investment at timis defined byB; = elorsds,

and it was shown in Heath, Jarrow and Morton (1992) thatdiseounted bond price

P, /B, is aP-martingale. It was shown in Brace, Gatarek and Musiela (1997) that
if a different parametrisatiory’ = ¢t + 7, is used for maturity, then the corresponding

P-martingale ise=Jo s =faser)dspy |

Although most of the ideas in this paper remain valid for the genktét), for simplic-
ity of notation, computations will be carried out only for the special cése= M(1),
and thel-dimensional Wiener proce$g;' will be written 17,.

For0 < 7 € R andi € N, define theoffset processS,ffT) by
(2.2) S0 = [ A e = Zu )
0

whereZ, ;. , is the logarithm of thé>-martingale process" Ji(rs—fs,s4r)ds P, ., so that
(23) Zt,t+7' — ln (67 fot(rs*fs,s-‘r‘r) dSPt7t+7—> .

For each), the offset procesSt(fT) is best regarded as an exponentially weighted historical
moment of returns on amaturity bond.

Fixny,ne e Nand0 <7, <71 <--- < 1,, € R, and define
(2.4) Si={S):1<i<m, 1<) <n).

Assume now that the forward rate volatility;,, becomes stochastic through its depen-
dence on the offset processes. ThusMno, - has the form

(2.5) Orr = <(S) e T () du,

wheres andx are deterministic functions. Models similarAd, but witho, - dependent

at most ort, 7 andr(t), were considered by Ritchken and Sankarasubramanian (1995),
Inui and Kijima (1998) and Chiarella and Kwon (1398who showed that the respective
HJM models transform to Markovian systems, and derived formulae for bond prices in
terms of the Markovian state variables. It is possible to show that a similar reduction to
a Markovian form is possible far, ;- having the form (2.5).

This terminology is borrowed from Hobson and Rogers (1998).
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The reduction to a Markovian form requires the introduction of a number of subsidiary
guantities. Fof < 7 € R, define

- t+71
.
- d _
Opr =€ e “, ﬁt,r = at,T/ Ol y—t du
(2.6)
Oy — gyt At 5
bT /; bu—t ’ /Bt,T :/ Bt,uft dua
¢
¢
_ 2
gt,T _/ Us,t—l—7‘ dS?
(2.7) 0

t t+7 t
Ctr = / Ostir / Osududs + / Os 47 AWs.
0 s 0

The Lemmas 2.1 and 2.2 show that the dynamics of the stochastic quafatitasd(; -
can be expressed just in termspf = & and(; o = (.

Lemma 2.1. Define¢, = &, and(; = ¢;o. Then forany) <7 € R,

(2.8) Et,r = CY?,T &t
(2.9) Ctor = Q7 G+ Bir &b

Proof. Note thato, 1., = oy ;0,4 SO

t t t
2 2 2 2 2 2
e = / Ogprr A5 = / Q0 ds = at,T/ Oy ds = o &,
0 0 0
which is (2.8). Similarly,

t t+7 t
Ct,T = / Os,t+r1 / Os,u du ds + / Os,t+r dW,
0 s 0

t t t+1 t
= / O r Oy (/ Osududs + / Osudu ds> + / Q05 AW
0 s t 0

t t+71
= a7 G + oy / Ost / Oyt O duds
0 ¢

= ayz G+ Bir &
which is (2.9). O
Lemma 2.2. The variableg; and(; satisfy the sde
(2.10) de, = [*(8) — 26(1)&] dt,
(2.11) dGe = [& — K(t)G] dt +<(Sp) dW.

Proof. First consider (2.10). Sinae, ; = ¢(S,) ¢~ J+ =W dv,

t t 60'2
dé; = d/ o2 ds = |:O't2’t +/ a;’t ds] dt = [*(S;) — 26(t)&] dt,
0 0
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which is (2.10). Similarly,

t t t
d¢;, =d [/ as,t/ O duds + / Ost dWs]
0 s 0
t o t t 80'5
= |:/0 & (O-s’t/s Os,u dU) —|—/0 atyt dW5:| dt + Ot th

= [& — k(t)¢] dt +<(S;) AW,
which is (2.11). -

The following two propositions show that, under the stated assumptions, the forward rate
curve and the bond price can be completely characterised in tergpand(,.

Proposition 2.3. The forward rate curve satisfies the equation

(2.12) frprr = foprr + G+ B

In particular, sincea, , and 3, ; are deterministic, the entire forward rate curve is Mar-
kovian with respect to the state variablgsand ;.

Proof. From definitions off, ;.. and¢; ;. .,

Jrpar = foutr + Cpr = fourr + G+ Brr,
where the last equality follows from (2.9). O

Proposition 2.4. The bond price’, ;- is given by the formula

(2.13) Py = Dottr oucjt
Po

Proof. Only a sketch proof is given. For the details, see Ritchken and Sankarasubrama-
nian (1995) p60, Inui and Kijima (1998) p48, or Chiarella and Kwon (Xy9&eorem

4.5. Now, sinceP,,,, = ¢ i Jeudu the integral,"" f, . du must be computed. But

from (2.12),f14 = fot+u + Qru—iC + Bru—i&e, @and so the integral reduces to integrating
deterministic functionsy,,_, and j3;,_, with respect to the variable. The result of
performing these integrals is (2.13). O

The dynamics of the bond price follows as an immediate corollary of the above results.
Corollary 2.5. The bond priceP, ;. , satisfies the sde

(2.14) AP e = pir(t, &4, Gy St) dt — 07 (8, &1, G, Sp) AW,

wherey,, ando, are given by

(2.15) por(t, 6, Gy St) = Prygr [(for = fopar) + (1 — )G — Bir&il

(2.16) o (&, G St) = Prgr G r6(Sy)-

Proof. Consequence of Lemma 2.2, Proposition 2.4, Proposition 2.3 aisd_Efnma.
O
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Corollary 2.6. The state variableZ, , ., satisfies the sde

1, .
(217) dZt,H»T = —§Oét2’,r§2 (St) dt — Oét77—§(8t) th,
whereq, ; is given by (2.6), and(S;) is as defined in (2.5).

Proof. From (2.3),7; 41, = fo — fss+r)ds +InP,;.,, and so

(2.18) s = =Tt + frarr +dIn Pryyr.
Application of I1t9’s Lemma toln P, ;. -, together with Corollary 2.5, yields the desired
result. O

The dependence of the volatility functiof),and(; on the offset process means that a
stochastic differential equation for the offset process is required for the overall dynamics
to be specified. The next lemma provides the required result.

Lemma 2.7. The offset procesSt satisfies the sde

T |
(2.19) S = iSEY dZ, ., i 5 ) 52 A(Z) 107, — ASLL dt.

t,7;

Proof. The details of the proof are given in Lemma 3.1 of Hobson and Rogers (1998),
and only a sketch is given here. Following Hobson and Rogers (1998), consider

- t .
6)\t5’t(2j = / )\6/\u (Zt,t+‘rj — thu,t7u+'rj)z du

—00

g . t )
=30 ()2 [ A (i)
k=0 %

and take the ‘differential’ of both sides. This results in the equation

i i - ali— (0t —1) -
)\eAt St(ﬂ?j + eAt dSt(,‘I)'J = e/\t |:Z St(,‘rj 1) dZt,t+Tj + Z(Z 2 ) St(,Tj 2) d<Z>t,t+Tj 9
which essentially is (2.19). O

Proposition 2.8. The set{¢;, (i, Z 11, 5,57)] 1 <i<ngl<j<ny}formsaMar-
kovian system.
Proof. Follows from Lemma 2.2, Corollary 2.5, Corollary 2.6, and Lemma 2.7. [

2The reader may need to recall that the quadratic variation of the proce&s for,, in the current
context, is given by

t
<Z>t,t+7'j = / Uz(s,fs,CS,Ss)dS
0
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3. A SPECIAL CASE

In this section, considet corresponding to the case in whieh = n, = 1. This is
the direct analogue of the special case considered by Hobson and Rogers (1998) for the
stock price model.

For notational convenience, write= 7, andsS, = S;. Then (2.19) simplifies to
(31) dSt - dZt,t+T - )\St dt
Substituting fordZ, ;. from (2.17) yields
1
(3.2) ds, = — 5@278(&) + ASy | dt — Gy,5(S;) dWy,

wheregd, . is given by (2.6), and(S,) is as defined in (2.5). Note that, as in Hobson and
Rogers (1998)5; is adapted to the filtratiof, of 1V;.

Lemma 3.1. The se¢;, ;, S;} forms a Markovian system.

Proof. Follows from Proposition 2.8, and equations (2.10), (2.11) and (3.2), since the
dynamics of the systeft;, (;, S;} do not depend o, ;. .. O

Since the discounted bond price procéss /B, is a P-martingale, the bond price is
given by the expectation

(3.3) Pyr = eI duPTT‘ ft] [ I t] ;
and, using the Feynman-Kac Theorem, the bond price must satisfy the pde
0P,
(3.4) KP.r — (fou+ C)Pir + atTZO;
subject to the terminal conditioR, » = 1, where
0% 1. 0? .o 0?
K=5 (St)g T3 Gy, (St)astg — QgrS (St)m
0 1 0
2 _— _ _
(50 = 200)6) - + 6~ K(OG] 32 — | 508,650 4281 5

The system of sdes underlying the pde are (2.10), (2.11) and (3.2). More generally, if
C, 1. is aTc-maturity European option of, r with payoff 1 (7¢), whereT < T, then
(3.5) Corp =7 [ 010 d“h(TC)‘ 7,

andC' 1, must satisfy the pde
8Ct,T(;
ot

(3.6) KCiao — (for + C)Crire +

subject to the terminal conditiafi;, . = h(T¢).

The pdes (3.4) and (3.6) have three spatial variables, as well as the time variable, and
are further complicated by the absence of the second order tefm These pdes are

=0,
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rather difficult to tackle using the standard pde solution techniques, and so Monte Carlo
simulation is used in the numerical results that follow.

4. NUMERICAL EXAMPLE

Let M be the special case considered in Section 3, and for this section, assume further
thatx is constant and

4.1) s(s)=nvV1+es AN

wheren, e and N are constants. This form of the volatilitywas introduced in Hobson
and Rogers (1998) for the stock price model.

Now, constank implies
1 1

42) =", d=—(1—e "), B=—e"(1—e"),
K K

and the state variablegg (;, andS; satisfy the sdes

(4.3) d& = [*(1 +€S7) A N? = 2k&] dt,

(4.4) dg:{&—ﬁghﬁ+[m/k+é?AN]M%,

(4.5) &&:—[iéa—eﬂﬂﬂﬁa+«$ﬁANﬂ+A&}ﬁ
(4.6) —%(L—eM)hw1+d¥AN]M%.

This system of sdes was solved numerically using Monte Carlo simulation with anti-
thetic variables. A flat initial term structure 6% was assumed for the simulation, with
parameter values

n=002, N=02 x=2 A=5 1=3.

From the definition of; and(; in (2.7), it is clear that the initial values for these state
variables arg€, = 0 and(, = 0. The initial value ofS; was varied within the range -1
and 1.

The effect of varying the value af on the distribution of the bond price is shown in
Figure 4.1. The figure shows an increasing variance in the bond price with increasing
which is expected. The figure also shows that m&reases, one is less likely to observe
bond prices about the mean value. Siace 0 corresponds to the Vasicek model, this
implies that the Vasicek model overvalues the deep in-the-money calls while undervalu-
ing the deep out-of-the-money calls when compared with the stochastic volatility model
of this paper.

For the remaining simulations,was set equal t@. The price of a3-year bond was
computed using (2.13), and the price &-aonth call option on the bond was computed.
To compare the price against the traditional Vasicek model, the Vasicek volatility implied
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FIGURE 4.1. Distribution of Bond Price with Varying
by the call price was computed for various valuesSpfand the strikek. Under the
Vasicek model, the forward rate volatility has the form
(4.7) o(s,t) = ape "),
and the price’; ., of aT--maturity call option on & maturity bond is
(4.8) Ciro = PirpN [hi(Pirp,t, Tc)] — KP,r N [he(Piry, t, Tc)],
where
log Py1, — log Pip, — log K + %’Uz(t, Tc)

,U(ta TC)
(410) hZ(Pt,Tp 5 t, Tc) = hl (Pt,TP7 t, T(;) — U(t, T(;),

(4.9) hi(Pyrp,t, Te) =

2

(4.11) VAt Te) = 5% (DT = 1) (e TF — e Te)”,
K

The implied volatility surface is shown in Figure 4.2. The figure shows that for each fixed

Sy there is a skew in the implied volatility curve, as was the case in the stock option case

of Hobson and Rogers (1998).

In Figure 4.3, two implied volatility curves, fos, = 0.2 andS, = —0.2 are plotted to
better illustrate their shape, and to illustrate the change in the direction of the skew with
the change in the sign ¢.
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FIGURE 4.2. Implied Vasicek Volatility Surface. The strike increases
from 0.855 to 0.8875 from left to right, andS, increases from-1 to 1
from front to back. The implied volatility ranges from025 to 0.032.

5. CONCLUSION

This paper has considered the Hobson and Rogers (1998) technique for obtaining com-
plete stochastic volatility models. In particular, the technique is used to obtain a complete
stochastic model within the Heath, Jarrow and Morton (1992) interest rate framework.
One of the main contributions of the paper has been to show how the stochastic dynam-
ics can be reduced to a Markovian form. This allows the bond price to be expressed
in terms of the underlying state variables, thus considerably reducing the computational
burden required for the calculation of interest rate derivative prices. The model has been
simulated in the simplest case, and an implied volatility surface based on the Vasicek
(1977) model has been generated. These results indicate that the model is able to cap-
ture important features, such as skewness, of the implied volatility surfaces.

Future research should take further the numerical simulations reported here, perhaps
experimenting with a wider specification of the volatility function. Empirical research
on an appropriate form for the volatility functions also needs to be undertaken.
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