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ABSTRACT

This paper proposes an accurate Multi-nomial Interest Rate Tree Model for
Hull-White Term structural Model that can effectively decrease the pricing error from
distribution error and nonlinearity error introduced by the lattices method. The
quadrature method is use to extend the H-W trinomial tree model to a multi-nomial
one to reduce the distribution error. A novel tree adjustment method is introduced to
reduce the nonlinearity error. Numerical experiments on the bond options and the Cap

verify the superiority of the proposed model.
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FAREEFRE G ERS  ART RAIT IS P SN E AR SR
(Lattice methods) ~ PDE(Partial differential equation) & #cig > /2 2 % 3 + %j2 o 3
Bl ¥ aihcnt R R A A AR 2B A B &8 N7 AR
16T o §AILE G E NSO A e v ) S b Y P
SRR FEE R e ® Y AR SRR B Fhes T OURE S LR T Y
AL 0 e R I T B ek A1 300 Gl cHIMA £BGM a2 g v
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(Non-recombining) ér 4| 4 > € & I F R~ Flam 2 & % T "o s 5 o
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CER IRy X

A F A RIS HEA 2w 8 > Black’sHA] 4 5 frCapi®= i ~ fHk ol L

SRR AL A g S o

FIFHEA 2 FE > VRS %‘f'fﬁ AE Tiew E‘Eﬁﬁﬁiﬁﬁf‘?ﬂfﬁﬁﬂﬂ&%fﬁ )
RAIFRE SR IZn B g F R - R, FuREEAR o A I3 - AT

& % 353 (Equilibrium Models ) 22 & £ fi4-%] (No Arbitrage Models )

(-) =F 3

R AT B2 REEF RE ISR R e e - e 5 fE ;E)I* R =]ty
AR F AR Rt IS RSl 2 s RIS A LA
deps v d WS d R RO AR T EFED SR FH TR R E

é_iF l% impm l% na bk"r'i ii‘l%*é_’* ?‘L* =liy %\ P‘:'m]’ ijf} V‘m]_ﬁr—r :

1. Vasicek (1977)
Vasicek & ‘28 15 3] ch- 480 5 & & Bk md {15 & § 284 i (Mean
Reversion ) e 3] » B BK b 'k @ = 7 > &8 4| F PR Ornstein-Uhlenbeck

(O-U) g5 :

dr(t) = a(b — r(t))dt + cdW (t) 2.1.1)
B ooah Pl anE R b @R fF L TkE > o el %

HE R > dWE F 9 F R cnsg it £ - dW~N(0,dt) o
SR ET2ZT R R RYEE D LTI REDRE > I € laz F BRI TR D
boied »O-UEiiEfAs: ¥ EAfe  wehflFva ¢ Mmi @ 22 i 9
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2. CIR (1985)
Cox-Ingersoll-Ross (CIR) #i-%) i Vasicek #3] # ‘2§15 5 f ehak 8L > #-4f
#058 (Diffusion) ik #icE #7725 o\fr(t) » Fl @ flF R & B £ x4 5

A B AT

dr(t) = a(b—r(t))dt + o/r(t)dW t) (2.1.2)
CIR 73] 4 il Koc? R4 T srfa o dieh s 15 b AL 2 b ' 57
Frifte Al 4 A% wxCIR 03] ¢ 0% A - BIFRE R o R p 4 B e RS
FIFHE - =ox FH @A FOREZEE B 2 oA Fpt 33 A £

feenpet -

B0 SLRPIS HCALE D FISHREHET T - Rendk 5o b £ IR
Hop F HAIF O SR S 0 T T4 7 (Drift term) G P g
RPFFEAR2FEFPHERER BRI F LT RE BT A RE

ﬂ}ljf,z: TR M o A REe FUT }Sﬁ;@jﬁﬁ'] :

1.Hoand Lee (1986)

Hoand Lee & # % #& J'ehm 2 fIH3] » 2 Bk &d 15 & &

dr(t) = O(t)dt + cdW (t) (2.1.3)

HY s o ZHEF K ORIt Sk
Ho and Lee #C-AIB27%:c L 7 &5 FA| 5 8 BG4 7 - ReOR AL > 2 2 107
T L FBPEARFRFE TAGF 5 F S Mo JlF T e gk 2l

Fﬂbgﬁ‘é"&ﬁ‘ ,ET’]-T»O



2. Hull and White (1990 )

Hull and White #:73] 5 Vasicek H3] ezt @ 5 b H3| B2 # 38 e0

\\?{y

Bk s
IR RE O LR SRR Fen A fIF R 0 Y IS8R b g
4o T

dr(t) = (O(t) — ar)dt + odW (t)

o
(e

dr(t) = a(%— rydt + cdW (t) (2.1.4)

Hear o ¥l or@PfIFapddr > 0O)F R HAIE &4 P F 4o

PR i o 0 HEA) T AR 5 Vasicek HEAA4r b AEPE R R E 0] 5 ‘*“"ﬁ‘ ko ——= 9(t)

ﬁﬁhﬁﬂ?ﬁé“mﬁﬁ$?@ﬂmoﬁﬂ$$ﬁ’Hm?éwrwﬂéﬁﬁ
a
)
0_2
O(t)=f,(0,t) +af (0,t)+ A (1-¢*") (2.1.5)
a

H 20,5 PR R EERT| o A EERT o B R A 1S o T ARt SR

Ao Bots— K 2 Do ek B £k B NS FIF T AR e f3

5 5 £,(0,0+a(f0.0)-1) > Flot U e som s & & G5 4 g B AW {13 ¥ dep
o

FRELESTSERR

F1% Hull- WhiteHoa32 % 2 L3 ¥ w8 T h- B ALL Y ABR
SHHELG %5 B e f > 2 QTN P SERT Y R
O<T<S o J* § f# P& & F hiff & 5

LP(0,T)N(-h+5,)-LP(0,s)N(-h) (2.1.6)
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3.HIM (1992)

BHPIFHEA Y B A 'tiﬁv,ch{r} Health ~ Jarrow ~ Merton (HIM) #7#
M g R A S A#2 F T A Bl e

df (t,T) = a(t,T)dt+o(t; T)dW (t) (2.1.7)

B f(LT) 2B RO NEF > at,T) 5diftsd » ot,T) 5 diffusions® (5 % A
wB) W) 5 5 BB ot P idd o

PHAZESAARGR G GFFOSBORE SIS 2 JIFH AR
S d YEREFRPJFEZAG F T ERBRED] B HERLEET X EAR

(Non-Markovian Process) » #c 3 /,91‘ 7 T e

4. BGM (1997)

d P HIMBR] ™ s i g PR 15 > @02 9 F P ERBRR TG Y
- FEE AHIM A AR BT LB R S FETH E RS
er® 3427 (LIBOR Market Model )

TR Y R s I F 2 oo - ¥ 4 2 A % - % 5 Brace~ Gatarek
Musielasig #f LIBORF| & » # 5 BGMH-3] » & 4L 5 LIBOR# 3-#-3|(LIBOR
market model » LMM) ; ¥ — /% % Jamshidiansg 8 < 4 {15 > 5 2 #7 B3

(Swap market model © SMM) o



¥ = & Black’s#i-3] 4 % frCapi® i

(=) Black’s-3]
Black#-Black-Scholest- 7] 2t ¥ I J| F Af 3 o
SR EVOREE BT AL WA E R A
T: EHFEDINDHF
F: 3l p 2Tz g9 Ve ) i #
E, FApRF2al @
K: EEEONETHR
P(tT): &pF@FTL HS$1:hE L G 5% P teni
V, cVEREET@Y @

o:Fapg & B

BRInV, A PRI LS F, 0 BB o h oT Sk LA PR R AR E

¢=P(0,T)[ F,N(d, )-KN(d;)] (2.2.1)
B AN g
p=P(0,T)[KN(-d, )-F,N(-d,)] (2.2.2)
H o
a, - In[F,/K]+0°T/2

oVT
4= In[F,/K]-o’T/2

2 O'\/T

d, —oT

(=) #15% + *(Interest rate caps)

F1F 1 UL B4 A R B F e R AR R

4

LA Aerr A4 o fI 5 P - B GRRARE > RRH P At
B #(Caplets)*rie s » - BHEFHFLITHIF T HAELL F kil
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K, EXPIEt ot t, =T & 3 A3t 30t 2 F > ATt mE
Flenfl ok ® (k=12...n) > 7 Af2in B LR 4 HEEEP L G PER S

ty, byt b, 0
GRS EE G BRER TS 0 § R b, 4 W4T dupp

Lo, max(r, -k, ,0) (2.2.3)

B G =t -t > FERIRAGpEF B Ape P HRA®R L o 0 R SEF

Black’ s3] 18 5]} PUR PR R 0 G

LS, P(0,t . )IEN(, )-K,,N(d;)] (2.2.4)

CIn[E /K, [+o’t2

d, = ey

13 2
In[F, /K, |-0,t,/2 ol

d, = B

E & t Bl t, g 4150 POt ) EF L L8] hE LG 53R

BN R ¥ A ek fA fedidi o
PpE s PRI F PR - 2R LK

(2.23) SR E 3t A H o APER L § %

O max(r, -k, ,0)
1+1.0,



_ 5k(rk-Kcap)
max(r,-K,,0) = Lmax(——————,0)
1+rké'k 1+1,6,
1+6,1-0,K_ -1
— LmaX( k*k “k™*cap , )
1+ 1.0,
(1 + é‘krk )_(5chap +1) 0)
1410, ’
(1+o,K

= Lmax(l—k—cap) ,0)
1+1,6,

B L(1+6,K,,)
= max(L-————=% ) (2.2.5)
1416,

= Lmax(

TrRA-BIHP Ft P RERRL FHFT A - REd §f5

L(+6K,,) > PP &t DR EHEF o Ft I A7 4Rz - ar

N
W
a o

ok

e

P enaE s AT EE
R T 28 T (2.1.6)( H-WHA] 7 )F=(2.2.4)( feBlack 7] 7 )5t 3 3=
o TR ﬁ‘—; B B4 4 ek ) (F Black 03)) %o et Hull-White -3 60 %

a~> o -°

IRy ) SE RSy i S

Bk SHEE ¢ 7 o fEEA 1 4 fe it A (distribution error) e 2RS4 2E- L
(Non-linearity Error) o o »t= e = S fciE > 2 > ¢ L i » e d it
A s e m A4 A FREL o ROE iy B2 55 S RE(AL 7 S50 BE) 0 € T
B ARREA AP ERFTFR SR B e m ERPIEL 3 A0S AT 0 d 3 iE
BiEG R p SRR bk R R Z R ERR E D L TER R
P oAl S AT g A S MR S T - BAMMEL T H S b

P atiE 4 B s T E T o 1T d B(2.3.1) 1 2 B(Q32) kP A fEce



Pz AR Rl - B A 51000 B 110060 £ B RS % 8
FIF10% > ;6 R25% BRI DEFH P L FBEETHREBI A H2L T LHE -
AT R LTS RD AEP B R AGREY e BH RSB BA
¢SGR AT 0 HERE A S 59959951007 % 100.5 5 @ Jw i AT 0
L0 S ABGR B HRE BRI BI TR P KRG 5995588
kgoow- ISP TS - BE AR FHERS99.25599.75 0 £ R
F99.5e% & £ 2 gk R R G AR m ARG H K% Flognormalihs iR R o MR
BP(99.2599. 75+ ¢ ¥ £ £ » B F 5 % R (R m 8T 2L F LN o fokbhk B
A R R (b SOAR P 2 2% B ARE F S % R A SRRk B
Wi mA + L RFPEFEI TR AR EZ OB FIRR > AP
By Mfofe M2 B L BET L AP AT fo 3L § EREHR S
PR EF AR Ba o

BEL L9955 8L n T B(99.25,99.75]F b 2RI £ RO AT 0 E R 5
99.25p% iF # g 4R Y 5 0.75 5 %5 1§99.75FE B4R v 5 0.25 > ¢ BA% i 9.5PFF 3%
R 2058000 % B T308FR > (AP Ay 00 F BE# B Lo ¥R
FRMEERL G b B B 11008 B AL F (99.75,100.25] 0
W 5 99.75P E B HEARFY S 0.25 0 LT 100.25pF i 4% AR Y 5 0 ¢ BEAL K 100R
EERERL0EZ NP R EJFRDTIORM > L RFEREHRMT T IR
Mens G L % A N T Tl R F(99.75,100.25] ) © ¥ - &
PAMELFE L FLRQR32) H3 - BIREEREE EREIFLH 227
fod B e & BRAFTH L ALETN AR N RniE R A3 AMPEL 0T A
Stephen Figlewski, Bin Gao,1999, “The adaptive mesh model: a new approach to

efficient option pricing” °
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= =  True probability density
Lattice approximation of
probability distribution
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Asset Price
F(231) FEFRFEP FEAREFLINZAAEFEL - RFRZ-BHY
§ 5100 » §1510% » A # R 0.25557— EHFE§ Y AF Y HH= A
HWY e YR FE e B LS AR ¥R G A B 5995995100
122 100.5 5 42 B &S 8 % Flognormalens fe % & 5 g RATR S ehd 3 35
FHAALBRRLI VIR - B R BN FenLpeT s AfpPiL a
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F1(2.3.2) s EHEE= ~ At - HE BaiE® - SEFTARR -

[

dREREIERA - T ENEGR SR o bR o

(=) Hull-White= = #

Hull-White(1994) 3% 41 ch e P BLiE 22 2 = A > %3 4 7] 5% 148 /2 0
Hull-White ‘& #-73] 22 * 35z pF fF 7] (discrete time) s g {5 1E 42 4 i - & T8-R

2
]

AR g D ) F rec S HEIEFE P S At E AAIF RO H Y At SR

EYERTIE R AEHERT £ 7 4o

dR=(0(t)-aR)dt+cdz
P w R

BT R g pHEAR

F-RE

FoMERIEZHAEL T
A e

1 0() » F 0 2 FFTR=0 0 R ACT RIEHE
= M
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dR"=-aR"dt+odz
R (tHAD-R™ () PRJSIP 3 5 -aR™ (DAt > R R B s o’ At ¥ 5 4 iz > 7~

E(AR")=E(R"(t+At)-R"(t))=-aR " (t)At
Var(AR")=Var(R " (t+At)-R " (t))=cAt

L& AR=0\3A & JIS ALY PPl S W EE > 2 - S BR(i)) N & PR G iAo 1F
R' 5 AR P& B IF AT - B+ 4 ¥ 5 Puo FL o5 5 Pmo AT 4
S5 Pde R -FHET > AP OfIFRMIT - £ 2 B4AF 0 ¥
BjRSAFSEY BQRADC)AF APEE > F J 5 FRIFEFRQR41DDb) A S
A m A5 A5 5" B4 () @LAFHF LG wFToEadi,
A ETF R PSR K s B A - PR D R A fednds £ S i
WEAfeE - > 2z BIAASRE PusPmPdEF E o
(b) - Pi, (C) P,

I:>m
I:)d

®(2.4.1) “Hull-White = =~ #eh= 6 1 5 4 4
FoRE
— PRSI S e d B TR I S A S AR e B 1
FoOMAERBR OS2 PEDANFIRBE PR ZAHELIRE
pE T o, & a(iAt) B R &R = MY At PSR HB PR Z AT R
HIAtPEef| S > B P q) G IR AT At pE R a8 ] 5 (spot rate) o Q; & — B A
AP ELA)FEL 1 FRIFMEROF ELZRE  ,2Q, F M i

Bt 2% & dhif T 0w fi 2 (Forward induction) ) » {7 3] 7% 5] 2 5% o

)" Q, e -InB,
o= 2ir Qm : (2.4.1)

: At

- S ACEWNEEES SN T TSRS AN RS S
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QHIJZZkQi,kq(k’j)exp[-(ui+kAR)At] (2.4.2)
B q(kj) & & BE(LK)AT) & B S o B E - B ha 120 e T )

FHUE R RE fehaso ¥ Bchdc T @ P80 B Rl AHAcFI(24.2) ¢

®(2.4.2) Hull-White = = 4| & &

(=) &* && i (Quadrature methods) 2 #Hull-White 5 < £

27 RJIEARK 2 ’]3&;1—1% ig Bk fet 24 0 A g * Andricopoulos et
al.(2003) /i % s F /% (quadrature method) #-= ~ Mg 4 = § ~ > % 3 Ao
F A L i o SEAPTHR AT A fe { RET A A i RS

55 AR AT -

G Hull-White 4 = % fFh % - R £7 0 RIaoR' () FRAH 2 1 5
AR (OAL » B He R OOAF A e 0 R4 2 SRR K A e 4 e
- HEERFAt AR DG 270 & e FgBASh7 L d$H328 3 =
o g At A p s ARFLRERFS BT R R o 2RI T
B E A LA FFER % - PR A Y g & Hull-White % - FFECP 4o » o 02 i

A0z ABHEL S M B S FER G5 AR S Hull-White % = 15 &

Iy
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- REREA R0 > PRJCIR =aR ditodz ST 8 18 A2 50T {7 11 54 LA R
b EB)PEDIF 0 R, b S BG)D (DA ST S IF R, B 6B
(L) 2 (DAt S| 07 i ] > 7
R;’max:R*i,j—i_q*:R*i,j—FSG\/E ’ R;,min:R*i,j_q*:R*i,j'Sc\/E

5o/At

i%?. AR= (b 1)/2 F“‘? mﬁ'ﬁf'ﬁ-’b é*ﬁ*ﬁiﬁ&’%i ;L‘ﬁj—b]:- il i ),l; ;“ﬁj”'ﬁ\?%‘](243)
hl.i—T‘F
R?,j,max

50V At

W(243) ++8 % ~pend < S a1 F
*L_I 52;“35 At 19 ’ &“ m—‘: “3 J & R:i,max % &/J‘ ‘;.1}'7? ‘TJ:‘?’ RlJmm
Rdin) 5 @RI (DA S T fIFIESR B B 0 5 EB(G)

I (HDACE ) T i 1 F AR 6% e 0 4o (244) o 0l 0 0 25040

1)

* *
+ Ri,j,max _R i
WTTUAR
R R’
- ij,min - ij
MTTAR
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B(2.4.4) A K 5 < s & B 7 i A

&

;.-’.

Rjj e 74 g » R*id + anAR ’ sz,min # g E R*i,j + ni_,jAR

i, max

Jopt A PE LR 0 R - PN S AT (TR deR)(2.4.5)

R;,=0

Bk # - &€ F nifA 40 pLp,...p, » B FESEF 0 FI L R (EHAD)R (0 PRIC

PRES-aROA > RRELCANT AR AP FE &L RNEB

B p,py.p, 0 T

(n510.5)AR (n-0.5)AR (nj;+0.5)AR
p= | F@AR) p,= [ F@R) - p= [ FAR)
(njj-0.5)AR (n;;-1.5)AR (n};-0.5)AR

4 §(2.4.6) °
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= l l \ AR
n;JAR (nj;+1)AR cee (n;-DAR n, AR
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2.5 | 2.3381% 5 24730% | 7.5 | 2.6259% | 10 | 2.7894%
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