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A DETERMINISTIC APPROACH FOR SOLVING THE HULL AND
WHITE INTEREST RATE MODEL

Homing Chen and Cheng-Feng Hu*

Abstract. This work considers the resolution of the Hull and White interest
rate model. A deterministic process is adopted to model the random behavior
of interest rate variation as a deterministic perturbation. It shows that the
interest rate function and the yield function of the Hull and White interest
rate model can be obtained by solving a nonlinear semi-infinite programming
problem. A relaxed cutting plane algorithm is then proposed for the resulting
optimization problem. The features of the proposed method are tested using a
set of real data and compared with some commonly used spline fitting methods.

1. INTRODUCTION

The interest rate model plays a central role in the theory of modern economics
and finance. In the past studies interest rate models described by stochastic process
are widely used. It is usually assumed that the interest rates are sufficient statistics
for the stochastic movement of current term structure. An enormous amount of work
has been directed towards modeling and estimation of the short term interest rate
dynamics. Some single-factor models [3, 5, 26] have been proposed and widely used
in practice because of their tractability and their ability to fit reasonably well the dy-
namics of the short term interest rates. Econometric estimation of these models has
also been intensively studied in the literature [3, 6, 20]. Generally, the problem of
estimation occurring in nondeterministic systems has been investigated by mean of
many stochastic models, beginning with the papers of Wiener[27] and Kalman[14].
Earlier in the 1970s, nonstochastic observation models under uncertainty appeared
in [4, 17, 18]. A new approach for optimization of linear dynamical systems un-
der uncertainty was presented in [9] based on the earlier fundamental papers of
Gabasov, Kirillova and colleagues[7, 8, 16]. Recently, Kortanek and Medvedev[15]
considered the development and application of a new class of models of this type
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for the term structure of interest rates. A deterministic process was introduced to
model the random behavior of interest rate variation as a deterministic perturbation
which was later investigated by [23], and [24]. Sarychev et al. [22] included a set
of original papers based on the mathematics of control systems and applications to
finance. Inspired and motivated by the recent research, this work considers the Hull
and White interest rate model, which can be described by the following stochastic
differential equation.

(1.1) dr(t) = a(p(t) — r(t))dt + odB(t),
where

1.2 =290 0.0) 1+ Lo (1 g2
() M()_aaf(v)"’—f(v)"’—@( —¢€ )7

£(0,t) is the forward interest rate, (¢) is the instance interest rate, B(¢) denotes
the Brownian motion, o is the instantaneous standard deviation of the interest rate
and the coefficient «, satisfyies

O<a<a<a

with the pre-assigned bounds «, and @.

To solve the Hull and White interest rate model (1.1), the concept of the deter-
ministic perturbations is adopted to deal with the random behavior of interest rate
variations. It is shown that the interest rate function and the yield function of the
Hull and White interest rate model (1.1) can be obtained by solving a nonlinear
semi-infinite programming problem. A relaxed cutting plane algorithm is proposed
for solving the resulting optimization problem. In each iteration, we solve a finite
optimization problem and add one or some more constraints. The proposed algo-
rithm chooses a point at which the infinite constrains are violated to a degree rather
than the violation being maximized. The organization of the rest of this paper is
as follows. Section 2 provides some basic definitions to formulate the Brownian
motion in the Hull and White interest rate model in terms of the deterministic per-
turbation. It shows that the Hull and White interest rate model can be solved via
a nonlinear semi-infinite programming problem. Solution algorithms are developed
in Section 3 for solving the resulting semi-infinite programming problem. The nu-
merical results and comparison to some commonly used spline fitting methods are
reported in Section 4. The paper is concluded in Section 5.

2. THE HuLL AND WHITE INTEREST RATE MODEL WITH IMPULSE PERTURBATION

As mentioned in the previous section, in this paper a deterministic process is
adopted to model the uncertainty in the interest rate behavior. It is assumed that the
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uncertainty is deterministic, which is depending on the time ¢. For convenience we
denote the nonstochastic uncertainty as an integral function w(t), and w(t), w(t)
are assumed to be the pre-assigned upper and lower bounds of w(t), respectively,
i.e.,

(2.1) w(t) < w(t) < w(t).

In this case, the Hull and White interest rate model can be formulated as the fol-
lowing differential equation with uncertainty.

(2.2) dr(t) = a(pu(t) —r(t))dt + cw(t)dt.

To simplify the calculation process, we reduce the forward interest rate to the fol-
lowing form [2].

(2.3) FO0,02 f =c+ dexp(bt), ¥t € Riyi =1,2,---, N.

where b, ¢, d € R.

Moreover, to specify the perturbation function w(t), here we introduce some no-
tations and definitions. Assume that there are M observed yields, say R;, with time
to maturity 7 corresponding to the i—th day of observation, ¢ = 1,2,---, M. Let
N é {to, t1,- - 7tM+T}7 where t;,_1 < t;, and N; é [tz‘_l, tz‘),’i =1,2,--- , M+T.
For convenient, we denote M + 7 = N.

Definition 2.1. The Observed Treasury Yield.
The observed Treasury yield is defined as follows.

R(t|T) 2 RiVteR;,i=1,2,---, M.
Definition 2.2. The Yield Function.
The yield function is defined as the mean value of interest rate of integral, i.e.,
Al t+7
(2.4) y(t | 7) = 7 r(r)dr,vte N, i=1,2,---, M.
t
Definition 2.3. The Function of Estimation Error.

The function of estimation error is defined as the difference of the yield function
and the observed Treasury yield, i.e.,

(2.5) B2yt | T)—R(t|T),Vt eV i=1,2,--, M.

Definition 2.4. The Impulse Perturbation.

Let w(t) 2 w;(t),vt € N, =1,2,---, N. The impulse perturbation is the class
of piecewise constant functions, which is locally constant in connected regions and
can be defined as follows:
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(2.6) wi(t) = w;, YVt € Ry, i=1,2,--- | N,
where w; € R is a constant and
w; <w; <wgi=1,2,--- N,
with w, and w;,7 = 1,2,---, N, are pre-assigned bounds for the perturbations.

Definition 2.5. The Forward Mean Function.
The forward mean function is defined as the mean value of forward rate of integral,
ie.,

Al T
Flebdt|T) 27 [ fo. 7
t

(2.7) et biT(exp(b(t +1T)) — exp(bt))

b,c,d,e RVt e N;,,i=1,2,---, M.

The solution of the Hull and White interest rate model (2.2) with the impulse
perturbation function defined in (2.6) has the form described in Theorem 2.1.

Theorem 2.1. The instance interest rate function of the Hull and White interest
rate model (2.2) is given by

2 i—1 —at
F g —2at _ o —at Z e t tj—
j:

(2.8)
y W% emalt-tiD) vi e, i=1,2,..., N.
(0%
Proof.  The proof is given in the appendix A. ]

It is well known that the yield function is one of the most important financial
indicators in the theory of modern economics and finance. Substituting (2.8) into
(2.4) yields the following result.

Theorem 2.2. The yield function has the form

y(t|T)
o2 e~ 20(HT) _ =20t  9o—a(t+T) _ 9,—at
=F T +—[1-
(e b, d, | T)+ 202 ( 2T a * Ta
L[ palti—t) 4 eolti1—t=T)  alts—t=T) 4 caltr—1-1)
(2.9) ! k=1 To? B To? o
t’i —t ea(ti_1—t—7) _ ea(ti—t—T) _ ea(ti_1—t) + 1
+ To * T2 Jow,
i+7-1 _ a(tp—1—t—T) _ pa(ty—t—T)
t — th_q  e*tr—1—t etk
* Z ( To * T2 Jowy

k=i+1
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t+T —tipr— altiyr-1—t=T) _ ]
+( B 5
T T

Proof. The proof is given in the appendix B. ]

To shorten the mathematical formulas in (2.9), the following notations are in-
troduced. Let

)J’U)H_T, teN;,i=1,2,..., M.

ag (o, t|7)
Oé(tk t +ea(tk 1—t— T) ea(tk—t—7)+ea(tk_1—t) . )
— To? o, ifk<i
tz Oé(tz 1—t— T)+1 ea(ti—t—T)+eOé(ti_1—t) .
5 — 5 o, if k=1
(2.10) 'Ta To Ta
o t/{: _tk‘ 1 Oé(tk 1—t— T) Oé(tk t T) L )
f T
< o To? o, Ifi<k<i+T,
/]' _ Oé(ti+T_1—t—T) _ 1 .
I tZ+T 1—1—6 o, ifk=i+T.
T o2
we have
o2 e—2a(t+T) _ p—2at
7))+ 1-—
Y(HT) = Fle,b d t| T) + 5 —
(2.11) 9p—a(t+T) _ gp—at  HT
+ T )+ ara, tTwy,

k=1
teN;,i=1,2---,M.

This work considers to find the impulse perturbation w(¢) that minimizes the max-
imum absolute value of the function of estimation errors defined in (2.5). It leads
to the following optimization problem.

Problem 1.
min €
st. R(t|T)<yt|T) +eVteN;,i=1,2,..., M,
Rt|T)=2y(t|T) — eVt eRyyi=1,2,..., M,
a<a<a w;,<w, <w;, 1=1,2,...,N.

Substituting (2.11) into the Problem 1 leads to the following nonlinear program-
ming problem.
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Problem 2.

. o2 <1 e—20(t4T)  o—2at N 9e—a(t+T) _ 26—at>
202 2T a 2T a Ta
i+7

+ Z a’j(av t‘T)wj +6
j=1

R; > F(c,b,d,t|T)
o2 < e—20(t+T) _ p=2at 9, —a(t+T) _ 26—at>

re Ta + =
i+T

+Zaj(avt‘7-)wj—€,Vt eN;,i=1,2,..., M,
j=1

a<a<a w,<w <w;,i=1,2,...,N.

It should be noticed that the Problem 2 is a semi-infinite programming problem with
finite variables, b, ¢, d, o, 0, ¢, w;, i = 1,2,---, N, and infinite many constraints.

3. AN ALGORITHM

There are many semi-infinite programming algorithms [11, 12, 13] available for
solving the Problem 2. The difficulty lies in how to effectively deal with the infinite
number of constrains. Based on a recent review [13], the “cutting plane approach”
is an effective one for such application. Following the basic concept of the cutting
plane approach, we can easily design an iterative algorithm which adds one or some
more constraint at a time for consideration until an optimal solution is identified.
To be more specific, at the k — th iteration, given subsets N¥ = {ri 7 ... ,r;k}
and NF = {ui, ub, - ,uék} of N;, where p¥, ¢¥ > 1,i=1,2,---, M, we consider
the following finite optimization problem.

Program SD¥
min ¢(b, ¢, d, o, 0,w,€) = €

st. Ry < F(e,b,d, 7| T)

2 —2a(7i+T) —2a(1d) —a(Ti4T) _9,—a(r))
(3.1) +0_(1_e e +26 2e
202 2T o 27 o Ta
i+7

—f—Z:aj(oc,TQT)ug—1—6,5:1,27...7194?71':1727...7]\47
j=1
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R; >F(c,b,d,uf | T)

J2 e—2o¢(uf+T) o e—2o¢(uf) 26_0‘(“%"’7) . 26_0‘(“%)
+ﬁ(1 B 27 « + T
i+7T
+3 ajlouf| Twy —e, 1=1,2,--- qfi=1,..., M,
j=1

a<a<ao w, <w <w;,i=1,2,...,N.

Let F* be the feasible region of Program SDF. Suppose that (b*, c*, d*, o
o wk, *) is an optimal solution of SD*. We define the “constraint violation
functions” as follows.

7 k)2 —a(TiHT) _ge—alri)
B VAT ok gk oy (00)7 o 2e .
g () =E, (6%, % d% 7IT) 2(ak)2( Tao
(3.2) 2e—a"(T+T) _ 9o—ak(r) i+T
P TR - Sl ik - &,
TeN,1=1,2,---, M,
and
k)2 —2(a®)(utT) _ g—2ak (u)
B0 2 Bk ok gk T () L€ e
v (u) (%, " d¥ T | )+2(ak)2( —
(33) Qe—ak(u—f—’]’) _ Qe_ak(u) i+T B
+ Tk )—|—Z:a,j(o/‘“,u\’]')wf—ek—Ri7
j=1

weR;,i=1,---,M.

Since R;,a; are continuous over the compact set X;, the function gk+1( )
achieves its maximum over ¥;,¢ = 1,2,---, M. A similar argument holds for
the function vk+1( ),i=1,2,---, M. Let Tik_’_l and uik+1 be such maximizers,

i =1,2,---, M, and consider the values of gk"'l(T 2iyy) and oF L (ul k+1) i =

1,2,---, M. If the values are less than or equal to zero, then (b*, c*, d*, o, 0%, w*,
) becomes a feasible solution of the Problem 2, and hence (b*, ck, d’“, a ,a’“, wk,
€*) is optimal for the Problem 2 (because the feasible region F* of Program SDF
is no smaller than the feasible region of the Problem 2). Otherwise, we know that
at least 7° i1 ¢ NF or u! 2 ¢ NF i =1,2,--- M. This background provides a

foundatlon for us to outline a cutting plane algonthm for solving the Problem 2.

CPSD Algorithm:

Initialization

Setk =pFf=¢ =1,i=1,2,---,M; Choose any 7i,u} € ¥;, i =1,2,---, M;
Set N} = {r{} and X! = {wi},i=1,2,---, M.
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Step 1. Solve SDF and obtain an optimal solution (b*, c*, d*, o* oF, wk, €*).
Step 2. Find a maximizer 7! P41 of gk""l(T) over X; and a maximizer ufﬁ-ﬂ of
vF T (u) over 8, i =1,2,---, M.

Step 3. If gk+1(T;?+1) < 0 and vf“(uzfﬂ) < 0, =1,2,---, M, then stop

with (b%, c*, d¥, o, o* wk, ) being an optimal solution of the Problem 2.
Otherwise, go to step 4.

kbl k k
Step 4. If gﬁl(r;?H) > 0, then set N*™ « NF{r? k+1} Pl ph g1
Otherwise, set Nt NF pftl o pki=1,2... M.

Step 5. If v“l(uikﬂ) > 0, then set RFFT — RF(J{u! e @ gf 1

Otherwise, set RF 1« RE gF 1 gk i =1,2,... M.
Step 6. Set k — k£ + 1 go to Step 1.

When the Problem 2 has at least one feasible solution, it can be shown without
much difficulty that the CPSD algorithm either terminates in a finite number of iter-
ations with an optimal solution or generates a sequence of points {(b*, c*, d*, oF, o*,

k eb) k= 1,2,---}, which converges to an optimal solution (b*, c*, d*, o*, o*, w*,
€*), under some appropriate assumptions. However, for the above cutting plane al-
gorithm, one major computation bottleneck lies in Step 2 of finding maximizers.
Ideas of relaxing the requirement of finding global maximizers for different settings
can be referred to [10] and [25]. But the required computation work could still be
a bottleneck. Here we propose a simple and yet very effective relaxation scheme
which chooses points at which the infinite constrains are violated to a degree rather
than at which the violation are maximized. The proposed algorithm is stated as

follows.

Relaxed CPSD Algorithm:

Let 6 > 0 be a prescribed small number.

Initialization Set k = pf = qf =1,i=1,2,---, M; Choose any 77, u] € N;,i =

1,2,---,M; Set N} = {ri} and X} = {wl},i=1,2,---, M.

Step 1. Solve SDF and obtain an optimal solution (b*, c*, d*, o, o*, w*, €*). De-
fine g"*!(r) and v (u),i=1,2,---, M, according to (3.2) and (3.3)
respectively.

Step 2. Find any 7° pi1 € N such that gk+1(T;?+1) > ¢, and ufﬁﬂ € ; such that

L (0 k+1)>571_1727 -, M.

Ui

Step 3. If such 7 e and u’ P do not exist, then output (b*, ¥, d*, oF, o% wF, €*)
as a solution. Otherwise, go to step 4.
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Step 4. If such T;?_H exists, then set N/« NF U{T;§+1},pl~“+1 — pF+ 1

(2

Otherwise, set N1 Nk pht1 o pki=12... M.

Step 5. If such u!,  exists, then set X' — RFU{ul,, )¢ — of + 1.
Otherwise, set Ri+! — Rk b+l gk i —1 2 ... M.

7

Step 6. Set kK — k£ + 1; go to step 1.

Note that in Step 2, since no maximizer is required, the computational work can
be greatly reduced. Also note that when ¢ is chosen to be sufficiently small, if
the relaxed algorithm terminates in a finite number of iterations at Step 3, then an
optimal solution is indeed obtained, assuming that the original the Problem 2 is
feasible.

4, NuMERICAL RESULTS

In this section, the features of the proposed method are tested using a set of real
data and compared with the smoothing spline method [1], the cubic smoothing
spline method [21], and the maximum smoothing spline method [19]. The numer-
ical examples and results of the Hull and White interest rate model with impulse
perturbations are presented in this section. The observed 3-MONTH TREASURY
BILL RATE data of the St. Louis Federal Reserve Bank from 2006-11-17 to 2009-
7-17 (140 weeks) is employed for analysis. The initial guesses and bounds of the
parameters of the Hull and White interest rate model are listed in Table 1.

Table 1: The initial guesses and bounds of the parameters of the Hull and White
interest rate model

0 initial guess lower bound upper bound

o Shown in Tables 2 & 3 0 00

o Shown in Tables 2 & 3 0 00

b 0.1 —00 o0

c 0 —00 o0

d 0 —00 o0
w(t) 0 —00 00

€ 0 0 s

In our implementation, the initial values are obtained by solving the Problem 2 for
any arbitrary initial guesses as listed in Table 1. The numerical analysis results for
different initial values of «, and o are shown in Tables 2 and 3, respectively. In
Tables 2 and 3, b*, c*, d*,0*, o™, €* denote the optimal solutions of the Problem 2,
and Tol is the stopping tolerance value for solving the Problem 2. Table 4 compares
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Table 2: The numerical analysis results for different « with o = 0.75

Case 1 2 3 4 5
a 0.01 0.05 0.1 0.5 0.75
o 0.75 0.75 0.75 0.75 0.75
b* 0.763019 0.755906  0.674160 0.774988 0.728731
c* 0.025725 0.025412 0.018815 0.023034  0.019984
d* 0.027378 0.027691  0.033969  0.029745 0.032451
a* 0.034349  0.036236  0.012892 -0.006085 0.005129
o -0.097582 -0.097569 -0.098571 -0.098782 -0.099933
€* 0.828525 0.828557 0.827316  0.826682 0.825190
Tol 1077 1077 1077 10~7 1077

Table 3: The numerical analysis results for different o with o« = 0.3

Case 1 2 3 4 5
a 0.3 0.3 0.3 0.3 0.3
o 0.01 0.1 0.25 0.5 0.75
b* 0.238864  0.226407 0.220583  0.226314  0.237644
c* -0.066543 -0.058622 -0.061317 -0.057974 -0.050042
d* 0.118422  0.111296  0.113988  0.110650  0.102765
a* 0.006016 0.069467  0.072010 0.072917  0.083773
o -0.098581 -0.098299 -0.098312 -0.098336 -0.098342
€* 0.827870 0.827818 0.827804 0.827783  0.827739
Tol 1077 1077 1077 1077 1077

Table 4: The yield curve variance for different methods

The yield curve variance

Original data 3.5536e-004
Smoothing Spline 3.5066e-004
Cubic Smoothing Spline 3.5130e-004
Maximum Smoothing Spline Method 3.6418e-004
Deterministic Approach(c = 0.5, « = 1) 3.1656e-004

the yield curve variance for the smoothing spline method, the cubic smoothing spline
method, the maximum smoothing spline method, and our approach. The result
illustrates that our approach generates the yield function with smaller oscillation.
Moreover, Figure 1(a) ~(f) show the estimates of the yield curves for different initial
values of « and o. It should be noted that for a fixed value of «, the yield function
with minimal fitting errors can be obtained when o is chosen to be sufficiently
large. Moreover, for a fixed value of o, when « is selected to be large enough,
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highly smooth interest rate and yield functions are conducted.
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Fig. 1. Yield curves for different values of « and o.

5. CONCLUSION

The Hull and White interest rate model with impulse perturbation is studied. The
concept of deterministic perturbation is adopted to deal with the random behavior
of interest rate variation. It shows that the interest rate function and the yield
function of the Hull and White interest rate model can be obtained by solving a
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nonlinear semi-infinite programming problem. A relaxed cutting plane algorithm
is then proposed for solving the resulting optimization problem. In each iteration,
we solve a finite optimization problem and add one or some more constraint. The
proposed algorithm chooses a point at which the infinite constrains are violated
to a degree rather than at which the violation is maximized. Compared to some
commonly used spline fitting methods, our approach essentially generates the yield

Homing Chen and Cheng-Feng Hu

functions with minimal fitting errors and small oscillations.

Proof of Theorem 1.

APPENDIX A. DERIVATION OF THE INSTANCE INTEREST RATE FUNCTION

we have

(A1)

e“tdi‘l—(tt) + ae®r(t) = ae® u(t) + oe*tw(t)

/t d(e*"r(r)) = /t ae®" u(t) + oe*w(r)dr

to to
t t

e‘”r(7‘)|§0 :/ oze‘”u(r)dT—i—/ oe“Tw(T)drer(t)
to to

eXtr(t) — e®or(tg)

t 2
= /to ae“” (é%f(O,T) + f(0,7) + ;7(1 — 6_2‘”)> dr

¢
+/ ce*"w(r)dr
to

2

= /t d (e £(0,7)) + — /t (e*T — e *T)dr + /t oeTw(r)dr

to 2 to to
2

— CLF(0, 1) — et F(0, o) + ;7 (eat 4Ot _ gato _ e—atg)

¢
+/ ce*"w(r)dr
to

r(t) = e (o) + £(0,1) — eV (t)

2

t
o to

2
o _ _ _
r(t) = f(0,t) + 202 (1 e 20t _galtomt) _ o a(tO—H))

t1 ta
+a/ ey, (7)dT + a/ Ty (T)dr + . ...

0 t1
ti—1

¢
+0 e, 4 (1)dr + a/ e, (1)dr

ti—o2 ti—1

Multiply both sides with the integrating factor e for (2.2)



A Deterministic Approach for Solving H&W Model 1733

Substitute (2.3) into (Al), we have

2
T(t) = f( ) + (1 + e—2at _ eoé(to—t) o e—a(to-i-t))
i—1 ; .
Z / a(T—t)dT + O'wi/ ea(T_t)dT.
= ti-1 ti—1
2
= ~(O, t) + 2—2 (1 + 6—2005 _ ea(to—t) _ e—a(to-i-t))
«

(A2) i
ow; o o w;o _
+Z a] (ea(tJ t)_ea(tj,l t))_i_%(l_ea(thl t)).
j=1

2 i—1 _
_ 7 g —2at —at €
_f(o,t)+ﬁ(1+2e a—2e“)+§ ow;

t
(e()étj _ e()étjfl)

w;o

+——(1—e @ty e Ri=1,2,...,N. n
«

APPENDIX B. DERIVATION OF THE YIELD FUNCTION
Proof of Theorem 2.

t7T)

y(t
t+’T

1 t+7 0_2 t+7
= — / fO,7)dT+ — (14 e 297 —2e77)dr
t

T 202 J,
t; i—1 —aT ati—1—T)
1—
+/ (Za’wke (eatk _ e()étk;fl) + O'U}iei)dT
b k=1 “
T -1 gy G-l —ar 1—e(ti-1=7)
#30 [(ComEes —etyron, S
(B1) j=it1/ti-1 =1
T T -1 ar altitr—1—7)
1— i+T
+/ ( Z a_wke (eatk _ 6atk71)+0wi+T6—)dT
tiyT -1 k=1 @ @
1 [ 02 e—20(t+T) _ g—2at  go—a(t+7) _g,—at
(07 s Wy | )+ T { 20{2 ( 200 + (0% >
i—1 Oétk; o Oétk; 1) t+7 1 t;
+ awk/ e *Tdr + (_/ (1- @a(thl_ﬂ)dT
t

k=1
i+7—1

a Jy
eti _ patioy t+T 1 tr @ |
+7/ e *dr)ow; + —/ 1 — ek =17TNdr
t Jowit 3 () )
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