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Bond Option Pricing Based-on Hull & White Model
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Abstract We developed programs for American-style bond option based on the Hull & White’s trinomial
model, and examined the accuracy of the option premium which calculated by the programs. A plain algo-
rithm was not enough with the respect of computing time and accuracy, and caused following issues at the
practical point of view :

10 Short rates take negative values at the lower part of the lattice with the condition of* short rates
follow normal distribution” O

20 Comparing with the available period of bonds which is seven to ten years as usual, the option period
usually takes several days to months. Therefore, it is difficult to be restricted to discrete time model
with a single time interval. The calculation time increases drastically as reducing the time interval, and
the precision of estimate of American bond option becomes worse as increasing the interval.

30 Cash flows of option may not fit node points of model some time. An inappropriate operation leads
to inaccuracy of computation.

40 How to optimize Hull & White's model parameter® a’ and“ o” O

The computation model that can full fill requirements of practical business was figured out as finding

useful solutions for these issues.
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