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Abstract. In order to price the derivatives written on a government bond,
we have to consider the observable volatility structure, such as volatility smile,
of the government bonds. This paper proposes a method based on Dupire
(1993) to estimate the local volatility of discount bonds when the prices of
coupon bond options are observed in the market. Numerical examples show
that our method can construct the volatility structure consistent with the
market data.

Keywords: Volatility estimation, the method of Dupire, volatility smile.

*Corresponding author. Daiwa Securities Chair, Graduate School of Economics, Kyoto University,
Yoshida-Honmachi, Sakyo-ku, Kyoto, 606-8501, Japan.
TEL:+81-75-753-3411, FAX:+81-75-753-3492, E-mail: knishide®@econ.kyoto-u.ac.jp





