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Abstract

This thesis covers the parametric estimation of models with stochastic
volatility, jumps, and stochastic jump intensity, by FFT. The first primary
contribution is a parametric minimum relative entropy optimal Q-measure
for affine stochastic volatility jump-diffusion (ASVJD). Other attempts in
the literature have minimized the relative entropy of Q given P either by
nonparametric methods, or by numerical PDEs. These methods are often
difficult to implement. We construct the relative entropy of @ given P
from the Lebesgue densities under P and Q, respectively, where these can
be retrieved by FFT from the closed form log-price characteristic function
of any ASVJD model. We proceed by first estimating the fixed parameters
of the P-measure by the Approximate Maximum Likelihood (AML) method
of Bates (2006), and prove that the integrability conditions required for
each Fourier inversion are satisfied. Then by using a structure preserving
parametric model under the Q-measure, we minimize the relative entropy
of Q given P with respect to the model parameters under Q. AML can be
used to estimate P within the ASVJD class. Since, AML is much faster
than MCMC, our main supporting contributions are to the theory of AML.

The second main contribution of this thesis is a non-affine model for time
changed jumps with stochastic jump intensity called the Leveraged Jump
Intensity (LJI) model. The jump intensity in the LJI model is modeled by
the CIR process. Leverage occurs in the LJI model, since the Brownian
motion driving the CIR process also appears in the log-price with a negative
coefficient. Models with a leverage effect of this type are usually affine, but
model the intensity with an Ornstein-Uhlenbeck process. The conditional
characteristic function of the LJI log-price given the intensity is known in
closed form. Thus, we price LJI call options by conditional Monte Carlo,

using the Carr and Madan (1999) FFT formula for conditional pricing.
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Chapter 1

Introduction to the Thesis

Motivation

At least since Mandelbrot (1963) it has been known that the log-return
distribution of financial assets exhibits thicker than normal tails. This is
one criticism of the Black-Scholes (1973) paradigm. Merton (1976) answered
this by modeling the return process with jump-diffusion. Moreover, Black
(1976) finds that the latent volatility should follow its own stochastic process.
Indeed, Black (1976), see p. 179, argues that if the stock price falls then the
relative level of the debt of the firm rises, and this causes the volatility for
the firm to rise. Consequently, the negative correlation between the latent
volatility and the stock price is known as the leverage effect. The Heston
(1993) stochastic volatility model with p < 0 has become synonymous with
the leverage effect, although Heston (1993) never uses the word leverage.
Apart from the Paretian stable processes of Mandelbrot (1963) there
have been many attempts to find an alternative to normally distributed
log-returns. For example McLeish (1982), the Variance Gamma model of
Madan, Carr, and Chang (1998), the NIG of Barndorff-Nielsen (1998), and
the CGMY model of Carr, Geman, Madan, and Yor (2002). All of these



models are for jumps with infinite-activity, and each was originally seen as a
replacement for, rather than a complement to, Brownian motion. This was
particularly the case in Carr, Geman, Madan, and Yor (2002). However,
Brownian stochastic volatility models that include jumps in the log-price of
either finite-activity or infinite-activity have been successfully estimated, for
example in Huang and Wu (2004) under the Q-measure using historical daily
options price data, and by Li, Wells, and Yu (2008) under the P-measure
using historical daily log-return data. Furthermore, Huang and Wu (2004)
considers the possibility introduced in Bates (2000) that the jumps have
a stochastic jump intensity modeled by the integrated variance, and Bates
(2006) successfully estimates this model under the P-measure. Thus, the
estimation of stock price models with a diffusion, stochastic volatility, jumps,
and stochastic jump intensity is a reasonable proposition. Moreover, in this
thesis we do so entirely by fast Fourier transform techniques.

This thesis considers two main problems, and their solutions. First, if
there is an additional latent factor such as volatility or jump intensity, then
there is an additional source of randomness and the model for the market is
incomplete. Thus, an optimal martingale measure needs to be selected. We
provide an easily computable solution for this problem called the Parametric
Minimum Entropy Martingale Measure (PMEMM). Secondly, consider the
stochastic exponential time changed Lévy process model of Carr, Geman,
Madan, and Yor (2003), with continuous stochastic jump intensity modeled
by the CIR process of Cox, Ingersoll, and Ross (1985). By relaxing the
assumption of an affine log-price characteristic function, we generalize this
model so that it has a leverage effect. Our solution is called the Leveraged
Jump Intensity model (LJI). We are able to price by a specialized method
of conditional Monte Carlo. Furthermore, as we introduce the key themes

of this thesis below, further supporting contributions will be revealed.



Key Themes

The six central themes of this thesis are as follows:
1. The Fast Fourier Transform
2. Estimation for the Affine Markov Models
3. Infinite-Activity Jumps
4. Incomplete Markets
5. Estimation for Stochastic Jump Intensity with Leverage

6. Joint Characteristic Functions

These six key themes will draw a complete picture of the thesis below.

The two main contributions are highlighted again following the key themes.

The Fast Fourier Transform

We apply Fourier inversion via FFT in all estimation methods of this thesis.
A detailed description of Fourier inversion, and our FFT contribution is
provided in Our method is based on the non-centred and shifted
FFT implementation of Carr and Madan (1999), p. 68, and Carr, Geman,
Madan, and Yor (2002), p. 320, with one important difference. We use
the trapezoidal rule for quadrature, see Briggs and Henson (1995), p. 360.
We find in that Simpson’s rule, as advocated in Carr and Madan
(1999), p. 68, is what leads to the problem, identified in Carr and Madan
(2009), Table 2, p. 60, of a negative call price deep out-of-the-money.

Estimation for the Affine Markov Models

There are five specific affine Markov models estimated in this thesis. These

are the Heston model, the Heston model with three respectively different



independent jump types in the log-price (SVJ), and the Heston model with
compound Poisson Merton (1976) jumps in the log-price, time changed by
the integrated variance (SVSJ). The three SVJ independent jump types
are Merton (1976), Huang and Wu (2004) type Variance Gamma, and the
Meixner jumps of Schoutens and Teugels (1998). An introduction to these
five models and their properties is given in The P-measure and

the Q-measure of Apple stock are estimated separately under each of the

five the affine Markov models in [Chapter 4] and [Chapter 5| respectively.
In we estimate the P-measure by the Bates (2006) method of
Approximate Maximum Likelihood (AML). This method is a subsequence

of three Fourier inversions evaluated iteratively through the data. The first
inversion recovers the current point of the likelihood, and then the filtered

volatility is updated by the second and third inversions. We contribute

proof in [subsection 4.3.1| that for the affine Markov models of this thesis,

the L! integrability conditions sufficient for inversion of all three Fourier
transforms of the AML method are met. In of this thesis,
we also contribute proof that for the five affine Markov models, the primary
Fourier transform of the AML method may be twice differentiated under the
integral with respect to the second transform variable, v € (u,v), as required
by AML. We perform each Fourier inversion by FFT and approximate each
inverse transform with a spline. There are two main advantages of AML
over the Markov Chain Monte Carlo (MCMC), see for example Li, Wells,
and Yu (2008) for MCMC. These are the speed of estimation and the
authenticity of the filtered volatility. We also perform simulated estimation
under AML on both the Apple stock daily log-returns (1991-2011), and the
Dow-Jones Industrial Average (DJIA) daily log-returns (1988-2007).

In we take a first step towards our ultimate goal of attaining

a set of optimal Q-measures for Apple stock under the five affine Markov



models. We estimate the option implied Q-measures under least squares
normal likelihood using our version of the Carr and Madan (1999) FFT
formula with the trapezoidal rule for quadrature. We estimate based on a
selection spot call options from the daily closing book on Apple stock from
January 19th, 2011, the last day in the Apple stock (1991-2011) log-return
data set. While these spot option results show the SVSJ Merton model to
be slightly better than the others, the evidence from under the

P-measure is that Apple stock clearly has infinite-activity jumps.

Infinite-Activity Jumps

In addition to the P-measures for the DJIA (1988-2007) and Apple stock
(1991-2011), in we also use AML to estimate the P-measures of
the S&P 500 (1988-2007), and six other major stock symbols for individual
stocks (1988-2007). Thus, we make a contribution to the debate over jump

types in models with continuous stochastic volatility and jumps. For a

summary, see [subsection 4.6.3] We find, consistent with Ait-Sahalia and

Jacod (2012), that the DJIA has finite-activity jumps. But, we also find,
consistent with Huang and Wu (2004), that the S&P 500 appears to contain
an infinite variation pure jump process. Moreover, we find that banking and
technology stocks are well suited to an infinite-activity jump component, and
this is particularly the case for Apple stock (1991-2011). This is consistent
with Ait-Sahalia and Jacod (2012), where it is suggested that individual
DJIA components have infinite-activity jumps.

In we consider the problem of simulating daily increments for
the infinite variation Meixner process of Schoutens and Teugels (1998). We
considered both Grigoletto and Provasi (2009), and Madan and Yor (2008),
but found their methods to only be suitable for large Meixner increments.

The Meixner scale parameter does not scale time, so it is not possible to



scale larger Meixner increments into smaller Meixner increments. Thus, in
we contribute a new method called least squares rejection, with
an NIG rejection density, suitable for simulating daily Meixner increments.

We use this method for the simulated AML estimations of

Incomplete Markets

Estimation for incomplete market models is often handled by the simulta-
neous estimation jointly under P and @ of the log-return data and a time
series of nearest to the money historical options prices, see for example Li,
Wells, and Yu (2011). The measure change is accounted for by estimating
the market prices of risk. The key problem with this approach is that the
market prices of risk are generally not estimable, even for the Heston model,
see Ait-Sahalia and Kimmel (2007), p. 442. Hence, in we pursue
an optimal martingale measure, similar in nature to the Minimal Entropy
Martingale Measure (MEMM) of Frittelli (2000), only we propose something
more easily computable.

For Lévy processes, and each of the five respective affine Markov models
of this thesis, a description of the incomplete markets phenomenon is given
in For each model, we choose a structure preserving martingale
measure such that the respective models under P and @ have the same
characteristic function when the drift pup = 7, but under the assumption
that the parameters 0p € Qp and 0g € Qg may differ. We prove in
that the log-price characteristic functions for the affine Markov
models are L'. This implies that the respective measures P and () are
each absolutely continuous, so that for fixed 0p € Qp we can compute the
relative entropy of @ given P as a function of g € Qg, in terms of the
Lebesgue densities retrieved via FFT. More specifically, we can compute

the symmetric relative entropy, which is simply the sum of two relative



entropies with reversed arguments. The quantity that we minimize is the
average of symmetric relative entropies, AS (6g), between P; and @ on a
uniform grid for ¢ € (0,7]. We stabilize the minimization of AS (6g) with a

2
, for some v > 0. This is also

with a quadratic penalty function HHQ — G*Q‘
known as Tikhonov regularization, see Engl, Hanke, and Neubauer (1996),
pp. 241-43. The idea is that the fixed penalty parameter HZ? is formed by
the least squares option implied parameters under each of the five respective
affine Markov models. These estimates were made in for Apple
stock. Correspondingly, fp was estimated in for Apple stock,

and is fixed. The stabilized minimizer,
0o = arg min [AS (0q) +7 |60 — 022“2] )
0g€g

is the Parametric Minimum Entropy Martingale Measure (PMEMM).

Estimation for Stochastic Jump Intensity with Leverage

The Leveraged Jump Intensity model (LJI) is introduced in along
with the Barndorff-Nielsen and Shephard (2001) stochastic volatility model
(BN-S). The proposed LJI model is compared on the basis of calibration
performance to the BN-S and SVSJ Merton models in The LJI
model consists of time changed Lévy jumps, with a Brownian motion in the
log-price perfectly negatively correlated with the driver of the continuous
stochastic jump intensity, modeled by the CIR process. The LJI model is
non-affine, but we show in this thesis that the LJI model appears to provide
a better model for the leverage effect than the BN-S model does, due in part
to the inherent skewness of the time changed jumps. There are two other
well known alternative leverage models from the literature that we mention
here, that are not included in this thesis. First, we mention the a-stable

Lévy motion with 8 = —1, time changed by a an integrated CBI type process



for the intensity, driven by the same time changed a-stable Lévy motion,
only with 5 = 1, see Carr and Wu (2004), pp. 134-35. The advantage
of this model over the LJI model is that it is affine. But, the intensity
of this model only takes the CIR process as a special case. Secondly, we
mention the “double-jump” model of Duffie, Pan, and Singleton (2000), see
pp- 1360-62, with simultaneous Poisson jumps in the log-price and the jump
intensity. In the conclusion to we propose a modified LJI model
with simultaneous Poisson jumps similar to the “double-jump” model.

As the LJI model is non-affine, it requires a specialized pricing technique.
For this purpose, in we contribute a new conditional Monte Carlo
pricing method called conditional FFT. The method allows us to condition
on the jump intensity, yielding an affine conditional log-price characteristic
function. Hence, we apply a conditional version of the Carr and Madan
(1999) formula. However, instead of taking the mean of the conditional
call prices, we take the mean of the respective Fourier transforms of the
conditional damped call prices. Thus, conditional FFT only requires one
fast Fourier transform to execute. We also contribute proof that the mean
in the transform domain converges almost surely to the Fourier transform
of the damped call price. Hence, we are able to calibrate the LJI model to

the Apple stock spot call options data set from

Joint Characteristic Functions

The AML method of Bates (2006), which we cover in [Chapter 4} is atypical
in the sense that for the affine Markov models, it requires the joint CF of

the log-price and the latent variance given by
¢T (U, /U) = exp [Zuy;fo +C (uv v; T) +D (ua v; T) Jt20] )

rather than simply the marginal log-price CF given by ¢r (u,0), as we use

in [Chapter 5| and [Chapter 6] In|[Appendix A|we present a set of joint affine




coefficients, C (u,v;7) and D (u, v; ), for the five affine Markov models, that
are shown to be equivalent to Bates (2006), pp. 953-55, in the SVJ Merton
and SVSJ Merton model cases. Then in [Appendix Bl and [Appendix C],

by specializing and extending the arguments of Lord and Kahl (2010), and
Kahl and Jéckel (2005), we contribute proof that our joint affine coefficients
for the affine Markov models of this thesis are continuous on the principal
branch. To the best of our knowledge, this argument has never before been
made for the joint affine coefficients, and in particular this argument has

never been made for the SVSJ Merton model. The above three appendices

are cited in [Section 3.3| and [Section 4.3| both on L' integrability. They are
also cited in covering our contributed proof that the primary

Fourier transform of AML is differentiable twice under the integral.

Summary of Main Contributions

There are two main contributions of this thesis that we wish to focus on,

among the many supporting contributions highlighted above. These are:
1. The Parametric Minimum Entropy Martingale Measure of
2. The Leveraged Jump Intensity Model (LJI) of |[Chapter 7

The PMEMM of is our original contribution to the solution
of the incomplete markets problem for the five affine Markov models of this
thesis. Note that the PMEMM requires an estimate of the P-measure, and
an estimate of the option implied Q-measure. These are provided by results

from [Chapter 4| and [Chapter 5| Though not equivalent, the PMEMM is

similar in nature to the Minimal Entropy Martingale Measure (MEMM)
of Frittelli (2000). The practical difference is that the PMEMM is easily

computable by fast Fourier transform techniques.



The LJI model of is our original contribution to the problem of
modeling a leverage effect when the log-price contains time changed jumps,
and the jump intensity is modeled by the purely continuous CIR process.
We have provided a specialized conditional Monte Carlo pricing technique
for the LJI model, and we successfully argue that the LJI model outperforms
the Barndorff-Nielsen and Shephard (2001) stochastic volatility model on the

basis of calibration to spot options prices on Apple stock.

Thesis Outline

The rest of the thesis is structured as follows. [Part It In [Chapter 2| we

construct, and give properties for, the five affine Markov models, and the
LJI model. In we describe how Fourier inversion via FFT will
be carried out in this thesis. [Part IIf In |[Chapter 4] we make theoretical
contributions to the Bates (2006) method of AML. Then, based on daily

log-return data, we estimate the P-measures for Apple stock (1991-2011),
and several other assets, under the five affine Markov models, by the AML
method. In we calibrate the option implied Q-measures, under
the five affine Markov models, to spot call options prices selected from the
daily close on Apple stock, January 19th, 2011, by our modified version of
the Carr and Madan (1999) formula. Then in we combine the

results from [Chapter 4] and [Chapter 5| to construct optimal Q-measures, for

each of the five affine Markov models, under our newly proposed Parametric

Minimum Entropy Martingale Measure (PMEMM). [Part I1I; In|Chapter 7|

we calibrate the newly proposed LJI model to the Apple stock spot call
options data from by a specialized method of conditional Monte
Carlo, that we refer to as conditional FFT. Lastly, in we present
our least squares rejection technique for the simulation of Meixner process

increments. [Part 1V]is the conclusion of the thesis.
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Part 1

Model Building and Applied

Fourier Analysis
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Preface to Part 1

The goal for of this part is to lay down the technical foundations
for the financial log-price models to be estimated in this thesis. Models
from both the affine class, and the non-affine class, are proposed. From
the affine class we have adapted two stochastic volatility jump models from
Bates (2006), one featuring independent jumps of arbitrary type, and the
other having Merton jumps time changed by the integrated variance. From
our three proposed independent jump types, the Meixner jumps of Schoutens
and Teugels (1998) have, to the best of our knowledge, not yet been seen
in the stochastic volatility jump literature. = We further propose a new
non-affine model for the log-price featuring stochastic jump intensity with
a leverage effect. This model uses the CIR process for the jump intensity,
and generalizes the stochastic exponential time changed Lévy model of Carr,
Geman, Madan, and Yor (2003). The leverage technique was inspired by
the Barndorff-Nielsen and Shephard (2001) stochastic volatility model. The
goal for of this part is to establish the fast Fourier transform
(FFT) as a refined technique. Fourier inversion plays the defining role in
every estimation method proposed in this thesis. Hence, we have devoted
a foundational chapter to this topic. Estimation of the affine models is the
subject of Then, since it applies Monte Carlo methods, estimation
of our non-affine model is treated in [Part ITI.

12



Chapter 2

Construction of the Models

2.1 Introduction

In this chapter we develop the models of this thesis under the assumption
that the log stock price has both a continuous component, and jumps. This
is consistent with the S&P 500 index options price study of Carr and Wu
(2003), see p. 2602, as well as the ultra-high frequency log-return study of
the DJIA and each of its components found in Ait-Sahalia and Jacod (2012),
see p. 1040. Carr and Wu (2003), see p. 2606-2608, also finds that both
stochastic volatility and stochastic jump intensity can model the change in
the relative sizes of the continuous and jump components over time. We

will denote the three main models of this thesis as follows:
e SVJ: The Heston stochastic volatility model with independent jumps.

e SVSJ: The Heston stochastic volatility model with Merton jumps

time changed by the integrated variance.

e LJI: Time changed Lévy jumps with a Brownian motion in the log-
price perfectly negatively correlated with the driver of the continuous

stochastic jump intensity process.

13



The SVJ model originated in Bates (1996) with Merton jumps. Later,
the SV.J model appeared in Huang and Wu (2004), as well as Li, Wells, and
Yu (2008), both under Merton, Variance Gamma, and log-stable jumps.
Here we will consider the SVJ model under Merton, Variance Gamma, and
the Meixner jumps of Schoutens and Teugels (1998). These choices were
motivated by the observation in Ait-Sahalia and Jacod (2012), see p. 1037,
that individual stock components of the DJIA appear to exhibit a diffusion
with infinite-activity jumps. However, Carr and Wu (2003), see p. 2597,
warns that infinite-activity jumps with infinite variation can be difficult to
distinguish from the continuous component of the model.

The SVSJ Merton model first appeared in Bates (2000), and was the
main model introducing Approximate Maximum Likelihood (AML) in Bates
(2006). It also appeared in Pan (2002) with Merton jumps, and in Huang
and Wu (2004) with Merton, Variance Gamma, and log-stable jumps. We
treat the SVSJ model with time changed Merton jumps, and show that this
coincides with the affine jump-diffusion representation from Bates (2006),
see p. 953, due to the nature of finite-activity compound Poisson jumps.

The Leveraged Jump Intensity (LJI) model is new to the literature and
represents one of the main contributions of this thesis. The LJI model is a
combination of the time changed stochastic exponential Lévy model of Carr,
Geman, Madan, and Yor (2003), see pp. 358-59, with the CIR process as
the jump intensity, and the method of modeling a leverage effect taken from
the Barndorff-Nielsen and Shephard (2001) stochastic volatility model.

The Huang and Wu (2004) study was based on S&P 500 index options
data. They find that finite-activity jumps are inferior to infinite-activity
jumps in the SVJ model for index data, see Table III, p. 1425. Under
log-return data, we find that this is not true for the DJIA, but that it is
true for the S&P 500. However, their results suggest that the SVSJ Merton

14



model is slightly better than the SVJ Merton model for index data, see Table
V, p. 1427, and we agree. The main conclusion of interest to this thesis
in the Huang and Wu (2004) study is that stochastic jump intensity, also
called jump volatility, has little explanatory power on its own in the absence
of a leverage effect for the jump intensity, see p. 1429. As mentioned in
above, Carr and Wu (2004), pp. 134-35, offers a solution to this
problem in terms of time changed a-stable processes. But, in this chapter
we introduce LJI model which features a more flexible choice of jumps, and
models the intensity by the CIR process.

The remainder of this chapter is structured as follows.
covers Lévy processes. In we present details of the three main
jump types of this thesis. briefly covers affine Markov processes.
Then in we cover the CIR process, the Heston stochastic volatility
model, and time changed Lévy processes. In we formally define
the SVJ and SVSJ models and their properties. In we present
the Barndorff-Nielsen and Shephard stochastic volatility model, and the new

Leveraged Jump Intensity (LJI) model. concludes.

2.2 Lévy Processes

2.2.1 Basic Properties

In this subsection we present the main definitions and properties of Lévy

processes, as applied in this thesis.

Definition 2.1 (Lévy Process) A cadlag stochastic process Yy is called a
Lévy process when

i) the law of Yirn — Y: does not depend on t (stationary increments)

it) the increments are independent.

(Cont and Tankov (2004a), §3.1, p. 68)
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Remark 2.2 (Additive Process) A stochastic process Y; which has inde-
pendent increments, but is not necessarily cadlag, and does not necessarily
have stationary increments, is called an additive process. Thus, every Lévy

process is an additive process (see Sato (1999), p. 3).

In the finance literature, when the assumptions of Definition |2.1| are

appropriate, a Lévy process
E:K)+Mt+awt+Xt, (21)

where W} is Brownian motion, and X} is a pure jump Lévy process, is used
to model the log of a stock price. By Applebaum (2009), p. 123, the

continuous part of a Lévy process must be Brownian motion.

Definition 2.3 (Lévy Measure) Let R denote R\ {0}. A Borel measure

v (dz) on Ry is called a Lévy measure if

/R (1A 2?) v (dr) < 0. (2.2)
(Applebaum (2009), §1.2, p. 29)

Remark 2.4 (Lévy Triplet) For a Lévy process Y; as in equation (2.1),
a result called the Lévy-Ito decomposition, see Cont and Tankov (2004a),
pp. 79-82, guarantees the existence of a Lévy triplet (u,o,v) where p € R,

o >0, and v is the Lévy measure for the jumps in Y;.

Theorem 2.5 (Lévy-Khinchin Formula) Let Y; be a Lévy process with
Yo = 0, and Lévy triplet (u,o,v). Then the characteristic function Y,
where ¢y, (u) = FE [ewyf] , 15 given by

by, (u) = W with (2.3)

1 .
Yy (u) = tup — 502112 + / (e™® =1 —iualyy <) v (dz), (2.4)
—0o0

where h(zx) = 1,<1 is referred to as a truncation function for the small

Jumps, see Cont and Tankov (2004a), §3.4, p. 83.
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Remark 2.6 The truncation function h(zx) in above allows

the Lévy measure to have a singularity at x = 0. Moreover, any bounded
measurable function h : R — R that satisfies h(x) = 14+ o(|z]) as z — 0
and h(z) =1+ 0 (ﬁ) as x — 00 is admissible as a truncation function,
see Cont and Tankov (2004a), §3.4, p. 83. Furthermore, one may replace
equation in the Lévy-Khinchin formula above with

Yy (u) = iup — %UQUQ + /_00 (e"* —1 —juzh (z)) v (dz) h(z), (2.5)

where p is defined relative to the choice of truncation function h(x) and
1s thus not necessarily unique. However, the other two parameters, o and
v, of the Lévy triplet (,u,h,a, 1/) are uniquely defined for all choices of the
truncation function h(z), see Cont and Tankov (2004a), §5.4, p. 83.

Pursuant to the above remark, if the choice h (x) of a suitable truncation
function is not otherwise clear, then the P-dynamics of the log-price Y; under

a Lévy process model may be written simply as
dY; = phdt + odW, + dX;. (2.6)
Proposition 2.7 Let X; be a Lévy process. Then

1. Xy is Markov with respect to the natural filtration.

2. X, is a semimartingale.

Proof. 1. Every additive process is Markov, see Sato (1999), Thm. 10.4,
pp. 55-57. Thus, the result follows by Remark

2. Every Lévy triplet (,uh,cr, 1/) corresponds to a non-stochastic set of
characteristics (Bh, C, u) for a semimartingale process with stationary and
independent increments. This is given in Barndorff-Nielsen and Shiryaev

(2010), see p. 108. =m
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2.2.2 Classification of Pure Jump Lévy Processes

For pure jump Lévy processes 02 = 0, and there are three main cases to
consider. These are finite-activity jumps, infinite-activity jumps of finite

variation, and infinite-activity jumps of infinite variation.

Finite-Activity Jumps

If /1 v (dz) < oo, then none of the jumps need to be compensated and no
trur;zlation of the small jumps in the neighbourhood of zero is required, see
Schoutens (2003), p. 45. This means that no truncation function h (z) is
required, and the parameter p is uniquely determined. Moreover, in this
case the jump sizes Y} have a density g(x) that exists. Thus, a finite-activity

jump process is given by a compound Poisson process
Ny
j=1

where N; is a Poisson process with constant intensity A. Also, the Lévy

measure for finite-activity jumps is given by
v(dz) = Mg (z)dz. (2.8)

Ait-Sahalia and Jacod (2012) classify all finite-activity jump processes as
having a stability index of zero, see p. 1022.

Infinite-Activity Jumps of Finite Variation

1 1
If/ |z| v (dx) < oo, but we find that / v (dx) = oo, then some small
-1

-1
jumps are compensated and truncation of the small jumps is required, see
Schoutens (2003), p. 45. In this case the Lévy measure v (dz) is not defined
at zero, thus there are finite intervals about zero which contain infinitely

many small jumps. Therefore, we say that these jumps have infinite-activity.
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In the finite variation case the rate at which the density corresponding to
the Lévy measure diverges from zero, assuming that this density exists, is
slower. Hence, the singularity at zero in v (dx) is removable. Moreover, on
any interval of finite length, the process can have at most countably many
jumps. Consequently, this case is less difficult to distinguish from Brownian
motion. Ait-Sahalia and Jacod (2012) classifies the finite variation case as

having a stability index strictly less than one, see p. 1027.

Infinite-Activity Jumps of Infinite Variation

If the singularity at zero in the Lévy measure v (dz) is not removable, such

that we have
/ |z| v (dz) = oo, (2.9)
|z|<1

then the jumps have infinite variation, see Schoutens (2003), p. 45. This
means that over any interval of finite length, the number of jumps of the
process has cardinality of the real line. Hence, this case can be more
difficult to distinguish from Brownian motion. Ait-Sahalia and Jacod (2012)
classifies the infinite variation case as having a stability index greater than

or equal to one, but strictly less than two, see p. 1027.

2.2.3 Exponential Lévy Martingales

The distribution of the log-price Y; = log(S;) is used for estimation of
models for the stock price S; under the objective measure P in
In [Chapter 5], [Chapter 6] and also the focus is on the risk-neutral

measure Q. For the moment assume that the model under P is given by
Y, =Yy + pdt + oWy + Xy, (210)

where W, is Brownian motion, and X; is a pure jump Lévy process. The

problem we now face in specifying a model under the Q-measure is that due
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to the presence of the jumps under P in equation there are infinitely
many possible equivalent martingale measures. Indeed the risk-neutral
model under Q need not even be a Lévy process, see Cont and Tankov
(2004a), pp. 306-307. Therefore, we must choose an equivalent martingale

measure QQ such that the discounted stock price,
e S =e "exp (Yy), (2.11)

is a martingale where r is the risk-free rate, from among the infinite collection
of possibilities. In this thesis we choose a structure preserving martingale
measure similar to the choice made in Merton (1976). That is, we choose

to model the log-price Y; under the Q-measure as
1
Y=Yy + (7‘—20'2—¢X (—Z)> dt + oW; + X;. (212)

Note that in this thesis we estimate the P and Q measures separately.
Hence, we also make the assumption that the respective models under P
and QQ may have different parameters, outside of any constraints imposed
by equivalence. The following three well known results lead to verification
that under the log-price model for the Q-measure in equation above,

the discounted stock price is a martingale.

Proposition 2.8 Let Y; be a Lévy process with Yy = 0 and vy (—i) < oo.
Then the process
M, = e¥etvv (=0 (2.13)

s a martingale.

Proof. If ¢y (—i) < oo, then by [Theorem 2.5

E[e"]  etv(=)
BIMi|Mo] = 5= = Sy = &

Hence, since Y; has independent increments, the result follows. m
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Theorem 2.9 (Exponential Lévy Martingale) Consider a Lévy process
Y: = ut + oW, + Xy with Yy = 0. Then the process exp (Yz) is a martingale
if and only if vy (—i) < 0o, and

1 [e.e]
p=yo - / (" =1 = aljp<1) v (dz) (2.14)

with Yy (—1) defined from equation (2.4]) in the Lévy-Khinchin formula.

Proof. Let Y; = ut+oW;+ X; be a Lévy process, and assume that exp (Y3)

is a martingale. Then by [Theorem 2.5, E [e¥] = ¢y, (—i) = eVy(=0) =1

implies that 1y (—i) = 0 < co. Moreover, by equation (2.4))

. 1 o
Yy (—i) = p+ 502 +/ (e =1 —al<1) v (dz) = 0.
—00
This implies p = —%02 — [ (e =1 x1|x‘§1) v (dx). Now assume that
Yy (—i) < oo, and p = —%02 -7 (" —1— :L'lmgl) v (dz). Since Y} is a

Lévy process with ¢y (—i) < oo, Proposition implies that
M, = GYt*WJY(*i)

is a martingale. But then y = —%02 —ffooo (ex —-1- :L"lmgl) v (dz) implies

that 1y (—i) = 0 by equation (2.4), and M; = exp (¥;) is a martingale. ®

Corollary 2.10 Let the log-price Y; be a Lévy process with volatility o, pure
jump component Xz, and drift p given by

1
p=r— 502 —x (—1), where (2.15)

vx (—i) = / (6" =1 —alpy<y) v (dz). (2.16)
Then if ¢y (—i) < oo, the discounted stock price process under @,
1
e "8, = Syexp (UWt - Eazt + X¢ — ¢x (1) t> , (2.17)

is a martingale. Moreover, the Q-dynamics of Y; are given by

1
i (bt oaveax,
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Remark 2.11 (Exponential Compensators) The processes given by %0215
and ¥ x (—1i) t respectively are referred to as the exponential compensators for
Brownian motion and the pure jump Lévy process Xy.

(see Jacod and Shiryaev (2003), 11.8, p.141)

2.3 Specific Types of Jumps

In this section we consider both the strengths and the weaknesses, and
give technical details, of the three jump types that are to be analyzed in
this thesis. The finite-activity, infinite-activity with finite variation, and
infinite-activity with infinite variation cases will respectively be represented

by Merton (1976) jumps in [subsection 2.3.1, the Huang and Wu (2004)

version of Variance Gamma jumps in [subsection 2.3.2] and the Meixner

jumps of Schoutens and Teugels (1998) in [subsection 2.3.3|

The marginal density for each type of jump process in this section is
derived with drift parameter u. To obtain the marginal density for an

exponential Lévy martingale process as in Corollary simply set
p=po —x (—i). (2.19)

In brief, the Merton jumps are of finite-activity, thus having a stability index
of zero, see Ait-Sahalia and Jacod (2012), p. 1022, the Variance Gamma
jumps also happen to have a stability index of zero, see Ait-Sahalia and
Jacod (2012), p. 1025, and the Meixner jumps have a stability index of one,
see Madan and Yor (2008), p. 43.

Theorem 2.12 (Continuous Density) Let Y, = oW; + X; be a Lévy
process. If o > 0 or Xy has infinite-activity, then Y; has a continuous
marginal density fi (y).

(Cont and Tankov (2004a), Prop. 3.12, p. 90)
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2.3.1 Merton Jumps

Merton jumps are large and occur rarely. Along with a diffusion component,
they are often used for modeling stock indices, in particular market crashes
and other wide tailed phenomena. But, they are less good at modeling day
to day events such as company announcements that lead to smaller jumps,
and Merton jumps must be accompanied by a diffusion to be realistic.

The finite-activity compound Poisson jumps of Merton (1976) are con-
structed as a random sum given by

N¢

Xi=> (2.20)

j=1
The process IV; is Poisson with intensity A > 0, where each ¢; is ¢.7.d. normal
N (ﬁ , a2), so the jump size density is given by
1
r) = ——e
9() /2T
Thus, from equation ({2.8]) the Lévy measure is given by

A o5
v(dr) = Mg (z)dx = - 271_67%( =) da. (2.22)

xz—f 2

-2 (37), (2.21)

From Cont and Tankov (2004a), p. 112, the characteristic exponent is
. L 59
Px (u) = A | exp | ifu — Sl 1). (2.23)
Hence, the compensator is given by

Px (i) = A (eXp <B + ;a2> - 1> : (2.24)

Notice in that for Merton jumps the compensator ¥ x (—i) is finite
forall A > 0, « > 0, and § € R. However, Merton jumps do not have a
continuous marginal density (see Cont and Tankov (2004a), p. 90).

The following lemma is used to obtain the representation of a Merton

jump process by a Poisson driven integral.
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Lemma 2.13 (Compound Poisson Integration Formula) Let X; be
a compound Poisson process with zero drift and Xo = 0. Then if f € C!
and f(0) = 0 we have

t
P = [ (F00) = F () an, (225)
where Ny is a homogeneous Poisson process.

Proof. See Jeanblanc, Yor, and Chesney (2009), p. 484. =

So consider X; to be a compound Poisson Merton process as in equation

(2.20) above. Then by equation (2.25) of Lemma above with f equal

to the identity function we have
t
X = / €sd N, (2.26)
0

where €5, ~ Normal (ﬁ,o?), for all s € [0,t], and Ny is a homogeneous

Poisson process with intensity A > 0.

2.3.2 Variance Gamma Jumps

Variance Gamma jumps are of infinite-activity, and can model small jumps.
But, they have a low activity rate so they can also model less frequent
medium to large size jumps. They can be used with or without a diffusion,
but have a rough density when At is small, see Proposition item 2.
VG jumps are of finite variation, and decompose into the difference of two
independent gamma processes, see Madan, Carr, and Chang (1998), p. 81.

The Variance Gamma jumps may be constructed as the following time

changed Brownian motion
X =BG+ aWg,, (2.27)

where the time change Gy is a gamma process, a > 0, and 3 € R.
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Remark 2.14 (Gamma Distribution) Throughout this thesis we assume
that the I (a,b) distribution is parameterized such that it has a characteristic

function (C.F.) given by

¢>(u)=< ! )a. (2.28)

1—1bu

This implies that the T (a,b) distribution has mean ab and variance ab?.

In the Huang and Wu (2004) version of Variance Gamma that we use in
this thesis, the distribution of the gamma process G} in equation is
given by

Gy ~T (M, 1), with A > 0. (2.29)

Note that the above implies F [Gy] = At for Huang and Wu (2004) type
Variance Gamma jumps. Moreover, as given in Huang and Wu (2004), see
p- 1413, the Lévy measure for this version of the Variance Gamma process

may be written as

=zl
v(dzr) = )\expygfi)d:c, where (2.30)
Ay = % (VF+207 £ 8)

Also from Huang and Wu (2004), p. 1414, the characteristic exponent is
: L 59
Yx (u) = —Alog [ 1 —ifu+ Fou” ). (2.31)
Hence, the compensator is given by
. 15,
Yx (—i) =—=Alog (1 -5 — 2% ) (2.32)
Notice in (2.32)) that for compensated VG jumps of Huang and Wu type,

1
¥x (—i) < oo only if 5a2 +B<1,and A > 0. (2.33)
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However, in estimation with financial data the main constraint in is
almost always met during estimation, because the estimated value of o will
be small and 8 will be either small or negative.

Results for the marginal density of a Brownian motion time changed by
a gamma process were given independently in McLeish (1982) (pp. 90-91)
and Madan, Carr, and Chang (1998) (pp. 87 & 98). Here we prove the
result for the Huang and Wu (2004) version of Variance Gamma.

Consider the log-price process Y; with p > 0, given by
dY; = pdt + dXq, (2.34)

where X is from equation (2.27)). The following lemma is needed to prove
the main result in for the VG density.

Lemma 2.15 Let K, (z) denote the modified Bessel function of the second
kind with order v. Assume that Rea > 0 and Reb > 0. Then

/Ooo T e (%)5 K, (2\/%) . (2.35)

(Gradshteyn and Ryzhik (1965), 3.47.9, p. 340)

Theorem 2.16 (VG Density) The log-price processY; for the model (2.34)

has a continuous marginal density given by

B(y—pt)

fily) = —e = ('y‘“t'yt—%;«
= Vet ) o Xt~

0=+2a2+pB%2, a>0,B8€R, A >0.

Proof. By the model (2.34) with jumps defined by (2.27) and (2.29))

(H5), s

o

D=

Yil (Gy=7) ~ N (ut + Bv,a%y) , with
Gy ~ T (Mt,1). Therefore,

1 o0 (A—1)-1 ,(y*ut;ﬁv)Qf,y
= e 202y dry. 2.37
ft (y) a\/ﬂF(At)/o gl ot (2.37)
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Equation ([2.36]) follows from equation (2.37)) by Lemma with

1 (y—p)’ 5
V:At—i,a:T, andb:ﬁ.

The marginal density is continuous by ]

2.3.3 Meixner Jumps

Meixner jumps are of infinite-activity with infinite variation, hence they can
model very small and rapid movements. In this thesis we take the position
that Meixner jumps can be modeled with or without a diffusion. But, since
these jumps have infinite variation, they can create identification problems
in the presence of a diffusion, see Carr and Wu (2003). For log-return data
under a diffusion with stochastic volatility and independent jumps, Meixner
jumps outperform Variance Gamma jumps only in unusual circumstances.
The Meixner jumps were first seen in Schoutens and Teugels (1998).
They have a closed form representation in terms their Lévy measure which
is given by
(%)
v(dz) = )\m

where A > 0, |8| < 7, and a > 0 is the scale parameter of the marginal

dz, (2.38)

density. The Meixner jumps may also be expressed as a time changed
Brownian motion, see Madan and Yor (2008). The Meixner characteristic

exponent is given by

et = 2vi ()

cosh (% (au — zﬁ)) ’ (2:39)

see Schoutens and Teugels (1998), p. 346. It follows that the compensator

B
COS (5)

+8
cos (—O‘Q )

is given by

Yx (—i) = 2Alog (2.40)
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Compensated jumps require ¥x (—i) < oo in (2.40). The constraints

B
COS (5)
+5
cos (—O‘Q )

further imply that | + 8| < 7. However, unlike the Merton and Variance

log < oo, foralla>0andall —7m< g <m, (2.41)

Gamma cases, the Meixner parameter 8 € (—m, ) has finite support and

the additional constraint

o+ 8| <, (2.42)

imposed by the condition ¥x (—i) < 0o, can occasionally be breached during
estimation.

The closed form solution for the marginal density of the Meixner process
is given in Grigelionis (1999) (Eq. 4 of Theorem 1, p. 34). Below we
provide a more detailed version of the proof of this result for completeness.

Consider the Meixner log-price process Y; with p > 0, given by
dY; = pdt + dXq, (2.43)

where X; is a Meixner jump process. Lemma [2.17 below is needed to prove

Lemma that follows which in turn proves the main result

for the closed form Meixner density.

Lemma 2.17 For the complez-valued gamma function

+oo 1 22
/ e |0 (X +i2)|* dz = 2aT (2)) (W)) . (2.44)
2

oo 2 cosh

(Grigelionis (1999), Eq. 5, p. 34)

Lemma 2.18 Let Z be a Meizner Y7 random variable with drift u =0 and

scale parameter « = 1. The density of Z is given by

cos (£ 2/\eﬂz
F2) = <2 27r(r2()2>x) D[\ + 2] (2.45)
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Proof. The C.F. of Z obtained from (2.39)) with o =1 is

2\
B
COS (5)

cosh (3 (u —iB))

¢z (u) =
Thus, by Lemma with § = u — i3

cos (£ _ 0o
bz (u) = (227{((;2\)) /j e T (A —|—iz)|2dz

o0

C 21T (2))

2X
+oo (2 cos <§)) eP?
= / uz IT (A +i2)|* dz.
The result for f (z) follows by the definition of a characteristic function. m

Theorem 2.19 (Meixner Density) The log-price process Y; for the model
(2.43)) has a continuous marginal density given by

fily) = (2 cos gip;jj(y:t) ‘r [)\t—l—i (y_a“tﬂ 2 (2.46)

Proof. The density of Y; follows from Lemma where (u, @) is a location-
scale parameter pair. Secondly, the model (2.43) has C.F.

oy, (u) = e"Mox, (u)

where ¢x, (u) is obtain from equation (2.39). The main result (2.46|) follows.
The marginal density is continuous by ]

2.3.4 Jump Moments

In this subsection we summarize our introduction to the three main jump
processes of this thesis. In[Table 2.1]below, we give the theoretical moments,
in the zero drift case, for the Merton, Huang and Wu (2004) type Variance
Gamma, and Meixner processes. The moments in[Table 2.1|are derived from
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the respective moment generating functions of the three Lévy processes. By

each MGF is given by

M; (u) = exp (tx (—iu)), (2.47)

where the respective characteristic exponents 1 x (u) were given in equations

(2.23)), (2.31), and (2.39), above. The algebraic results in [Table 2.1 above

have been verified with mathematical software, and the Meixner moments

are also given in Schoutens (2003), p. 63.

Merton Variance Gamma Meixner
Mean At At Atatan (g)
Variance At (a + 52) At (a2 + 52) )\ta cos 2 (g)
T T 552
Skewness I ((jj;[;f)g) \/%m \/> sin <§)
Excess Kurtosis | 3 <1 + W) 21+ W) L (2= cos (B))

Table 2.1: Jump Process Moments: Zero Drift.

Notice in above that for all three jump processes, A\t scales the

mean and the variance, the skewness has a coefficient proportional to T’
and the excess kurtosis has a coefficient proportional to E' That is, as A
gets large, the skewness and excess kurtosis become smaller in magnitude,

hence the jumps will tend to become more balanced, with less kurtosis.

2.4 Affine Markov Processes

The Heston model to be defined in [subsection 2.5.2| below, the SVJ model to
be defined in [subsection 2.6.1| below, and the SVSJ Merton model with time

changed compound Poisson jumps to be treated in jsubsection 2.6.2] below,

are all special cases of the affine Markov processes. This section takes a

brief moment to explain precisely what an affine Markov process is.
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In this thesis we will view the class of affine processes as a subset of the
class of all Markov processes, consistent with Duffie, Filipovié¢, and Schacher-
mayer (2003). We only require two main definitions, thus this section will
be brief. The advantage of financial modeling with affine Markov processes
is that an affine Markov process has an exponentially affine conditional char-
acteristic function for the terminal state given the initial state that can be
known in closed form, subject to a set of regularity conditions. The follow-
ing definition of an affine Markov process is adapted from Duffie, Filipovié,
and Schachermayer (2003), see Definition 12.1, p. 1038. We have added
the notion of a terminal state for clarity of exposition, and consider only the

two dimensional case.

Definition 2.20 (Affine Markov Process) Let Z; = (Y;,07) be a time
homogeneous Markov process with state space H = R x (0,00), and initial
state Zy, = (Yto,afo) € H. For someT > ty, let Zy € H be the terminal
state where we define T =T — tg as the gap time. We say that Z; is affine
if for each T > 0 and (u,v) € R? there exists a set of joint affine coefficients
C (u,v;7), Dy (u,v;7), and D (u,v;T) such that

D2\ 24, (0,0) = E [emYTﬂw%’ (Yo, Uth))}
= exp (C (u,v;7) + Dy (u,v;7) Yy + D (u, v;7) atQO) (2.48)

1s exponentially affine in (Yto,afo).

Remark 2.21 For the affine models of this thesis where Zy = (Yt,af) and
Y: models the log stock price, the affine coefficient Dy (u,v;T) in equation

(12.48) of Definition above turns out to be trivial. That is, we typically

have Dy (u,v;7) = iu. Thus, we write

¢ZT\ZtO (u,v) = exp (iuY}O + C (u,v;7) + D (u,v;7) O'tzo) . (2.49)
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When an affine Markov process Z;, affine in the sense of Definition
above, is stochastically continuous, and the right-hand derivative of
b2z, (u,v) in equation above exists at (u,v) = (0,0), then Z; is said
to be regular affine, see Duffie, Filipovi¢, and Schachermayer (2003), p. 990.
In this case the affine coefficients C (u,v;7), Dy (u,v;7), and D (u,v;T) are
the solution to an affine system of generalized Riccati equations, provided
this system has admissible parameters, see Duffie, Filipovi¢, and Schacher-
mayer (2003), pp. 991-92. This is a formalization of the method used to
solve for the affine coefficients in Heston (1993), see pp. 340-42.

The second main definition of this section is for the Affine Jump-Diffusion
class as adapted from Duffie, Pan, and Singleton (2000), see pp. 1349-50.
This class contains many affine stochastic volatility jump models, but only
treats Poisson type jumps. However, it treats stochastic jump intensity, and

shows that a particular representation of the SVSJ Merton model which we

propose in [subsection 2.6.2]is an affine Markov process. Once again, we will

stick to only two dimensional processes.

Definition 2.22 (Affine Jump-Diffusion) Fiz F; = o {Y;,07} as the
filtration, and let Z, = (Yt,af) be a Markov process with respect to F; on
state space H =R x (0,00) solving the SDE given by

dZ; = 11 (Zy) dt + o (Zy) AWy + ved Ny (2.50)

where Wy is a two dimensional standard Brownian motion, p : H — R2,
o H — R**2, v, is the random jump size independent of Nt, and N, is a

non-homogeneous Poisson process with stochastic jump intensity given by
A =b(Z), (2.51)

with a : H — (0,00).  When the functions p, oo, and b are all affine on
the state space H, we say that with respect to Fi, the Markov process Z; is

an affine jump-diffusion.
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2.5 Latent Factor Models

A latent factor refers to a secondary process of the model for the stock price
that cannot be directly observed from stock price data. In this thesis we
will consider stochastic volatility, and stochastic jump intensity as latent
factors. Our main model for the latent factor is the CIR process from Cox,
Ingersoll, and Ross (1985) which originated in Feller (1951).

2.5.1 The CIR Process

Definition 2.23 The CIR process is a diffusion solving the SDE
dvy = K (n — v) dt + w/v dWy, (2.52)

where Wy is Brownian motion. The solution to the SDE (2.52)) is a deter-

ministically time changed squared Bessel process
w2
v, = e " BESQ’ <4/€ (e — 1)) (2.53)

with order § = %—2’7 (see Jeanblanc, Yor, and Chesney (2009), p. 357). The
integrated CIR process (ICIR) is given by

t
Vt:/ vsds. (2.54)
0

The CIR parameter vector is 6 = (vg, k,n,w). In this thesis we assume that

the parameter space for the CIR process is given by
Q={0eRv>0,£>0,17>0,w>0}. (2.55)

Proposition 2.24 (CIR Properties) Assume that v, is given by (2.53)
from Definition [2.23,

1. If 26m > w? with vg > 0, then for allt > 0 Prlv; > 0] = 1.  This

property is known as the Feller condition.
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2. Ev ] =n+ (vo—n)e .

3. If kK > 0 then the process {v, t > 0} is mean-reverting.

4. The process {vy, t > 0} is a Markov process.

5. Fort > s, vi|vs follows a scaled non-central chi-squared distribution.

6. The limiting distribution is v ~ I’ (2;—277, ;—i) where T = lim v;.
t—o0

Proof. 1. This follows from equation in Definition m (see Jean-
blanc, Yor, and Chesney (2009), p.357). This property was originally proven
in Feller (1951), p. 178. Hence, it is called the Feller condition.

2. See Jeanblanc, Yor, and Chesney (2009), p. 360.

3. See Jeanblanc, Yor, and Chesney (2009), p. 361.

4. Since it solves the SDE (2.52)), the process {v¢, t > 0} is a Markov
diffusion. This class of processes is a particular extension of continuous-
time Markov chains to continuous-time Markov processes with a continuous
state-space, see McLeish (2005), p.148.

5. Let inf( N (x) be the distribution function of a noncentral chi-squared
random variable with degrees of freedom d and noncentrality parameter .

Consider the conditional distribution given by

4kn
4,{671{@75)
A= 2 (1= e nE9) vg, and (2.57)
4k
Pr [Ut < y|U5] = FX;Z()\) o2 (1 _ €_H(t_s)) yl- (258)

Equation (2.58) is the distribution function corresponding to the transition
density of the Markov process {v, t > 0}. Equation (2.58)) above, and the

transition law itself, are both given in Glasserman (2004), see p. 122.
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6. For all s > 0, as t — 0o, A — 0 in equation (2.57)), while the scalar
m — f)—’; in equation (2.58). This implies that the scaled non-
central chi-squared distribution becomes a scaled chi-squared distribution
which is a gamma distribution, see Glasserman (2004), p. 122. The limit-
ing distribution is T’ (20%7, ‘2“—2), see McLeish (2005), p.149.

This ends the proof of Proposition [

Proposition 2.25 (Integrated CIR Properties) Assume thatV; is given
by (2.54) from Definition .

1—e—rt
1. EVi] =nt+ (vo —n) ( — )
2. Vi = fg vsds remains finite for all finite t > 0.

Proof. 1. This result follows by integrating the first part of Property 2.
from Proposition over [0,¢].

2. By Property 1. clearly E[V;] < oo for all finite ¢ > 0. This implies
that Pr[V; = oo] = 0 for all finite t > 0. m

2.5.2 Stochastic Volatility

The main stochastic volatility model of this thesis is the Heston (1993)
model which forms the continuous part of both the SVJ model introduced
in [subsection 2.6.1l and the SVSJ model introduced in subsection 2.6.21 We

define the Heston model under the P-measure in log-price form as

1
4y, = <H0 - 203) dt + o dw > (2.59)

do? = K (n— atg) dt + watth(V)
pdt = E [th(S)th(V)} .
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In the Heston model the squared volatility, denoted by o2 , follows a CIR
process, and the correlation coefficient p € [—1, 1] is the leverage parameter.
The Heston parameter vector is 8 = (0(2], Ky1, W, p). In this thesis we assume

that the parameter space for the Heston model is given by
Q={0eR0§>0,k>0,7>0,w>0, —1<p<1}. (2.60)

Notice also in equation above for the Heston P-measure that the drift
is po — %af rather than the usual ug + bo? for some additional parameter
b € R. We do this for two reasons. First, according to Ait-Sahalia and
Kimmel (2007), see p. 442, the parameter b is not identifiable from log-return
and options data combined. Secondly, the log-price in equation above
has the property that S; = Spe¥* under the ordinary exponential.

But, the Q-measure is not unique, and this is precisely because of the
additional source of randomness under P in equation above that is
induced by the presence of stochastic volatility as a non-traded asset, see
Bjork (2009), p. 122. Infinitely many equivalent martingale measures
exist. Moreover, the risk-neutral model under QQ need not be a Heston
process, see for example the Heston minimal entropy martingale measure
(MEMM) in Hobson (2004), p. 554. Thus, we must choose arbitrarily
an equivalent martingale measure Q such that the discounted stock price,
eS8, = e "exp (V};), is a martingale where r is the risk-free rate. In this
thesis we choose a structure preserving Heston martingale measure. That

is, we choose to model the Heston Q-measure of the form

1
dY, = <'r - 203> dt + o dW> (2.61)

do? =k (n— a?) dt + watth(v)

pdt = E [th(S)th(Vq .

36



Note that in this thesis we estimate the P and Q measures separately.
Hence, we also make the assumption that the respective models under P
and Q may have different parameters. The following result offers direct
verification that under the Heston model for the Q-measure in equation

(2.61) above, the discounted stock price is a martingale.

Theorem 2.26 If w? < 2kn then the discounted stock price e™"S; for the
Heston model in equation (2.61) above is a martingale for all p € [—1,1].

Proof. See Proposition 5.1, pp. 18, of Bernard, Cui, and McLeish (2014).
In the special case w? < 2kn the state space is (0,00) and the process does
not need to be stopped. Prop. 5.1 of Bernard, Cui, and McLeish (2014) is
consistent with Andersen and Piterbarg (2007) Proposition 2.5, p. 34. m

Proposition 2.27 The Heston process is affine Markov w.r.t. o {Yt, Utz}.

Proof. The Heston model is a special case, with no jumps, of the Affine

Jump-Diffusion model in Definition [2.22] of [Section 2.4 m

Remark 2.28 Due to our choices for the Heston P and ) measures in
equations (2.59)) and (2.61) respectively above, these models have the same

characteristic function when py = r, albeit with different parameters.

2.5.3 Stochastic Jump Intensity

In this subsection we construct a general notion of stochastic jump intensity,
suitable for all Lévy processes, around the stochastic exponential model for
time changed Lévy processes from §4.3 of Carr, Geman, Madan, and Yor
(2003).  Under this model the intensity is uncorrelated with the jumps,
hence there is no direct provision for a leverage effect. But, the stochastic

jump intensity is assumed to follow a CIR process. In particular, we treat
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the martingale aspects of time changed jumps. We show separately in

[subsection 2.6.2| below that the SVSJ Merton model with finite-activity time

changed compound Poisson constitutes a Markov process.
As in section 3, pp. 351-352, of Carr, Geman, Madan, and Yor (2003),
let the latent factor \; follow a CIR process,

A\ = K (7 — \) dt + w\/ A\ dW. (2.62)

The process \; is referred to as the instantaneous rate of time change, but
for reasons that will become clear later on we call it the stochastic jump

intensity. The time change is the integrated CIR process,

t
A = / Aods. (2.63)
0

The time changed Lévy stochastic exponential model is developed in Carr,
Geman, Madan, and Yor (2003) §4.3 as follows. Assume for simplicity that
the jumps X; have a density g (z), and that no truncation is required. Then

we may write .
X (Ay) = / / xpy (ds,dx) , (2.64)
0 J—o0

where py (ds, dz) is a Poisson random measure with a random characteristic
given by the stochastic jump intensity process As. A predictable compen-

sator is given by
vy (ds,dx) = A\sv (dx) ds = Ag (z) dzsds. (2.65)
Evidently the pure jump process
t +oo
my =X (Ay) — / / xvy (ds,dx) = x * (uy — V) (2.66)
0 J—oo
is a martingale. Thus, we may define the modified pure jump martingale
My=mi+ (e —1—x) * (ux —v) (2.67)

= (" = 1) % (ux —va). (2.68)
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It is shown in Carr, Geman, Madan, and Yor (2003) that the stochastic
exponential of the pure jump martingale M; in equation (2.67) is given by

E (My) = XM)=Aevx (D) (2.69)

On the basis of equation (2.69) we choose the log-price Q-dynamics of the

unleveraged stochastic jump intensity model to be
4Y, = (r = b (=) dt +dX (), (2.70)
Cl)\t = K (7] — )\t) dt + LL)O'tth,
dAy = M\edt, Mg = 1.

Note that to make the parameter A identifiable in the above model, we

assume that Ao = 1, see Schoutens (2003), p. 92.

Lemma 2.29 Let A; be an integrated CIR process, and let X (Ay) be a time
changed Lévy process null at the origin and without drift. Then

E {eX(At)_A“pX(_i)]At] =1, for all finite t > 0. (2.71)

Proof.

E [eX(At) ‘At]

E [eX(At)—Ath(—i)|At] —_ VT
et -t

eAtox (=)

:mby

=1 for all finite ¢ > 0,

by Property 2. of Proposition ]

Corollary 2.30 If 1x (—i) < oo, then the discounted price process e ™S,

i the time changed Lévy model with independent intensity is a martingale.

Proof. E [SpeXA)-Avx(=0] = B [E [SpeX M) —Avx(=D|A]] = E[Sy] by
Lemma [2.29] and the result is equal to Sy for all finite £ > 0. m
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2.6 Stochastic Volatility Jump Models

This section presents the SVJ model in[subsection 2.6.1] and the SVJ model
is treated under all three jump types from The Bates (2000)
SVSJ Merton model is covered in [subsection 2.6.21

2.6.1 The Heston Model with Independent Jumps (SVJ)

By combining the Heston P-measure from equation ([2.59)) in [subsection 2.5.2|

independently with compensated Lévy process jumps, we obtain a P-measure

for the SVJ model given by

1
do? = k (n— o2) dt + wordW" | pdt = E [aw S aw V)]
However, due to both the presence of stochastic volatility as a latent factor,
and the jumps, the Q-measure for the SVJ model is not unique. In fact,
like both the Heston model and the Lévy model, the SVJ Q-measure may
not even have the same structural form as the SVJ model itself. Since there
are infinitely many possible Q-measures for the SVJ model, we must choose
arbitrarily an equivalent martingale measure @ such that the discounted
stock price, e S, = e " exp (V;), is a martingale where 7 is the risk-free

rate. We choose a structure preserving SVJ Q-measure of the form
(Lo (8)
dYy = |(r 50t Yx (—1) | dt + o dW,77 4+ d Xy, (2.73)
do? =k (n — o?) dt + wordW"), pdt = E |aw S aw V)| .

Recall that in this thesis we estimate the P and Q measures separately.
Thus, we make the natural assumption that the respective models under P

and Q may have different parameters. The following result verifies that
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under the SVJ Q-measure in equation ([2.73|) above, the discounted stock

price is a martingale.

Theorem 2.31 (SVJ Martingale) Assume that w? < 2kn, and also that
Yy (—i) < oco. Then the discounted price process e ™Sy, t > 0, defined by
equation (2.73|) for SV.J model under the Q-measure, is a martingale.

Proof. Let H, =0 {Wt(s), t(V),Xt}, and let s <t. Then

EQ [e—rtSt|HS] — SOEQ |:€fg o‘udWéS)_% fOt o2 du+Xi—tpx (—1) |Hs]

= SyE@ {ef(f oudW ¥ -1 [t Uﬁdu‘Hs} EQ {ext*th(*i)‘Hs} 7

by independent components,

= Soefos oudWi® 5 [ sndu pQ [eXt*th(*i”Hs] , by [Theorem 2.26

s (S) s .

= Spefo TudWu =3/ ”3d“eXS_S¢X(_Z), by Proposition [2.§

=e 58, for s < t.
Hence, e~"S;, t > 0 is a martingale under the Q-measure, as required. m

We estimate the SVJ model with Merton (MJ), Variance Gamma (VG),

and Meixner (MX) jumps. These SVJ models will be denoted by SVMJ,

SVVG, and SVMX, respectively in what follows. Note that if the SVJ
model has infinite-activity jumps, then it does not satisfy Definition of

for Affine Jump-Diffusions.

Proposition 2.32 The SVJ model is affine Markov with respect to o {Yt, o? }

Proof. The SVJ model is a Heston model plus an independent Lévy process.
The Heston part is Markov w.r.t. o {Y}, O‘tz} by Proposition and the
Lévy process in Y; is Markov by Proposition part 1. Hence, the SVJ
model is Markov w.r.t. o {Yt, af}. But, the joint C.F. for the SVJ model

as given in |Appendix A is exponentially affine in (Yto,afo). Hence, by

Definition [2.20] of [Section 2.4] the SVJ model is affine Markov. m
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Remark 2.33 Due to our choices for the SV.J model P and @Q measures in
equations (2.72)) and (2.73|) respectively above, these models have the same

characteristic function when uy = r, albeit with different parameters.

2.6.2 The Bates Stochastic Jump Intensity Model (SVSJ)

By combining the Heston P-measure from equation (2.59)) in [subsection 2.5.2|

with time changed Merton jumps and electing to compensate the drift in a
suitable manner, we obtain a P-measure for the SVSJ Merton model, as a

special case of Huang and Wu (2004), see p. 1409, given as follows by

1
4y, = (MO — 507 — ofix (—z’)> dt + o dW? + dX (V;), (2.74)

do? =k (1 — of) dt +wordW", B |aw D aw] = pat,

dV; = oldt.
Once again, due to both the latent factor and the jumps, the equivalent
martingale measure for the SVSJ Merton model is not unique, and we must
arbitrarily choose a Q-measure for the model such that the discounted stock

price, e7"S; = e " exp (Y;), is a martingale where 7 is the risk-free rate.

We choose a structure preserving Q-measure of the form
dY; = <r - %af — o)y (—z’)> dt + o dWS) + dX (V) (2.75)
do? =k (n — 02) dt + wo dW"), E [th(S)th(V)] = pdt,
dV; = oldt.

Since we estimate the P and Q measures separately in this thesis, we assume
that the respective models under P and QQ may have different parameters.
The following lemma is used to prove that under the SVSJ Q-measure in

equation (2.75]) above, the discounted stock price is a martingale.
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Lemma 2.34 Let M; be the pure jump martingale process of equation ([2.67)
in [subsection 2.5.3 such that by equation (2.69) in|subsection 2.5.5,

£ (M) = X (Vo) =Vivx(=9) (2.76)

Assume that w? < 2kn, and that x (—i) < 0o, in the SVSJ Merton model
of equation (2.75)) above, under the Q-measure. Then

EQ [5 (at oW 4 Mt)} ~1. (2.77)
Proof. First of all,

& (at o Wt(s) + Mt) =& (at . Wt(s)> & (M) , by orthogonality,

(S) ;
— elo oudWy —%‘/'feX(Vt)_‘/’wa(_’), by equation (2.76)) .

But, by conditioning on V; under the Q-measure, we obtain
EQ efgaudw155>_%%ex(w)_w¢x(—i)}
— 9 [EQ [eh audwqis)févteX<vt>—vﬂpx<—i>,VtH
— E@ :EQ :efot audWéS)—éVtWt} EQ [eX(vt)—wx(—i)mH :

by conditional independence,

I I ()
= EQ|EQ [eJo oudWu _%Vtﬂ/}} (1)} , by Lemma [2.29

= EQ _6\[‘(;5 o’“dW"SS)ié‘/t:|
=1, by

Hence, equation ([2.77)) follows, as required. m

Theorem 2.35 (SVSJ Martingale) Assume that w? < 27, and that
x (—i) < 0o. Also, let the process My be defined as in Lemma above.
Then the discounted price process e "Sy, t > 0, defined by equation ([2.75)

for the SVSJ Merton model under the Q-measure, is a martingale.
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Proof. Similar to the first part of the proof of Lemma above,

e S, = e " Spet

() ;

= S’oeff;5 Tud Wy _%V‘ex(vt)_vt%‘(_”), by the ordinary exponential,

= 50€ <at o Wt(s)> E (M), by equation (2.76|) of Lemma [2.34]

= 50& (at . Wt(s) + Mt) , by orthogonality.
But, upon letting H; = o {Wt(s), t(v),Xt}, it may be observed that the
processes o; e Wt(s) and M; are both Q-martingales with respect to H;.
Hence, letting s < ¢,

EQ [at . Wt(s)|Hs] — o, 0 W) and
E® [M;|H,] = M,, therefore
EQ [o—t o+ Mt|HS] — o, e W) 1 M.

That is, the process o, @ Wt(s) + M, is a Q-martingale with respect to Hy.
But, by Lemma [2.34]

B0 e (o 0] 1.

Hence, e~ "S;, t > 0 is a martingale under the Q-measure, as required. m
To show that the SVSJ Merton model is affine Markov, we will show

that it is an Affine Jump-Diffusion by Definition [2.22] of [Section 2.4l Recall

that by equation from [subsection 2.3.1] a compound Poisson Merton

process X; may be written as
t
Xy = / €sd Ny, (2.78)
0

where €5, ~ Normal (5,042), for all s € [0,t], and Ny is a homogeneous

Poisson process with intensity A > 0. So let
¢
A= / Asds, (2.79)
0
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be a random change of time where \g, s € [0, t], is some nonnegative random
process. Then by equation ([2.78) above, since on the right hand side only

the Poisson process N; itself is time changed, we obtain
t
X (Ay) = / esdN (Asg) , (2.80)
0

where N is a homogeneous Poisson process, and €5 ~ Normal (ﬁ , oz2). But,
a time changed homogeneous Poisson process N (As) may be written as a
non-homogenous Poisson process N with stochastic jump intensity A, see
Jeanblanc, Yor, and Chesney (2009), p. 476. Therefore, equation (2.80))

above becomes

X (A) = /0 tesdﬁs, (2.81)

where N is a non-homogenous Poisson process with stochastic jump intensity
As, and €5 ~ Normal (ﬂ,az). Based on equation (2.81])) the SVSJ model
from equation (2.74]) above may equivalently be written as
1 —
dY; = <NO — 50’? — O'thX (—Z)> dt + O'tth(S) + GSdNt, (282)
do? =k (1 - of) dt + woraW", B [aw D aw "] = pat,

A\t = AoZ, as in Bates (2006), see p. 953.
Proposition 2.36 The SVSJ model is affine Markov with respect to o {Y}, 0?}.

Proof. The SVSJ model in equation (2.74]) is equivalent to equation (2.82))
which satisfies Definition [2.22] for an Affine Jump-Diffusion. Thus, the
SVSJ model is affine Markov with respect to o {Yt,af}. Also, the SVSJ

joint C.F. as given in |Appendix A|is exponentially affine in (Yto, O'tQO). ]

Remark 2.37 Due to our choices for the SVSJ model P and () measures in
equations (2.74) and (2.75)) respectively above, these models have the same

characteristic function when py = r, albeit with different parameters.
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2.7 Alternative Leverage Models

The classical leverage effect is best embraced by the Heston model with

p < 0 in equation (2.59)) of [subsection 2.5.2l above. When the volatility oy

rises in the Heston model with p < 0, the log-price Y; tends to fall, and this
fall is amplified by the larger value of o;,. Conversely, if o, falls then Y; tends
to rise, but this rise is damped by the smaller value of o;. The result is a
distribution for the log-price that is skewed to the left, see Heston (1993),
p- 337. This section covers models with alternative forms of leverage, in

particular, the Barndorff-Nielsen and Shephard (2001) stochastic volatility

model (BN-S), see [subsection 2.7.1} The newly proposed Leveraged Jump

Intensity model (LJI) appears in [subsection 2.7.2|

2.7.1 The Barndorff-Nielsen and Shephard Model

As adapted from Nicolato and Venardos (2003), p. 454, the structure pre-
serving Q-dynamics of the Barndorff-Nielsen and Shephard (2001) stochastic

volatility model are given by
1
dY; = (r — kY (—ip;v,d) — 203) dt + oy dWy + pdU (v, 6; kt),  (2.83)
do? = —koldt + dU (v,6;kt) , with p < 0, (2.84)

where ¢y (—ip;v,d) = log E [e”U(”"M)] is the compensator for the positive
Lévy process Uy = U (v, 0; kt), and the leverage parameter p < 0 gives the
jumps a negative coefficient in the log-price equation (2.83)). The variance in
equation is a non-Gaussian Ornstein-Uhlenbeck (OU) process. The

joint model in equations (2.83) and (2.84) is commonly referred to as the

BN-S model. In this thesis we examine the stationary gamma version of
the BN-S. In this case there is a positive Lévy process Uy such that the OU
equation has a T' (v, ) stationary distribution with shape parameter
v > 0, see Barndorff-Nielsen and Shephard (2001), pp. 171-172.
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The positive Lévy process Uy driving the variance in the BN-S model
is uncorrelated with the Brownian motion W; in the log-price Y;. Thus,
the leverage effect depends entirely on pUy; in the log-price Y; with p < 0.
This is effective for large values of o, where Uy will be large, and any fall
in Y; will be amplified. But on the opposite side, when oy is small, U,; will
also be small, so that the remainder of the log-price Y; is determined by an
uncorrelated diffusion which has a symmetric effect. The net effect is not
necessarily a damped rise in Y;. Thus, while the non-Gaussian OU process
for the BN-S variance is good for modeling volatility spikes, the BN-S model

is less than ideal for modeling the leverage effect.

2.7.2 The Leveraged Jump Intensity Model

In this subsection we introduce the Leveraged Jump Intensity model which
improves upon the leverage structure of the Barndorff-Nielsen and Shephard
(2001) stochastic volatility model. In the SVJ and SVSJ models, leverage
comes from the Heston component. Moreover, Carr and Wu (2004), pp.
130-131 states that if the jump intensity is continuous and the log-price
is purely discontinuous then Heston style correlation and leverage is not
possible. The Leveraged Jump Intensity model (LJI) that we propose has
time changed jumps in the log-price, and uses a continuous CIR process for
the jump intensity. Similar to the BN-S model, we obtain leverage in the
LJI model by placing the driver of the jump intensity process in the log-price
with a negative coefficient. The proposed Q-dynamics of the LJI model are

given by
1
dy, = (r ~ Nty (i) — 272) dt + dX (A;) — AdWi, (2.85)
d\i = K (77 — )\t> dt + w\/ \edW, (286)
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The process X; in the LJI model log-price equation above is any pure
jump Lévy process whose characteristic exponent ¥ x (u) is known in closed
form. The Lévy process X; in the LJI log-price is also time changed by the
integrated intensity process A;. The intensity process A; in equation
above is modeled by the CIR process. The driver of the CIR intensity is
taken to be the Brownian motion W;, and the reflection of W; also appears
in the log-price equation. This is the basis of the LJI leverage effect.

The LJI leverage effect improves on the BN-S model for two main rea-
sons. First, W; in the log-price of the LJI takes on both positive and
negative values, whereas Uy; in the log-price of the BN-S takes positive val-
ues only. To make the second point more clearly, we define the discrete

increment of the time changed jumps to be

AX (M) £ X (A1) — X (Ay)
"X (A1 — Ae)
t t—1
~ X (ZFOAjAt — ZjZOAjAt)
"W X (VAL (2.88)

leading to the above approximation based on the discrete time intensity
process. Note that the underlying jumps X; in the LJI model have inherent
skewness which will be negative. Hence, as the intensity A\; gets large this

inherent skewness will dissipate, and as A; gets small this inherent skewness

will grow in magnitude, see [Table 2.1] in [subsection 2.3.4. Meanwhile the

diffusion in the BN-S is always symmetric for all values of 7. Therefore,
for the LJI model when )\; is small, —yW; is clearly positive and the log-
price Y; tends to rise. But, this rise is damped by the time changed jump
increment with strongly negative skewness. Conversely, when \; is large,
—~W, is clearly negative and the log-price Y; will tend to fall. Moreover,

the jumps are more neutral in this case. Thus, they tend to leave the fall in
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the log-price as is. Altogether, the LJI model appears to be slightly better
than the BN-S model when it comes to the leverage effect.

The LJI model C.F. depends on the joint distribution of (A¢, W;) about
which nothing is known. Thus, we say it is non-affine. The following lemma
is used to prove that the discounted stock price is a martingale under the

Q-measure in the LJI model.

Lemma 2.38 Let M; be the pure jump martingale process of equation ([2.67)
in |subsection 2.5.5 such that by equation (2.69) in [subsection 2.5.5,

£ (M) = X (A=A (=0), (2.89)

Assume that w? < 2kn, and that V¥x (—i) < oo, in the LJI model of equations

(12.85)) to (2.87) above, under the Q-measure. Then
ER[E (My —yWy)] = 1. (2.90)
Proof. First note that,

E(My —~yWy) = E (M) € (—yWy) , by orthogonality,
= eX(At)*A“ﬁX(*i)e*“’Wﬁ%“’%, by equation (2.89)) .

Then, by conditioning on W; under the Q-measure, we obtain
EQ [SX(At)—Ath(—i)e—wwt—%wﬂ
— EQ [ EQ [exmt)fmw(fi)efwwﬁéw?t,Wt}}
EQ [EQ [SX(At)—Ath(—qut} e—th—%vﬂ
= E@ [(1) e*VWt*%VQt] , by Lemma since Ay € o (Wy),

. _ . . 1.2
= 1, since e7"™* is log-normal with mean 27",

Hence, equation ([2.90) follows, as required. m
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Theorem 2.39 (LJI Martingale) Assume that w? < 2xn, and also that
Yx (—i) < 0o.  Moreover, let the process My be defined as in Lemma

above. Then the discounted price process e "'S;, t > 0, defined by equations

(2.85) to (2.87) for the LJI model under the Q-measure, is a martingale.
Proof. By reversing the first part the proof of Lemma [2.38

e S, = e " SpeYt

= SoeX(At)*AmX(*i)e*VWf*%%t, by the ordinary exponential,
= So& (My) € (—yWy) , by equation of Lemma [2.38

= So& (M — yWy), by orthogonality.

However, if we let H; = o {X;, W;}, then it may be observed that the two
processes M; and —yW; are both martingales with respect to H;, under the

Q-measure . Thus, if we let s < t, then

E@ [M;|H,) = M,, and
E® [—yW;|H,] = — WS, therefore
EC[M; — AWy = My — AW,

That is, the process My —yW; is a martingale with respect to Hy, under the
Q-measure. But, by Lemma [2.38

EC (€ (M —yWy)] = 1.

Hence, e~ "S;, t > 0 is a martingale under the Q-measure, as required. m

2.8 Conclusion

1. The Heston, SVJ, and SVSJ Merton models are all affine Markov

under both the P-measure, and also the structure preserving choice
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of Q-measure, as outlined above in this chapter. This means that
each of these models may be estimated by the FFT based methods of
[Chapter 4] [Chapter 5], and [Chapter 6], respectively in

. The discounted price process is a martingale under the Q-measure
for each of the Heston, SVJ, SVSJ Merton, and LJI models. This
is of particular importance for the Heston, SVJ, and SVSJ Merton
models in [Chapter 6]of [Part TI]where the parametric minimum entropy

martingale measure (PMEMM) is introduced.

. The time changed stochastic exponential Lévy model of Carr, Geman,
Madan, and Yor (2003), the Barndorff-Nielsen and Shephard (2001)
stochastic volatility (BN-S) model, and the newly proposed Leveraged
Jump Intensity (LJI) model have all been introduced. The LJI model
appears to provide a better treatment of the leverage effect than the
BN-S model does. These models will be compared on the basis of

options price calibration performance in [Chapter 7| of [Part T1I] where

a new FFT based conditional Monte Carlo options price method will

be introduced to treat the non-affine LJI model.

. The infinite-activity with infinite variation Meixner Lévy process of
Schoutens and Teugels (1998) has been introduced. A new acceptance-

rejection method for simulating the increments of this process will be

presented in [Chapter §| of [Part TT1]
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Chapter 3

Fourier Analysis and the

Fast Fourier Transform

3.1 Introduction

Every estimation method in this thesis uses Fourier inversion via FFT as
a means to an end, and this chapter provides the technical background.
We insist that both the Fourier transform and its inverse transform be L'
to match the hypotheses of the Fourier inversion theorem. While these
conditions are sometimes met by damping, in the absence of any special
techniques, L' integrability must be proven. An exception occurs when the
inverse transform is a density. Densities are L' by definition. In this case
the Fourier transform is a characteristic function, and it must be proven that
the C.F.is L'. When the C.F. is L', the corresponding density is continuous
on the real line. Regarding quadrature in the FFT, main line theory from
Carr and Madan (1999), see p. 68, advocates Simpson’s rule. We diverge
here, and propose the trapezoidal rule in place of Simpson’s rule, see for

example Briggs and Henson (1995), pp. 358-360. We find that Simpson’s
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rule leads to sudden negativity in the deep tails of the inverse transform,
specifically in the non-centred and shifted version of FFT as proposed by
Carr and Madan (1999), see pp. 67-68. We propose to keep the non-centred
and shifted version of FFT, but use it with the trapezoidal rule instead of
Simpson’s rule. We find, by way of example, that if the inverse transform
has only semi-heavy tails, then this change does not appear to actually lose
much accuracy on the interior of the domain of the inverse transform.

The remainder of this chapter is organized as follows. In we
cover Fourier inversion and its approximation via FFT. In we
prove that the marginal log-price C.F. is L' integrable in both the SVJ and
SVSJ models. Then in we advocate in favour of the trapezoidal

rule as the choice of quadrature method in the non-centred and shifted FFT

integral approximation. briefly concludes.

3.2 Transform Theory

3.2.1 Fourier Transforms

In this thesis we use the Fourier transform on L' = L' (R) where

p={n [ Tirwie <) (31)

— 00

We will denote the Fourier transform by f(u), under the following definition.

Definition 3.1 (Fourier Transform) Let f : R — C be a function. If
f € L' then the improper integral

fu)= / e f(z)dr < o0 (3.2)

— 00

is well defined for all u € R.  We refer to f(u) as the Fourier transform of
the function f (x), see Rudin (1987), §9.1, p. 178.
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Remark 3.2 If f € L', then equation in Deﬁm’tz’on above defines
f(u) unambiguously for all w € R. However, if f € L? and not L', then
equality holds in equation of Definition above only in the almost
everywhere sense, see Rudin (1987), p. 188.

Lemma 3.3 If f € L', then the Fourier transform f(u) in equation (3.2))

s uniformly continuous on R.

Proof. From equation
’f(u +h) - f(u)’ < / :o ] (eihw - 1) f (m)’ dz. (3.3)

But, !(eihx —1) f(2)| <2|f (z)| < co since f € L'. Moreover,
’(eihx—1>f(w)‘ —0 ash—0 forall z€R.

Therefore, by the dominated convergence theorem

/_+oo ’(eihx - 1) f (ZL‘)‘ dr — 0as h—0. (3.4)

The inequality (3.3) and the limit (3.4) imply that f(u) is continuous.
Moreover, the right hand side of (3.3|) does not depend on u. Thus, f(u)
is uniformly continuous, see Kawata (1972), §2.7, pp. 62-63. =

Remark 3.4 (Rudin (1987), §9.4, p. 181) Similar to Definition[3.1] above,
ifj?e L', we may assert that

+oo N
g (@) 1/ =i F (1) du, (3.5)

for some well defined function g (x). The fact that f (x) = g (x) precisely
when f and ]? are both L' is the Fourier inversion theorem which we will

come to momentarily.

Selected properties of the Fourier transform on L' that are used in this

thesis are summarized as follows.
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Proposition 3.5 (Fourier Transform Properties) Let f € L'. Then

~

)= [FXf(@)de < [F2Uf (2)] dw < 0.

NS}

. ’f(u)‘ < [F2Uf (x)] da < oo for all u € R.

-~

3. f (u) is uniformly continuous on R.

4. If f is also continuous, then f(u) — 0 as |u| — oo.
5. If f is purely real then ]?(u) = f(—u)
6. If f is purely complex then f(u) = —f(—u).

Proof. 1. and 2. follow from equation since f € L.
3. This is Lemma [3.3] above.
4. This is the Riemann-Lebesgue lemma (see Kérner (1989), p. 263).
5. By Definition of the Fourier transform,

Fy= [ @ = [ e = 7w,

—0Q —0oQ
since f is purely real.

6. By Definition [3.1] again,

F= [ @@= [ e = -F -,

—o0 —00
since f is purely complex. m

The Fourier inversion theorem is one of the most important results in
classical analysis. The version of the theorem that we have selected, Rudin
(1987), Theorem 9.11, p. 185, takes the continuity of the underlying function
f as a conclusion. Other versions, for example Korner (1989), Theorem
60.1, p. 296, take the continuity of f as a hypothesis. The latter is often
impractical when f is known only through its Fourier transform. This has

typically been the case in mathematical finance since Heston (1993).
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Theorem 3.6 (Fourier Inversion Theorem) Let the functions f and f

both be L*. Then

+oo DN
f(z) ! / e " f(u)du a.e. (3.6)

:g .

Moreover, f (x) is continuous for all x € R, see Rudin (1987), §9.4, p.185.

Corollary 3.7 1. If f is purely real then for all x € R

f(x)= %Re /000 e_i"‘vf(u) du (3.7)
1 [ ~ . _
= 71_/0 [cos (uz)Re f (u) + sin (uz) Im f (u)| du. (3.8)

2. If f is purely complex then for all z € R

f(z)=—Im /000 e~ f (u) du (3.9)

)
T
i - ~

=— /OO [cos (ux)Im f (u) — sin (uz) Re f (u)} du.  (3.10)
0

™

Proof. 1. Equation (3.7) is obtained from [Theorem 3.6| as follows.
1 0 N 00 N
f () [ / e~ F () du + / e~ F (1) du}
0

:% .

= % [/OOO " F (—u) du + /OOO e~ F (u) du]

1

~on [/ Wdu +/ e_wwj?(u) du} , by 5. in Proposition [3.5
7 | Jo 0

1 o
= — Re/ e " f(u)du , by the identity z +z = 2Re(2).
™ 0

Equation follows from Re (z122) = Re z1 Re zo — Im 21 Im 25.
2. Is similar to the above using 6. from Proposition z—Z =2iIm (2),
and the property Im (z122) = Rez1Imzo +Im 2z Rezo. ®
The next result is the last of this subsection on Fourier transforms. It

provides the key to the proof, see[Appendix D] of this thesis, that we may dif-

ferentiate twice under the Fourier integral in the Bates (2006) Approximate

Maximum Likelihood method of
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Lemma 3.8 (Uniform Convergence) Assume that f ,]? € L'. Then

the improper integral in equation (3.6]) of converges uniformly

and absolutely for each x € R.

Proof. Since f € L!, Lemmaimplies that f(u) is uniformly continuous.

Moreover, since both f and f are L', [Theorem 3.6 implies that f(x) is

continuous. Hence, from Korner (1989), pp. 296-97,
1 +oo N 1 S R
— / e " f (u)du — — e " f (u)du
27 —50 27 —R
1 —iuzx 1 —iux
e " f(u)du| < — )e f(u)’du
u>S or u<—R 27 u>S or u<—R

T or
‘f(u)‘du —0as R, S — +oo,

1

27 u>S or u<—R

and, since J?(u) is uniformly continuous, this implies that the improper
integral

1 too
e " f (u) du,

27 J o

converges uniformly and absolutely for each x € R, as required.

3.2.2 Characteristic Functions

Definition 3.9 (Characteristic Function) Let X be a random variable
with distribution function F. Then
¢ (u) = B [e™X] :/ edF , ueR (3.11)

—0o0

is the characteristic function of X. (Stuart and Ord (1994), Vol. 1, p. 80)
The characteristic function exists and inverts for any random variable.
Theorem 3.10 (Characteristic Inversion) If ¢ (u) is given by (3.11)) then

F(z)— F(0) ! /oo ﬂqﬁ(u) du, and

27 J_ w
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if F is everywhere continuous with dF = f (x)dx then

+o0 )
f () 1/ e~ (u) du, (3.12)

:% .

(Stuart and Ord (1994), Vol. 1, §4.1, pp. 125-126)

When X is a continuous random variable on the real line, F' is everywhere
continuous with dF' = f (x) dz. Thus, by equation (3.11)) of Definition

the characteristic function of a continuous random variable on the real line is

a special case of the Fourier transform, and equation (3.12)) of [Theorem 3.10|

may be viewed as the inverse Fourier transform.

Proposition 3.11 (Characteristic Function Properties) Let X be any

random variable. Then
1. (0)=1.
2. |¢p(u)] <1 for allu € R.
3. ¢ (u) is uniformly continuous on R.

4. If X is continuous on the real line, then ¢ (u) — 0 as |u| — oo.

5. ¢ (u) = ¢ (—u).

Proof. The proof is similar to the proof of Proposition [

3.2.3 The Discrete Fourier Transform

el . . N
Definition 3.12 (Standard DFT) Consider a pair of sequences {fj};_,
and {Fk}gzl for positive integer N. The standard N -point discrete Fourier
transform is given by

N 2T —
szzjzle N DG g (3.13)

(Walker (1996), §2.1, p. 36)
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In this thesis we use the standard discrete Fourier transform (DFT) to

approximate the integral function
g(x)= / e~ () du (3.14)
0
along the left-endpoint discretization of = € [—b, b] given by
N
xp=-b+(k—1)Az, k=1,2,..., N, where b= EAJJ. (3.15)

This leads to an approximation for the integral in the inverse transform

given by either equation (3.7)) or (3.9).
Under the standard DFT, this choice of zj leads to a non-centred and
shifted discretization scheme as in Carr and Madan (1999) pp. 67-69. The

domain of integration is discretized by
uj=(G—-1)Au, j=12,..,N (3.16)

intending a left-endpoint Riemann approximation to (3.14]) for each x. The

approximate domain of integration becomes
[0,A], where A= NAu. (3.17)

Nyquist optimal sampling (see Fang and Oosterlee (2008), p. 828) specifies

27
AxAu = N (3.18)
The DFT also requires the sampling width Awu to be fixed. Carr and Madan
(1999) p. 69 recommends Au = 1. We use this value throughout this thesis.
Under Nyquist sampling this choice of Au implies

2 8
Ar = — = — 3.19
: - (3.19)

and b= %Am:

N

T
— = A4r. 2
A T (3.20)

99



The two main choices of N are N = 2! for daily log-return precision (see
Carr, Geman, Madan, and Yor (2002), p. 320) and N = 2'2 for high-speed
options price calibration (see Carr and Madan (1999), p. 69).

For each xj, the Riemann approximation with quadrature weights w; for

the integral in equation ({3.14]) is given by
A . ~
glan)~ [ e Flu)du
0
N o
~ ZFI e~ Mk f (uj) wjAu, k=1,2,..,N. (3.21)
To suit the standard DFT, Carr and Madan (1999) p. 68 shows that
_~ N —iujzy F
olow) = X, ) e
= Z e SR GG s F () w; Au, (3.22)
J=

for each zp, k=1,2,..., N.

For the w; Carr and Madan (1999) p. 68 proposes Simpson’s rule. We

propose a different quadrature rule in [subsection 3.4.1|

3.2.4 The Fast Fourier Transform

The fast Fourier transform (FFT) is an algorithm for the DFT that was
proposed in Cooley and Tukey (1965). The complexity of the FFT algorithm
is O (Nlogy N) when N = 2P whereas the DFT has complexity O (N 2).
The FFT is unbeatable when every element of the transform is in use.

For simplicity, first assume that the inverse transform f (z) is purely
real. This is the case when f(u) is a characteristic function, or also if f(u)
is a damped call price. The latter leads to the Carr and Madan (1999)
formula, which will be introduced in If f (x) is purely real, then

by equation ({3.7]) of Corollary

1 L
f(x)=— Re/ e " f (u) du, for all xz € R.
T 0
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Hence, similar to the argument in [subsection 3.2.3| on the DFT, leading to

the approximation in ([3.22]),
1 N
~—R
f(ax) = —Re >

j=1
for each zp, k=1,2,..., N.

e~ R U=DE=1)gibu; F () w; A, (3.23)

If f(u) = ¢ (u)isa C.F. then is the FFT approximation to the density.
This will be applied to the conditional C.F. of the log-return density given
the price history in and to both the risk-neutral and objective
characteristic functions for the log-price density in[Chapter 6 Also, the Carr
and Madan (1999) FFT formula is used in[Chapter 5| and again in[Chapter 7]

for conditional call pricing under the LJI model of [subsection 2.7.2|

The other simple case of the FFT approximation occurs when the inverse

transform f () is purely imaginary. In this case equation (3.8]) of Corollary

B.7] gives
f(x) = L Im/ e~ F (u) du, for all € R.
m 0

Hence, similar to ,
)(k—1) b
(zg) = —Imzj ) N EDk=1) i “Jf(u])w]Au (3.24)
for each zp, k=1,2,..., N.

The approximation in (3.24) arises in the Bates (2006) volatility filter in
since we use the C.F. in place of the M.G.F. to extract moments.

3.3 L1 Characteristic Functions

In this section we consider the L' criterion for the pure jump models of
as well as the marginal log-price characteristic functions for the
SVJ and SVSJ models used to be applied in of this thesis. The

conditional characteristic functions and joint transforms of the Bates (2006)

AML method will be treated in
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3.3.1 Jump Characteristic Functions

Let ¢x, (u) be the characteristic function of a pure jump process. As the
following proposition illustrates, the condition that ¢x, (u) € L' depends

on the degree of activity of the jumps.

Proposition 3.13 Consider the pure jump processes analyzed in[Section 2.3,
1. For Merton jumps ¢x, (u) ¢ L.
2. For Variance Gamma jumps ¢x, (u) € L' only if \t > %

3. For Meizner jumps |¢x, (u)| has exponential tails; hence, ¢x, (u) € L.

Proof. 1. For Merton jumps, equation (2.23) in [subsection 2.3.1| yields

¢x, (u) = exp ()\t (e(w“*%QQ“Q) - 1)) .

However, the complex exponential is bounded such that

2,2

‘Ree<i5u—%a2u2) _ eféonuQ |COS (,Bu)] < 67%04 u ’

2,2

iﬁU*%O(QUQ) _ e—%a2u2 |sin (5u)’ < e—%oa u?

and ‘Ime(

Hence, eliBu=30%u®) _, ) ag lu] — oo.

This implies ¢x, (u) — e M as [u| — co. Thus, [T |y, (u)]du = oc.

2. For VG jumps, equation ([2.31]) in [subsection 2.3.2| yields

1 At
ox, (u) = (1 — B+ 2a2u2) ,

At

so that |¢x, (u)| = <1 + (o + %) u® + ia4u4> " (3.25)

Note that by Property 5. of Proposition |¢x, (u)| is even on R. Thus,

for all characteristic functions

[ T oxiian=z [Clox wlaurz [Tlox e 320
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Moreover, since |¢px, (u)| < 1 for all u € R, fol |px, (u)| du < oo for any C.F.

However, in the Variance Gamma case

At
1 T2 1
lox, (u)| = <1 + (a2 + B2) u? + 4a4u4> ~ KW

for some K > 0, as u — +00.

* 1
But, /1' Wdu

diverges for 2At < 1, and converges for 2\t > 1.

Hence, ¢x, (u) € L' only if A\t > %

3. For Meixner jumps, equation (2.39)) in [subsection 2.3.3| yields

2t
B
COS <§)

Px. (u) = cosh (3 (au —if)) (3.27)
From Brown and Churchill (2007), p. 106, for z = z + iy
|cosh (2)|? = sinh? (&) + cos? (y) . (3.28)
Hence, we obtain for the Meixner
cos? (g) .
|ox, (u)| = : (3.29)

sinh? (%) + cos? (g)
and indeed, |¢x, (0)] =1 < co. Again by Property 5. of Proposition

|px, (u)| is even on R. Thus, we may focus on the right tail. Now since

au —ou _ | 1
sinh? (%) = % ~ Zeo‘“ for large u > 0,

we obtain |¢y, (u)] < Ke ®M% as u — oo, for some K > 0.

That is, for the Meixner, the function |¢x, (u)| has exponential tails with

decay rate a\t > 0. And since |¢x, (u)| < 1, this implies ¢x, (u) € L. =
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The next result is a formality to be used in L' proofs concerning the SV.J

model where the jumps are an independent process. First, some definitions.

For a pure jump process X, equation (A.4]) in [Appendix Al defines the

compensated characteristic exponent to be
dx (u) = Px (u) — iupx (—i) . (3.30)

Hence, by the compensated characteristic function of the jumps
is given by
$Xt (u) = eltx (w)—iutyx (=) _ bx, (u) e~ tuttx (=) (3.31)

Lemma 3.14 For any pure jump Lévy process X,

H@MMM<M<w. (3.32)

Proof. By equation (3.31)) and Proposition 2.

‘Q?Xt (u)’ = ‘Qﬁxt (u) e~ utx (=)

= ’¢Xt (u)‘ <1

The result follows by definition of the essential supremum. m

3.3.2 [Exponentially Affine Characteristic Functions

Let 7 =T —ty > 0. As given in equation (A4.3) of |[Appendix A] for both
the SVJ and SVSJ models, the joint conditional C.F. of the log-price and

the latent factor has an exponentially affine form given by

> (u,v) = exp [iuYy, + C (u,v;7) + D (u,v;7) 0] . (3.33)

Py 03 1Vig 03,

In this thesis we denote the joint affine coefficients with an underscore,
C =C(u,v;7) and D = D (u,v;7), (3.34)
and the marginal log-price affine coefficients with no underscore,
C(u;7) =C(u,0;7) and D (u;7) = D (u,0;7) . (3.35)
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The affine coefficients C (u,v; 7) and D (u,v; ) are derived in Bates (2006),

see pp. 953-955. Our version is given in of this thesis. The
Bates (2006) AML method of uses the affine joint conditional

C.F. given in equation (3.33|) above. But, when the initial point (Y}O,afo)
is a known quantity, we simply denote the affine joint C.F. by

QSYT’G% (u,v) = exp [iuYtO + C (u,v;7) + D (u,v;7) afo] . (3.36)

In the analysis in |Chapter 5| and |Chapter 6L (Y}O,Jfo) is a known, hence we

denote the marginal log-price C.F. by
by, (u) = exp [iuYy, + C (u,7) + D (u,7) 07, ] . (3.37)

Notice that for the each of the above SVJ and SVSJ model affine CFs, the
coeflicient of Y3, is triviallly equal to the purely complex number ¢u. This

leads to the following very useful theoretical result.

Lemma 3.15 Let 7 > 0. For the joint C.F. in equation (3.33)), assume
that the coefficients C (u,v; ) and D (u,v;T) do not depend on either Y, or
UZO, and that p < 0. Then, for all (u,v) € R x (=4,9), and for some § > 0,

ReC (u,v;7) <0 and Re D (u,v;7) < 0. Moreover, when v =0,

ReC (u,7) <0 and ReD (u;7) <0, for all u € R.

Proof. First, by Proposition of Appendix since p < 0 in the SVJ
and SVSJ models, and 7 > 0, we have that C (u,v;7) and D (u,v;T) are
both continuous on the principal branch, for all (u,v) € R x (=6, ), and for
some § > 0. Second, for any afo > 0, we must have ‘d)YTvU%lYEO»J?O (u, v)‘ <1,

since equation (3.33|) defines a C.F. Thus, by taking the logarithm of the
norm of the exponential on the right hand side of equation (3.33)),

ReC (u,v;7) + Re D (u,v; 1) atQO <0. (3.38)
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However, implies that at most one of Re C (u,v;7) and Re D (u, v; T)
can be positive. Thus, suppose that ReC (u,v;7) > 0. Then there exists
o7, > 0 such that is false. Similarly, if Re D (u,v;7) > 0 then there
exists o7 > 0 such that is false. It follows that

ReC (u,v;7) <0 and Re D (u,v;7) <0, (3.39)

for all (u,v) € R x (—6,6), and for some § > 0, as required. ®

3.3.3 SVJ and SVSJ Log-Price Characteristic Functions

In this subsection we prove that the log-price C.F.s for the SVJ and SVSJ
models to be used in [Chapter 6/ are L'. In damping will satisfy
integrability. Consider a maturity date T'= 7 > 0, and initial time ty = 0.

Let Sp be the initial stock price, and define

Zr =log (ZZ) : (3.40)

Then by equation (3.37|) we obtain the normalized log-price C.F. as
bz, (u) = exp [C (u;T) + D (u; 1) ag] . (3.41)

The following are conventions of this thesis. A superscript J0 indicates the
SVJ case, a superscript J1 indicates the SVSJ case, and either a superscript
¥ or no superscript indicates both. A superscript SV denotes the Heston
model. The affine coefficients of the log-price C.F.,

C’JO (u) CSV (u) .
C (u) = ¢ () =\ oo W + 1svs¥x (u) T, (3.42)
and D (u) = DY (u), (3.43)

for the SVJ and SVSJ models, are fully defined in in terms of
their constituent auxiliary variables. By Proposition since 7 > 0, the
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hypothesis p < 0 is sufficient for principal branch continuity of the log-price
coefficients C' (u) and D (u), see Appendix In the proof of the next

result, we refer to the modified C' (u) coefficient given by

5 - OV (us)
Cu)=Cu) —1syvyx (u) 7= oM ) [ (3.44)

from equation (C.18) in [Appendix C| This is done because the jumps in

the SVJ model are an external independent process, whereas in the SVSJ

model the jumps are internal, see equations (A.4]) to (A.11]) of Appendix
The following result is also used in

Lemma 3.16 Let 7 > 0. For the SVJ and SVSJ models, if p < 0, then
the affine coefficient C (u) has the property

€ e 1,

Proof. First we prove that €W ¢ L' Since 7 > 0 and p < 0, Proposition
1. in Appendix gives that C'(u) is continuous on the principal
branch. But, by Lemma @X (u) is continuous. Hence, by equation
above, C (u) is continuous on the principal branch. It follows that

on the principal branch,

Mo
/ ‘ ()
Y

However, since 7 > 0 and p < 0, Lemma in Appendix implies that

du < oo, for all finite M > 0.

C (u) ~ :F@ 1—pu+ir (,ug - @) u, as u — £oo. (3.45)
w w
Therefore,

‘65(“) = ReCW) | F5 v 1=P% ag 4 — do0. (3.46)

This implies that

+oo |, -
/ ‘ec(“) du < oo. (3.47)
—00
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Note that (3.47) is sufficient for the SVSJ case by equation (3.44)). Thus,
€W e [t (3.48)

However, (13.47)) also implies that

eCSV(u)

€ L', where (3.49)
70 (u) = % (u) + ¥x (u) 7. (3.50)

Moreover, by equation (|3.41|)

—~ ~

GT/JX(U)T — ¢XT (u) , (351)
and, by Lemma for any jump type,
H$Xt (“)Hoo < o0, (3.52)

Therefore, by Holder’s inequality

+oo +o0o
/ ‘6cJ°<u> du — / ‘QCSV(u)
—00

—0Q0
by (3.49)) and (3.52)), as required. m

du

‘eax(u)T

< Hecsvw

Jore ] <

o0

Theorem 3.17 Let T'= 17 > 0 be a maturity date, with initial time tyg = 0,
and let Sy be the initial stock price. Define for the SVJ and SVSJ models

ZT = log (g) .

Then, under the assumption that p < 0,
bz, (1) = CWHPWIE ¢ 1, (3.53)
Proof. By Lemma if 7> 0 and p <0, then
+oo
ool = [ pe
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Moreover, by Lemma [3.15] for the SVJ and SVSJ models, 7 > 0 with p < 0
implies
Re D (u) <0, for all u € R. (3.55)

Since we assume that ag > 0, this implies that

D(u)od D(u)o?

= sup [eRED(“)U(Q)} < 0. (3.56)
u€eR

=sup |e
00 u€R

Therefore, by Holder’s inequality

+00 +oo
/ ‘ Cw)+D )3 | gy, — / ’ Cw)

e D(u)ag
< Hecm) Hemu)cr%

du

e

< 00,

1 00

by (3.54) and (3.56)), as required. m

3.4 The FFT Approximation in Practice

3.4.1 The Trapezoidal Rule
For simplicity, consider the integral on the half real line given by
0 . ~
g@) = [ e F (3.57)
0

from equation (3.14]). Note that g (x) in equation (3.57) may have both
real and imaginary parts. By following the argument in equations (3.15)) to

(3.22) of subsection 3.2.3 and setting N = 2P, we obtain for the integral in
(3.57), the FFT approximation with quadrature weights w; given by

N ory. o
g (ajk) ~ Zj:1 6—2%(J—1)(k—1)61bu]f (uj) iju’ (358)

for each zp, kK =1,2,...,N.

The FFT approximations in (3.23)) and (3.24]) of jsubsection 3.2.4| are merely
special cases of (3.58)). In this subsection we give the standard theoretical
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argument, from Briggs and Henson (1995), in favour of using the trapezoidal
rule for the quadrature weights w; in the FFT approximation . The
main idea here is that the trapezoidal rule properly weights the sampled
endpoints, f(O) and f(A) That is, we show in this subsection that the

sampled endpoints should each be weighted by one %

Definition 3.18 (Periodic Extension) Let [0, A] be the domain of h.
Then the function ha defined by

ha(z+mA)=h(z) , z€[0,A] , m=0,£1,+2,... (3.59)

18 periodic with period A, and is called the A-periodic extension of h.

(Briggs and Henson (1995), §2.4, p. 38)

Definition 3.19 (Fourier Series) Let f be an A-periodic function. The

non-centred Fourier coefficients of f are given by

Ck = A/ _zikxf dl‘, k=0,£1,+£2,... , and (360)

Sur () = Z cpet A kT (3.61)
k=—M

is the M partial sum of the Fourier series for f (x). (Walker (1996), p.4)

Theorem 3.20 (Pointwise Convergence) Let f be piecewise smooth and

A-periodic. Then

M
- M

pointwise as M — oo, for all x. (Briggs and Henson (1995), pp. 37-38)

The key point raised in §3.4 pp. 93-95 of Briggs and Henson (1995) is
that the periodic extension fA (u) should be sampled from in place of f(u)
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in the FFT approximation. In so doing we can apply [I'heorem 3.20| to
obtain the correct weights for the sampled endpoints, f (0) and f (A).

By [Theorem 3.20]in the limit as M — oo

s s o T+ Fa(4) _ FO)+ 4
2 2

(3.63)

However, since fa (u) is A-periodic, the interval [0, A] should be sampled
only at one endpoint. Consequently, in order to sample correctly from

F (u) on [0, A] we should sample from the auxiliary function

fu) ifue(0,A)

f (U) = f(O)—l—]/"\(A) Fu— A , O (07 A] ) (364)

2

see Briggs and Henson (1995) §3.4 p. 95. Observe that this prescription
is met by sampling uniformly from ]?(u) on [0, A] and then weighting each
endpoint by one % The most direct way to apply this in practice is to
simply use the trapezoidal rule. This choice is critical in the non-centred
and shifted scheme of Carr and Madan (1999), pp. 67-68, where f (0) and

~

f (A) do not match, see Briggs and Henson (1995), p. 95 and p. 360.

3.4.2 Comparison to Simpson’s Rule

Consider the standard normal distribution which has a characteristic func-

tion and a probability density function, each respectively given by

o (u) = e 3t , and (3.65)

fla) = ——e 27" (3.66)

Since the C.F. in equation (3.65]) is obviously L', Fourier inversion applies,

and we have

+oo
f(z)= 1/ e "o (u) du. (3.67)

2 J_
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By equation () from [subsection 3.2.4| the FFT approximation is

1)(k—1) ib
(xg) = — Re Z] ) N =) gibu; g (uj) wjAu, (3.68)
for each zp, k=1,2,..., N.
For the FFT approximation in (3.68)) we consider two quadrature rules:

" %ifjisodd

1. Simpson’s rule w; = 3, and w; = ,7=2,3,..,.N

% if j is even
(cf. Carr and Madan (1999), p. 68)
2. The trapezoidal rule wy = wy = %, and w; =1, for j =2,3,...,N -1
(recommended in Briggs and Henson (1995), pp. 19-20).

below confirms that the trapezoidal rule performs at high pre-

cision, for each xp, £k =1,2,..., N. However, Simpson’s rule does not.

N =21 Total Abs Err | Mean Abs Err
Trapezoidal Rule 7.23E-13 4.41E-17
Simpson’s Rule 217.29 0.01326

Table 3.1: Errors in the FFT Approximation: Standard Normal.

In below, the error in Simpson’s rule is clearly illustrated for
the standard normal FFT approximation. Simpson’s rule goes strongly
negative in the deep tails. Moreover, as will be shown in this
is also why the Carr and Madan (1999) formula gives a negative European
call option price deep out-of-the-money. According to Briggs and Henson
(1995) §3.4, pp. 93-95, this type of error is expected whenever the sampled
endpoints, in this case f(O) and f(A), are not matched. Briggs and Henson
(1995), p. 360, recommends the trapezoidal rule in the event of such a
mismatch. Moreover, such a mismatch is inherent in the non-centred and

shifted FFT scheme of Carr and Madan (1999).
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Figure 3.1: FFT Quadrature Rules: Standard Normal Density.

We turn now to the accuracy of the trapezoidal versus Simpson’s rule on
the interior of the inverse transform domain. Standard quadrature theory,
see for example Burden and Faires (1997), pp. 201-203, states that the
order of the absolute error for Simpson’s rule in the general case is O (Au4),
whereas the same measure is only O (Auz) for the trapezoidal rule. But,
as we will show, the advantage to Simpson’s rule can pass by unfulfilled
in certain circumstances. For example, if the integrand is periodic, then
the absolute error in the trapezoidal rule decays geometrically with N, see

Davis and Rabinowitz (1984), pp. 315-16. Recall from equation (3.57) in

[subsection 3.4.1| that the integral that we intend to approximate using FFT

is given by

8

g(z) = / —iuz (4 d (3.69)
Jcos

— isin (uz) f (u)] du. (3.70)

0
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Since the integrand in equation above exhibits damped oscillation on
(0,00), the trapezoidal rule may outperform the error rate of O (Auz) for
the FFT approximation. We now consider two log-return distributions, for
which the exact density is known in closed form, and examine the error in the
FFT approximation. The two distributions are the Meixner which has semi-

heavy density tails, see Schoutens (2003), p. 63, and the Cauchy distribution

which is known to have very heavy density tails. From [subsection 2.3.3| the

Meixner log-return distribution has a C.F. and a density given by

20At
B
COS (5)

cosh (3 (au —if))

PO o) Bt Y VIR0 |

b (u; At) = e™HAt , and (3.71)

(3.72)

By Proposition|3.13] 3., |# (u; At)| has exponential tails, thus ¢ (u; At) € L.

Hence, Fourier inversion applies. We assume the non-centred and shifted

FFT setup from [subsection 3.2.3] and set N = 2!4. But, we truncate the

density range down to [—%, Z] so that the contaminated part of Simpson’s

rule is discarded. That is, we apply the FFT approximation from (3.23)) in

lsubsection 3.2.4| for yy, € [—4m, 47], then discard values to obtain

f (yr; At) = RGZ] eTIRUNE MG (s At wiAu,  (3.73)

f [_7’ 7}
or each yi € 11

Au =25 x 107! | Exact Points y; | Midpoints yﬁ#
Trapezoidal Rule 2.79E-14 2.28E-07
Simpson’s Rule 2.78E-14 2.28E-07

Table 3.2: Average FFT Approximation Errors: Meixner Density.
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In above, the average absolute errors are computed for the
exact yp € [—%, ﬂ, and a spline is used for the midpoints.
shows that for the Meixner density there is essentially no difference between
the trapezoidal rule and Simpson’s rule on the interior points of the FFT
approximation. The parameters of the Meixner density in [Table 3.2| are
(1, c, B, A) = (—.0485,.0702,.0790, 92.48), estimated by ML on an annual
basis with At = % from the daily log returns on Apple stock (1991-2011),

see [subsection 4.4.2 Next we pursue a similar treatment for the Cauchy

distribution which has a C.F. and a density function given by

¢ (u; At) = A=Al 4nq (3.74)
1

fy; At) = Ok

BAtr [1 + (52t) ]

By equation (3.74)), |¢ (u; At)| = ’ei"“m_@m“”“ = e PAUUl 5o that clearly

¢ (u; At) € L'. Thus, Fourier inversion applies. We now proceed exactly

(3.75)

as we did for the Meixner density, with the FFT approximation restricted
to yr € [—%, ﬂ and a spline interpolant within this range. The annual
parameters (u, ) = (.1173,3.790) were estimated by ML from the daily log
returns on Apple stock (1991-2011), see [subsection 4.4.2|

Au =25 x 107! | Exact Points y; | Midpoints yﬁ#
Trapezoidal Rule 2.49E-05 3.33E-05
Simpson’s Rule 6.45E-08 8.84E-06

Table 3.3: Average FFT Approximation Errors: Cauchy Density.

In Simpson’s rule is better for the Cauchy. But, the Cauchy
trapezoidal error is better than the rate of O (Au4) typifying Simpson’s rule.
The difference here appears to be that the Meixner density has semi-heavy

tails, while the Cauchy density has heavy tails.
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Lastly, let At = ﬁ, and let Y7 = log (%) be the first log return.

Then by equation (3.41)) the SVSJ model with 02 = 7 has a C.F. given by
oy, (u; At) = exp [C (u; At) + D (u; At) n], (3.76)

for a suitable set of affine coefficients C' (u) and D (u) from By
Theorem 3.17, ¢y, (u; At) € L. Hence, by Fourier inversion we are able to

obtain the SVSJ Merton first log-return density. Approximate Maximum
Likelihood parameter estimates for Apple stock daily log returns (1991-2011)
under the SVSJ Merton model are taken from [Table 4.2 in [subsection 4.4.2)
In below, we use FFT to graph log-density of the SVSJ Merton

first log-return under these parameters, and compare with the Meixner and

Cauchy log-return densities. Observe that the SVSJ Merton first log-return
log-density is much closer to the Meixner log-density than it is to the Cauchy.
This suggests that the SVSJ Merton model has semi-heavy tails, and that
the trapezoidal rule will perform well for FFT in this case. We expect the

same for the SVJ model.

= = Cauchy
== SVSJ Merton |

o
T

= = Meixner

log-density log(f(x))
X i 1 .
[4;] o (8]

N
o
T

25

-30

.35 . . . . . . .
-0.8 -0.6 -0.4 -0.2 0 0.2 0.4 0.6 0.8
X € [-n/4,7/4]

Figure 3.2: Log-Densities: SVSJ Merton vs. Cauchy and Meixner.
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3.5 Conclusion

1. The marginal log-price characteristic function for the SVJ and SVSJ
Merton models is L' integrable. Moreover, the Heston model is a
special case of each of these models with no jumps. Furthermore, by

Remarks [2.28] [2.33] and[2.37] this holds for the SVJ and SVSJ Merton

models under both the P and Q measures. This information will be

used in [Chapter 6| of [Part II| for Fourier inversion via FFT, and also

to show that both the P and Q measures of these respective models

are absolutely continuous with respect to the Lebesgue measure.

2. The trapezoidal rule is a much safer alternative to the usual Simpson’s
rule for quadrature in the FFT approximation. Moreover, we find
that in practice the trapezoidal rule should be suitably accurate on
the interior of the inverse transform domain, provided that the tails
of the inverse transform are not too heavy. This is likely because the
inverse Fourier integrand exhibits damped oscillation which is similar
to periodicity. The trapezoidal rule is known to converge geometrically
for periodic integrands. For the remainder of this thesis, we use the
trapezoidal rule for quadrature in FFT, outside of further illustration

of the drawbacks to Simpson’s rule in [Chapter 5| of [Part TI

7



Part 11

Estimation and Relative

Entropy
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Preface to Part 11

The focus of this part is on estimation and the change of measure for the
five affine Markov models defined in above. Recall that these
are the Heston model, the SVJ model with independent Merton, Variance
Gamma, and Meixner jumps, respectively, as well as the SVSJ model with
time changed compound Poisson Merton jumps. Each chapter in this part
uses the FFT method established in above for Fourier inversion
in respectively different ways. In we estimate the P-measures,
under the five affine Markov models, from the log-returns on two indices,
and seven individual stocks, using the Bates (2006) method of Approximate
Maximum Likelihood (AML). We use FFT to invert each of the three main
Fourier transforms of the AML method. Also, we prove that the requisite
L' integrability conditions for Fourier inversion hold for each of the three
transforms of the five affine Markov models, under the AML method. Of
the nine assets estimated under the P-measure in the best fit of
the log-returns for the SVJ model with infinite-activity jumps is Apple stock
(1991-2011). Moreover, the rest of the thesis considers only Apple stock.
In we estimate the option implied Q-measures, by calibration
using least squares normal likelihood, under the five affine Markov models,
from spot options prices on Apple stock, as selected from the daily closing

options price book of January 19th, 2011. This is the last day in the Apple
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stock (1991-2011) log-return data set. For pricing, we employ the Carr and
Madan (1999) formula, thus inverting the Fourier transform of the damped
call price by FFT. We also propose a modest improvement that appears
to solve the known problem of negative call prices deep out-of-the-money
in the Carr and Madan (1999) formula. Moreover, we find that for spot
options on the daily closing book of Apple stock, the SVSJ Merton model
with stochastic jump intensity has a slightly better fit than the other affine
Markov models. Lastly, in we present our contribution to the
change of measure problem posed by the presence of incomplete markets
in the five affine Markov models. By combining the estimated Apple stock
P-measures from [Chapter 4] in a unique way with the estimated Apple stock
implied option Q-measures from we construct what we refer to
as the parametric minimum entropy martingale measure (PMEMM). The
PMEMM is similar to the minimal entropy martingale measure (MEMM) of
Frittelli (2000), only the PMEMM is much more easily computable. Since
we assume a structure preserving Q-measure, the risk-neutral log-price CF
is known in closed form. Thus, we can compute the relative entropy from
the densities corresponding to the absolutely continuous measures P and
@, respectively, as obtained by Fourier inversion from their log-price CFs
via FFT. These marginal log-price CFs were shown to be L! in
We also make forecasts of at-the-money discounted call option payoffs on
Apple stock, thus comparing the PMEMM to the option implied Q-measure.
Relative to actual discounted call option payoffs computed from the future
Apple stock price, the PMEMM forecast outperforms for long dated options,

but the option implied Q-measure is better for short term options.
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Chapter 4

Approximate Maximum

Likelihood

4.1 Introduction

This chapter covers estimation under the P-measure, using daily log-return
data, for the five affine Markov models defined in above. These
are the Heston model, the SVJ model under Merton, Variance Gamma, and
Meixner jumps, and the SVSJ Merton model. We often refer to these five
models simply as the SVJ and SVSJ models, where the Heston model is
a special case of either with no jumps. In the literature, MCMC based
methods dominate for estimation of the P-measure under these models, see
for example Eraker, Johannes, and Polson (2003). But, we have chosen the
Fourier based method of Approximate Maximum Likelihood (AML) from
Bates (2006) to estimate the P-measures required in this thesis. Since they
are affine, and also as required by the AML method, the SVJ and SVSJ

models have a known joint characteristic function for the log-price and the

latent factor, see of this thesis.
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In this thesis we have made substantial contributions to the theory of
AML. First, in Appendix we give an equivalent set of affine coefficients
for the joint characteristic function of the SVJ and SVSJ models. Our affine

coefficients are shown to be continuous on the principal branch, as proven

in and Appendix Equivalence to the Bates (2006) version

is proven in of Appendix Secondly, in below,
we prove that for the SVJ and SVSJ models all three Fourier transforms

of the AML method are both continuous on the principal branch, and L'
integrable. Furthermore, we prove in that the three respective

inverse transforms are also L'. A consequence of these results is that by

Lemma [3.8] of [subsection 3.2.1] the primary Fourier integral of the AML

method converges uniformly. This last result leads, in of this
thesis, to proof that the right hand side of the conditional transform for the

latent factor in the AML volatility filter can be differentiated twice under
the integral. Based on these two key differentiability results, the theory of
AML for the SVJ and SVSJ models is complete.

We also make a number of empirical contributions in this chapter using
AML for estimation. Consistent with Eraker, Johannes, and Polson (2003),
our standard sample size is about 5,000 daily log-returns covering twenty
years of daily data. [Table 4.2 and [Table 4.3|in [subsection 4.4.2| cover AML
estimation, under each of the five SVJ and SVSJ models, for Apple stock
(1991-2011) and the DJIA (1988-2007), respectively. These estimates are

used for the true values in the corresponding pair of simulated AML estima-

tion studies of [subsection 4.4.3] Each study covers all five of the SVJ and

SVSJ models, and the simulation results are based on 100 model data sets

of 5,000 simulated log-returns. The SVJ and SVSJ model path simulation

methods are given in [Appendix El These are based on Bates (2006), pp.
957-958, Broadie and Kaya (2006), pp. 221-22, and Glasserman (2004), pp.
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138-144. For simulation of the Meixner process, see[Chapter 8 of this thesis.
In [Table 4.15] of subsection 4.5.1] we cover AML estimation of the S&P 500
(1988-2007) for the five SVJ and SVSJ models. The immediate purpose of
these estimates is to present the AML filtered volatility as compared to the
VIX index in[subsection 4.5.2] Furthermore, in[Table 4.16|to [Table 4.21] of
[subsection 4.6.1] we provide the AML estimates for each of the five SVJ and

SVSJ models, under the daily log-returns of six additional individual stocks,
over the 1988-2007 period. Five of these six stocks have been components
of the Dow-Jones Industrial Average since at least 2001. British Petroleum
(BP) is the other stock. Based on the analysis of Ait-Sahalia and Jacod
(2012), see pp. 1036-37, we expect to find that at least some of these DJIA
components will fit the SVJ model with infinite-activity jumps well. We
find this to be the case for banking and technology stocks. In particular, the
main asset of this thesis, Apple stock (1991-2011), fits the SVJ model with
infinite-activity jumps exceptionally well. We also find that the model for
the S&P 500 (1988-2007) daily log-returns with the highest log-likelihood,

including a constraint for the Feller condition, is the infinite variation SVJ

Meixner model, see [Table 4.24] in [subsection 4.6.2]

The remainder of the chapter is structured as follows. In
we cover AML theory from Bates (2006). In we present our
improvements to AML theory, and give our FFT based AML implementation
in [subsection 4.3.2] [Section 4.4 covers the two AML simulated estimation
studies, and also our comparisons to results from the Heston, SVJ, and
SVSJ model literature. treats the AML filtered volatility. In
particular, we estimate the Heston and SVSJ models from S&P 500 index

daily log-returns by AML, and compare AML filtered volatilities to the
VIX. In we table the additional AML estimates, and provide an
analysis of all AML estimates from this chapter. concludes.
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4.2 The AML Method

4.2.1 Introduction

The method of Approximate Maximum Likelihood (AML) was pioneered in
Bates (2006) where it was used to estimate affine models similar to our SV.J
and SVSJ models defined in equations and below. The AML
method succeeds in filtering the latent factor from the history of the log-
price, so that the likelihood may be computed from the log-price data alone.
The method employs conditional characteristic functions, and consequently

Fourier analysis, for both the likelihood and the filtration of the latent factor.

Recall from equation (2.72)) in [subsection 2.6.1| that for an arbitrary Lévy

process X; the continuous-time SVJ model under the P-measure is given by

1
dY; = <M0—

501 — Ux (—z‘)) dt + o, dW S +dX,, (4.1)

do? =k (n— 0,52) dt + WUtth(V)a pdt = FE th(S)th(V)} ,

and that by Proposition from [subsection 2.6.1| the SVJ model is affine

Markov with respect to o {Y}, o? } Moreover, we have from equation (|2.74))

in [subsection 2.6.2| that the continuous-time SVSJ time changed compound

Poisson Merton model under the P-measure is given by

1
4y, = <MO 501 —ox (i)) dt + o dW® +dX (V) (4.2)

do? =k (n - 02) dt + wo, "), E [th(s)th(Vq — pdt,

dV; = o?dt,

where in [subsection 2.6.2] we argue that the SVSJ Merton model may be

written as an Affine Jump-Diffusion. Thus, by Proposition [2.36] it is affine
Markov with respect to o {Yt,otZ}, see also Bates (2006), pp. 913 & 926.
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Note that the Heston model is a special case of either the SVJ model or the
SVSJ model, with no jumps. For the SVJ and SVSJ models, define the

continuous-time process given by

Zy = (Y;,07),t>0. (4.3)

From equation (A.3)) in [Appendix A} the continuous-time joint affine condi-

tional characteristic function for the SVJ and SVSJ models is given by
U ivo?
¢ZT|Zt0 (u7v) = E |:€ YT+ T| (}/tO)O-?o)] (44)
= exp [iuYs, + C (u,0;7) + D (u,057) 0y ], (4.5)

where T > 0 is the terminal time, tg > 0 is the initial time, and 7 = T'—tg > 0

is the gap time. The functional forms
C=C(u,v;7), and D= D (u,v;7), (4.6)

are referred to as the joint affine coefficients.
In [subsection 4.2.2] below we treat the transition from the continuous-
time models in equations (4.1) and (4.2) above to the discrete case, and

summarize the main assumptions of the AML method. The transition

to discrete-time is facilitated by the joint affine conditional characteristic

function in equation (4.5) above. In [subsection 4.2.3] we show how the

AML method provides an approximation for the conditional distribution of
the latent factor given the log-price history, yielding a joint C.F. conditional
on the log-price history alone. Since the latent factor in the SVJ and SVSJ
models is positive, and follows a CIR process, the gamma approximation is
the most appropriate choice, see Bates (2006), p. 920. Then, since the log-
return history augmented by the initial log-price, and the log-price history

itself, each contain the same information, we switch to the augmented log-

return history for convenience. In [subsection 4.2.4] we present a result
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from Bartlett (1938), p. 63, that the Bates (2006) AML method uses to
obtain an expression for the partial inverse Fourier transform of the joint
C.F. conditional on the log-price history. This allows the AML method to

obtain the first two noncentral moments of the conditional distribution of

the latent factor by the gamma approximation from [subsection 4.2.3] The

first moment is the filtered volatility squared. Furthermore, the parameters
of the gamma approximation for the conditional distribution are sequentially

updated by the method of moments, as the method proceeds through the

log-return history. In|subsection 4.2.5 we present the theoretical version of

the Approximate Maximum Likelihood algorithm. A technical version of

this algorithm, with FF'T, is given in [subsection 4.3.2|

4.2.2 The Discrete Time Joint Conditional C.F.

We wish to estimate the continuous-time latent factor SVJ and SVSJ models
in equations and above. However, the continuous-time log-price
Y; is discretely observed, and the continuous-time latent factor o7 is also
filtered discretely from the log-price data. Thus, for the SVJ and SVSJ
models, where the joint continuous-time process is Z; = (Yt, O’tz), t>0, we

consider a collection of observation points in continuous time given by
t, =nAt,n=0,1,2, ..., (4.7)

where At > 0. Then we define the process given by

Zp = (Yn,02),n=0,1,2,..., (4.8)
such that Z, =72, ,n=0,1,2,..., (4.9)
where Z,, = (Yn,a,%), n = 0,1,2,..., is the desired discrete-time process

for the SVJ and SVSJ models. Observe that a step from time n to time

n+ 1 under the discrete-time process Z,,, n = 0,1, 2, ..., corresponds exactly
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to a time step of length At under the continuous-time process Z;, t > 0.
This implies that for the SVJ and SVSJ models the process Z,, = (Yn, 0721)
inherits the Markov property from the process Z; = (Y}, atz).

The key point of the AML method is that we only need to know the
model for the discrete-time process Z, = (Yn,ai), n = 0,1,2,..., through
its joint conditional characteristic function. Moreover, since we assume

daily data, the gap time 7 is a constant such that

1
T=At= 5o Per annum. (4.10)

Hence, the continuous-time joint affine conditional characteristic function

from equation (4.5 above takes the special case

7z iz (u,v)=F efuYnt1tivor Y, o> 4.11
n+l‘ n n

= exp [iuYn + C (u,v; At) + D (u, v; At) JZ] , (4.12)

which is precisely the discrete-time joint conditional characteristic function
of the process Z, = (Yy,02).

The final assumption of the AML method is that the process 2, where
by equation above

n —

oz=0;,n=0,1,2,.., (4.13)

is strictly stationary and strongly ergodic. Since the continuous-time pro-
cess o7 is a CIR process in both the SVJ and the SVSJ models, the process
o2 inherits the Markov property, similar to Z,,. Moreover, equations
and above imply that the Markov process o2, n = 0,1,2,..., has a

j-step transition law given by

2 _ —kjAL —KkjAL
g W (1 e ) 9 4re 9 .
Optj = P Xd <w2 = e—njAt)Un ,7=0,1,2,..., (4.14)
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where d = 2% and X7 (€) is a noncentral chi-squared random variable with
w

noncentrality parameter

4re HIAL
5 = w2 (1 — e—l’ijAt)O—n’ (415)
as adapted from Glasserman (2004), see p. 122. Define
o, = limoj, ;. (4.16)

Jj—o0

Similar to the proof of Proposition [2.24] item 6, from [subsection 2.5.1} it

can be shown by equation (4.14)) above that as j — oo, £ — 0, such that 2

is chi-squared random variable with degrees of freedom d = Zi%", and scaled

by a factor of Z—;. This implies that for 72 in equation ([4.16]) above

2
72 ~T (2’“7 d > . (4.17)

w2 2%
The following lemma shows that the final AML assumption holds for the
SVJ and SVSJ Merton models, as discussed in Bates (2006), see p. 917.

Lemma 4.1 For the SVJ and SVSJ Merton models, consider the discrete-

2

X X 9 . . 2 2K w
time variance process o, in equation (4.13)) above, and let o, ~ T (7, ﬁ)

n

have the limiting distribution from equation (4.17). If the Feller condition,
2kn > w?, holds for the underlying continuous-time CIR process o2, t > 0,

then 02, n =0,1,2,..., is strictly stationary and strongly ergodic.

Proof. The process 02, n = 0,1,2, ..., inherits the boundaries of o7, t > 0.

Thus, since the Feller condition holds for af, t > 0, we have 24%77 > 1, and

no mass escapes at zero from the limiting gamma density of o2. Hence, o2

is positive ergodic, see Karlin and Taylor (1981), p. 221. Also, the initial
points 07%0 and afoare the same, and have the same distribution. Thus,

since o7, ~ T (2&%’7, g—i), and the Feller condition holds for o7, t > 0, the
2

= never touches zero. Moreover, since co is a natural boundary

process o
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for both processes, the limiting distribution of ¢2 is a unique stationary
2

distribution, and the process o,

n = 0,1,2,..., is strongly ergodic, see
Karlin and Taylor (1981), pp. 240-241. Furthermore, with j = 1, equation

(4.14) is the one-step transition law of 02, n = 0,1,2, ..., so the process
2

is Markov. Also, we proved above that o7,

n = 0,1,2,..., has a unique

stationary distribution, and this is given by 72 ~ T’ (20%7, ‘5—2) Thus, since

‘772L0 ~T (20%7, 02%) has this unique stationary distribution, every pair of finite

dimensional distributions must be the same, and 02, n = 0, 1,2, ..., is strictly

stationary, see Grimmett and Stirzaker (2001), p. 362. m

Remark 4.2 (Summary of AML Assumptions) Let Z, = (Y,,02) be
the discrete-time estimation model under AML. The following assumptions

are made, see Bates (2006) pp. 912-13.
1. The joint process Z, = (Yn,a,zl) 1s Markow.

2. The conditional joint C.F. ¢z . |z, (u,v), with gap time 7 = At, is

exponentially affine in Yy, and o2 such that
¢Zn+1|Zn (u,v) =F [eiuYn+1+ivai+1’ (Yn; U’?L):|

= exp [iuY,, + C (u,v; At) + D (u,v; At) o] . (4.18)

3. The latent factor o2 is strictly stationary and strongly ergodic.

4.2.3 The Gamma Approximation

The Bates (2006) approximation to the joint conditional C.F. of equations

(4.11) and (4.12)) requires the following. Let
YH = (v1,Ys,..,Y,} (4.19)
be the history of the log-price Y,, at time n. Then for n > m, let

Gy (v) = E [ewi\}c{j } (4.20)
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be the conditional moment generating function of the latent factor o2 given
the log-price history Y,/ at time m < n. Hence, we find in the both the
SVJ and SVSJ cases, since Z, = (Yn,ag) has the Markov property, that
the affine structure in equation , combined with the definition of the
conditional MGF in , leads by iterated expectations to

) o

¢Zn+1|YnI{ (u,v) =FE [eluYnHHw"H ’Y"H}
. . 2

- E [E [equn+1+zvon+1| (Ym Ug)] ’YHH}

= p [ttt Dlumsstiody 1]

_ eiuYnJrQ(U,v;At)GJ%lYnH [D (u,v; At)] . (4.21)

Thus, in both the SVJ and SVSJ cases, equation provides a joint
conditional C.F. for Z,1; = (Yn+1,a%+1) at time n + 1, given only the
log-price history Y,/ at time n.

We now define

Yn+1 = AYn+1 = Yn+1 — Yn (422)

to be the log-return process at time n + 1, and

yf = {Y(),Z/hy%---,yn} (423)

to be the log-return history at time n, augmented by the initial log-price.
Observe that the log-price history Y, and the augmented log-return history

yH each contain the same information. This implies that
2\vH 2\, H

Thus, for the rest of this thesis we will condition on the augmented log-
return history instead, and for simplicity we will refer to ¥ in equation
(4.23]) simply as the log-return history. Furthermore, for convenience we

will denote the conditional moment generating function of the latent factor
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o2 given the log-return history y at time n by
Grp (v) = B [yl ] (4:25)

Hence, by equation (4.21)) for the SVJ and SVSJ models, using equations
(4.22) to (4.25)) above, we obtain

B [ttty ] — CCOmBIG, (D (v AD] (4.26)

as the joint conditional C.F. of the log-return and the latent factor at time
n + 1, given only the log-return history at time n. Thus, we define
E (uyolyl!) = B [ehmvmoctinsiy 1l
= eg(“’”;AﬂGn‘n [D (u,v; At)] . (4.27)

For the SVJ and SVSJ models, the distribution of 02|y defining Gl (v) in
equation (4.25), and F (u, vlyH ) in equation (4.27)) is not suitably tractable

for practical purposes. Thus, as an approximation, we assume that J,%]yf

has a gamma distribution, see Bates (2006), pp. 919-921. Insubsection 4.2.4]

we reveal that this choice has a Bayesian interpretation. The distribution
of 02|yl can be viewed as a prior, with the distribution of o2, |y, | being
the posterior. Thus, it is practical to choose a conjugate prior, for example
a gamma prior, see Bates (2006), p. 920. In view of this, recall also that
the latent factor is modeled by the CIR process in both the SVJ and SVSJ
models. Moreover, by equation above, the limiting distribution of

2

o2, n=20,12,..1is T (2””7 w ) This further suggests that the gamma

no w2 2k

distribution with C.F. given by

G (v) = (1 _1bnv)an, (4.28)

for some prior gamma parameters (a,,b,), is a reasonable approximation

for the conditional distribution of o2|yXf. However, note that the affine
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coefficient D (u,v; At) is a complex-valued function.  This means that
Grjn [D (u,v; At)], as it appears in equation (4.27), is a generalized trans-
form in the sense that it is an MGF with a parameter that has both real and

imaginary parts. Hence, we need to show the values of v and v for which

Grjn [D (u,v; At)] is well defined. We show in Lemmaof|subsection 4.3.1

on L! transforms below, that Gjn [D (u,v; At)] is continuous and bounded

for all (u,v) € R x (—6,6), for some § > 0.

4.2.4 Bayesian Updating and Volatility Filtering

The following theorem and its proof are adapted from Bates (2006), pp.
915-916. This is regarded as an extension of Bayes’ rule. We will let py (y)

denote the density of a continuous random variable Y.

Theorem 4.3 (Bartlett (1938), p. 63) If it exists, the partial inverse

Fourier transform in the u-variable of the joint characteristic function

by x (u,v) =F [eiuy+ivX] (4.29)
may be written as
1 [t~
oxy @pv )] =5 [ e Movxode, (430

where ¢ x|y (v) is the conditional characteristic function of X given'Y, and

py (y) is the density of Y.
Proof. Since the conditional C.F. is defined by
dxpy (v) = E [e"X]Y]
+oo |
— [ ey (aly) da. (4.31)
—0o0
we have by Bayes’ rule that the joint C.F. may be written as

by x (u,v) = E [V TN
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“+o0o +oo | )

[ e i
+00 +oo | )

— / / ertivep o (aly) py (y) dady

+oo +oo |
= [ [ [ ey el dx] py (4) dy

—00 —0o0

+00
_ / ¢y (v) py (y) dy. (4.32)

—00
Thus, since the Fourier inversion theorem holds by hypothesis, we have

+00 )
[x1y (v) py ()] ! / e "oy x (u,v) du,

:% .

as required. m

In this subsection we introduce the three inverse Fourier transform pairs
of the AML method. Recall from equation (4.27) in [subsection 4.2.3| that
under the gamma approximation from equation ,

E (U, ,U‘yrl;l) =F |:€inn+l+iU<7i+1 |y£lj| (433)
_ €Q(U7U;At)Gn‘n [Q (u7 V; At)] (434)
= Cl BB 1= b,D (u, 0 A1) 7" (4.35)

is the joint characteristic function of the time n + 1 log-return and latent
factor, conditional on the time n log-return history. This leads to our first
inverse Fourier transform pair. As in Bates (2006), p. 917, assuming that
Fourier inversion holds, we obtain

I 1 +o00 ) =
P (Unt1lyy ) = / e "Mt E (u, 0y, ) du, (4.36)

=5 .

as the time n+1 log-return density, conditional on the history y. Equation
only partially defines the likelihood. The sequence of gamma param-
eters (ap,by), defining F' (u, v|yf) for n =1,2,..., Ny needs to be updated.
We proceed as follows. By shifting time n to n + 1 in equation (4.25)) we
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obtain
¢n+1\n+1 (U) = Gn+1\n+1 (“)) =E [eivai+1 ’y7}11+1i| ) (437)

as the time n + 1 characteristic function of the latent factor, conditional
on the history y. Hence, using equation ([#.33) for F (u,v|yf ), equation
(14.36) for p (yn+1|yf ), and equation (4.37)) above, if Fourier inversion holds,
then after a minor re-arrangement implies

L[ e (o, oly) du

P Yn+1lyll)
o i e~ CuvA G (D (u,v; At)] du
B P (Yn+1lysl) ’ (439
see Bates (2006), p. 918. Note, equation follows from the definition
of E(u,fu]yf) in equation . From Bates (2006), p. 918, equations
and form a Bayesian updating mechanism. At time n under

the gamma approximation, oﬁ\yf has a prior I (ay, b,) distribution, with

¢n+1\n+1 (v) = (4.38)

a conditional gamma MGF G, (v) = E [e”"%\yf]. Then, at time n + 1,
o2, 1|y, | has a posterior I' (an41,bn+1) distribution, with a conditional
MGF Gpiqjpg1 (v) = B [e”"%ﬂlyfﬂ}, or equivalently a conditional C.F.
Ppiipnsr (V) = B [e“’”gﬁl |y +1] . The posterior parameters may be obtained
through equations and given the prior, and these equations are
a realization of above, which is proven by Bayes’ rule. The

filtered volatility squared is the posterior mean given by

U%Jrl =F [031+1’y717,{+1] = ap+1bn41- (4.40)

Since the prior and the posterior are both gamma, it is recommended in
Bates (2006), pp. 919-920 and pp. 955-956, that the updated posterior
parameters (a,+1,b,4+1) be obtained by the method of moments using an
MGF version of equations and . However, in this thesis we
obtain the requisite moments from equations and using the
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conditional C.F. instead of the conditional MGF. This choice implies that
F (u, v\yf ), as it appears in the right hand side of equation , is a joint
conditional C.F. rather than a mixed transform. This has some theoretical
advantages, although the two methods are equivalent in practice. Since all
moments exist for the gamma distribution, the noncentral moments obtained

from the gamma C.F. in equation (4.38]) are governed by

. ok
Ml i1 = W%Hmﬂ (v) [v=0, (4.41)
k=12,

see Grimmett and Stirzaker (2001), p. 183. We only need the first two
noncentral moments. However, we will need to differentiate under the

Fourier integral twice on the right hand side of equation (4.38)) to obtain

o [T .
/ e Wt | (u,v|yf) du (4.42)
o J_
+oo .
— / e—'l'uynJrlEv (ua U|y7{:]) du
—00
and
62 +o00 )
2/ e "t (u,v|yf) du (4.43)
ov? J_o
+o00 ) o
— / e (u, vy, ) du.
—00

We prove in of this thesis that for both the SVJ model and
the SVSJ model, differentiation under the integral holds in equations (4.42)
and (4.43]) above. Hence, the remaining two inverse Fourier transform pairs
are both simply re-arrangements of equation , differentiated on both
sides with respect to v. The first case is the first derivative, and the second
case is the second derivative. However, to show that Fourier inversion holds
in each case, one needs to arrange the equations such that it is clear what

needs to be L' integrable. A detailed treatment of L' integrability for each
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inverse Fourier transform pair is deferred until [subsection 4.3.1l For the

rest of this thesis we denote the following derivatives by

0
¢£LlJ)rl|n+1 (’U) = %an—l—l\n—‘rl (U) ) (444)
@) o2
and ¢n+1|n+1 (v) = W¢n+1|n+1 (v)- (4.45)

Again, since F (u,vlyl) = E [ei“y”“‘*'iwiﬂwf} is a joint characteristic
function, if Fourier inversion holds, then similar to equation (4.38)), we have
by that

1 [t
[¢n+1|n+1 (v)p (yn+1\yf)} / e E (% v!yf) du. (4.46)

But, by equation (4.36)), p (yn+1]yf ) does not depend on v. Hence, assum-
ing we can differentiate twice under the integral as in equations (4.42)) and
(4.43]), and that Fourier inversion holds in each case, equation (4.46|) implies

1 e —u
[¢21J)rl|n+1 (v)p (yn+1\yf)} / e i (u, v\yf) du, and (4.47)

:g .

(2) H L[, H
[¢n+1|n+1 (’U)p (yn-‘rl‘yn )} / € yn+1Evv (u, U’yn ) du. (4'48)

:% .

Equations (4.47) and (4.48]) are, respectively, the second and third inverse
transform pairs of the AML method. Moreover, by equation (4.41), esti-

mates for the first two noncentral gamma posterior moments, fﬁlln 41 and
MY 41, of the AML filtration process may be obtained from
2 [ M, (u, Olyi!) du

im = , and 4.49
Lo+t P e l7) (4.49)

L[t emiumi B (u, 01y du

p (yn+1’y111—[)

iy i = (4.50)

We are now in a position to finalize the updating mechanism. Recall that

by equation (4.34)), under the gamma approximation of equation (4.28)),
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F (u’ U‘yf) - FE [eiuyn+1+ivafb+1 ’y7]171|

= eQ(“’”;At)Gn‘n [D (u,v; At)]

1 o
_ _CluwAt) , 451
€ <l—an(u,v;At)> ( )

Expressions for F, (u,v|yX) and F,, (u,v|y) in terms of the prior gamma

parameters (ay,by), the affine coefficients, and their v-derivatives, will be

given in[subsection 4.3.1|below. The update to the posterior gamma param-

eters (an41,bn+1) is made from equations (4.49) and (4.50)), by a moment

match involving the first two noncentral gamma moments. We set

~/
My ny1 = an+1bn+1

. _ 2
My pi1 = Gn1bpyr (1+ angr)

Thus, we obtain

~/

m
,and ap41 = bl’njl. (4.52)
n+

A (T

=1/
M1 n+1

bn+1 =

4.2.5 Log-Likelihood 1

The AML algorithm for the joint likelihood given 6 is a subsequence of three
inverse Fourier transforms, evaluated sequentially through the data. The
first inverse transform is for the current likelihood. The second inverse
transform filters the volatility squared, and the third inverse transform al-
lows the parameters (a,,b,) of the gamma approximation to be updated.

For the SVJ and SVSJ models, 6 = (u, K, n,w, p, A\, a, §), and under AML

2
n

tion of O‘%O. Recall from Remark 3., that under AML, 02, n=0,1,2, ...,

the initial variance oy, is random. But, given 6, we can specify the distribu-

must be strictly stationary and strongly ergodic. Moreover, by Lemma

from [subsection 4.2.2] these conditions are met when the Feller condition,
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2kn > w?, holds for the underlying CIR process o2, t > 0, and when for o2

we have that 07210 ~T (20%7, %i) has the limiting distribution from equation

(4.16]) in [subsection 4.2.2] Given 6, this implies that we should choose

2kn w?
bo) = —5, — 4.
(CL[), 0) < w2 ) 2/{) ) ( 53)

to initialize the sequence of gamma parameters for the gamma approxima-
tion, see Bates (2006), p. 916 and p. 955. Algorithmbelow summarizes

the results from this section.

Algorithm 4.4 (Log-Likelihood I) Given 0 = (u, k,n,w, p, \, o, 3)
(a0, bo) = (%, %)
p(il0) = & [0 e CWOAN [T by D (u, 0; At)] ™™ du
BEGIN FORn =1 to N, — 1

P (Ynslyll,0) = o& [T et F (u, 0lyfl) du
—i fjf: e*""y”“Ev (u,0|yf)du

~1 2
m =
Lin+1 R P(yn+1lyil)
s BT (w0
2n+l P(Ynt1lyfh)

m’ _(m/ )2 m/
b 1= 2,n+l/\ 1,n+1 a 1= 1,n+1
nt WO T
END FOR

N _
0(0) = lo +logp (1110) + X0 M ogp (ynsa |y, 0)

4.3 L1 Transforms and FFT

For AML to be stable, the Fourier inversion theorem must hold for each

transform. Thus, in [subsection 4.3.1] we prove that for the SVJ and SVSJ

models, the three Fourier transforms of the AML method, and their inverse
transforms, are each L!. Since proves that we can differentiate
twice under the integral on the right hand side of equation , equations
and (4.48) of [subsection 4.2.4| hold, and in [subsection 4.3.2| we apply
FFT. In this section we take the hypothesis 7 = At > 0 to be given.
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4.3.1 L1 Transforms in the AML Method

Definitions and results from this subsection are used again in[subsection 4.3.2)|

below, and also for the two proofs that we may differentiate under the in-
tegral as in equations (4.42)) and (4.43). The proofs for each of the first

and second derivatives both appear in of this thesis. From
equations ((A.12) and (A.13) in Appendix we have

C=C(u,v)=C(u)— Qwi;? log (1 — K (u) i), and (4.54)
D =D (uv) =D (u)+ % (4.55)

where the log-price coefficients C' (u) and D (u), given respectively by equa-
tions (A.22) and (A.23) of Appendix do not depend on v. In what

follows, the assumption p < 0 primarily ensures the principal branch con-
tinuity of C (u) and D (u), see Proposition It also arises in Lemma
and Proposition on the continuity of the joint affine coefficients.
The auxiliary variables K (u) and R (u), given respectively by equations
(A.24) and (A.25) of Appendix also do not depend on v. The coeffi-
cients C = C (u,v) and D = D (u,v), in equations (4.54) and (4.55)) above,
are the joint affine coefficients for the SVJ and SVSJ models. Moreover,

from equations (4.54) and (4.55) above, the first and second derivatives with

respect to v of the joint affine coefficients are given by

C, = aavC (u,v) 12{277;{{ ((Z))Zv, (4.56)
Cun = € ) = __22?((;)“@):)2, (4.57)
D, = %7( v) = q —i((?iiw)” and (4.58)
D,, = %Q (u,v) (_12_[(1(:(2?@(;;2 (4.59)
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Proposition 4.5 Let p < 0. Then the first and second derivatives with
respect to v of the joint affine coefficients C = C (u,v) and D = D (u,v),
denoted by C,, C,,, D,, and D, , in equations to above, are
each continuous and bounded for all (u,v) € R x (=6,6), for some § > 0.

Proof. Under the hypothesis p < 0, by Lemma[C.11] Re (1 — K (u) iv) > 0,
for all (u,v) € R x (=6,0), for some § > 0. Hence, the denominator is never
zero in any of the four derivatives, on the domain in question. Moreover,
if p < 0, then by Proposition items 2. and 3., the auxiliary variables
K (u) and R (u) are both continuous for all u € R.  Thus, each of the

four derivatives is continuous, for all (u,v) € R x (=46,6), for some § > 0.

Furthermore, by Lemmas and respectively,

lim K (u)=0 and lim R(u)=0.

u—r+oo u—too
Thus, given that each derivative is continuous, each of the four derivatives
defined in equations to is also bounded for all v € R, and for
all |v| < 4, for some 0 > 0, as required. m
We now turn our attention to the derivatives with respect to v of the

main conditional characteristic function F (u, vlyH ) Recall from equation

(4.51) that under the gamma approximation in equation (4.28)),

F =F (u,0lyll) = B [ty ] (4.60)
= €UVG, L (D (u,v)] (4.61)
1 o
_Cuw) (L
. (1 o v)) (4.62)
_ oCluv)—ap log[l—bnD(uv)] (4.63)

Based on equation (4.63]) we define

f=f(wvly) =log E (u, o]y (4.64)
= C (u,v) — aplog [l = byD (u,v)]. (4.65)
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Taking the derivative with respect to v in equation (4.65) we obtain

0 o anbn D
== = v 4.
i’u 8’Ui (U,U|yn ) QU + 1— an’ ( 66)
and for the second derivative we obtain,
92 " anbpD, + anb% (D2 — DD,,)

=—fluvy, )= vi — — — . 4.67
i’uv a,UQi( ‘y ) (1 . an)Z ( )

It now follows from the definition of f in equation (4.64) that
F=F(u, v]yf) = ef(“’vlyf), leading directly to (4.68)
E,= L (uolylf) = £ 7, and (4.69)

0? H 2

F, = 55 F (uolyll) = ( [+ L,> F. (4.70)

Lemma 4.6 Assume that p < 0 in the SVJ and SVSJ models. Let u € R,
and let 6 > 0. Then for each fized v € (=9,6),

ilelg |Gn|n [D (u, v)]‘ = ||Gn|n [D (u,v)]Hoo < 00, (4.71)

where G, [8] has the form of a gamma MGF as in equation (4.28)), and
D (u,v) is defined in equation (4.55) above. Moreover, Gy, [D (u,v)] is

continuous for all (u,v) € R x (=6,9).
Proof. By equation (4.28)) we have

Gjn [D (u,v)] = (W) " (4.72)

But, p < 0. Thus, for all u € R, and for each fixed v € (=4, 9), for some
0 > 0, we have both that D (u,v) is continuous by Proposition 2., and
Re D (u,v) <0 by Lemma Hence, since b,, > 0,

Re[l — b,D (u,v)] > 0,
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for all u € R, and for each fixed v € (—6,0), for some 6 > 0. Therefore,
since an > 0, Gy, [D (u, v; At)] is continuous for all (u,v) € R x (—4,0), for

some § > 0, and

1 o
|G [D (u, 03 A)]| = <|1 —b,D (u,U;Atﬂ) =%

for all u € R, and for each fixed v € (=4, ), for some § > 0, as required. =

Lemma 4.7 Assume that p < 0 in the SVJ and SVSJ models. Let u € R,
and let 6 > 0. Then for each fized v € (=9,6),

+oo
/ ’eQ(“’”) du < o0. (4.73)
Proof. By equation (4.54)),
2
C (u,v) = C (u) — g log (1 — K (u) ), (4.74)

and, since p < 0, Lemma implies that Re (1 — K (u) ) > 0, for all
(u,v) € R x (=6,0), for some § > 0. Thus,

2Kkm

1 w?
Cluv) _ Clw) ([~ . 4.75

¢ ¢ <1 — K (u) z‘v) (4.75)
But, Re (1 — K (u)iv) > 0 on this domain, and 20:%37 > 0. Hence,

2Kk1M 2Kkn

‘<1—K1(U)W>W2 - <\1_K1(u)w|>wz < o0, (4.76)

for all u € R, and for each fixed v € (—9,9), for some § > 0. Moreover,
recall from [subsection 3.3.3| that if p < 0, then € ¢ 11 by Lemma

Therefore, by Holder’s inequality,

+o0 Clu) +oo Clw) 1 2:7277
[ feenfan= [ e (1 —K(u)z’v) .
N
< || W) I B
- He 1 <1—K(u)iv) <o

for each fixed v € (=4, ), for some § > 0, as required. m

102



Lemma 4.8 Assume that p < 0 in the SVJ and SVSJ models.  From
equation (4.61)), define
I (U, U|y'r€I) = eg(u’v)Gnm {Q (U, U)] s

where G, [D (u,v)] is defined as in Lemma above. Then, for some
60 > 0, we have both that F (u,v\yf) is continuous on the principal branch
for all (u,v) € R x (=4,0), and
+o0o
/ |F (u,v|y5) | du < oo, for each fized v € (=6,6). (4.77)
—o0

In the latter case we shall say that F (u,v]yf) is L' in the u-variable.

Proof. Since p < 0, by Proposition[C.12] for all (u,v) € Rx(—4,6), for some
d > 0, C(u,v) is principal branch continuous, and D (u,v) is continuous.
Therefore, on this domain, clearly e€(®?) is principal branch continuous,
and, since p < 0, Gy, [D (u,v)] is also continuous, by Lemma above.
Hence, I (u, v|yf) is principal branch continuous, for all (u,v) € Rx (=4, 9),
for some > 0. Moreover, since p < 0, Lemmaimplies that e€(wv) ¢ L1
in the w-variable for each fixed v € (—0,9), for some 6 > 0. Also, since
p < 0, Lemma implies that if v € R, then HGnm [D (u,v)]Hoo < oo, for
each fixed v € (—0,0), for some § > 0. Hence, by Holder’s inequality,
+oo +00
/ ‘E (u, v|yf)‘ du = / ‘eg(“’”)Gn‘n (D (u, v)]‘ du

—0o0 —0o0

< HeQ(u,v)

1 HGn\n [Q(U,U)]HOO < 00,
for each fixed v € (=4, ), for some § > 0, as required. m

Proposition 4.9 Assume that p < 0 in the SVJ and SVSJ models. As in
equations (4.66) and (4.67), define
=~ and

_ 9 HY _
L)—%i(uﬂfyyn) _Qv—’_@; a

82 H ananm; + a”ﬂb?’), (212) - @m)
- Wi (U, U‘yn ) - vi + (1 o bn2)2

anbnD

/ :

VU
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where f (u,vlyll) = logF (u,v|yl).  Then, for some § > 0, each of
f, (u,v|yk) and Lo (u,v|ykl) is continuous for all (u,v) € R x (—6,5).

Moreover, if we let u € R, then

f (u,v|yf)”oo < 00, both for each fixed v € (—0,0) .

—vv

L, (Uav|yf)Hoo < 00, and

Proof. By the gamma approximation, b, > 0. Moreover, since p < 0,

by Lemma ReD < 0, for all (u,v) € R x (=4,9), for some § > 0.

Therefore,

Re (1 — b,D) > 0,

in the denominator of the second term for each of L} and Lw. Furthermore,

since p < 0, by Proposition [£.5] each derivative C,,, C,,,, D,, and D, used

=vv’ VU
in the definitions of L} and Lw above, is continuous and bounded for all
(u,v) € R x (=9,9), for some 6 > 0. Thus, f,and f —are both continuous

and bounded, for all (u,v) € R x (—4,0), for some § > 0, as required. m

Proposition 4.10 Assume that p < 0 in the SV.J and SVSJ models. As
in equations (4.69) and (4.70)), define

— 9 HY _

Ev - %E (U;U‘yn ) == i’UE’ Cmd
62

Fyy = 5 F (wolyll) = (£, + £2) E,

U Qv
where F = F (u,v|lyl’). Then, each of F, (u,vlyt) and F,, (u,v|yk) is
continuous on the principal branch for all (u,v) € R x (=6,0), for some
6 > 0. Moreover,
+oo
/ ‘Ev (u,v|yf)}du<oo, and

[e.e]

+oo
/ |Ew (u,v|yf)}du < 00, both for each fized v € (—6,0) .

—00

That is, F,, and F,, are both L' in the u-variable.
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Proof. Consider (u,v) € R x (—4,0), for some 6 > 0. Since p < 0, we
have by Lemma that F is continuous on the principal branch, and by
Propositionboth L} and Lm are continuous, on this domain. Therefore,
clearly both F, and F,, are continuous on the principal branch, for all
(u,v) € R x (—=4d,0), for some § > 0. Moreover, since p < 0, on this domain
Fis L' in the u-variable, by Lemma and both HL}HOO and HL’UHOO are
finite by Proposition [£.9] Therefore, by Holder’s inequality,

+oo +oo
/ £, (u, vlyy )| du —/ \iE] du
<IEIL ||£, | < oo

and again by Holder’s inequality,

/:o |Eyy (u,vly))| du = /:O )(LW +ﬁ) E‘ du

2
i’U'U + iU %)
2
<12 (£, + 1)) <o

in both cases, for each fixed v € (=4, ), for some § > 0, as required. =

<|IF), |

f

v

We have shown that the three Fourier transforms of the AML method,
F, F,, and F,,, respectively are, for some ¢ > 0, each continuous for all
(u,v) € Rx (—6,9), and each L! in the u-variable, for each fixed v € (-4, 6).
The respective inverse transforms will now be shown to be both continuous
and L' within the context of the following two propositions. These two
propositions complete the theory of the AML method.

Recall from equation (4.38) in [subsection 4.2.4] that by [Theorem 4.3

under the assumption that Fourier inversion holds,

1 oo
[Pntipnsr (V) P (yn+1\yf)] =5 /_OO e Mt (u,v]yf) du.  (4.78)

Proposition 4.11 (Density Transform) Assume that p < 0 in the SV.J
and SVSJ models. Then, for some § > 0, the following hold.
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1. fj;o ‘¢n+1|n+1 (v)p (yn+1\yf)|dyn+1 < 00, for each fized v € (—9,9).
That 1s, [¢n+1|n+1 (U)p (yn—ﬁ-l‘yg)] is L' in Yn+1-

2. [bns1pns1 W) p (Yns1lyil)] = 5= fj;o e~ F (u,vlyfl) du a.e., and
[¢n+1|n+1 (v)p (yn+1|y£[)] is continuous for all (v,yn+1) € (—=9,9) xR.

That is, Fourier inversion holds.
3. fj;o e~ yn+1 [0 (u, v]y,lf) du converges uniformly, for everyv € (—0,9).

Proof. Let § > 0, and for each fixed v € (=4, d) consider

+oo
/ ‘¢n+1|n+1 (v)p (Z/n+1|yf) } dyn+1

—0o0

oo T oo 2 H 2 H
=/ ‘/ e"niip (on i lyn) dogy | p (Ynsilys ) dynsa
oo |-

o,

€ Z“p (0721+1’Z/£{) d0721+1‘p (yn+1|yf) dYn+1

“+o0 —+o0
= / / p (Ug+1|yf) dUTZLHP (yn—i-l’y{j) dyYn+1

— 00 — 00
oo 2 H 2 oo H
= / p(omiilun ) d0n+1/ P (Yns1|yh) dyn1 =1 < <.
—00 —00

This proves 1. But, since p < 0, by Lemma Fis L' in the u-variable,
for each fixed v € (—4,d). Hence, since [¢n+1\n+1 (v)p (yn+1]yf)] is also

L' in y,,1 by 1., [Theorem 3.6, the Fourier inversion theorem, implies 2.

Lastly, since we have established both that F is L' in the u-variable, for
each fixed v € (=4, 9), and [¢n+1|n+1 () P (Yns1lyl)] is L in yny1, Lemma
from [subsection 3.2.1] implies that

—+o00
/ e tuyn+1 p (u, v]yf ) du converges uniformly,

— 00

for every v € (—¢,0), for some § > 0, as required. m
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Remark 4.12 In Proposition above, [¢n+1|n+1 () p (yn1lyl)] is L!

N Ynt1, and F (u, v|yf) 1s the corresponding Fourier transform inu. Thus,
by Lemma F (u,v\yf) is uniformly continuous in u, for all u € R, for
each v € (—6,0), for some § > 0.

Remark 4.13 The results from Proposition above hold when v = 0.
That is, since p (yn+1]yf) € L', when F (u, 0|yf) is also L}
1 [T

D (yn+1|yf) = 27T/ e Ut (u,O]yf) du a.e., (4.79)
—00

and p (yn+1|yf) is continuous, by the Fourier inversion theorem.
We now show that Fourier inversion holds for the two filtering transforms.

Recall from equations (4.47) and (4.48)) in [subsection 4.2.4] that if the right
hand side of equation (4.78) above can be differentiated twice under the

integral, and the Fourier inversion theorem holds in each case, then we
obtain the two Fourier transform pairs
(1) H 1 H
[¢n+1|n+1 (’U)p (yn—&-l‘yn ):| = / € luyn+1Ev (u,v\yn ) du7 and (480)

=5 -

(2) H 1 oo —iu H
[énﬂmﬂ(v)p(ynﬂ\yn)} / e " E (u,vlyy, ) du. (4.81)

:% .

Proposition 4.14 (Filtering Transforms) Assume that p < 0 in the
SVJ and SVSJ models. Further assume that from equation (4.37)),

1 Gn+l
Prifny1 (V) = <) ;

1— i?)bn+1

by the gamma approximation of [subsection 4.2.3.  Then, for some § > 0,

the following hold.

1. FEach Of ¢1(11_~)_1|n+1 (U)p (yn+1|y11;1)] and |:¢?(’L2-‘1)-1‘1’L+1 (U)p (yn—l—l’yalj)} is
L' in the variable y,1 for each fized v € (—6,6).
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2. [Tt F (uvlyll) du = [T e B (u,v|yl) du, holds

for every v € (=6,0). Moreover,

(1) H _ 1 teo 7iuyn+1F H
¢n+1\n+1 (U)p (yn-l-l‘yn ) € £y ('LL, U’yn ) du a.e.,

=5 .

and the left hand side is continuous for all (v,yn+1) € (—0,0) x R.

That is, Fourier inversion holds.

3. 5%22 fj;o e~ WYnt1 | (u, v]y,lj) du = f_Jr;o e~ Wyt (u, v\yf) du, holds

for every v € (=9,8). Moreover,

(2) H 1 Hoeo —iUYn+1 H
¢n+1|n+1 (U)p (yn-‘rl‘yn ) € Ev’v (U, v|yn ) du a.e.,

:% .

and the left hand side is continuous for all (v,yn+1) € (—0,0) x R.

That is, Fourier inversion holds.

Proof. To prove 1., observe that

0
S [bnsaper )P (araly)] = (6800 @2 (s ly) |
] mn bTL
= % [¢n+1|n+1 (U)P (yn+1|y7{,{)] , and (4-82)
0° H (2) H
902 [¢n+1|n+1 (v)p (yn+1‘yn )] = |:¢n+1‘n+1 (v)p (yn-i—l’yn )]

__ (14 an+1) an+1b%+1

(1 —ivb +1)2 [¢n+1\n+l (U)p (yn—i-l’y{l{)] . (483)

But, Re (1 —ivb,41) > 0, for all v € (=6,0), and for any 6 > 0. Hence,

ian+lbn+1
lfivbn+1

_(1+an+1)an+lbi+1
(1—ivbyy1)?
and neither of them depends on the variable y,1. However, since p < 0,

by Proposition m item 1., for some 6 > 0, [q§n+1|n+1 () (Yns1lyll)] is
L' in the variable y,,1 for each fixed v € (—6,5). Therefore, by equations

are continuous and bounded for all v € R,

and
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(4.82)) and (4.83)) above, for each fixed v € (—4, ), for some § > 0,
+oo

/.

_ 10n41bn 41
1— ivbn+1

“+o00
and /
—o
- (1 + an—l—l) an—i—lbi—i-l

400
= : 3 / |bnt1jns1 (V) p (ynt1|yL)| dyns1 < oo.
(1 —dvbpy1) —o0

¢£Ll_,)_1‘n+1 (v)p (?/nJrl |y7’[L{) ‘ dyn1

+
/ |Gns i1 (V)P (Yngalyl!)| dynia < oo,
—00

¢1(12+)1|n+1 (U)p (yn+1|y§)‘ dyn+1

For 2., since p < 0, by Lemma4.8) F is L' in u, by Remark F (u,v|yf)

is uniformly continuous in u, for all v € R, and by Proposition item 3.,

+oo .
/ e ML F (u, vlyd ) du converges uniformly, (4.84)

—00

where each of the above holds for all v € (=4, 6), for some § > 0. Therefore,

by |Theorem D.7| from |Appendix D|, we have that F, (u, v|y ) is uniformly

continuous in u, for all © € R,

+o0 )
/ e "Mnt (u, v|y£l ) du converges uniformly, and (4.85)
—00

o
where each of the above holds for all v € (=6, ¢), for some § > 0. Moreover,

since p < 0, by Proposition m F, (u,vlyfl) is L' in u, for v € (=6,0).

o [t . T
/ e i1 (u7 v\yf) du = / e—ZuynJrlEU (u, U|y7IL{) du, (4.86)

—00 —00

Hence, since [(biLlJ)rlerl (v)p (yn+1\yf)} is also L' in y,41 by 1., the rest of
2. follows from the Fourier inversion theorem. To prove 3.,
since p < 0, we may use the same hypotheses as for above,
plus the result F, is L! in u from Propositionm Then by
from we have that.

o? +o00 ) +o00 )
5 / e "Mt F (u, v|yf) du = / e "M F (u, v|y,lj) du. (4.87)
ov —0 —0o0

The rest is similar to the proof of 2. This completes the proof. m
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4.3.2 Log-Likelihood II (FFT)

In this subsection we describe our FFT based implementation of AML. This
is summarized in Algorithm below. By letting v = 0 in equations (4.78)),
(4.80), and (4.81)) of [subsection 4.3.1| above, and by using the result (4.41)

from [subsection 4.2.4] we obtain

1 [t
P (Yns1lyll) = Py / e~ Mt F (u, 0lyl!) du, (4.88)
—00
1 (oo —iuynt1 [ olvH) d
e u, U
z'm'mﬂz%f—oo £, (v, Olyi) , and (4.89)

P (Ynt1|ykh)

_, o [T emtuwnn B (u, 0yt ) du
— i 1 = i : (4.90)
’ P (Yns1lyll)

where m/ ,, . ; and M5, |, are the estimates of the first two noncentral gamma
posterior moments of the AML filtration process, and p (ynﬂ\yf ) is simply
the conditional log-return density. Alternatively, if we had used the MGF
Ppt1jn+1 (—iv) in equation from fsubsection 4.2.4f to obtain moments
instead of the C.F. then we would have

H 1 oo —1 H
P (ynJrl’yn ) = % e Wyn+1 (U, 0|yn ) du’
—00
-, _ % fj;o e_i“y"“a%E (u, —iv[yf) lv=0du
Mint1 = , an

P (Yn+1|yl)
. 2 B
ok [0 emtuvns O F (u, —iv|yH) [s—odu

P (Yns1lylh)

-~/ _
Mo nt+1 =

While the latter system is somewhat simpler to implement, equations (4.88)),
([489), and (4.90) above maintain the assumption that F (u,v|y%) in each
integrand is a joint characteristic function. The system of equations (4.88]),

(4.89)), and (4.90) above is no different from Algorithm [4.4]in[subsection 4.2.5]
But, we now know from Propositions [£.11] and [£.14] of [subsection 4.3.1], that

the hypotheses of the Fourier inversion theorem are met in each of equa-

tions (4.88), (4.89), and (4.90) above. These two propositions also tell us,
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via [Theorem D.7] and [Theorem D.13| from [Appendix D| of this thesis, that
differentiation under the integral holds in equations and from
[subsection 4.2.4] in some neighbourhood of v = 0. This defines the right
hand side of each of equations (4.80) and (4.81)), thus also the right hand
sides of equations and . These properties ensure evaluation of
equations , , and above by a numerical integration scheme,
such as FFT or quadrature, will be stable.

The FFT scheme proposed in assumes the domain of integra-

tion is [0,00). The above three integrals can be reduced to this domain as

follows. By the Fourier inversion theorem,

+oo N
f@ =5 [ e Fuan

—00

However, by Corollary to [Theorem 3.6] from [subsection 3.2.1],

1 o
If f is purely real, then f(z) = — Re/ e " f (u) du, and
™ 0
if f is purely imaginary, then f (x) = L Im/ e_i“xf(u) du.
d 0

Hence, since the left hand sides of (4.88)) and (4.90)) are purely real, and the
left hand side of (4.89)) is purely imaginary,

1 .
p (Y |yl) = WRe/o e "t F (u, 0yl du, (4.91)
1 o _—i H
1y w1 B (u, 0yH) d
iy = 2l B, (O du (4.92)

P (Yny1lyll)
_71 Re fooo e~ Wy (u, 0|yf) du
P (Yns1lyll)

(4.93)

~/
Mo n+1

Recall from [subsection 3.2.3| that we approximate g : R — C given by

g(z) = /0 h e~ f (u) du, (4.94)
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along the left-endpoint discretization z = —b+ (k—1) Az, k =1,2,..., N,
by the DFT, or equivalently by FFT when N = 2P, such that
~ N omii vy i
g (zg) = ZFI e TN UmDE=D) ibuj £y ;A (4.95)
k=1,2,...N,
as in equation (3.22), where u; = (j —1)Au, j = 1,2,...,N. Following

Carr, Geman, Madan, and Yor (2002), p. 320, we choose N = 2' and
Au = %. By equations (3.19) and (3.20), of jsubsection 3.2.3| respectively,

this implies Az = and b = 4m. For the w; we proposed the trapezoidal

_T
2048

rule, w1 = wy = %, w; = 1 otherwise, in |subsection 3.4.1L

In Algorithm below, we use the FFT approximation in equation
to evaluate equations (4.91)), (4.92), and (4.93) above, thus forming
an FFT approximation for the AML likelihood. Since the output of FFT

is a grid rather than the exact point of interest, in each step of Algorithm
[4.15] below we use a spline interpolant based on a subset,
T
we 73]
of the FFT discretized points. The end-points of the above sub-grid are
implicitly given by w7650 = —7 and xg704 = 7. These can be obtained, with

Ar = from the main FFT grid given by,

s
2048
zp=—4n+ (k—1)Az, k=1,2,...,N =21,

The interior points follow by the uniformity of the grid. Thus, each cu-
bic spline provides a continuous approximation to the function of interest,
for x € [—%, %] Moreover, at each step, our version of AML uses only
1,025 of the 16,384 values computed by FFT. Since 1,025 is a sufficiently
small number of points, the cost of the cubic spline interpolant is negligible

compared to the cost of FFT.
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Algorithm 4.15 (Log-Likelihood II) FFT Version
Given 0 = (p, k,n,w, p, A, a, )
(ao,bo) = <% %) Ey (u,0lytt) = e€0-0AD [1 — by D (u, 0; At)] ™
STEP 0:
ho () = LRe N, e K U=DEDeibes By (uy, 0]ylT) w; A,
k=12, N
So (x) = Spline {(xk, ho (1)) i rgs0s © € [~ 5, 5]
p (y110) = So (y1)
BEGIN FORn=1TO N,—1
STEP 1:
hi (z) = L Re Z;VZI e~ 1N G=D(k=1) gibu; (uj, 0lyi!) w;Au,
k=1,2,...N
Si (x) = Spline {(wx, b (1))} es0, = € [, 5]
P (Yns1lyl,0) = S1 (Ynt1)
STEP 2:
ho (zy) = 1 Im Zévzl e_i%(j_l)(k_l)eib“jﬂv (uj, 0lyiT) w;Au,
k=1,2,...N

So () = Spline {(vk, ha (1))} res0s © € [, 2]

)l _ _Sa(ynt1)
1n+1 p(yn+1 |y5’9)

STEP 3:
hs () = =L Re Zjvzl e‘i%ﬂ(j_l)(k_l)eib“iﬂw (uj, 0lyfT) w;Au,
k=1,2,...N

S5 (x) = Spline { (g, ha (x1)) } res0: € € [~ %, %]

)l _ _53(Ynt1)
2n+1 7 pyn1lyll.0)
UPDATE:
. _(m/ )2 I~
b — 2,n+1 1,n+1 a — 1,n+1
n+1 mﬁ,nﬂ 3 Un+41 b1
END FOR

0(0) = Lo +logp (11]6) + S0 M og p (s |y, 0)
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4.4 Simulation and Comparative Results

4.4.1 Implementation Details

The computations in this chapter were all completed using an Intel Xeon
2xE5-2643v3 dual processor at 3.4 GHz on 12 cores. The code was written
and executed in Matlab R2016a running on Windows 10 Pro. For all AML

estimations in this chapter, except those reported in [subsection 4.4.5| where

quadrature was used, the negative log-likelihood was computed by FFT
using Algorithm The negative log-likelihood was minimized, subject to
bound constraints only, by the ’active-set’ algorithm of the Matlab function
fmincon. The ’active-set’ algorithm uses sequential quadratic programming
(SQP). Under suitable conditions it will behave like a Newton method, see
Nocedal and Wright (2006), p. 533. We employed moderately loose bound
constraints so that the final Lagrange multipliers were suitably close to zero.
Therefore, the final Hessian of the Lagrangian served as close approximation
to the final Hessian of the unconstrained problem. Moreover, these bounds
were enlarged in the event of any breach, and in this sense, for simplicity,
we will refer to the problem as being unconstrained.

Two types of parallel processing were employed. For individual estima-
tion the elements of each gradient were computed in parallel. This allowed
us to match, using FFT, a stated average estimation time from Bates (2006),
p. 928. For group estimation of simulated data, the Monte Carlo loop was

run in parallel. Within a parallel program, both methods cannot be used

simultaneously. In [subsection 4.4.2] below, and in the remainder of this

chapter, exact estimation times, as well as number of iterations, are both

tabled for all individual estimation results. Likewise, for group estimation,

as in the simulation studies presented insubsection 4.4.3|and [subsection 4.4.5|

below, the total simulation time is reported. To illustrate the benefits of

114



parallel processing, we need to compare to the sequential case which does
not use parallel processing at all. This case is considered, under the DJIA

1988-2007 daily log-return data, at the top of below.

Estimation Type Model Type | Effective Time | No. of Obs.
Sequential FFT SVSJ Merton 68.95 min 5,042
Parallel Gradient FFT | SVSJ Merton 36.63 min 5,042
Parallel Simulation FFT | SVSJ Merton 14.96 min 5,042

Table 4.1: AML FFT Estimation Times: DJIA 1988-2007.

As shown in above, for about 5,000 observations with FFT, the
advantage of parallel gradients over a sequential program is about a factor
of 2. TFor parallel simulation reports the total simulation time

in parallel divided by number of paths, and the benefit is almost a factor

of 5 over a sequential program. However, we find in [subsection 4.4.5| that

the cost of FFT becomes too high if we double the number of observations.
Bates (2006), p. 928, reports an average sequential AML estimation time
of 29 minutes for 4,000 log-returns simulated under the SVJ Merton model
estimates for the S&P 500, 1980-1999, from Eraker, Johannes, and Polson
(2003). Adjusting for the model type, and the number of observations, this
is similar to our parallel gradient FFT time reported in above.

4.4.2 Estimation Results

In preparation for the two simulated AML estimation studies presented in

[subsection 4.4.3| below, this subsection provides the AML estimates for the

true values of the parameters under the SVJ Merton, SVJ Variance Gamma,
SVJ Meixner, SVSJ Merton, and Heston models, based on two respective
real world data sets. These five models were described in above.
Our trading day data is from Bloomberg L.P. The first data set covers
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Apple stock (AAPL) from January 2nd, 1991 to January 19th, 2011. The
log-return for September 29th, 2000, is excluded. Thus, there are 5,052 log-
returns, and this is the main data set of this thesis. On September 29th,
2000, Apple lost just over half its value in one day due to an unfavourable
earnings report. The log-return for that day is -0.7312 which is more than
22 standard deviations away from the mean based on the complete data.
We elected to remove this outlier from the data, and this is the only case in
which this was done. The second data set covers the Dow-Jones Industrial
Average (INDU) from January 4th, 1988 to December 31st, 2007, for a
total of 5,042 log-returns. This is the main secondary time period used in
this chapter. In order to be consistent with other P-measure estimation
studies in the literature, of models similar to the SVJ and SVSJ models,
we have chosen a sample size of approximately 5,000 daily log-returns, see
for example Eraker, Johannes, and Polson (2003), p. 1279, and Li, Wells,
and Yu (2008), p. 2364. For internal consistency we also chose 5,000 daily
log-returns for the Heston model, although in the Heston case 2,500 might

lead to a better fit, see Lysy (2012) as cited in [subsection 4.4.4] below.
For Apple stock (1991-2011), [Table 4.2|below reports the AML estimates

for the true values of the parameters under each of the five respective models.

Similarly, below reports the same for the Dow-Jones Industrial

Average (1988-2007). For all maximum likelihood estimates in this thesis,
the Euclidean norm of the final gradient of the log-likelihood, denoted by

V¢ (8) (4.96)

||0:§a

is reported. When ||V£(0)]],_z is not sufficiently close to zero, we say that
the numerical estimate of 6 is neither a local nor a global maximum. In this
situation there is also no guarantee that the inverse of the final Hessian is
a good approximation for the observed information. Thus, standard errors

based on the final Hessian may be incorrect in this case.
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AML Estimates

of True Values:

Apple Stock

Parameter | pg K n w P A « B
SVJ Merton
Estimate | 0.361 | 3.990 | 0.175 | 0.726 | -0.268 | 10.20 | 0.070 | 0.007
Std. Err. | 0.098 | 1.031 | 0.018 | 0.105 | 0.082 | 2.53 | 0.008 | 0.006
Estimation Time 31.60 min V€ (D)5 0.070
Number of Iterations 23 max ¢ () 11,019
SVJ Variance Gamma
Estimate | 0.367 | 3.420 | 0.161 | 0.691 | -0.293 | 13.50 | 0.068 | 0.008
Std. Err. | 0.101 | 1.101 | 0.019 | 0.120 | 0.090 | 4.71 | 0.012 | 0.006
Estimation Time 27.93 min 1V€(0),—5 0.030
Number of Iterations 19 max ¢ (0) 11,026
SVJ Meixner
Estimate | 0.368 | 3.260 | 0.152 | 0.715 | -0.299 | 5.23 | 0.166 | 0.277
Std. Err. | 0.095 | 0.991 | 0.020 | 0.120 | 0.089 | 1.74 | 0.027 | 0.212
Estimation Time 28.08 min V€ (D)5 0.015
Number of Iterations 21 max ¢ () 11,027
SVSJ Merton
Estimate | 0.360 | 3.850 | 0.167 | 0.643 | -0.278 | 91.4 | 0.062 | 0.009
Std. Err. | 0.089 | 1.095 | 0.016 | 0.103 | 0.076 | 29.19 | 0.008 | 0.005
Estimation Time 32.63 min | [|V£(0)],_s 0.021
Number of Iterations 20 max ¢ (0) 11,023
Heston
Estimate | 0.254 | 22.000 | 0.226 | 2.430 | -0.125 -
Std. Err. | 0.074 | 3.510 | 0.012 | 0.241 | 0.044 -
Estimation Time 22.39 min V€ (O)lo_s 0.033
Number of Iterations 16 max { () 10,949

Table 4.2: Apple Inc. (AAPL) 1991-2011: Estimation Results.
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AML Estimates of True Values:

Dow-Jones Index

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.059 | 3.390 | 0.024 | 0.282 | -0.697 | 1.540 | 0.030 | -0.015
Std. Err. | 0.029 | 0.643 | 0.003 | 0.026 | 0.041 | 0.739 | 0.006 | 0.009
Estimation Time 27.35 min V€ ()5 0.017
Number of Iterations 13 max { () 16,851
SVJ Variance Gamma
Estimate | 0.060 | 3.220 | 0.024 | 0.277 | -0.705 | 2.220 | 0.028 | -0.013
Std. Err. | 0.030 | 0.697 | 0.003 | 0.028 | 0.045 | 2.005 | 0.010 | 0.010
Estimation Time 35.64 min V€ (0)l,—p 0.015
Number of Iterations 22 max ¢ (0) 16,851
SVJ Meixner
Estimate | 0.060 | 3.170 | 0.024 | 0.280 | -0.719 | 1.330 | 0.057 | -0.849
Std. Err. | 0.029 | 0.674 | 0.003 | 0.027 | 0.044 | 1.165 | 0.021 | 0.416
Estimation Time 31.64 min V€ (O)lo—g 0.123
Number of Iterations 16 max { () 16,852
SVSJ Merton
Estimate | 0.064 | 3.560 | 0.023 | 0.274 | -0.703 | 134.0 | 0.028 | -0.010
Std. Err. | 0.027 | 0.644 | 0.002 | 0.026 | 0.038 | 51.78 | 0.005 | 0.006
Estimation Time 36.63 min VL (0)l,—p 0.026
Number of Iterations 23 max ¢ (6) 16,855
Heston
Estimate | 0.046 | 5.460 | 0.027 | 0.373 | -0.679 -
Std. Err. | 0.017 | 0.113 | 0.002 | 0.019 | 0.045 -
Estimation Time 23.27 min V€ ()5 11.7
Number of Iterations 10 max { () 16,819

Table 4.3: DJIA Index (INDU) 1988-2007: Estimation Results.
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Estimation Remarks

Notice that the estimated maximum log-likelihood values for Apple stock
(1991-2011), in above, suggest that infinite-activity jumps are a
good fit. On the other hand, for the DJIA index (1988-2007) in
there appears to be no advantage in choosing infinite-activity jumps. This

will be discussed further in [subsection 4.6.3| below.

4.4.3 Simulation Results

In this subsection we present two simulated AML estimation studies based
on the AML estimated true values from [subsection 4.4.2] above for the SVJ
Merton, SVJ Variance Gamma, SVJ Meixner, SVSJ Merton, and Heston
models, where these five models were described in above. The
first study uses the AML estimated true values for Apple stock (1991-2011)

under each of the five models, where these estimates were reported above
in Similarly, the second study covers the Dow-Jones Industrial
Average (1988-2007), and these estimates were reported in above.

For each of the two studies, using the simulation methods described in

and also for simulating Meixner jumps, 100 paths,

each with 5,000 log-returns, were simulated under the five models listed

above, using the AML estimated true values from [subsection 4.4.2] above,
for Apple stock (1991-2011), and the DJIA (1988-2007), respectively. Then,
the AML estimated true values from [subsection 4.4.2] above were also used

as the starting values for AML estimation along each path, where this was

also done in Bates (2006), see p. 927. Below, for Apple stock (1991-2011),

[Table 4.4 reports the simulation results, and [Table 4.5 considers the standard
errors. For the Dow-Jones Industrial Average (1988-2007), these results are

reported in [Table 4.6] and [Table 4.7 respectively below. A simulation

analysis is given following the two sets of tables.
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Simulation Results:

Apple Stock

Parameter ) K n w P A « I6;
SVJ Merton
True Value | 0.361 | 3.990 | 0.175 | 0.726 | -0.268 | 10.20 | 0.070 | 0.007
Bias 0.001 | 0.229 | 0.001 | -0.003 | -0.023 | 0.359 | -0.001 | 0.000
RMSE 0.101 | 1.119 | 0.018 | 0.072 | 0.077 | 2.027 | 0.006 | 0.007
Total Simulation Time 16.47 hours
SVJ Variance Gamma
True Value | 0.367 | 3.420 | 0.161 | 0.691 | -0.293 | 13.50 | 0.068 | 0.008
Bias -0.012 | 0.345 | -0.002 | -0.008 | -0.001 | 0.834 | 0.000 | 0.000
RMSE 0.099 | 1.140 | 0.019 | 0.086 | 0.081 | 4.86 | 0.011 | 0.006
Total Simulation Time 18.50 hours
SVJ Meixner
True Value | 0.368 | 3.260 | 0.152 | 0.715 | -0.299 | 5.23 | 0.166 | 0.277
Bias -0.013 | 0.262 | 0.002 | 0.011 | 0.002 | 0.267 | 0.005 | -0.014
RMSE 0.089 | 0.851 | 0.021 | 0.077 | 0.089 | 1.896 | 0.032 | 0.198
Total Simulation Time 18.32 hours
SVSJ Merton
True Value | 0.360 | 3.850 | 0.167 | 0.643 | -0.278 | 91.4 | 0.062 | 0.009
Bias 0.001 | 0.341 | -0.003 | -0.006 | 0.004 | 3.37 | 0.000 | -0.001
RMSE 0.082 | 1.122 | 0.015 | 0.068 | 0.092 | 24.36 | 0.006 | 0.005
Total Simulation Time 21.64 hours
Heston
True Value | 0.254 | 22.000 | 0.226 | 2.430 | -0.125 -
Bias 0.005 | 1.739 | -0.002 | 0.029 | 0.001 -
RMSE 0.087 | 3.413 | 0.013 | 0.180 | 0.050 -
Total Simulation Time 8.24 hours

Table 4.4: Apple Inc. (AAPL) 1991-2011
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Standard Errors:

Apple Stock

Parameter | pg K n w p A «a B
SVJ Merton
Sim.SE | 0.101 | 1.095 | 0.017 | 0.072 | 0.073 | 1.995 | 0.006 | 0.007
Asym.SE | 0.098 | 1.031 | 0.018 | 0.105 | 0.082 | 2.530 | 0.008 | 0.006
Asym.SE | 0.099 | 1.036 | 0.018 | 0.083 | 0.079 | 2.122 | 0.006 | 0.007
SVJ Variance Gamma
Sim.SE | 0.098 | 1.087 | 0.019 | 0.085 | 0.081 | 4.783 | 0.011 | 0.006
Asym.SE | 0.101 | 1.101 | 0.019 | 0.120 | 0.090 | 4.707 | 0.012 | 0.006
Asym.SE | 0.105 | 1.214 | 0.019 | 0.099 | 0.097 | 4.884 | 0.012 | 0.007
SVJ Meixner
Sim.SE | 0.089 | 0.810 | 0.020 | 0.076 | 0.089 | 1.877 | 0.031 | 0.197
Asym.SE | 0.095 | 0.991 | 0.020 | 0.120 | 0.089 | 1.735 | 0.027 | 0.212
Asym.SE | 0.099 | 0.899 | 0.021 | 0.082 | 0.093 | 1.931 | 0.031 | 0.210
SVSJ Merton
Sim.SE | 0.082 | 1.069 | 0.014 | 0.068 | 0.092 | 24.12 | 0.006 | 0.005
Asym.SE | 0.089 | 1.095 | 0.016 | 0.103 | 0.076 | 29.19 | 0.008 | 0.005
Asym.SE | 0.093 | 1.009 | 0.015 | 0.076 | 0.081 | 23.47 | 0.006 | 0.005
Heston
Sim.SE | 0.087 | 2.936 | 0.013 | 0.178 | 0.050 -
Asym.SE | 0.074 | 3.510 | 0.012 | 0.241 | 0.044 -
Asym.SE | 0.092 | 3.467 | 0.012 | 0.206 | 0.049 -
Notes

Sim.SE =V RMSE? — Bias? (simulated SE)

Asym.SE = estimated asymptotic standard error

Asym.SE = mean asymptotic standard error over each simulation

Table 4.5: Apple Inc. (AAPL) 1991-2011: Standard Errors.
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Simulation Results:

Dow-Jones Index

Parameter ) K n w P A « I6;
SVJ Merton
True Value | 0.059 | 3.390 | 0.024 | 0.282 | -0.697 | 1.54 | 0.030 | -0.015
Bias -0.003 | 0.156 | 0.000 | -0.001 | -0.003 | 0.004 | -0.004 | -0.005
RMSE 0.034 | 0.658 | 0.003 | 0.021 | 0.042 | 0.782 | 0.010 | 0.015
Total Simulation Time 18.72 hours
SVJ Variance Gamma
True Value | 0.060 | 3.220 | 0.024 | 0.277 | -0.705 | 2.22 | 0.028 | -0.013
Bias -0.005 | 0.264 | 0.000 | 0.001 | -0.003 | 0.752 | -0.001 | -0.003
RMSE 0.031 | 0.777 | 0.003 | 0.023 | 0.048 | 2.23 | 0.011 | 0.011
Total Simulation Time 19.72 hours
SVJ Meixner
True Value | 0.060 | 3.170 | 0.024 | 0.280 | -0.719 | 1.330 | 0.057 | -0.849
Bias -0.003 | 0.026 | 0.000 | -0.003 | -0.002 | 0.428 | -0.000 | -0.033
RMSE 0.030 | 0.538 | 0.003 | 0.021 | 0.046 | 1.257 | 0.023 | 0.506
Total Simulation Time 19.18 hours
SVSJ Merton
True Value | 0.064 | 3.560 | 0.023 | 0.274 | -0.703 | 134.0 | 0.028 | -0.010
Bias -0.005 | 0.255 | 0.000 | -0.002 | -0.005 | 4.64 | -0.001 | -0.002
RMSE 0.034 | 0.758 | 0.003 | 0.023 | 0.049 | 57.02 | 0.006 | 0.009
Total Simulation Time 24.94 hours
Heston
True Value | 0.046 | 5.460 | 0.027 | 0.373 | -0.679 -
Bias -0.003 | 0.307 | 0.000 | 0.004 | -0.001 -
RMSE 0.028 | 0.874 | 0.002 | 0.027 | 0.040 -
Total Simulation Time 8.25 hours

Table 4.6: DJIA Index (INDU) 1988-2007: Simulation Results.
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Standard Errors:

Dow-Jones Index

Parameter | pg K n w p A «a B
SVJ Merton
Sim.SE | 0.034 | 0.640 | 0.003 | 0.021 | 0.042 | 0.782 | 0.009 | 0.014
Asym.SE | 0.029 | 0.643 | 0.003 | 0.026 | 0.041 | 0.739 | 0.006 | 0.009
Asym.SE | 0.030 | 0.598 | 0.003 | 0.021 | 0.045 | 0.709 | 0.006 | 0.009
SVJ Variance Gamma
Sim.SE | 0.031 | 0.731 | 0.003 | 0.023 | 0.048 | 2.095 | 0.011 | 0.011
Asym.SE | 0.030 | 0.697 | 0.003 | 0.028 | 0.045 | 2.005 | 0.010 | 0.010
Asym.SE | 0.031 | 0.631 | 0.003 | 0.022 | 0.048 | 2.253 | 0.015 | 0.012
SVJ Meixner
Sim.SE | 0.030 | 0.538 | 0.003 | 0.021 | 0.046 | 1.182 | 0.023 | 0.505
Asym.SE | 0.029 | 0.674 | 0.003 | 0.027 | 0.044 | 1.165 | 0.021 | 0.416
Asym.SE | 0.032 | 0.732 | 0.003 | 0.024 | 0.050 | 1.208 | 0.023 | 0.559
SVSJ Merton
Sim.SE | 0.033 | 0.714 | 0.003 | 0.022 | 0.048 | 56.83 | 0.006 | 0.009
Asym.SE | 0.027 | 0.644 | 0.002 | 0.026 | 0.038 | 51.78 | 0.005 | 0.006
Asym.SE | 0.030 | 0.650 | 0.003 | 0.022 | 0.045 | 57.54 | 0.005 | 0.006
Heston
Sim.SE | 0.028 | 0.819 | 0.002 | 0.026 | 0.040 -
Asym.SE | 0.017 | 0.113 | 0.002 | 0.019 | 0.045 | [|[V£(6)]|,_5=11.7
Asym.SE | 0.030 | 0.852 | 0.002 | 0.027 | 0.040 -
Notes

Sim.SE =V RMSE? — Bias? (simulated SE)

Asym.SE = estimated asymptotic standard error

Asym.SE = mean asymptotic standard error over each simulation

Table 4.7: DJIA Index (INDU) 1988-2007: Standard Errors.
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Simulation Analysis

In for Apple stock, and for the Dow-Jones Industrial

Average, only two parameters show any substantial degree of bias for any
of the models considered. These are the rate of mean-reversion x, and
the jump intensity A. From Bates (2006), p. 931, the upward bias to s
is explained by the noise in the variance process, even more so because we
have filtered the variance from noisy log-return data. This particular bias is
expected to exist even if the variance process is directly observed, although it
is also expected to diminish in samples of log-return data larger than 5,000,
see Bates (2006), p. 931. The noisy variance also gives k a larger RMSE.
The bias to A depends on the jump activity-rate present in the data, the
jump activity-rate specified by the model, and in our implementation to a
mild extent on whether or not the jump intensity is stochastic. We will
come back to complications of the A analysis in a moment.

The following information is useful in explaining the bias and RMSE
of certain parameters estimated by AML. Recall from equations
and (4.36) in [subsection 4.2.4] above, that the conditional density used to

compute the likelihood under AML is given by

1 oo —iu
D (yn+1|yf) = 27r/ e L (u,O]yf) du, (4.97)
where F (u, 0|yf) = eC(“;At)Gnm [D (u; At)] . (4.98)

That is, by equation (4.98]), the log-price coefficient D (u;At) is affected
by the noise in the variance filtration process, whereas the C' (u; At) is not.

Further note the following parameter dependencies from Remark at the
end of [Appendix Al For both the SVJ and SVSJ models,

C (u; At) = C (u; po, K, 1, W, p, A, o, B; At) . (4.99)
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Whereas for the D (u; At) coefficient,

D79 (u; At) = D70 (u; K, w, p; At) , for the SVJ model, and (4.100)
D7t (u; At) = D! (u; Kk, w, p, A\, c, B; At) , for the SVSJ model.  (4.101)

Specifically, the drift po and long run variance n only appear in C (u; At)
for both models, and the three jump parameters A\, «, and S appear in
D71 (u; At) but not D70 (u; At).

Again consider for Apple stock, and for the Dow-
Jones Industrial Average. We claim that the sole drift parameter pg has
low bias because it is not subject to the variance filtration process, but it has
a high RMSE since the drift is typically difficult to estimate. By contrast,
the long run variance n has both low bias and low RMSE. We expect this is
because it only appears in the C' (u; At) coefficient, thus is not subject to the
variance filtration process. The volatility of the volatility w has low bias,
but high RMSE. This is consistent with Bates (2006), p. 931, where it is
stated that this is because of the noise in the filtration process. Observe that
the same is true for p, and both w and p appear in the D (u; At) coefficient
in both the SVJ and SVSJ models. Hence, w and p are both subject to the
variance filtration process. Given the small size of some of the estimates,
the jump parameters «, and 8 also perform quite well, and this is consistent
with Bates (2006), p. 930.

We now return to the subject of A\. According to Ait-Sahalia and Jacod
(2012), §9.2, pp. 1036-37, the DJIA index typically exhibits finite-activity
jumps, whereas the individual stocks comprising the index typically exhibit
infinite-activity jumps, both with a diffusion present, see §9.3, p. 1040 and
§10, p. 1047, respectively. For the DJIA index (1988-2007) in
above, we found that under the SVJ Merton model, the DJIA appears to be
unbiased for A\. This is consistent with Bates (2006), Table 2, p. 928, for
the S&P 500. But, in[Table 4.6 for the DJIA index under the SVSJ Merton
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model, A shows a 3.5% bias. While this is not large, it is larger than Bates
(2006), Table 4, p. 930 predicts for 5,000 log-returns. We attribute this to
the dependence of the D (u; At) coefficient on A in the SVSJ model, within
the framework of our implementation. More importantly, [Table 4.6 shows
that models with infinite-activity jumps are upwardly biased for A\ with
data such as the DJIA index, containing only finite-activity jumps. This
occurs since these models classify some part of the many diffusive movements
in index data as small jumps. Consequently, A is biased upwards. Next
consider Apple Stock (1991-2011) in[Table 4.4/ above. For the SVSJ Merton
model, with stochastic intensity given by A\; = Ao?, we will define the long

run intensity to be

A= An. (4.102)

For Apple stock (1991-2011) in X = 15.26, whereas for the DJIA
index (1988-2007) in A = 3.08. This, and other measurements of
A, all show that Apple stock has many more jumps than the DJIA index.
Thus, since Apple is an individual stock, we will assume that its jumps have
infinite-activity. From for Apple Stock (1991-2011), A shows an
upward bias of 3.5% for both the SVJ Merton and SVSJ Merton models.
However, similar to Honoré (1998), §5.1, estimating a diffusion model with
finite-activity jumps can lead to an upward bias in A when there are too
many jumps, though this occurs here to a much lesser extent given the
latent factor. What is surprising is that in for Apple Stock a
similar upward bias occurs with infinite-activity, and the relative bias to A,
though still small, is nearly double what it was for finite-activity. Lastly on
the subject of A, exposure to the noise from the filtered volatility gives A a
very high RMSE in the SVSJ Merton model for both Apple stock and the
DJIA index. This is consistent with Bates (2006), p. 930. Moreover, the
RMSE of A appears to be relatively high in general, since jumps are typically
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more difficult to estimate. We conclude that if the log-returns exhibit finite-
activity jumps, then diffusion models providing for infinite-activity jumps
will be upwardly biased for A, but if the log-returns exhibit infinite-activity
jumps, then diffusion models providing for infinite-activity jumps will have
a smaller upward bias for A, both in the presence of a latent factor.
In[Table 4.5|for Apple stock, and [Table 4.7]for the DJIA index, it is shown
that the asymptotic standard errors from the original AML estimation, and
the mean of the asymptotic standard errors from AML estimations based on

the simulated paths, are both highly consistent with the simulated standard

errors given by Sim.SE = vV RMSE? — Bias?. An exception occurs in
for the DJIA index under the Heston model. In this case the final
gradient of the negative log-likelihood is quite far from zero. This means
that the estimate is neither a local nor a global maximum. Therefore, we
cannot conclude asymptotic normality of the AML estimates in this case,
see for example Lehmann and Casella (1998), Theorem 3.10, pp. 449-50.
Hence, the asymptotic standard errors are not necessarily reliable.

The following concerns exception handling in the simulated estimation
of the SVJ Meixner model, due to numerical instability in the log-price CF
that we describe below. The independent jump part of the SVJ Meixner
log-price characteristic function is given by

cos(3)
ox (u) = | ——~L— , with |B] < . (4.103)

cosh (%;B)

As 8 — &7 in equation (4.103) above, cos (g) — 0. So, either ¢x (u) — 0,

au—if

5 )also vanishes. It

or ¢x (u) becomes numerically undefined as cosh (
can be shown that the latter occurs as 8 — 4w, when v = 0. Either
phenomenon creates instability in the SVJ Meixner density which we retrieve

from its CF. Thus, the log-likelihood can become numerically unreliable.
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Occasionally this leads to estimated values for  that are unrealistically
large either positively or negatively. In these cases, the estimates of the
other SVJ Meixner parameters tend to be unpredictable. We found this
phenomenon to be relatively rare. For the SVJ Meixner, it occurred twice
in the Apple stock simulated estimation in and once for the DJIA
index simulated estimation in[Table 4.6l Estimates for real world data were
not affected by this phenomenon. Our solution was to discard the tainted
simulations and simulate again with new random seeds.

Last of all, we discuss natural constraints. By Proposition 2.24] 1. in

lsubsection 2.5.1) if the Feller condition, 2xn > w?, holds then the latent

factor in the SVJ and SVSJ models is strictly positive for all £ > 0. Also,
by Proposition in Appendix the condition p < 0 is sufficient for
principal branch continuity of the marginal log-price coefficients, C' (u) and
D (u), as defined in Appendix for the SVJ and SVSJ models. While
in general, we do not use constraints on the likelihood for either the Feller
condition, or the condition p < 0, these two conditions were both met by
the original estimates for Apple stock and the DJIA index in and
respectively.  Also, both conditions were met in nearly all of
the estimates underlying the simulations in for Apple stock, and
for the DJIA index. The only exceptions were the three SVJ
Meixner cases discarded for estimated values of 8 near £m, as described
above. The situation differs for the other data sets in and
below. Here, the condition p < 0 is always met, but if X is
too large, then the Feller condition can fail for the SVJ model with infinite-
activity jumps. The Feller condition does not usually fail in the AML

estimations of [subsection 4.5.1] and [subsection 4.6.1| below. But, if it does

we re-estimate the model with a Feller constraint. These re-estimation

results are reported separately in [Table 4.23| of [subsection 4.6.2]
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4.4.4 Comparisons to MCMC Literature

In this brief subsection we compare FF'T based AML estimates and asymp-
totic standard errors with two sets of results from the MCMC literature.
Our first comparison is to Eraker, Johannes, and Polson (2003) where the

following alternative version of the SVJ Merton model is used.

dY; = podt + o, dW> + dX M7 (4.104)
do? =k (n— af) dt + watth(V),
pdt = E [th@th(V)} .

The characteristic function for the model (4.104]) is a special case of the one

presented in |Appendix Al Simply change {p\w (u) in equation (A.5) from

—% (u2 + zu) to —%u2, and assuming Merton jumps, simply change QZ x (u)

in equation from ¥x (u) — iuhx (—i) to ¥x (u).

Parameter | pg K n w ) A « I3

Our Estimation Results: SVJ Merton Model (alternative)

Estimate | 0.119 | 3.450 | 0.021 | 0.236 | -0.476 | 1.174 | 0.055 | -0.024

Asym.SE | 0.028 | 0.718 | 0.002 | 0.026 | 0.065 | 0.301 | 0.011 | 0.013

Estimation Time 30.02 min V€ (O)lo—g 0.082

Number of Iterations 15 max ¢ (0) 16,951

Eraker et al. (2003), Table III, p. 1280

Estimate | 0.125 | 3.226 | 0.021 | 0.240 | -0.467 | 1.512 | 0.041 | -0.026

Std. Err. | 0.027 | 0.983 | 0.003 | 0.026 | 0.058 | 0.529 | 0.017 | 0.013

Table 4.8: S&P 500 Index (SPX) 1980-1999: Comparing AML to MCMC L.
The results from Eraker, Johannes, and Polson (2003), Table III, have been
annualized, see Bates (2006), Table 2, p. 928.
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Bates (2006), Table 2, p. 928, compares to the simulation results from
Eraker et al. (2003). Inabove, we compare to the actual estimates.
The data used in is the S&P 500 index from January 2nd, 1980 to
December 31st, 1999 for a total of 5,054 trading day log-returns, see Eraker
et al. (2003), Table II, p. 1280 for a summary. We used similar data from
Bloomberg L.P. In according to our AML estimates, the jump
intensity A is slightly smaller, but «, the standard deviation of the jumps
size, is slightly larger. Otherwise, MCMC and AML are remarkably similar
in this case for both the estimates and asymptotic standard errors.

Our next MCMC comparison is to Lysy (2012), p. 73. In
below, Lysy (2012) treats the Heston model with a drift given by uo — %0?,
similar to our treatment in this thesis. The data used in [Table 4.9] is the
DJTA index from August 4th, 1997 to June 4th, 2007 for a total of 2,472 log-
returns. below also shows consistency between MCMC and AML.
Notice that the Heston model has a good fit with only 2,500 log-returns.

Parameter 140 K n w p

Our Estimation Results: Heston Model
Estimate 0.003 | 3.204 | 0.035 | 0.375 | -0.848
Asym.SE 0.042 | 1.201 | 0.007 | 0.044 | 0.032
Time (min) | 11.39 | [[V£(0)|,_5 0.015
Iterations 18 max ¢ (0) 8,019.9

Lysy (2012), Table 4.1, p. 73

Estimate | 3.0E-4 | 3.760 | 0.032 | 0.401 | -0.823
Std. Err. 0.041 | 0.997 | 0.006 | 0.043 | 0.037

Table 4.9: DJIA Index (INDU) 1997-2007: Comparing AML to MCMC IL
Standard errors were supplied by Lysy in correspondence, and the long run

variance is reported here in place of the long run volatility.

130



4.4.5 Quadrature and the Bates (2006) Results

In this subsection we ultimately replicate the AML estimation results from
Bates (2006), Table 7, p. 938, see below, and the comments
that follow. But, two preliminary steps are required here. First, we give
the Bates (2006) model in equation , and introduce the required data
set, the S&P 500 (1953-1996) daily log-returns, from Andersen, Benzoni, and
Lund (2002), see pp. 1250-1252. Secondly, because the data set contains
11,076 log-returns, and is too large for AML by FFT, we modify Algorithm
above to use five point Newton-Cotes quadrature in place of FFT.
Lastly, for the final replication results in below, the gradient is
not close to zero, thus we simulate in order to obtain reliable standard errors.

From Bates (2006), eq. A.10, p. 953, the original SVSJ Merton model
in log-price form may be written in the notation from as

1
dv; = <M0 + <m - 2) o} — oty (—z‘)) dt + o dW,¥ + dX (Vi)

do? =k (n— af) dt + watth(V), (4.105)
dV; = o2dt, pdt = F [th(S)th(v)} .

The characteristic function for the model (4.105)) is similar to the one given

in [Appendix Al Simply change QZW (u) in equation (A.5)) from
—1 (u2 + zu) to — 1 (u2 + zu) + tupy
2 2 '

For the data we begin with the S&P 500 from January 2nd, 1953 to
December 31st, 1996, yielding 11,076 log-returns from Bloomberg L.P. The
sample moments of these log-returns are similar to Andersen, Benzoni, and
Lund (2002), Table I, Panel A, p. 1250. Thus, we proceed. Andersen et
al. (2002), Table I, Panel B, provides the autocorrelation function of the
log-return data to six lags. We provide the same in below.
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Lags 1 2 3 4 5 6

Andersen et al. (2002) | .1240 | -.0320 | -.0084 | -.0056 | .0222 | -.0131

Bloomberg L.P. 1211 | -.0321 | -.0080 | -.0076 | .0226 | -.0124

Table 4.10: S&P 500 Index 1953-1996: Autocorrelation Function.

It is believed that the significant high order lags are indicative of nonsy-
chronous trading in the stocks underlying the S&P 500 index, see Andersen
et al. (2002), p. 1251. Their prescription is to fit an MA(1) model, and
replace the original returns with the residuals, rescaled to match the sam-
ple mean and variance of the original returns, see Andersen et al. (2002),
p- 1252.  Under this prescription, we obtained the data set underlying
below. This is the data set used in Bates (2006), Table 7.

Mean | Std. Dev. | Skewness | Kurtosis
Filtered Data | 0.0301 0.8286 -1.8522 56.7595

Table 4.11: S&P 500 Index 1953-1996: Sample Moments based on MA(1)
Filtered Percentage Daily Log-Return Data.

Quadrature Based AML

To tackle the 11,076 log-returns of the Andersen, Benzoni, and Lund (2002)
S&P 500 data set, we introduce a simple form of quadrature that is faster
and more accurate than FFT. The method is known as composite Boole’s

rule, see Davis and Rabinowitz (1984), p. 70 and p. 78.

¢(0) Eval. Time | 5,042 Obs. | 11,076 Obs.
Boole’s Rule 6.23 sec 10.65 sec
FFT with Splines 14.87 sec 33.69 sec

Table 4.12: Speed of Boole’s Rule vs. FFT: AML Likelihood Evaluation.
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In [Table 4.1 likelihood evaluation times were measured on the final
iteration of the Bates SVSJ model (4.105)) defined above. For [Table 4.13

below, we estimated the Meixner model from [subsection 2.3.3] which has an
exact density, using the MA(1) filtered data underlying [Table 4.11] above.
The following errors were taken based on the MA(1) filtered log-returns.

Meixner Mean Abs Error vs. Exact
Boole’s Rule 2.21E-13
FFT with Splines 5.60E-11

Table 4.13: Accuracy of Boole’s Rule vs. FFT: Exact Meixner Density.

FFT appears to be reasonable for 5,000 log-returns, but quadrature is

needed for larger data sets, especially when tails are important. Recall from

lsubsection 4.3.2| that we applied FFT with splines three times in Algorithm
to evaluate the Fourier integral (4.94) given by

g(x)= /000 e_i“f”f(u) du, (4.106)

with the Fourier transform f(u) set to each of F' (u, 0|yf), F, (u, 0|yf), and
F.. (u,0|yf ), defined in equations , , and , respectively
above. We proved in that these Fourier transforms are L', thus
(4.106)) converges for all z € R. However, while FFT approximates
at a grid of points x surrounding y,+1, quadrature specifies y,,+1 precisely
with no interpolation error. Similar to FFT, the composite Boole’s rule
approximates with a finite upper bound A = NAu, and a Riemann
sum. But, Boole’s rule places the weights at the N 4 1 end-points of the N

equal subintervals,

A
9 ) = [ ) du (4.107)
0
N+1
~ e
j=1

“U5Yn £ (1) wi A, (4.108)
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Our implementation of Boole’s rule uses N = 10,000, and Au = i. The

weights for a single interval of Boole’s rule are well known, see Davis and
Rabinowitz (1984), p. 78. But, for a composite closed Newton-Cotes for-
mula such as Boole’s rule, the end-points of the intervals coincide. Both
weights must be counted at the matching end-points, see Burden and Faires
(1997), pp. 199-201, for the composite Simpson’s rule. Thus, the weights

for the composite Boole’s rule are given by

4 64 24 64
w1_457w2_45,w3—45,w4_45’
N
andforkzltoz—l;
28 64 24 64
Wak+1 = 7o) Wakt2 = 7o) Wakt3 = o) Wak+4 = 755
th 14
n S
R T

Algorithm 4.16 (Log-Likelihood IIT) Given 0 = (u,k,n,w, p, \, o, )

2
(a0, bo) = <%, 57)
P (0. 0u) = €008 [1 — oD (u,0: A1)
p(110) = L Re S emtavnt By (uz, 0fyll) w;Au
BEGIN FORn =1 TO Ny -1
D (yn+1\yf, 9) = % Re Zj\f:ﬁl e WYnt1 | (ij O]yf{l) w;Au
o Ly MLt E (u,00yH )w; Au
Mint1 = P(Yn+119i.6)
~ . _71 Re Z;V:ﬁl e Mi¥ntip <Uj70|y£1)iju
Mon+1 = g(ynﬂlyﬁ’ﬁ)

=1/ =~/ 1/
m2,n+1_(m1,n+l) a My nta
» Un+1 bl

bn+1 =
END FOR

N, —
0(0) = Lo+ logp (1110) + X0 Mogp (ynpa |y, 0)

=~y
My n+1

Algorithm above executes the AML method using Boole’s rule. It
will only be used for comparison to the Bates (2006) results. In the remain-
der of this chapter, only data sets of 5,042 points are considered for AML

estimation. For continuity, we will let FFT suffice.

134



Replication of the Bates (2006) Results

For the Bates (2006) version of the SVSJ Merton model, see model
above, below compares our AML estimates for the Andersen,
Benzoni, and Lund (2002) S&P 500 (1953-1996) data, see above,
to the estimates from Bates (2006), Table 7, p. 938.

Param | g 41 K n w P A o} B

Our Estimation Results: SVSJ Merton Model (modified drift)
Est. 045 | 3.14 | 4.43 | .014 | .232 | -.596 | 93.4 | .039 | -.003

Sim.SE | .027 | 2.59 | .620 | .001 | .012 | .031 | 22.2 | .004 | .007

Estimation Time 49.14 min | [|VL(0)l|,_5 18.95
Number of Iterations 21 max ¢ (0) 39,359
Bates (2006) Estimation Results, Table 7, p. 938

Est. .040 | 3.09 | 4.25 | .014 | .237 | -.611 | 93.4 | .039 | -.002
Asy.SE | .025 | 2.16 | 0.59 | 2E-5 | .015 | .031 | 33.4 | .008 | .006
- max { () 39,310
Param | pug 11 K n w P A o} B

Our Simulation Results (11,076 log returns, M=100)
True 045 | 3.14 | 4.43 | .014 | .232 | -.596 | 93.4 | .039 | -.003
Bias -.008 | .735 | .184 | .000 | -.001 | -.011 | 3.95 | -.001 | .000

RMSE | .028 | 2.69 | .646 | .001 | .012 | .033 | 22.6 | .004 | .007
Bates (2006) Table 4, p. 930 (12,000 log returns, M=100)
True .040 | 3.09 | 4.25 | .014 | .246 | -.611 | 93.4 | .039 | -.024
Bias .009 | 2.15 | .000 | .000 | -.002 | -.003 | -2.7 | -.001 | -.002
RMSE | .027 | 3.23 | .050 | 2E-5 | .011 | .038 | 21.0 | .004 | .007

Table 4.14: S&P 500 Index (SPX) 1953-1996: Comparison to Bates (2006)
with MA(1) filtered daily data from Andersen, Benzoni, and Lund (2002).
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Notice in the upper panel of above, that the AML estimates
from Bates (2006), Table 7, p. 938 are reasonably well replicated. Notice
also in the upper panel of above that our final gradient is not
close to zero. Hence, we ran a simulation to obtain our standard errors.
Details of the simulation are in the lower panel of above, and are
compared to Bates (2006), Table 4, p. 930. Our standard error for A in
is smaller than Bates (2006), Table 7, p. 938. But, otherwise
the estimates and standard errors are quite similar. There are three main
differences in the biases in First, our bias to  fails to vanish
at 11,076 observations, whereas it does in Bates (2006), Table 4, p. 930.
Secondly, we still have the small but persistent upward bias to A, whereas
Bates (2006), Table 4, p. 930 has a negative bias to A. Lastly, our estimate
of py is surprisingly less biased than Bates (2006), Table 4, p. 930. The
RMSEs in above are similar to Bates (2006), Table 4, p. 930.

4.5 AML Filtered Volatility and the VIX Index

In [subsection 4.5.2] below, we compare the AML filtered volatility for the
S&P 500 daily to the VIX daily index (1988-2007). However, we naturally

begin with the unconstrained AML parameter estimates themselves for the

S&P 500 over this period, in [subsection 4.5.1| immediately below.

4.5.1 AML Estimates for the S&P 500

One would expect the AML estimates for the S&P 500 daily log-returns
(1988-2007), given in [Table 4.15 below, to be highly similar to the DJIA
estimates from [Table 4.3 in lsubsection 4.4.2. While this is true for most of

the five models that we have estimated, something unusual happens in the

SVJ Meixner with infinite-activity jumps of infinite variation.
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Unconstrained AML Estimates:

S&P 500 (SPX)

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.046 | 3.248 | 0.026 | 0.300 | -0.727 | 1.504 | 0.026 | -0.014
Std. Err. | 0.028 | 0.699 | 0.003 | 0.029 | 0.038 | 0.891 | 0.006 | 0.010
Estimation Time 28.96 min V€ ()5 0.013
Number of Iterations 14 max ¢ (0) 16,869
SVJ Variance Gamma
Estimate | 0.047 | 3.033 | 0.025 | 0.294 | -0.745 | 4.662 | 0.019 | -0.006
Std. Err. | 0.029 | 0.626 | 0.003 | 0.029 | 0.029 | 1.736 | 0.004 | 0.004
Estimation Time 35.95 min V€ (0)l,—p 0.348
Number of Iterations 20 max ¢ (0) 16,870
SVJ Meixner (Feller condition fails)

Estimate | 0.072 | 2.710 | 0.022 | 0.505 | -1.000 | 83.84 | 0.013 | 0.027
Std. Err. | 0.029 | 0.472 | 0.005 | 0.055 | 0.039 | 19.15 | 0.002 | 0.109
Estimation Time 38.37 min V€ (O)lo—g 3.17
Number of Iterations 27 max { () 16,892
SVSJ Merton
Estimate | 0.052 | 3.346 | 0.025 | 0.289 | -0.731 | 134.5 | 0.024 | -0.010
Std. Err. | 0.027 | 0.579 | 0.003 | 0.025 | 0.035 | 48.51 | 0.004 | 0.006
Estimation Time 42.52 min VL (0)l,—p 0.013
Number of Iterations 28 max ¢ (6) 16,872
Heston

Estimate | 0.025 | 5.019 | 0.028 | 0.384 | -0.706 -
Std. Err. | 0.020 | 0.153 | 0.002 | 0.022 | 0.035 -
Estimation Time 24.28 min V€ ()5 4.09
Number of Iterations 15 max { () 16,843

Table 4.15: S&P 500 Index (SPX) 1988-2007: Estimation Results.
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We estimated nine sets of log-returns, including the Apple Inc. stock in

the DJIA in and the S&P 500 in [Table 4.15| above, by

unconstrained AML estimation, under the five models of this chapter. The

remaining results are given in [subsection 4.6.1] below. All forty-five of these

estimates are given with asymptotic standard errors. The Feller condition
fails for the SVJ Meixner model in four cases, including the S&P 500 in
above. The Feller condition also fails for VG jumps in only two
of these four cases. Thus, the problem appears more likely in the infinite
variation Meixner case. Since the problem occurs when A is quite large,
and the jumps are quite small, it appears that AML confuses the infinite-
activity process with a second diffusion, see Carr and Wu (2003), p. 2602.
In re-estimating these six cases with a Feller constraint, we found that X is
smaller, but still quite large. Also, the Feller constraint is binding in all
cases, biasing the Hessian, so that asymptotic standard errors are unreliable.
Hence, we obtained the Feller constrained standard errors by simulation.

The six Feller constrained estimates and their standard errors are reported

separately in [Table 4.23| of [subsection 4.6.2| below. For the other thirty-

nine sets of log-returns that we estimated, the estimates of A are lower, and
the Feller condition holds in all five models. An objective for including
jumps in a stochastic volatility model is to make the variance parameters
more reasonable. Adding Merton jumps to the Heston model will make the
volatility of the volatility w smaller, see Bates (2000), p. 216. We find that
when A is low enough, adding jumps to the Heston model makes w smaller,
even for the two infinite-activity models. But, for infinite-activity, if A is
too large, then typically the Feller condition either fails or may be binding.
Recall from [Table 2.1l in subsection 2.3.4l that the theoretical skewness and

excess kurtosis of the jumps both vanish as A gets large. This may partly

explain the problem with infinite-activity jumps when A is large.
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4.5.2 The AML Filtered Volatility

Throughout each of the figures in this subsection we follow, with markings,
the five biggest S&P 500 daily losses over 1988-2007. In chronological
order, these are (with log-returns in parentheses): the mini-crash of January
8th, 1988 (-.07008), the Friday October 13th, 1989 mini-crash (-.06321), the
Asian crisis panic of October 27th, 1997 (-.07113), the Russian crisis fall-out
of August 31st, 1998 (-.07044), and the initial burst of the tech-bubble on
April 14th, 2000 (-.06005).

S&P 500 Log-Returns (1988-2007)
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Figure 4.1: S&P 500 SVSJ Merton and Heston Filtered Volatilities.

As suggested in above, the SVSJ Merton filtered volatility is
slightly conservative at the large loss dates. Thus, we will use the SVSJ
Merton filtered volatility as the baseline in the comparisons below. It is
argued in Bates (2006), see pp. 931-33, that the SVSJ Merton filtered

volatility is the most suitable if we wish to attribute large losses to jumps.
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Figure 4.2: SPX Filtered Volatility Differences: SVSJ minus Heston.

As shown in above, there is essentially no difference between
the Heston AML filtered volatility and the SVSJ Merton AML filtered
volatility, except immediately following the large loss dates, where the five
biggest daily losses for the S&P 500 over the 1988-2007 period are marked,
as outlined at the start of this subsection. This is consistent with Bates
(2006), see p. 942. Also, above shows that the Heston filtered
volatility overshoots the SVSJ filtered volatility immediately following these
dates. This is because for large observations the Heston model has a steeper
volatility news impact curve than the SVSJ model does, see Bates (2006),
pp- 931-32. Thus, the Heston filtered volatility resembles the VIX index
the most. Moreover, for this reason, many people prefer the Heston filtered
volatility to the more conservative SVSJ Merton filtered volatility. But,
Bates (2006) prefers the SVSJ Merton filtered volatility, in the event that

jumps are to be included in the model.
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Figure 4.3: SPX Filtered Volatility Differences: SVSJ minus SVJ Merton.

The scale of the Magnified Difference in above is a quarter of
the scale used to compare the Heston and SVSJ filtered volatilities above
in and the difference between the SVSJ and the SVJ Merton
filtered volatilities is smaller. However, Bates (2006) maintains that there
is a difference. The SVJ Merton model initially classifies large observations
as jumps. But, the SVJ Merton volatility news impact curve vanishes
for large observations, see Bates (2006), p. 932. Alternatively, while the
SVSJ volatility news impact curve is damped relative to the Heston news
curve, it maintains a positive level for large observations, see Bates (2006), p.
932. These effects dominate when volatility is normal from 1988 to 1998.
Hence, the SVJ Merton filtered volatility undershoots the SVSJ filtered
volatility immediately following the earlier large loss dates, see
above. However, from 1998 to 2003, the volatility is higher, see

above. Thus, the Heston component of the SVJ Merton model dominates,
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and due to the sharper Heston news impact curve, the SVJ Merton filtered
volatility now overshoots the SVSJ filtered volatility for the last two large
loss dates, see [Figure 4.3] above. Notice that the SVSJ filtered volatility
provides a dynamic adjustment for the volatility regime. Despite this, many
people prefer the SVJ Merton filtered volatility, since, like the Heston filtered
volatility, it more clearly attributes large losses to volatility. At the cost of
being volatility conservative, the SVSJ Merton filtered volatility provides a

more dynamic alternative that attributes large moves to jumps.
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Figure 4.4: SPX Filtered Volatility Differences: SVSJ minus SVVG.

The analysis given with for the SVJ Merton case also applies
to above for the SVVG versus SVSJ filtered volatilities. The
main difference is that due to the smaller and more frequent infinite-activity
jumps, there are more undershoots from 1988 to 1998, and more overshoots
from 1998 to 2003. However, above continues to show that there

is a noticeable impact on the difference at each of the large loss dates.
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Figure 4.5: SPX Filtered Volatility Differences: SVSJ minus SVJ Meixner.

above shows the difference between the SVSJ Merton and
SVJ Meixner S&P 500 filtered volatilities, for both the unconstrained SVJ
Meixner estimates in [Table 4.15 of [subsection 4.5.1] above, and the corre-
sponding Feller constrained estimates in[Table 4.23| of[subsection 4.6.2 below.

In both cases, the estimate of A is large, and the estimate of the jump scale
parameter « is small. This suggests that the Meixner jumps are behaving
like a second diffusion. Also, the volatility differences in above
resemble both each other, and the Heston case from above.

4.5.3 Comparison to the VIX Volatility Index

The VIX market volatility index is a weighted average of Black-Scholes
(1973) implied volatilities computed from a basket of one month near the
money market options. It has been published in real time by the CBOE
since 1993, and the CBOE has backdated it to 1986 using historical data.
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The VIX was originally computed from S&P 100 index options, see Whaley
(2000), pp. 13-15. The VIX underlying formally became the S&P 500 in
2003, see the CBOE website. The VIX became a publicly traded asset in
2004, see Hull (2009), p. 297. Our VIX (1988-2007) historical daily index
data set was obtained directly from the CBOE website.
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Figure 4.6: S&P 500 SVSJ & Heston Filtered Volatilities vs. the VIX.

The VIX volatility index is obtained from options prices under the risk-
neutral measure Q, whereas AML filters the volatility from historical log-
returns under the objective measure P. However, above shows
that the AML filtered S&P 500 daily volatility is quite similar to the VIX.
Also notice in that at the large loss dates, the VIX overshoots
the SVSJ volatility, but less so for the Heston volatility. For the 1988-2007
period, the mean of the VIX is 19.27%, the mean of the SVSJ volatility is
13.96%, and the mean of the Heston volatility is 14.50%. This is consistent
with the hypothesis that the volatility is higher under the Q-measure.
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4.6 Results from Stock and Index Returns

In addition to the AML estimates for Apple stock (1991-2011) in|Table 4.2|of
lsubsection 4.4.2] the DJTA index (1988-2007) in|Table 4.3|of|[subsection 4.4.2]
and the S&P 500 index (1988-2007) in [Table 4.15| of [subsection 4.5.1] this

section provides AML estimates for six additional well known individual
stocks, each over the 1988-2007 period. The six individual stocks are Amer-
ican Express (AXP), British Petroleum (BP), Citigroup (C), Intel (INTC),
JPMorgan Chase (JPM), and Microsoft (MSFT). In each case, estimation
is carried out for the SVJ Merton, SVVG, SVJ Meixner, SVSJ Merton, and
Heston models. In [subsection 4.6.1] below, we table the AML estimates
for the six additional stocks. In [subsection 4.6.2] [Table 4.22] provides the

moments of the percentage log-returns for each of the nine estimated assets,

and summarizes the maximum log-likelihood values for conve-

nience. In [subsection 4.6.3 we give an analysis of the AML estimates for

the nine assets, categorized into four groups, and featuring log-return plots.

Apple stock (1991-2011) is the main example from the technology group.

4.6.1 Additional Estimation Results

The implementation details are identical to [subsection 4.4.1] above in all
respects.  Algorithm [4.15| from [subsection 4.3.2]is used for AML by FFT
with parallel gradients. The AML estimates in Tables to below are

unconstrained in the sense that unbreached bounds are the only constraints.
In particular, the Feller condition is not initially imposed as a constraint.
The five additional cases in which the Feller condition fails are clearly marked
in Tables to below. All six cases of infinite-activity SVJ models,
including the S&P 500 under the SVJ Meixner in[Table 4.15|above, in which

the Feller condition fails are re-estimated by AML with a Feller constraint.

The results are given in [Table 4.23| of subsection 4.6.2| below.
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Unconstrained AML Estimates:

American Express (AXP)

Parameter | pg K n w 1) A o I6]
SVJ Merton
Estimate | 0.123 | 1.857 | 0.092 | 0.530 | -0.505 | 114.9 | 0.011 | 0.004
Std. Err. | 0.046 | 0.242 | 0.016 | 0.065 | 0.085 | 48.81 | 0.002 | 0.001
Estimation Time 49.59 min V€ ()5 1.94
Number of Iterations 36 max { () 13,210
SVJ Variance Gamma (Feller condition fails)

Estimate | 0.131 | 1.405 | 0.089 | 0.517 | -0.559 | 106.9 | 0.013 | 0.004
Std. Err. | 0.069 | 0.226 | 0.015 | 0.041 | 0.109 | 33.9 | 0.001 | 0.002
Estimation Time 41.65 min V€ (0)l,—p 0.154
Number of Iterations 26 max /() 13,216
SVJ Meixner (Feller condition fails)

Estimate | 0.132 | 1.277 | 0.089 | 0.517 | -0.568 | 32.53 | 0.033 | 0.729
Std. Err. | 0.057 | 0.414 | 0.023 | 0.062 | 0.103 | 12.45 | 0.006 | 0.190
Estimation Time 33.29 min V€ (O)lo—g 0.174
Number of Iterations 23 max { () 13,217
SVSJ Merton
Estimate | 0.090 | 1.773 | 0.080 | 0.371 | -0.471 | 858.4 | 0.019 | 0.005
Std. Err. | 0.053 | 0.465 | 0.009 | 0.043 | 0.093 | 1.75 | 0.001 | 0.002
Estimation Time 30.12 min VL (0)l,—p 0.063
Number of Iterations 17 max ¢ (0) 13,213
Heston

Estimate | 0.074 | 3.578 | 0.106 | 0.653 | -0.298 -

Std. Err. | 0.057 | 0.921 | 0.014 | 0.070 | 0.074 -
Estimation Time 15.81 min V€ ()5 0.023
Number of Iterations 11 max { () 13,182

Table 4.16: American Express (AXP) 1988-2007: Estimation Results.
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Unconstrained AML Estimates:

British Petroleum (BP)

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.097 | 2.641 | 0.050 | 0.244 | -0.421 | 3.233 | 0.034 | -0.006
Std. Err. | 0.049 | 1.254 | 0.005 | 0.052 | 0.091 | 2.006 | 0.009 | 0.012
Estimation Time 34.03 min V€ ()5 0.035
Number of Iterations 21 max { () 14,465
SVJ Variance Gamma
Estimate | 0.098 | 2.672 | 0.047 | 0.253 | -0.442 | 10.73 | 0.024 | -0.002
Std. Err. | 0.049 | 0.645 | 0.005 | 0.035 | 0.093 | 2.44 | 0.002 | 0.004
Estimation Time 37.91 min V€ (0)l,—p 0.725
Number of Iterations 21 max /() 14,466
SVJ Meixner (Feller condition fails)

Estimate | 0.104 | 2.649 | 0.026 | 0.594 | -0.759 | 230.4 | 0.015 | 0.077
Std. Err. | 0.045 | 0.472 | 0.007 | 0.103 | 0.121 | 51.49 | 0.002 | 0.166
Estimation Time 39.56 min V€ (O)lo—g 0.083
Number of Iterations 31 max { () 14,479
SVSJ Merton
Estimate | 0.101 | 2.464 | 0.048 | 0.221 | -0.432 | 153.5 | 0.029 | -0.002
Std. Err. | 0.046 | 0.686 | 0.005 | 0.033 | 0.086 | 85.45 | 0.005 | 0.004
Estimation Time 38.65 min VL (0)l,—p 0.152
Number of Iterations 27 max ¢ (0) 14,471
Heston

Estimate | 0.094 | 4.228 | 0.053 | 0.350 | -0.378 -

Std. Err. | 0.048 | 1.244 | 0.005 | 0.051 | 0.079 -
Estimation Time 19.08 min V€ ()5 0.026
Number of Iterations 15 max { () 14,451

Table 4.17: British Petroleum (BP) 1988-2007: Estimation Results.
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Unconstrained AML Estimates:

Citigroup Inc. (C)

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.033 | 1.585 | 0.121 | 0.492 | -0.487 | 2.631 | 0.067 | 0.001
Std. Err. | 0.057 | 0.408 | 0.024 | 0.049 | 0.070 | 1.166 | 0.012 | 0.011
Estimation Time 27.18 min V€ ()5 0.031
Number of Iterations 16 max { () 13,106
SVJ Variance Gamma
Estimate | 0.031 | 1.434 | 0.122 | 0.484 | -0.513 | 2.914 | 0.066 | 0.004
Std. Err. | 0.056 | 0.375 | 0.025 | 0.046 | 0.060 | 0.817 | 0.013 | 0.012
Estimation Time 29.32 min V€ (0)l,—p 0.018
Number of Iterations 18 max /() 13,111
SVJ Meixner
Estimate | 0.035 | 1.347 | 0.123 | 0.492 | -0.525 | 1.117 | 0.163 | 0.202
Std. Err. | 0.055 | 0.579 | 0.033 | 0.056 | 0.071 | 0.409 | 0.037 | 0.352
Estimation Time 30.29 min V€ (O)lo—g 0.008
Number of Iterations 20 max { () 13,112
SVSJ Merton
Estimate | 0.028 | 1.561 | 0.113 | 0.459 | -0.475 | 47.33 | 0.060 | -0.008
Std. Err. | 0.055 | 0.673 | 0.027 | 0.054 | 0.069 | 16.82 | 0.010 | 0.009
Estimation Time 31.95 min VL (0)l,—p 0.013
Number of Iterations 20 max ¢ (6) 13,107
Heston
Estimate | 0.091 | 8.933 | 0.101 | 1.038 | -0.360 -
Std. Err. | 0.002 | 0.017 | 0.000 | 0.000 | 0.001 -
Estimation Time 33.84 min V€ ()5 4,969.2
Number of Iterations 10 max { () 13,040

Table 4.18: Citigroup Inc. (C) 1988-2007: Estimation Results.
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Unconstrained AML Estimates:

Intel Corp. (INTC)

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.203 | 0.981 | 0.153 | 0.325 | -0.337 | 5.477 | 0.063 | -0.021
Std. Err. | 0.080 | 0.445 | 0.028 | 0.051 | 0.098 | 1.538 | 0.008 | 0.010
Estimation Time 28.31 min V€ ()5 0.030
Number of Iterations 17 max { () 11,732
SVJ Variance Gamma
Estimate | 0.202 | 0.935 | 0.150 | 0.323 | -0.348 | 5.466 | 0.070 | -0.024
Std. Err. | 0.081 | 0.255 | 0.029 | 0.044 | 0.096 | 2.091 | 0.014 | 0.012
Estimation Time 27.56 min V€ (0)l,—p 0.032
Number of Iterations 16 max ¢ (0) 11,733
SVJ Meixner
Estimate | 0.202 | 0.939 | 0.147 | 0.332 | -0.363 | 2.299 | 0.159 | -0.746
Std. Err. | 0.082 | 0.374 | 0.028 | 0.051 | 0.094 | 1.110 | 0.037 | 0.339
Estimation Time 29.93 min V€ (O)lo—g 0.011
Number of Iterations 20 max ¢ (0) 11,733
SVSJ Merton
Estimate | 0.219 | 0.953 | 0.144 | 0.294 | -0.340 | 69.45 | 0.056 | -0.016
Std. Err. | 0.081 | 0.385 | 0.028 | 0.048 | 0.097 | 22.58 | 0.007 | 0.008
Estimation Time 32.89 min VL (0)l,—p 0.026
Number of Iterations 21 max ¢ (6) 11,737
Heston
Estimate | 0.246 | 5.084 | 0.173 | 0.844 | -0.257 -
Std. Err. | 0.054 | 0.513 | 0.016 | 0.044 | 0.168 -
Estimation Time 26.54 min V€ ()5 0.336
Number of Iterations 13 max ¢ (0) 11,655

Table 4.19: Intel Corporation (INTC) 1988-2007: Estimation Results.
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Unconstrained AML Estimates:

JPMorgan Chase (JPM)

Parameter | pg K n w 1) A o I6]
SVJ Merton
Estimate | 0.086 | 2.302 | 0.113 | 0.546 | -0.410 | 3.696 | 0.042 | 0.011
Std. Err. | 0.060 | 0.626 | 0.018 | 0.059 | 0.068 | 2.554 | 0.014 | 0.010
Estimation Time 27.18 min V€ ()5 0.010
Number of Iterations 16 max ¢ (0) 13,033
SVJ Variance Gamma (Feller condition fails)

Estimate | 0.105 | 1.657 | 0.103 | 0.685 | -0.516 | 163.8 | 0.011 | 0.001
Std. Err. | 0.058 | 0.594 | 0.027 | 0.077 | 0.082 | 56.84 | 0.002 | 0.001
Estimation Time 37.19 min | [[V£(0)],_s 0.124
Number of Iterations 24 max ¢ (0) 13,039
SVJ Meixner (Feller condition fails)

Estimate | 0.106 | 1.619 | 0.103 | 0.669 | -0.521 | 38.38 | 0.033 | 0.246
Std. Err. | 0.055 | 0.744 | 0.031 | 0.070 | 0.093 | 11.06 | 0.004 | 0.167
Estimation Time 35.22 min V€ (O)lo—g 0.145
Number of Iterations 27 max { () 13,042
SVSJ Merton
Estimate | 0.083 | 2.054 | 0.103 | 0.472 | -0.417 | 137.8 | 0.035 | 0.006
Std. Err. | 0.055 | 0.416 | 0.015 | 0.044 | 0.067 | 58.14 | 0.006 | 0.004
Estimation Time 4091 min | |[v£(0)],_5 0.044
Number of Iterations 28 max ¢ (6) 13,039
Heston

Estimate | 0.060 | 3.010 | 0.122 | 0.664 | -0.357 -

Std. Err. | 0.062 | 0.823 | 0.017 | 0.067 | 0.069 -
Estimation Time 16.36 min V€ ()5 0.742
Number of Iterations 9 max { () 13,011

Table 4.20: JPMorgan Chase (JPM) 1988-2007: Estimation Results.
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Unconstrained AML Estimates:

Microsoft (MSFT)

Parameter | pg K n w 1) A o B
SVJ Merton
Estimate | 0.162 | 2.112 | 0.105 | 0.475 | -0.134 | 6.055 | 0.053 | 0.001
Std. Err. | 0.067 | 1.040 | 0.019 | 0.085 | 0.082 | 1.859 | 0.008 | 0.007
Estimation Time 28.26 min V€ ()5 0.059
Number of Iterations 17 max ¢ (0) 12,800
SVJ Variance Gamma
Estimate | 0.164 | 1.872 | 0.102 | 0.461 | -0.146 | 5.780 | 0.059 | 0.003
Std. Err. | 0.057 | 0.586 | 0.018 | 0.059 | 0.087 | 0.826 | 0.006 | 0.008
Estimation Time 30.18 min V€ (0)l,—p 0.060
Number of Iterations 17 max ¢ (0) 12,802
SVJ Meixner
Estimate | 0.166 | 1.743 | 0.101 | 0.478 | -0.167 | 2.308 | 0.140 | 0.167
Std. Err. | 0.068 | 0.685 | 0.023 | 0.066 | 0.090 | 1.914 | 0.064 | 0.353
Estimation Time 28.09 min V€ (O)lo—g 0.006
Number of Iterations 19 max { () 12,804
SVSJ Merton
Estimate | 0.151 | 2.039 | 0.098 | 0.428 | -0.126 | 123.1 | 0.045 | -0.004
Std. Err. | 0.059 | 0.887 | 0.015 | 0.090 | 0.080 | 39.08 | 0.005 | 0.005
Estimation Time 38.32 min VL (0)l,—p 0.066
Number of Iterations 25 max ¢ (6) 12,805
Heston
Estimate | 0.128 | 5.812 | 0.117 | 0.920 | -0.051 -
Std. Err. | 0.037 | 0.411 | 0.022 | 0.064 | 0.096 -
Estimation Time 22.51 min V€ ()5 1.49
Number of Iterations 12 max ¢ (0) 12,738

Table 4.21: Microsoft Corp. (MSFT) 1988-2007: Estimation Results.
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4.6.2 Summary of Exceptions and Log-Likelihoods

In [Table 4.22| below we give the sample moments of the percentage log-

returns for each of the nine assets estimated in this chapter. As discussed in

lsubsection 4.5.1| above, the skewness and kurtosis, relative to the standard

deviation, both give some indication as to whether or not A will become

too large in the SVJ models with infinite-activity jumps.

exception occurs when the Feller constraint is binding.

We say that an

Mean | Std. Dev. | Skewness | Kurtosis | Feller Constraint
Indices 1988-2007 SVVG | SVMX
DJIA | 0.0374 0.983 -0.3731 8.247
SPX | 0.0346 0.991 -0.2417 7.326 binding
Stocks 1988-2007
AXP | 0.0424 2.018 -0.0227 5.985 binding | binding
BP 0.0320 1.463 -0.1133 5.680 binding
C 0.0550 2.101 -0.3236 10.943
INTC | 0.0679 2.655 -0.4490 8.498
JPM | 0.0345 2.162 0.0647 8.356 binding | binding
MSFT | 0.0896 2.175 -0.1575 7.730
Stocks 1991-2011
AAPL | 0.0825 3.0549 0.1059 9.358

Table 4.22: Percentage Log-Return Moments: All Assets: AML.

Table 4.23] below gives the Feller constrained AML estimation results
for the six exceptional infinite-activity SVJ models as shown in [Table 4.22
above. In[lable 4.23| below, both the unconstrained and Feller constrained

maximum log-likelihoods values are given, and the Feller constrained values

for the maximum log-likelihoods are only a few points less.
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Feller Constrained AML Estimates

Parameter | pg K n w p A «a I6;
SVJ Meixner: S&P 500 (SPX)
Estimate | 0.036 | 2.98 | 0.025 | 0.383 | -0.91 | 43.62 | 0.016 | 0.017
Std. Err. | 0.033 | 0.481 | 0.004 | 0.025 | 0.049 | 12.39 | 0.003 | 0.187
max £ (0) Constrained 16,884 Unconstrained 16,892
SVJ Variance Gamma: American Express (AXP)
Estimate | 0.127 | 1.46 | 0.089 | 0.510 | -0.56 | 98.89 | 0.013 | 0.004
Std. Err. | 0.067 | 0.555 | 0.023 | 0.049 | 0.082 | 28.85 | 0.004 | 0.003
max £ (0) Constrained 13,216 Unconstrained 13,216
SVJ Meixner: American Express (AXP)
Estimate | 0.123 | 1.43 | 0.090 | 0.507 | -0.56 | 27.84 | 0.034 | 0.758
Std. Err. | 0.054 | 0.534 | 0.021 | 0.053 | 0.084 | 12.01 | 0.010 | 0.265
max { () Constrained 13,217 Unconstrained 13,217
SVJ Meixner: British Petroleum (BP)
Estimate | 0.091 | 3.27 | 0.031 | 0.449 | -0.65 | 155.7 | 0.017 | 0.060
Std. Err. | 0.055 | 0.953 | 0.007 | 0.060 | 0.110 | 53.05 | 0.004 | 0.189
max { () Constrained 14,475 Unconstrained 14,479
SVJ Variance Gamma: JPMorgan Chase (JPM)
Estimate | 0.092 | 1.97 | 0.104 | 0.642 | -0.50 | 107.3 | 0.013 | 0.001
Std. Err. | 0.053 | 0.620 | 0.020 | 0.052 | 0.072 | 28.85 | 0.003 | 0.002
max ¢ (0) Constrained 13,039 Unconstrained 13,039
SVJ Meixner: JPMorgan Chase (JPM)
Estimate | 0.095 | 1.92 | 0.104 | 0.631 | -0.50 | 25.49 | 0.038 | 0.303
Std. Err. | 0.064 | 0.574 | 0.020 | 0.055 | 0.075 | 9.966 | 0.007 | 0.219
max ¢ (0) Constrained 13,041 Unconstrained 13,042

Table 4.23: Exceptional Cases: Feller Constrained AML Estimates.
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In below we give a summary of the maximum log-likelihood
values from each estimation in this chapter. This is the main criterion
determining the quality of the fit for the AML estimated models. Where
the Feller constraint is binding, the Feller constrained log-likelihood value,

which is always lower, is used. These entries are marked with an asterisk.

HES | SVMJ | SVVG | SVMX | SVSJ
Indices 1988-2007
DJIA | 16,819 | 16,851 | 16,851 | 16,852 | 16,855
SPX | 16,843 | 16,869 | 16,870 | 16,884* | 16,872
Stocks 1988-2007
AXP | 13,182 | 13,210 | 13,216* | 13,217* | 13,213

BP 14,451 | 14,465 | 14,466 | 14,475% | 14,471

C 13,040 | 13,106 | 13,111 | 13,112 | 13,107
INTC | 11,655 | 11,732 | 11,733 | 11,733 | 11,737
JPM | 13,011 | 13,033 | 13,039* | 13,041* | 13,039
MSFT | 12,738 | 12,800 | 12,802 | 12,804 | 12,805
Stocks 1991-2011
AAPL | 10,949 | 11,019 | 11,026 11,027 | 11,023

Table 4.24: Maximum Log-Likelihood Values: All Assets: AML.

4.6.3 Analysis of AML Estimates

Ait-Sahalia and Jacod (2012) considers a Brownian semimartingale model
with stochastic volatility and independent jumps, see p. 1012. They find
that the DJIA index has finite-activity jumps, but that its components may
have infinite-activity jumps, see pp. 1036-37. Thus, the SVJ model of

fsubsection 2.6.1] with infinite-activity jumps, might be advantageous for

some individual stocks. In this analysis we identify two types of individual
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stocks, and surprisingly one index, for which infinite-activity jumps lead to
a superior fit. Of the five models that we have considered, the SVJ Meixner
model is the best fit, purely on the basis of likelihood, for six of the nine
cases covered. For the remaining three cases, the Bates (2006) SVSJ Merton

model is the best overall fit.

DJIA Daily Log-Returns (1988-2007)
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Figure 4.7: Index Returns: the DJIA and the S&P 500.

As illustrated in above, stock indices typically have relatively
few, large systematic jumps. The likelihood summary in above
shows that for the DJIA index (1988-2007) there is no likelihood gain for the
SVJ model with infinite-activity jumps, compared to finite-activity Merton
jumps. But, the SVSJ Merton model is the best fit for the DJIA. The
S&P 500 index is closely correlated with the DJIA. But, the SPX contains
500 stocks, while the DJIA contains only 30 stocks. Also, the likelihood

summary in [Table 4.24] above indicates that the SVJ Meixner model is the
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best fit for the S&P 500. That is, the S&P 500 (1988-2007) appears to
contain a pure jump process of infinite variation, consistent with the options
price study of Huang and Wu (2004), see pp. 1425-26. We conclude that
while the jumps in stock indices are traditionally best modeled with finite-
activity, consistent with Ait-Sahalia and Jacod (2012), a broad index such as
the S&P 500 may contain an infinite variation pure jump process, consistent

with Carr and Wu (2003).

AXP Daily Log-Returns (1988-2007)
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Figure 4.8: Diffusive Returns: American Express & British Petroleum.

In above, the returns for AXP and BP over the 1988-2007
period appear to exhibit at most only small jumps. Moreover,
indicates that the kurtosis relative to the standard deviation of the returns
is quite small. The likelihood summary in above states that
the infinite variation SVJ Meixner model is the best fit for AXP and BP.
However, based on the sparse moments for these two stocks in
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above, we believe that the underlying second process is actually a diffusion
in both cases. That is, we believe that there are essentially no jumps in
either AXP or BP over the 1988-2007 period. This suggests that a model
with two diffusions would be superior to a second component with jumps.
For example, the model with two independent Heston processes, see Bates

(2000), p. 202, is what we would advise here.
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Figure 4.9: Bank Stock Returns: Citigroup (C) & JPMorgan Chase (JPM).

In[Figure 4.9|above, it appears that the returns of C and JPM both have a
high-activity jump component. Also, indicates that the kurtosis
relative to the standard deviation of the returns should be large enough
for infinite-activity to succeed, for each of C and JPM. The likelihood
summary, see above, indicates that for both the returns on C,
and the returns on JPM, the SVJ Meixner model is the best fit. However, it
should be noted that in the case of the JPM returns, the likelihood summary
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in[Table 4.24]above indicates that the SVSJ Merton model is also a relatively
good fit. We conclude that the log-returns of some large bank stocks can
be well modeled with an infinite-activity jump component, of either finite

variation or infinite variation.
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Figure 4.10: Tech Stock Returns: Intel (INTC) and Microsoft (MSFT).

The 1988-2007 period is marked by three regimes. This is particularly
the case for INTC and MSFT returns. From 1988 to 1998 there is a bull
market, and from 1998 to 2003 there is high volatility period known as
the tech-bubble. Then from 2003 to 2007, returns are particularly flat for
INTC and MSFT. These regimes make the dynamic jumps of the SVSJ
Merton model more appealing. The likelihood summary, see
above, shows that the SVSJ Merton model is the best fit for both INTC
and MSFT. But, also suggests that there might be an infinite-
activity jump component for at least one of INTC and MSFT. According
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to there is no likelihood advantage to infinite-activity for INTC,
as there are probably too many large jumps in the INTC returns during
the tech-bubble, see above. However, shows that
the SVJ Meixner model is almost equal in likelihood to the SVSJ Merton
model, for the MSFT returns.

AAPL Daily Log-Returns (1991-2011)
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Figure 4.11: The Returns on Apple Stock (AAPL) 1991-2011.

Apple stock (1991-2011) is our leading example for stocks with infinite-
activity jumps. Moreover, the crash of 2008 was just another large jump for
AAPL, see[Figure 4.11] above. But, recall from [subsection 4.4.2] above, that
the AAPL log-return of -0.7312 on September 29th, 2000 was censored from
this sample. Thus, this version of AAPL (1991-2011) does not experience
the burst of the tech-bubble. In above, AAPL exhibits an

abnormally large mean and standard deviation, as well as relatively ample
skewness and kurtosis. Also, in above, AAPL exhibits many
jumps, and few regime effects. Therefore, it is not surprising that in the
likelihood summary, see above, models with an infinite-activity
jump component fit AAPL log-returns the best. We conclude that the
returns of some technology stocks, especially Apple (1991-2011), may be

well modeled with an infinite-activity jump component.
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The Future of Apple Stock

In this chapter we estimated the P-measure for Apple stock, under five
models, based on the log-returns from January 2nd, 1991 to January 19th,
2011. In we will estimate the option implied Q-measure for Apple
stock, under the same five models, based on the January 19th, 2011 closing
book of spot options prices. In we combine each P-measure with
its respective option implied Q-measure to construct an optimal Q-measure
based on relative entropy for each model. Based on the optimal Q-measure
we construct a daily forecast for each model of the realized at-the-money

discounted call payoffs for the two years following January 19th, 2011.

4.7 Conclusion

1. The method of Approximate Maximum Likelihood (AML) of Bates
(2006) is a fast and accurate way to estimate affine models such as the
SVJ and SVSJ models, provided that the joint characteristic function

of the log-price and the latent factor is known in closed form, as in

Bates (2006), or equivalently as in [Appendix Al of this thesis.

2. For the SVJ and SVSJ models, we have proven that all three Fourier
transform pairs of the AML method satisfy both of the L! integrability
conditions of the Fourier inversion theorem. In addition to this, we
prove in[Appendix D|below that the first Fourier transform of the AML
method may be differentiated twice under the integral with respect to

the secondary variable v, as assumed in Bates (2006).

3. Consistent with Ait-Sahalia and Jacod (2012), we have shown that
some individual stocks, in particular banking and technology stocks,
appear to have infinite-activity jumps in addition to a diffusion with

stochastic volatility. Also, consistent with Huang and Wu (2004), we
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find that the S&P 500 may contain an infinite variation pure jump
process in addition to a diffusion with stochastic volatility. However,

the DJIA appears to have finite-activity jumps.

. We have shown that in AML estimation of the SVJ and SVSJ models,
most of the parameters are relatively unbiased, but there is some small
bias to k and A. Nonetheless, we have shown that for AML estimation,

the asymptotic standard errors are reliable.

. For both the Heston and the SVSJ Merton models, the AML filtered
volatility for the S&P 500 is highly similar to the VIX daily index of
S&P 500 implied volatilities over the 1988-2007 period.

. Consistent with Eraker, Johannes, and Polson (2003), we find that the
SVJ and SVSJ models can handle 5,000 daily log-returns. Although,
it is possible that the Heston model is better with only 2,500 data
points, see Lysy (2012). However, based on Bates (2006), the SVJ
and SVSJ models with jumps can actually handle 10,000 daily log-
returns or more, with AML implemented by quadrature. For future
research we propose to use AML by quadrature, and daily rather than
annual parameters in the AML method. Daily parameters will allow
data at five minute frequency. We propose three months of five minute
data for a total of just under 5,000 data points, to preserve speed in

AML estimation.

. Carr, Geman, Madan, and Yor (2003), see p. 364, propose a version of
the Barndorff-Nielsen and Shephard (2001) model with time changed
jumps and an Ornstein-Uhlenbeck equation for the latent factor. This
model is affine, and a joint characteristic function for the log-price and
the latent factor can be found. Thus, for future research, this model

is a candidate for estimation of the P-measure via AML.
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Chapter 5

Least Squares Calibration

5.1 Introduction

Starting with this chapter, and for the remainder of the thesis, the only asset
that we will treat is Apple stock. The main goal of this present chapter
is to calibrate to spot options prices from a single daily close on Apple
stock. This chapter will be the first step in the analysis of the Q-measure
for Apple stock, under the Heston model, all three SVJ models, and the
SVSJ Merton model. We will calibrate using a suitably modified version of
the Carr and Madan (1999) formula, and this needs to be discussed first. It
is well known, see Carr and Madan (2009), Table 2, p. 60, that the Carr and
Madan (1999) formula produces a negative call price deep out-of-the-money.

We show in [Table 5.1] of [subsection 5.2.3] below that this problem similarly

occurs in the log-moneyness version of the Carr and Madan formula, the

preferred version for this thesis, see [subsection 5.2.2| below. That is, we

find, in the Black-Scholes environment of below, that the log-

moneyness version of the Carr and Madan formula produces a negative call
price deep out-of-the-money when Simpson’s rule is used for quadrature in

FFT. Moreover, we find in [Table 5.1] of [subsection 5.2.3| below, that similar
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to [subsection 3.4.2| above, this problem is corrected by simply using the

trapezoidal rule in place of Simpson’s rule, in the log-moneyness version of
the Carr and Madan formula. That being established, we proceed, similar
to Carr, Geman, Madan, and Yor (2003), see p. 371, to calibrate to a single
daily closing book of call options prices. The main differences are that we
consider Apple stock instead of the S&P 500, we consider the SVJ and SVSJ
models instead of time changed Lévy processes, and we use the trapezoidal
rule in the log-moneyness version of the Carr and Madan formula. Also,
we only consider one book of daily call option closing prices on Apple stock.

The closing date is January 19th, 2011, the last day in the Apple stock

log-return data set from [subsection 4.4.2| above.

In we re-evaluate the Carr and Madan (1999) formula as
discussed above. In we introduce the Apple stock call options

data set from January 19th, 2011, prepare the data, and then calibrate the
Heston, SVJ, and SVSJ models under this data set. concludes.

5.2 Accuracy in the Carr and Madan Formula

For theoretical results in this section we rely primarily on Carr and Madan

(1999), as summarized injsubsection 5.2.1|below. The log-moneyness version

of the Carr and Madan formula, which appears to have been employed in

Huang and Wu (2004), see p. 1419, is described in full in [subsection 5.2.2|

below. The only difference here from the original is that the damped call
price domain is the log-moneyness x = log <S£0) in place of the log-strike
log (K) used in the original Carr and Madan (1999) formula. This does not
affect the theoretical results. However, we mention that Carr and Madan
(1999), see p. 63, states that the damped call price is L?, when it can be

shown to be L' under a condition that they later assume. We pursue this

point in Lemma [7.§| of [subsection 7.4.1] below. In[subsection 7.4.1we give a
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formal proof for the log-moneyness version of the Carr and Madan formula,
in a manner suitable for pricing under conditional Monte Carlo, as pursued
in[Chapter 7]below. But, the only difference between [subsection 5.2.2below

and |subsection 7.4.1|is that in [subsection 7.4.1| we condition Z7 = log (%)

on some quantity Hp. However, when Hr is independent of Zp, the two

treatments coincide.

5.2.1 The Original Carr and Madan Formula

Let Y7 = log (S7) be the terminal log-price with risk-neutral density fj@ (y),
and and let k¥ = log (K) be the log-strike price. Then for some damping
parameter a > 0, define the damped call price by

C8 (k) = e~ T /

—00

+00 +

e (v = F) IR (v) dy. (5.1)
The damped call price C% (k) in equation (5.1]) above is at least L?, see Carr
and Madan (1999), p. 63. Now let ¢y, (u) be the characteristic function of
the terminal log-price Y. Then the Fourier transform of the damped call
price is given by

Fa (y) — e Ty (u—i(a+1))
Ca?ta—ut+tiu(a+1)

(5.2)

Moreover, under the mild assumption that E [S%H] < 00, é% (u) € L, see
Carr and Madan (1999), pp. 64-65. Thus, by an alternative version of the

Fourier inversion theorem, see Rudin (1987), p. 187, we have that

JFOO . o~
o (k) = / e~ (u) du. (5.3)

27 J_

Hence, when E [S%H] < 00, the undamped call price Cr (k) is given by

e—ak‘

Cr (k) = Re / e~k 8 (1) du, (5.4)
0

™
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see Carr and Madan (1999), p. 64. Thus, assuming that E [S%H] < 0,
the Carr and Madan FFT formula is given by

Or (k)

ezj ) T U=Dm=1)gibu; G (uj) wjAu, (5.5)

m=1,2,...,.N,

, . 2 if j is odd
where the w; are defined by Simpson’s rule, wy = 3, and w; = ,
% if j is even

j=2,3,...,N, see Carr and Madan (1999), p. 68.

5.2.2 The Log-Moneyness Carr and Madan Formula

This version of the Carr and Madan formula is essentially the same as the

original in [subsection 5.2.1]above. However, it is precisely this version that

we use in this chapter and this thesis. Let Zp = log < ) have risk-neutral
density f;‘? (z), and and let y = log ( ) be the log-moneyness. Then for
some damping parameter a > 0, define the damped call price by
400
8 (x) = Spe T / X (¢ — )t 19 (2) d. (5.6)
—o0

IftE [SaH] < 00, then the damped call price Cf. (x) in equation is L1,
see Lemma [7.8] of [subsection 7.4.1] below with Hy independent of Zr. Now

let ¢z, (u) be the characteristic function of Zp. Then the Fourier transform
of the damped call price is given by

SoefrT(bZT (u—1 (a +1))
a?+a—u?+iu(2a+1)’

C% () = (5.7)

where similar to Carr and Madan (1999), pp. 64-65, if E [S%H} < o0,
then 6’% (u) in equation (5.7) above is L'. Thus, by the Fourier inversion

theorem, we have that

1 oo —iux Aa
0 =5 [ e G wdu (5.8)
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and similar to Carr and Madan (1999), p. 64, if E [S%'H] < 00, then the
undamped call price Cp (x) is given by

e X
Cr(x) =

Re/ e X0 (u) du. (5.9)
0

™

Again, similar to Carr and Madan (1999), p. 68, when E [S%H] < 00, the

log-moneyness version of the Carr and Madan FFT formula is given by

N o L
Re Z , e R =D (k1) gibu; C? (uj) wjAu, (5.10)
J

For the log-moneyness version in equation ([5.10|) above we will allow the w;
to follow either

% if § is odd

4 ep oo
5 if j is even

1. Simpson’s rule: w; = %, and w; = ,7=2,3,..., N,

see Carr and Madan (1999), p. 68, or

2. The trapezoidal rule: w; = wy = %, and w; = 1, for j = 2,3,..., N -1,
see Briggs and Henson (1995), p. 360.

5.2.3 Accuracy Analysis

below examines the problem of negative call prices computed by
the log-moneyness version of the Carr and Madan formula deep out-of-the-
money, with Simpson’s rule used for the quadrature weights. By using
the exact price from the Black-Scholes model, we have discovered that the
problem in the log-moneyness version of the Carr and Madan formula is
indeed the use of Simpson’s rule, as was recommended in Carr and Madan
(1999), see p. 68, for the original formula. We suspect that the issue is
the same with the original Carr and Madan formula. In below,
So = 100, the risk-free rate is » = 0.03, T' = 1 year, and the Black-Scholes
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volatility is ¢ = 0.30. The FFT parameters are N = 213, and Au = i. In
this thesis we use the value a = 1.5 for the damping parameter. Also in

Table 5.1| below, when a spline interpolant is used to obtain the call price,
it is based on the uniform discretization yj € [—m, 7] of the log-moneyness
points. To ensure accuracy in this subsection, all computations were done

on an Intel Xeon 2xE5-2643v3 dual processor at 3.4 GHz.

Call Prices Simpson’s Rule

Strike Price | Exact Price | FFT Linear FFT Spline
300 2.31144E-03 2.31137E-03 2.31123E-03
400 3.66372E-05 3.64252E-05 3.64201E-05
500 8.17711E-07 | 6.00932E-07 6.00634E-07
600 2.48365E-08 | —1.92239E-07 | —1.92240E-07
700 9.83587E-10 | —2.16091E-07 | —2.16092E-07

Call Prices Trapezoidal Rule

Strike Price | Exact Price | FFT Linear FET Spline
300 2.31144E-03 | 2.31158E-03 2.31144E-03
400 3.66372E-05 | 3.66422E-05 3.66372E-05
500 8.17711E-07 | 8.18009E-07 8.17711E-07
600 2.48365E-08 | 2.48375E-08 2.48365E-08
700 9.83587E-10 | 9.84007E-10 9.83591E-10

Table 5.1: FFT Call Prices: Black-Scholes DOTM: Sy = 100.

It is clear in the upper panel of above that Simpson’s rule
leads to a negative FFT call price deep out-of-the-money. However, the
lower panel of above shows that the trapezoidal based FFT price
does not behave in this way. Moreover, above also shows that
when combined with spline interpolation the trapezoidal rule is accurate

to four or five significant digits against the Black-Scholes formula, for the
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pricing of call options deep out-of-the-money. Next we consider the pricing
performance of near-the-money call options in the log-moneyness version
of the Carr and Madan (1999) formula. We consider the relative pricing
errors under linear and spline interpolation in the same setting as
above. Specifically, we compare Simpson’s rule to the trapezoidal rule for
the pricing of call options near-the-money, using the log-moneyness version

of the Carr and Madan formula, see below.

Rel. Errors | Simpson’s Rule | Trapezoidal Rule

Strike Price | Linear | Spline | Linear Spline
80 8.1E-07 | 8.6E-09 | 8.2E-07 | 1.5E-12
90 3.2E-06 | 1.2E-08 | 3.2E-06 | 5.0E-12
100 1.6E-08 | 1.6E-08 | 6.7E-16 | 6.7E-16
110 3.0E-06 | 2.3E-08 | 3.0E-06 | 2.2E-12
120 1.7E-05 | 3.4E-08 | 1.7E-05 | 4.4E-11

Table 5.2: FFT Relative Call Pricing Errors: Black-Scholes: Sy = 100.

For performance near-the-money above shows that in the
Black-Scholes case the trapezoidal rule is as good as Simpson’s rule with
linear interpolation, and substantially better with splines. It should be
noted that in [Table 5.2]above, the phenomenon that the at-the-money price
is computed to near machine precision under the trapezoidal rule is due to a
special feature of the log-moneyness version of the Carr and Madan formula,
which uses the non-centred and shifted form of FFT. That is, if K = S,
then x = log (%) = 0. It turns out that zero corresponds to the highest
frequency node in the non-centred and shifted version of FFT, see Briggs
and Henson (1995), p. 69. Altogether, we recommend the trapezoidal rule
with splines, and the log-moneyness version of the Carr and Madan formula,

for accuracy in call option pricing by FFT.
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5.3 Calibration to Apple Stock Call Options Data

The ultimate goal of this section is to provide least squares estimates for
the parameters of the Heston model, all three SVJ models, and the SVSJ
Merton model, each under the Q-measure, based on the closing call options

prices of Apple stock on Wednesday, January 19th, 2011. First of all, in

[subsection 5.3.1] we provide details on the preparation of the Apple stock call

options data set from the raw data obtained from Market Data Express at

the CBOE. Also, in[subsection 5.3.1], we describe the nonlinear least squares

likelihood method used in this chapter. In [subsection 5.3.2] we provide the
least squares calibration results, see below.

5.3.1 Data Preparation and Estimation Methodology

We obtained market closing American options quotes for Apple stock on the
third Wednesday of January 2011, from Market Data Express at the CBOE.
At this time in January 2011, Apple stock was not paying any dividends.
The next dividend date turned out to be August 9, 2012, at which time
dividends became regular. We assume that this policy was unknown to
market participants on January 19, 2011. Hence, we treat Apple stock, on
that date, as a stock with no dividends. American call options on a stock
paying no dividends may be treated as European call options, see Bjork
(2009), p. 112. Moreover, estimation based solely on call options should
not unduly bias the results, see Bakshi, Cao, and Chen (1997), p. 2015.
Hence, we discarded the American puts.

The call options were selected as follows. Any contract without strictly
positive open interest, volume, bid price, or ask price was discarded. Then,
only contracts with either substantial volume, or substantial open interest
were retained. Next, contracts were discarded until, at each maturity,

both the bid and ask price came to follow a strictly decreasing sequence
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with respect to an increasing strike price, with volume used as the deciding
factor in the event of a conflict. At this point the call price was taken
to be the mean of the bid price and the ask price. Two more selection
criteria were applied. First, assuming that the call price C is European,

the arbitrage-free condition given by
C>8—Ke T, (5.11)

was enforced, see Bjork (2009), p. 111. Lastly, we insisted that the bid-ask
spread be less than 10% of the call price. The resulting data set includes
194 call options quotes across seven maturities, with exact maturity dates
of 22, 41, 61, 123, 192, 253, and 503 days. Given a 21 day month, these
maturity dates correspond roughly to 1, 2, 3, 6, 9, 12, and 24 months. The
corresponding numbers of options quotes at each maturity are given by 17,

22,29, 39, 28, 38, and 21. The moneyness range for this data set is
So
0.69 < ¥ < 1.54, (5.12)

with Sy = 338.84 at the close on January 19, 2011. A few words are in order
here. First, the underlying is Apple stock, and not an index such as the
S&P 500. In general, Apple was widely expected to outperform following
January 2011, and objectively there is some existing liquidity in the data,
further out-of-the-money than usual. Secondly, January 19th, 2011 was
only two days after Steve Jobs announced what turned out to be his final
medical leave of absence due to cancer. Consequently, there is some existing
liquidity in the data, further in-to-the-money than usual. Lastly, in order
to estimate jumps, it is important to include quotes that are both far in-to-
the-money, and far out-of-the-money, see Cont and Tankov (2004b), p. 29.
The risk-free rate was taken to be the average three-month LIBOR rate for
January 2011 minus one tenth of a basis point. This gives r = 0.2934%, see

the fedprimerate website.
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Least Squares Likelihood Methodology

We apply the following estimation methodology. For the Heston, SVJ, and
SVSJ models, the characteristic function of the log-price is known in the

exponentially affine form
¢z, (1) = exp (C (u) + D (u) 03) , with Zy = log (S7/So) , (5.13)

where pg = 7 in the coefficients C' (u) and D (u) taken from

Let E9 [S%H] < oo at each maturity T" be assumed. Then, European call

prices can be obtained, as in [subsection 5.2.2above, from the log-moneyness

version of the Carr and Madan formula. Also, though not required by the

Carr and Madan (1999) formula, by [Theorem 3.17| from [subsection 3.3.3]

assuming p < 0, each of these log-price CFs can be shown to be L. Our
European call price data set is based on the average of the bid price and the

ask price. We represent this data set as the vector C given by
Ch:C(Th,Kh), h= 1,2,...,TL, (5.14)

where T}, is the exact time to maturity in years, assuming a 252 day year,
and Kj is a strike price at that maturity. The parameter vector for both

the SVJ and SVSJ models is given by

0= (08, Ky 1), W, P, )\,a,ﬁ) , (5.15)

where the Heston model is a special case with no jumps. Note that similar
to Bakshi, Cao, and Chen (1997), p. 2016, we intend to treat o in the
same manner as the other parameters. This distinction was pointed out in
Christoffersen, Heston, and Jacobs (2009), see p. 1925. We believe that
this is the most suitable choice for a small data set. Let the corresponding
vector of model prices be given by C' (6). Then, we may write the sum of

squared pricing errors as

S(6) =|lC(6) - C|. (5.16)
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Under the assumption that the pricing errors are ¢.:.d. N (0, ag), the normal

log-likelihood is given by

L ), (5.17)

2
20¢

14 (9,03) = —g log o2 —

see Seber and Wild (2003), p. 32. However, for fixed 6, the log-likelihood in
(5.17) is maximized when o2 = @. Hence, we may use the concentrated

e —

log-likelihood given by

a1 (0) :e(e,Sw)) :—glogS(H)—i—g(logn—l). (5.18)

n

Since the log-likelihood in (/5.18)) is maximized when S (#) is minimized,

52 @ (5.19)

g =
€ n

is the MLE of o2. Moreover, it can be shown that the information matrix

Ins (0), based on the concentrated log-likelihood ¢,/ (6), is given by

820, (0)
~o00g 0
1 929(h)
~ 262 9000

In (6) = (5.20)

@’

see Seber and Wild (2003), pp. 38-39. On the basis of equation ({5.20), we

obtain asymptotic standard errors for the parameter estimates.

5.3.2 Estimates and Standard Errors

All computations in this section were done on an Intel 2xE5-2643v3 at
3.4GHz. The estimates in below are based on spot options prices
for Apple stock on January 19, 2011, whereas the estimates in

from [subsection 4.4.2| are based solely on daily log-return data for Apple

stock from January 2, 1991 to January 19, 2011. When we calibrate to op-

tions prices, the stock price is not observed directly. Moreover, by choosing

172



to estimate only from the current book of options prices, we sacrifice the
historical structure of the volatility in favour of current market expectations
for the near future. The most striking difference between below
and is in Heston model. In for the Heston model, both
the rate of mean reversion x and the volatility of the volatility w are far
too large, indicating a need for jumps in the model. However, in
below, the Heston model parameter estimates are broadly consistent with
the literature on call options price based least squares estimation. For ex-
ample, see the Heston model parameter estimates based on the S&P 500 in
Christoffersen, Heston, and Jacobs (2009), p. 1922. Inbelow, the
t-statistics for the jump parameters A, o, and g in the SVJ and SVSJ mod-
els are weak relative to the t-statistics for the variance parameters. Also,
the RMSE for the Heston model is nearly as low as the RMSE for any of
the jump models. However, the same problem, with the t-statistics for
the jump parameters, exists in the study by Huang and Wu (2004), see pp.
1425-26, where models similar to the SVJ and SVSJ models were calibrated.
Moreover, in the Huang and Wu (2004) study approximately 16,402 options
prices were included in the in-sample data, see p. 1421. Thus, adding
more options prices to the data will not necessarily solve this problem. We
conclude that jumps are difficult to estimate in this setting. Nonetheless,
jumps should be included in options price models, as they provide a better
accounting of the skewness and the kurtosis, see Bakshi, Cao, and Chen
(1997), p. 2017 for the SVJ Merton model, and Bates (2000), p. 216 for
the SVSJ Merton model. Regarding this matter of kurtosis, observe that
in below, the Heston estimate for w is nearly twice the value of
the long run volatility. Too much kurtosis has been left to be explained by
the volatility of the volatility w. However, notice that in below,

the Feller condition, 2k1 > w?, holds in all five models.
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Apple Stock Call Options Calibration Results

778) o3 K 7 w P A Q@ B
SVJ Merton
Est | 0.058 | 1.767 | 0.136 | 0.567 | -0.662 | 1.637 | 0.095 | -0.008
S.E. | 0.005 | 0.117 | 0.004 | 0.035 | 0.040 | 1.346 | 0.027 0.008
t-stat | 11.25 | 15.05 | 33.74 | 16.02 | -16.7 | 1.217 | 3.468 | -0.992
Iter | 126 | Time | 12.1s | [a (8)],_; | 0.024 | RMSE | 0.1976
SVJ Variance Gamma
Est | 0.057 | 1.736 | 0.135 | 0.559 | -0.668 | 1.337 | 0.111 | -0.014
S.E. [ 0.004 | 0.124 | 0.004 | 0.034 | 0.041 | 0.595 0.022 0.011
t-stat | 14.90 | 14.02 | 36.76 | 16.28 | -16.4 | 2.248 | 5.067 | -1.330
Iter 165 | Time | 16.5s | |[[{a (0)|l,_5 | 7TE-04 | RMSE | 0.1978
SVJ Meixner
Est | 0.056 | 1.720 | 0.134 | 0.554 | -0.670 | 0.396 | 0.293 | -0.380
S.E. | 0.003 | 0.121 | 0.003 | 0.041 | 0.039 | 0.196 | 0.069 0.217
t-stat | 16.48 | 14.19 | 39.36 | 13.46 | -17.4 | 2.019 4.255 -1.750
Iter | 346 | Time | 3545 | |[[fan (0)ll,_5 | 0.001 | RMSE | 0.1979
SVSJ Merton
Est | 0.051 | 1.805 | 0.103 | 0.441 | -0.706 | 64.25 | 0.082 | -0.003
S.E. | 0.004 | 0.100 | 0.009 | 0.039 | 0.043 | 22.64 | 0.009 0.006
t-stat | 12.55 | 17.98 | 11.53 | 11.36 | -16.6 | 2.838 | 9.171 | -0.538
Iter 120 | Time | 1245 | [[{p (0)]l,_5 | 0.116 | RMSE | 0.1960
Heston
Est | 0.071 | 1.973 | 0.148 | 0.604 | -0.556 -
S.E. | 0.001 | 0.079 | 0.001 | 0.021 | 0.011 -
t-stat | 125.4 | 24.99 | 114.9 | 29.10 | -49.3 -
Iter 44 | Time | 29s | [l (0)|l,_p | 7E-04 | RMSE | 0.2035

Table 5.3: Apple Inc. Call Options January 19, 2011: Calibration Results.
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Remark 5.1 (Asymptotic Distribution) Let the log-likelihood ¢y (6) be
given by equation (5.18)) above. Then if @\n s a consistent root of

9l (0)
00

=0, (5.21)

an approrimate distribution for 0 is given by

0~ N <§n, Ins (§n)_1> , (5.22)

where Ipg (0) is given by equation (5.20) above.
See Lehmann and Casella (1998), p. 449.

above further shows that by introducing jumps to assist with
skewness and kurtosis, as in the SVJ and SVSJ models, the estimates of w
are made smaller, and thus more reasonable. However, regarding skewness,
also notice in above that the estimate of p makes a paradigm
shift to the left whenever jumps are introduced. This shift in p is typically
both smaller and to the right with S&P 500 options data, see Bates (2000),
Table 2, p. 203, and Bakshi, Cao, and Chen (1997), Table III, p. 2018.
This discrepancy in the behaviour of p is explained by the jump skewness
parameter 5. Notice in[Table 5.3|above that the estimates of § are relatively
small, indeed quite small compared to Bates (2000), Table 2, p. 203, and
Bakshi, Cao, and Chen (1997), Table III, p. 2018, for the SVJ and SVSJ
Merton models, respectively. Consequently, when jumps are introduced,

p moves to the left in above, for options on Apple stock from
January 19, 2011.

RMSE and the Choice of Jumps

Notice in [Table 5.3 above that the SVJ Meixner and SVJ Variance Gamma
models have almost the same RMSE. This is similar to the results for spot

options prices on the S&P 500, see Carr, Geman, Madan, and Yor (2003),
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pp- 373-74, under the time changed NIG and time changed Variance Gamma
models. The NIG and the Meixner processes both have a stability index of
one, see Ait-Sahalia and Jacod (2012), p. 1020, and Madan and Yor (2008),
p. 43, respectively. To obtain an advantage for infinite variation jumps, it
appears to be necessary to introduce a jump model such as the log-stable
process, where the stability index is a model parameter, see for example
Huang and Wu (2004), p. 1425. What is surprising about the Apple stock
call options data set of this thesis is that there appears to be no advantage
in RMSE for infinite-activity jumps over finite-activity Merton jumps. We
attribute this to the smallness of the spot options data set, as there is such
an advantage in the much larger historical data set of Huang and Wu (2004),
see p. 1425. However, we find, when the estimate of A is suitably large in
the SVSJ Merton model, as it is in above, that the RMSE for the
SVSJ Merton model is slightly lower than that of the other models.

5.4 Conclusion

1. The first stage of the analysis of the Q-measure for Apple stock is
complete, and the Heston, SVJ, and SVSJ Merton model estimates
from [Table 5.3 in [subsection 5.3.2 will be used for stabilization in the
Parametric Minimum Entropy Martingale Measure of

2. Under the Apple stock call options data set of this thesis, on the basis
of RMSE;, all of the models with jumps are slightly better than the
Heston model. But, within the SVJ models, no particular model
stands out. However, the SVSJ Merton model is slightly better than
the others on the basis of RMSE.

3. Use of the trapezoidal rule in the log-moneyness version of the Carr and

Madan formula prevents negative call prices deep out-of-the-money.
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Chapter 6

An FFT Based Approach to
Relative Entropy

6.1 Introduction

In this chapter we present a minimum relative entropy method for selecting
an optimal equivalent martingale measure where the model for the market is
incomplete due to the presence of stochastic volatility, jumps, or stochastic
jump intensity. The method was designed to take advantage of the closed
form characteristic function for the normalized log-price as an attribute of
the affine SVJ and SVSJ models. But, the method can be adapted to
any affine model. Our method is parametric, and we give results for the
SVSJ Merton model, the three SVJ models, and the Heston model, based
on the P-measures, denoted here by 0p € Qp, for Apple stock log-returns,
from January 2nd 1991 to January 19th 2011, as estimated for in

[subsection 4.4.2] We offer a computable approximation to an alternative

version of the minimum relative entropy problem. Let T be finite, and for

any t € (0,7], let ¢t be an option maturity date. Consider the measures
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Q: and P; corresponding to the respective densities f (z;) and f¥ (z) of
the normalized log-price process Z; = log (g—é) at maturity t. We obtain
these densities by Fourier inversion of their characteristic functions, and thus
obtain the relative entropy of @J; given P;. More specifically, we use the
symmetric relative entropy, see Kullback and Leibler (1951), p. 81. The
symmetric relative entropy is the sum of two relative entropies with reversed
arguments. As such, it has the property that if finite, then Q; is equivalent
to P;. After showing how to compute the symmetric relative entropy for
any t € (0,7], we sample the maturity dates uniformly, m = 1,2,..., M, for
some finite M, with ¢t (m) = mﬁT, and compute the average of the sample
symmetric relative entropies. The quantity that we minimize is this aver-
age value. Based on the January 19th, 2011 Apple stock call options data

set, we choose T' = 2 years, and also M = 24 months, implying monthly

maturities. Alternative choices of M are considered in [subsection 6.5.3 be-

low. When the average symmetric relative entropy is finite, the symmetric
relative entropy of Q) given Py, is finite for each m = 1,2,..., M, sug-

gesting that @ ~ P on (0,T] holds approximately. The P-measure is fixed

by the parameters 0p € Qp from [lTable 4.2 in [subsection 4.4.2| for Apple

stock (1991-2011). Therefore, we minimize the average value with respect
to the risk-neutral parameters 6 € {1g of the normalized log-price under the
Q-measure. We naturally assume that the parametric form of the model
remains closed to the original form of the model during minimization. This

assumption has a key benefit. For, if the martingale parameter constraints

for the proposed models are known, see [Iheorem 2.26| in [subsection 2.5.2]

[Theorem 2.31| in [subsection 2.6.1, and [I'heorem 2.35| in |[subsection 2.6.2}

then we can ensure that the solution is a martingale simply by imposing
the martingale constraints during numerical minimization. However, the

parametric approach has a drawback. Relative entropy is not necessarily
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convex in the model parameters, see Cont and Tankov (2004b), p. 11. For
this reason we propose a two stage optimization routine to minimize the
average symmetric relative entropy, equivalent to a Tikhonov regularization
scheme, see Engl, Hanke, and Neubauer (1996), p. 250. Within this rou-
tine, the fixed parameters, 6’22 € (g, implied by call options based on the
closing book of call options prices on Apple stock for the date January 19th
2011, taken from [Table 5.3]in [fubsection 5.3.2] play the role of the prior, see
below. We refer to our result as the parametric minimum en-
tropy martingale measure (PMEMM). The PMEMM results in

below include forecasts of the at-the-money discounted call option payoffs
on Apple stock for each model. The evaluation day is January 19th, 2011,
and the maturities run from 15 days to 504 days past this date.

The remainder of the chapter is structured as follows. In
we explain how to compute the average symmetric relative entropy. In
we present our two stage optimization routine, equivalent to
a Tikhonov regularization of the average symmetric relative entropy. In
we review the main literature on minimum relative entropy.
gives the PMEMM results along with the forecasts of the at-the-
money discounted call payoffs. concludes.

6.2 Computing the Average Relative Entropy

6.2.1 Models and Martingale Constraints

Recall from [subsection 2.6.1|that the P-dynamics of the SVJ model are given

in log-price form by

1

do? =k (n— 02) dt + wo dW "), E [deS)dW}V)] — pdt,
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where the jumps X; are either Merton, Variance Gamma, or Meixner. Also,

from [subsection 2.6.2| the P-dynamics of the SVSJ model are

2
do? =k (n — 02) dt + wo, "), E [th(S)th(V) = pdt,

1
dy; = (uo — S0t — ofx <—i>> dt+odW ¥ +dX (Vi),  (62)

dV; = oldt,

where the jumps of the time changed Lévy process X (V;) are Merton. The

Heston model of equation (2.59)) in [subsection 2.5.2| may be viewed as a

special case of either the SVJ or SVSJ model with no jumps. Moreover,
since the stochastic jump intensity in the SVSJ model is simply the latent
variance o? scaled by the intensity A, the SVJ and SVSJ Merton models

share a common parameter space, given the same jumps.

Remark 6.1 (Initial Variance) Recall from |subsection 4.2.5 that under

the AML estimated P-measure the initial variance of = JELO is random, and

does not have an estimate. In this chapter we will assume for convenience
that 08 1 a parameter under the fived P-measure with an estimate equal to

the estimated value of the long run variance 7.

Based on Remark above, we can write the common parameter space
under the P-measure of the SVJ and SVSJ models, apart from the interval
B which depends on the jump type, as

0 eRpp eR,02>0,6>0,7>0,w>0,p€[-1,1],
Qp — |10 0 U pel=La, [ (6.3)
A>0,aa>0,0€eB

For Merton and Variance Gamma jumps B = (—00, +00), seesubsection 2.3.1|

and [subsection 2.3.2|respectively. However, for Meixner jumps B = (—m, 7),

see [subsection 2.3.3 Recall from [subsection 2.6.1] for the
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SVJ model under the structure preserving Q-measure given by equation

(2.73) of [subsection 2.6.1} Also, recall [Theorem 2.35| from [subsection 2.6.2]

for the SVSJ model under the structure preserving Q-measure given by equa-

tion (2.75)) of [subsection 2.6.2, Both of these theorems imply that if the

Feller condition holds, and the jumps satisfy ¥ x (—i) < oo, then, where pg
is the risk-free rate of return r, the discounted stock price, e="S;, t > 0 is
a martingale. Thus, we write the common risk-neutral parameter space for

the SVJ and SVSJ models as
Qg = {0 € Qp|uo = r,26m > W, Py (—i) < 00} . (6.4)

The condition ¢ x (—i) < oo is given in the discussion surrounding equations

(2.24), (2.33), and (2.42]) for Merton, Variance Gamma, and Meixner jumps,
respectively. These results are summarized in below.

Jump Type Parameter Constraints for ¢x (—i) < oo
Merton A>0,a>0,€R
Variance Gamma, A>0,a>0, %042 +6<1
Meixner A>0,a>0,la+ 8| <m

Table 6.1: Martingale Constraints for the Jump Processes.

Remark 6.2 (Normalized Log-Price Filtration) Since the risk-free rate
r s constant, clearly S, t > 0 and the discounted stock price e~"tS;, t > 0
have the same filtration F. Moreover, by equations and , the
property S; = SpeXt holds for both the SV.J and SVSJ models, respectively.
Thus, the log-price Y; also has filtration F, and the relative entropies under
Sy and Yy are equivalent, see Cont and Tankov (2004b), p. 9. Hence, when
So is constant, the relative entropy can be obtained under the normalized

log-price Z; = log (g—é), t >0, and no information will be lost.
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6.2.2 Relative Entropy and Densities

Definition 6.3 (Relative Entropy) Let Q and P be arbitrary measures.
The relative entropy of Q) given P is defined by

E€ [log (%)] =EP [% log (%)} if Q K P,

00 otherwise

1(Q[P) = (6.5)

see Cont and Tankov (2004b), p. 8, and Frittelli (2000), p. 41.
Proposition 6.4 (Properties of Relative Entropy)

1. I(Q|P) >0 with I (Q|P) =0 if and only if Q = P.

2. The functional @ — I (Q|P) is strictly convex.
Proof. See Frittelli (2000), p. 41. =

Definition 6.5 (Symmetric Relative Entropy) Again let Q and P be
arbitrary measures. Then the symmetric relative entropy between Q and P
1s defined by

I1S(Q,P)=1(QIP)+1(P|Q), (6.6)

see Kullback and Leibler (1951), p. 81.

Proposition 6.6 (Properties of Symmetric Relative Entropy)

—_

. IS (Q,P) >0 with IS (Q, P) =0 if and only if Q = P.
2. IS (Q,P)=1S(P,Q).

3. The functional @ — IS (Q, P) is strictly convex.

4. The functional P — IS (P, Q) is also strictly convex.

5. If IS (Q, P) < oo then @ ~ P.
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Proof. For 1. and 2., see Kullback and Leibler (1951), p. 85. For 3.,
Q — I (Q|P) is strictly convex by Proposition item 2. Then by equation
(6.5), if finite I (P|Q) may be written as E¥ [log (%)} But the function
f(z)=log (%) is strictly convex since 66—;2 log (%) = x% Thus, with z = g—g,
log (%) is strictly convex in @, and the result follows. Lastly, 4. and 5.
both follow by symmetry. =
We intend to make a discrete approximation to the continuous case
of symmetric relative entropy. Hence, separate definitions are expedient.
Referring to equation above, in the continuous case, we will denote
the symmetric relative entropy by HS (Q, P). Observe that the quantity
HS (Q, P) may be written as a single integral with respect to P,
/1og<j§_.’;> (%— >dP if Q~ P,
HS(Q,P)={ . (6.7)

00 otherwise

Let A denote the Lebesgue measure. We will assume here both that Q) < A,
and P < A. This assumption will be justified within the context of this

chapter by Remark of [subsection 6.2.3| below. Under this assumption,
equation (6.7)) may be expressed as

—+00

Q(x .
HS(Q,P) = /log(}cPEzD (fe() = fF(2)dz ifQ~ P,

, (6.8)

00 otherwise

where the densities f% (z) and f (z) are the densities associated with the
absolutely continuous measures () and P, respectively. In the discrete case

we will denote the symmetric relative entropy by DS (Q, P) where

N

L) (qr, — if Q ~
DS (Q,P) = k:1log (pk)(% pr) if Q~ P,

00 otherwise
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see Kapur and Kesavan (1992), p. 159, and Reesor (2001) pp. 21-22.

In this chapter we assume that the absolutely continuous measure P is
fixed, and has a fixed associated density f (z). However, the absolutely
continuous measure @ () is assumed to depend on the parameter 6, thus
having an associated density f€ (z;0). For some b > 0, we will consider
a left-endpoint uniform discretization of z € [—b, b] with grid spacing Az.

According to this discretization, in equation above, set

pr = f7 (21) Az, and
gr = [ (21;0) Az,
k=1,2,...,N.

*9

Let Af (zx;0) = (fQ (21;0) — f¥ (2)) Az. Then equation becomes

Qs : .
L) Af (250) i Q~ P,

2))

N
DS Q). Py =1 =% ( (6.10)

00 otherwise

The quantity DS (Q (0) , P) given in equation (/6.10) above forms a Riemann
approximation to the integral in equation for the continuous symmetric

relative entropy HS (Q (), P), where @ (6) depends on 6.

6.2.3 Computing Symmetric Relative Entropy by FFT

Remark 6.7 (L' Integrability) Let finite T > 0 be the latest option price
maturity date, and let t be any maturity date on (0,7]. Assume that the

wniatial stock price Sg is constant, and define

St
Zy =1 — .
t = 108 (So)
For the SVJ and SVSJ models the characteristic function

67, (u) = eC+P (6.11)
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is known in closed form with the affine coefficients C (u) and D (u) given in
equations (A.22)) and (A.23)) respectively in Appendix . Moreover, for the
SVJ and SVSJ models, since t > 0, by[Theorem 3.17 from[subsection 3.3.5,

the hypothesis that p < 0 implies
¢z, (u) € L' (6.12)

For the SVJ and SVSJ models, we can price an option under the fixed
parameters of the P-measure in Qp, where 2p is defined in equation (6.3|) of
lsubsection 6.2.1| above. Moreover by Remark above, for any ¢t € (0,77,

Pzp (u) € L'. Thus, by the Fourier inversion theorem, [Theorem 3.6} there

exists a density f* (z) such that

1 [t .
P (=)= 2/ e "““¢yp (u) du, and f¥ (2) is continuous.  (6.13)
™ —00
Similarly, for 6 € €2g, where the risk-neutral parameter space €1g is defined
in equation (6.4) of|subsection 6.2.1| above, ¢, (u;0) € L', and there exists
t

a density f% (z;0) such that f@ (z;6) is continuous for all § € Qg, and

+oo .
19 (z;0) = 1/ e_’“IgbZ? (u; 0) du. (6.14)

2 J_ o

Remark 6.8 (Absolute Continuity) Fiz t € (0,T], and let F¥ () and

FQ (2 0) be the distribution functions of ZF and ZtQ respectively.  Since

¢zr (u) and ¢4 (u;0) are both L', equations (6.13) and (6.14) respectively
t

imply that each of F¥ (z) and F? (z;0) has a continuous and bounded
derivative for each [a,b] C R. Hence, by the mean value theorem, each of
FP () and F@ (z;0) is Lipschitz on each [a,b] C R.  This implies that
each of FT (z) and F? (2 0) is absolutely continuous on each [a,b] C R,
see Royden and Fitzpatrick (2010), p. 122. Thus, the measures induced by
FP (z) and FQ (2 0) respectively, are absolutely continuous measures for

all Borel sets B, see Billingsley (1995), p. 413.
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For some fixed ¢ € (0,7}, based on Remark above, we define P, and
Q¢ (0) to be the absolutely continuous measures associated with the contin-

uous densities f7 (2;) such that f% (z;6) defined respectively by equations

(6.13]) and (6.14]). Thus, from equation in [subsection 6.2.2 we obtain

a continuous symmetric relative entropy of the form

“+00

log (£2CEDY A £ (2:0) if Q, ~ P,
HS(Q:(0), F) = /Og(f (Zt)) Flzi8) G ' , (6.15)

—0o0

00 otherwise

where we define Af (2;0) = (f9 (2;50) — fF (21)) dz.  In the summary
below we show how to approximate equation above with two fast
Fourier transforms. First, we give some necessary details of FFT.
Let t € (0,7] be fixed. The Fourier inversions in equations and
above that we wish to approximate by FFT are both of the form
1 [t
f(z) = / e "oy, (u) du. (6.16)

Pz

Recall from [subsection 3.2.1] that by Corollary since a density is purely
real, equation (|6.16)) above simplifies to

f(z) = 1 Re /00 e~ gy (u) du. (6.17)
n 0

Similar to subsection 3.2.3| the approximation of equation (6.17) under the

DFT begins with the uniform discretization of the domain of integration,
uj=(j—1)Au, j=12,..,N, (6.18)

intending a left-endpoint Riemann sum for f (z; ) at each z; 1, € [—b, b] under

the uniform discretization of the transform domain given by

N
zep=—b+(k—1)Az, k=1,2,..., N, where b = §Azt. (6.19)

186



For the relative entropy methods of this chapter, we recommend the choices

N =22 with Au = %, specified in Carr and Madan (1999), see p. 69. As

in [subsection 3.2.3] this leads under Nyquist optimal sampling to

T
Az = REL and b = 4. (6.20)

For some t € (0,7, and for each 2z € [—b,b], the Riemann approximation

with quadrature weights w; for the real part of the integral in equation

(6.17) above is given by

A
f(zer) = Re/ e kG, (u) du
0

N .
~ Re ijl e~ Mtk G, (uj)w;Au, k=1,2,...,N, (6.21)

where A = NAu. We use the trapezoidal rule for the quadrature weights w;,

see [subsection 3.4.1] Definition [3.12]in [subsection 3.2.3| gives the standard

DFT. From Carr and Madan (1999), p. 68, the Riemann approximation in
equation (6.21]) above can be written as a non-centred and shifted standard
DFT. By this analysis, we obtain for each z; 4, k =1,2,..., N,

N -
flap) ®ReY e My, (ug) wiAu

N S270 (5 _ ibus
= Re ijl e N U (=) gibus g (uj) wjAu. (6.22)

Then, since N = 212 is a power of 2, the DFT in equation (6.22) above can

be evaluated using FFT, see [subsection 3.2.4L However, for the purposes of

this chapter, we only need a subset of the N points computed by FFT. For

a given t € (0,T], we will keep only the points corresponding to
= (—w t,m/i) k=1,2,.., N}, (6.23)

where N; counts the number of FFT points such that 2 € (—7T t, 77\/5)
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Summary of FFT Based Evaluation

Fix t € (0,7]. Then let P; and @ (#) be absolutely continuous measures

with associated densities

1 [t .
P (z) = 277/ e " ¢yp (u) du, and (6.24)
1 oo —iuz
19 (2;0) = o /oo e tgbZtQ (u;0) du, (6.25)

respectively, where @ (6) is a risk-neutral measure under the condition

0 € Qq, see equation (6.4) in |subsection 6.2.1, and where both bzr (u)

and ¢,q (u;0) are L'. Define Af (2;0) = (f9 (z1;0) — fF (1)) dzy.  We
t

approximate the continuous symmetric relative entropy from equation (6.15|)

above, given by

—+o00

/log< fp(ft’ )Af (z1:0) if Qi ~ P,

—0o0

S(Qt(9), ) = , (6.26)

00 otherwise

on two separate levels, as follows.
First of all, by equation (6.21)) above, the densities f7 () and f? (z;6),
defined respectively by equations (6.24]) and (6.25)), have FFT approxima-

tions given by
—i 2T (j—1)(k—1) Jib
(ztk) =~ Re Z] . iR G- e’ ”Jgf) (uj) wjAu, (6.27)
£ (zri 0 Rez e IRUNED M o (w5 0) wiAu,  (6.28)
ji

both for £k =1,2,..., N,
where in each case z; , lies on a uniform discretization of the interval [—4m, 47].
In accordance with equation (6.23|) above, given ¢t € (0,77, for each of the

FFT approximations above, we only retain the points corresponding to the

condition z;, € (—7r t,ﬂ\/f) and this entails that £ = 1,2, ..., N}.
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Secondly, for convenience, for k = 1,2, ..., N, define

f9 (243 0)
fP (Ztk)

where Az is the uniform grid spacing under each FFT approximation. Then

Ag (2,55 0) = log ( ) (fQ (23 0) — fr (ztk)) Az, (6.29)

we obtain
N*

S Ag(zp;0) if Qr ~ P,
=1

DS* (Q:(8), P) = (6.30)

00 otherwise

Notice that the function of § defined by DS* (Q: (0) , P;) in equations
and above forms a Riemann approximation to the continuous sym-
metric relative entropy HS (Q; (6), P;) in equation (6.26). This function
DS* (Q¢ (0), P;) defined above is the function that we will use to approx-
imate the symmetric relative entropy between two absolutely continuous
measures P, and @ (0), for some t € (0,77, and for § € Qgq, for the remainder
of this chapter. The next subsection treats the average symmetric relative

entropy in terms of the above approximating function DS* (Q; (9), P;).

6.2.4 The Average Symmetric Relative Entropy

Recall that Q2p and €2g were respectively defined in equations (6.3) and
(6.4) of [subsection 6.2.1] above. The data for the Parametric Minimum
Entropy Martingale Measure (PMEMM) has been filtered into the two sets

of parameter estimates, p € Qp and 95 € Qg. The estimates for 05 € Qg
were obtained from spot call options prices (January 19th, 2011) on Apple
stock, see[Table 5.9]in [subsection 5.3.2, and will be used as the prior for each

respective model. The role of the prior will be discussed along with the two
stage optimization scheme in below. The estimates for 6p € Qp
were obtained from historical data on Apple stock log-returns (1991-2011)
by the Approximate Maximum Likelihood method (AML), see in
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fsubsection 4.4.2] Recall that our approximation to the symmetric relative

entropy is the function of 6 € Qg given by DS*(Q: (), P;) in equations
(6.29) and (6.30) from [subsection 6.2.3| above, for fixed p € Qp. Let

M be the number of annually based maturity dates used to compute the

average symmetric relative entropy, and consider the right endpoint uniform

discretization of the maturity range ¢ € (0,7] given by

t(m) =mAt, 1,2,..., M, (6.31)
T
here At = —.
where M

The function of § € Q¢ that we effectively minimize is the average symmetric

relative entropy defined by

M
AS(6) = 23" DS* (Quuy (0). Pry) - (6.32)
m=1

Notice that by the definition of DS* (Qt(m) (0) ,Pt(m)) in equation ((6.30)
from [subsection 6.2.3| above , if AS(0) < oo, then Q) (0) ~ Py, for

all m = 1,2..., M. Based on this, we expect that the stronger condition,

Q (0) ~ P, fort € (0,T], will hold approximately, provided that AS (0) < co.

6.3 Minimizing the Average Relative Entropy

Recall from equation (6.32)) in [subsection 6.2.4] immediately above that we

wish to minimize the average symmetric relative entropy given by

M
AS(6) = 3" DS" (Quuny 0) . Pry) (6.33)
m=1

where by equation ((6.30]) of |subsection 6.2.3|, DS* (Qt(m) (0) ,Pt(m)) is our

proposed FFT approximation to the parametric symmetric relative entropy

at maturity ¢t (m) = mAt, m = 1,2,..., M. But, as we mentioned at the
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outset, relative entropy is not necessarily convex in the model parameters,
see Cont and Tankov (2004b), p. 11. Hence, our function AS (), for the
average symmetric relative entropy in equation above, may or may not
be convex in the model parameters 6 € Qg. This is similar to the situation
in Cont and Tankov (2004b), see p. 13, where it is believed that the sum of
squared call options pricing errors, ||C' (6) — C||?, is not necessarily convex.
Moreover, it is expected that due to this lack of convexity in the objective
function, nonlinear least squares minimization may exhibit flat regions near
the solution, see Cont and Tankov (2004b), p. 13. Furthermore, there
may be local minima, see Cont and Tankov (2004b), p. 14. Since lack of
convexity makes the minimization of the sum of squared call options pricing
errors, ||C (A) — C||?, an unstable problem in the manner described above, we
expect that minimization of the average symmetric relative entropy, AS (6),

is also an unstable problem, given that AS (6) is not necessarily convex.

In [subsection 6.3.1] below we propose a two stage optimization routine

to stabilize the minimization of AS (6). This method is adapted from Engl,
Hanke, and Neubauer (1996), see p. 250. Then in [subsection 6.3.2| we show

that our stabilization method is equivalent to the minimization of AS ()
combined with a weighted squared L? norm penalty function. This will
explain why we choose to view 922 as the prior. This equivalence is also

discussed in Engl, Hanke, and Neubauer (1996), see p. 250.

6.3.1 The Two Stage Optimization Routine

Following the same procedure as in Cont and Tankov (2004b), pp. 25-26,
stage one of our stabilization routine for the minimization of the average
symmetric relative entropy AS (0) consists of estimating the model error ¢

by the unstabilized minimum value

§= 9%512%AS 0). (6.34)
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If AS () suffers from a flat region near the solution, then § will be an
accurate estimate. However, if AS (6) suffers from local minima, then
the estimate ¢ will be high. For the results in below we also
keep track of the unstabilized solution for the parametric minimum entropy
martingale, PMEMM(0), whose parameter vector we will denote by

98) = argminAS (0). (6.35)
0eQlg

Recall that we refer to 022 € Qg as the prior, and for each model this is given

by the parameters implied by call options on Apple stock from January 19th,

2011, see [Lable 5.3|in [subsection 5.3.2} In stage two we obtain

fg = argmin ||6 — 65| (6.36)
HEQQ
subject to AS (0) <9,

as the stabilized minimizer of AS (6), see Engl, Hanke, and Neubauer (1996),
Eq. (10.19), p. 250. We refer to 5@ as the parametric minimum entropy
martingale (PMEMM). It represents the closest parameterized measure
to the prior 67, such that the average symmetric relative entropy AS (9)
is bounded above by its unstabilized minimum value §. The above two

stage optimization routine is what we used to obtain the PMEMM results

in below.

6.3.2 Equivalence to Tikhonov Regularization

For some value of v > 0, determined as a function of the model error ¢,
a Tikhonov regularization for the minimization of the average symmetric

relative entropy AS (6), with 0¢) acting as the prior, is given by

I = argmin [4S (8) + ]| - 8], (6.37)
GEQQ
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see Engl, Hanke, and Neubauer (1996), p. 243. The penalty parameter H*Q
is referred to as the prior in this type of regularization scheme, see Cont and

Tankov (2004b), p. 17. The penalty coefficient v > 0 in equation (6.37) may

be determined from the two stage optimization routine of [subsection 6.3.1]

above as follows, see Engl, Hanke, and Neubauer (1996), p. 250. Assume

that the model error d, appearing as the upper bound of the constraint

in equation (6.36]) of [subsection 6.3.1| above, has been determined in some

suitable fashion. The parameter ¢ is often called the noise level. The

Lagrangian corresponding to equation (6.36) in the two stage method of

[subsection 6.3.1] above is given by

0o (\) = argmin [\\6—95\}2+>\(AS (9)—5)], (6.38)
o)

where A > 0 is the Lagrange multiplier. Let A* be the optimal Lagrange
multiplier in equation (6.38]) above, and let

1

== (6.39)

~

Then, after re-arranging terms, and ignoring the constant §, equation (|6.38|)
above becomes the Tikhonov regularization scheme in equation . The
idea behind a regularization scheme such as equation above is that
for an optimal value of the penalty coefficient v the penalized minimization
problem becomes sufficiently convex, see Cont and Tankov (2004b), p. 20.

We have illustrated above that we achieve the same thing by using our

two stage optimization routine from [subsection 6.3.1] which determines an

optimal Lagrange multiplier A\* = %

6.4 Relative Entropy in the Finance Literature

In this section we briefly summarize some of the foundational papers from

the literature on relative entropy minimization in finance.
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6.4.1 The Minimum Relative Entropy Distribution

The Minimum Relative Entropy Distribution (MRED), see Reesor (2001),
pp. 22-23, is known from the field of Information Science, see Cover and
Thomas (1991), p. 277, and has been widely adopted in the finance literature
as a nonparametric method to obtain a risk-neutral measure, see for example
Avellaneda (1998), pp. 451-453, and Stutzer (1996), pp. 1639-41. Below
we present the MRED minimization problem in the discrete case. But, it
also generalizes to the continuous case, see Avellaneda (1998), p. 451. The
discrete relative entropy of ) given P is simply the discrete case of equation

(6.5) from [subsection 6.2.2f above, given by

N

> log (Z—’;) g, fQ<P,

D (Q|P) =1 k=1 (6.40)

o0 otherwise
see Cover and Thomas (1991), p. 277, and Reesor (2001), pp. 20-21.
The Minimum Relative Entropy Distribution (MRED) is the solution, with
D (Q|P) given by equation ([6.40) above, to the problem

ngn D (Q|P) (6.41)
subject to E9 G (X)]=Cy,i=1,2,..., M, (6.42)

N

¢;>0,i=12,..,N,and ¥ g; =1,

i=1
see Reesor (2001), p. 22-23. The quantity X in equation above is a
state-variable for the economy, and the Cj, j = 1,2,..., M, are discounted
cash-flows of traded assets, see Avellaneda (1998), p. 451. The typical
assumption is that the functions G; (X) in equation above are the
discounted payoffs of European call options, e~" [Sp — K j]+, and the Cj

are the corresponding call options prices, see Cont and Tankov (2004b),

p. 21. The problem (6.41) above is convex in @, and has a closed form
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solution for the MRED in terms of the Lagrangian, see Cover and Thomas
(1991), p. 277, Reesor (2001), p. 23, and Avellaneda (1998), p. 451. The
main drawback of the Minimum Relative Entropy Distribution is that for
a given P-measure, P, the equality constraints in above may not be
met within reasonable bounds. In such cases, the solution does not exist,

see Cont and Tankov (2004b), p. 21.

6.4.2 The Method of Cont and Tankov

Cont and Tankov (2004b), see p. 18, considers the least squares options
price calibration problem penalized by relative entropy. A similar prob-
lem was considered in Avellaneda et al (2001), see p. 99. In Cont and
Tankov (2004b), the log-price Y; is modeled as a Lévy process, and further
specialized into a jump-diffusion with finite-activity jumps. This allows the
log-price to be described solely by the volatility o, and a nonparametric Lévy
measure v, on a finite grid. After a suitable discretization of the problem,
see Cont and Tankov (2004a) pp. 443-44, pricing is handled by a version of
the Carr and Madan (1999) formula, see Cont and Tankov (2004a) p. 445,
and the relative entropy of Q) given P may be expressed as

2

T N
Hw)=—= > (% -1)(v;—v]) (6.43)

for maturity 7', with I/JQ = v;, see Cont and Tankov (2004b), p. 41. Notice
that o is not a parameter on the left in H (v) as defined in equation (6.43).
This is because two Lévy processes are equivalent if and only if they share
the same volatility o, and have equivalent Lévy measures, see Cont and

Tankov (2004b), p. 6. Hence, 0 = o is fixed in the model, see Cont and
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Tankov (2004b), p. 10. Thus, the problem becomes
min [||0(y) —C|P+~H (y)}, (6.44)

for some penalty coefficient v > 0, see Cont and Tankov (2004b), p. 18.
Notice that in the solution to problem above, H (v) < oo implies that
@ < P. Tt is further proven in Cont and Tankov (2006), see p. 10, that if
the log-price C.F. under P is L', then Q ~ P.

The penalty coefficient v > 0 is estimated as follows, see Cont and

Tankov (2004b), pp. 25-26. First estimate the model error by
6% = min||C (v) ~ . (6.45)
Then, define the function of v > 0 given by
v (y) = argmin | [C (v) — ClI* +vH (v)| - (6.46)

By the Morozov discrepancy principle, see Engl, Hanke, and Neubauer

(1996), p. 84, for some a > 1,
v =sup{||C (v (7)) = C[ < ad}. (6.47)
>0

Cont and Tankov (2004b), see p. 16, seeks to stabilize the least squares
calibration problem. In above, we stabilized the minimization

of the average symmetric relative entropy, as defined in equation ([6.32))

from [subsection 6.2.4] in effect with a squared L? norm penalty. While we

estimate the model error similar to equation (6.45) above, we are able to
obtain v > 0 by a simple Lagrange multiplier technique.
Placing the Method of Cont and Tankov in the Literature

Citing from Cont and Tankov (2004b), pp. 20-21, there is a method for

incomplete markets from Kallsen (2002) that produces the minimal entropy
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consistent martingale measure (MECMM). The MECMM minimizes the
relative entropy of @ given P, but is also consistent with a basket of market
call options prices on the evaluation day. While Kallsen (2002) provides
theory in support of the MECMM, and related measures, the paper offers
no method of numerical implementation. Strictly speaking, the Method
of Cont and Tankov is not equivalent to the Kallsen (2002) MECMM, see
Cont and Tankov (2004b), p. 21. This is because the Method of Cont
and Tankov restricts the log-price to the class of Lévy processes, or more
specifically jump-diffusions. However, given this restriction, the Method of
Cont and Tankov provides a computable approximation to the MECMM,
see Cont and Tankov (2004b), p. 21.

6.4.3 The Minimal Entropy Martingale Measure

Let P be the objective measure for the discounted stock price e~"S;, let
Qum = {Q & P | such that Q is a martingale measure for e*”St}, and also
let Que ={Q € Qun | @ ~ P}. Recall from [subsection 6.2.2{ above that in
equation we defined relative entropy to be the function of @) given by

E€ [log (Z—%)] =FEF [Z—glog <g—g>} it Q < P,

00 otherwise

1(QIP) = (6.48)

As given in Frittelli (2000), p. 41, the Minimal Entropy Martingale Measure
(MEMM) is defined by the solution Q) to the problem

o 1(@IP), (6.49)

see Frittelli (2000), p. 41. Note that the MEMM is not necessarily structure
preserving. The model under the MEMM may differ in structure from
the model under P. This happens in the Barndorff-Nielsen and Shephard
stochastic volatility model, see Rheinldnder and Steiger (2006), p. 1320.
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The sufficient conditions for the existence of the MEMM given in Frittelli
(2000), see p. 42, are as follows. Each discounted stock price process is
bounded, and there exists Q € Qs such that I (Q|P) < oo. It is also shown
that if there exists @ € Qurp such that I (Q|P) < oo, then the MEMM, Qy,
is equivalent to P, and this is true even if the processes are unbounded, see
Frittelli (2000), p. 43. Note that uniqueness of the solution Qo for the
MEMM follows directly from the convexity of relative entropy in problem
above. Moreover, an options price computed under the MEMM may
be viewed as the limit of the exponential utility indifference price, as the rate
of risk aversion approaches zero, see Cont and Tankov (2004a), p. 344. In
the case of an exponential Lévy process for the discounted stock price under
P, the conditions for the existence of the MEMM simplify considerably, and
the existence merely of a solution to a system containing an equality and
an upper bound determines the existence of the MEMM, see Fujiwara and
Miyahara (2003), p. 515. Moreover, the MEMM for an exponential Lévy
process is another exponential Lévy process, and when this MEMM exists
it is the Esscher transform of a modified log-price with a specified transform

parameter, see Fujiwara and Miyahara (2003), pp. 515-16.

Pricing Call Options under the Heston MEMM and PMEMM

To the best of our knowledge, the existing literature on the MEMM has
not treated either SVJ model or the SVSJ model. However, it was shown
in Hobson (2004), see pp. 554-55, that the MEMM for the Heston model
exists. In terms of the stock price S, the change of measure corresponding
to the Heston MEMM is given by

_dQ?
~dPf’

see Hobson (2004), p. 554. The expression for the Heston MEMM change
of measure, M} in equation (6.50) above, even if ¢t € [0, 7] is fixed, is quite

M7 te0,T], (6.50)
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complicated, see Hobson (2004), p. 554. For example, to the best of
our knowledge, its Fourier transform is not known in closed form. Hence,
numerical evaluation of Mts , in equation above, is beyond the scope
of this thesis. However, we will show how to price a call option under
the Heston MEMM, assuming that MtS in equation above can be
evaluated. First, fix some ¢ € (0,7]. Then the Heston MEMM European

call price is given by

CMEMM ([y — e Tt EQ [(St _ K)+]
=e " M (s;— K)tdpPS. (6.51)
Qs

A more direct method of pricing call options under the Heston MEMM is
provided in He and Zhu (2016). With the Heston MEMM process described
by a suitable SDE, He and Zhu (2016), see p. 237, propose a boundary value
problem (BVP) with the Heston MEMM call price as its solution. Since,
the numerical solution of this BVP appears tractable, we propose it as our

method of computing Heston MEMM call prices for future research.
By contrast, the pricing of a European call option, CZMEMM () under
the Heston PMEMM is simple. Recall from [subsection 6.2.1 above that the

Heston PMEMM is structure preserving, and that with pug = r, only the
other model parameters change. Thus, the exponentially affine risk-neutral

log-price characteristic function is known in closed form, see equation (6.11))

from [subsection 6.2.3|7 with PMEMM parameters §Q € Qg. Hence, we can

price a call option with maturity ¢ € (0, 7] using the log-moneyness version

of the Carr and Madan formula from [subsection 5.2.2.

Comparing the PMEMM to the MEMM

Similar to Cont and Tankov (2004b), pp. 20-21, in comparing their method
to the MECMM of Kallsen (2002), we say that the PMEMM is not equivalent
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to the MEMM. For one, the PMEMM minimizes symmetric relative entropy,
whereas the MEMM minimizes relative entropy. But more importantly, the
PMEMM is structure preserving with changing parameters, whereas the
MEMM allows model structure to change while preserving the parameters.
To the extent that the changing parameters of the PMEMM may actually
correspond to the changing structural form of the MEMM, in terms of the
graph of the risk-neutral density, or the values of the computed call prices,
there is room to consider the PMEMM as a computable approximation to an
alternative version of the MEMM that minimizes symmetric relative entropy
in place of minimizing relative entropy. However, in the absence of a means
for direct comparison, we may only conclude that the PMEMM is an easily
computable alternative solution to a particular minimum relative entropy

problem that may or may not differ from the MEMM.

6.5 PMEMM Results for Apple Stock

All results in this section were computed on an Intel Xeon 2xE5-2643v3
dual processor at 3.4 GHz on 12 cores. The two stage routine for the

minimization of the average symmetric relative entropy AS (6), as described

in [subsection 6.3.1] above was implemented for all five models, using the

function fmincon from Matlab R2016a. Based on the January 19th, 2011

Apple stock call options data, we chose T' = 2 years, with M = 24 months
in equation (6.32)) for AS (6) from [subsection 6.2.4]

6.5.1 Main Line Results and Forecasts

The SVSJ Merton model, the SVJ Merton model, and the SVJ Variance
Gamma model, each for Apple stock (1991-2011), form the main line cases

for this section. Results for these three cases are given below.
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PMEMM: Main Line Results

S 1o o8 K n w ) A Q@ B
SVSJ Merton
Op | 0.360 | 0.167 | 3.849 | 0.167 | 0.643 | -0.278 | 91.38 | 0.062 | 0.009
05 r 0.051 | 1.805 | 0.103 | 0.441 | -0.706 | 64.25 | 0.082 | -0.003
5Q r 0.138 | 1.827 | 0.155 | 0.264 | -0.606 | 64.25 | 0.104 | 0.007
Hg)) r 0.569 | 812.0 | 0.090 | 4.658 | -0.154 | 136.4 | 0.104 | -0.046
Total CPU Time 67.1 sec Risk-Free Rate r 0.293%
Model Error § 0.572 Lagrange Multiplier \* 1.332
SVJ Merton
6p | 0.361 | 0.175 | 3.995 | 0.175 | 0.726 | -0.268 | 10.22 | 0.070 | 0.007
05 r 0.058 | 1.767 | 0.136 | 0.567 | -0.662 | 1.637 | 0.095 | -0.008
§Q r 0.198 | 1.809 | 0.208 | 0.346 | -0.309 | 1.647 | 0.149 | -0.022
605 | ¢ | 11.02| 8799 | 0.160 | 37.25 | 0.450 | 2.789 | 0.145 | -0.091
Total CPU Time 74.7 sec Risk-Free Rate r 0.293%
Model Error § 0.578 Lagrange Multiplier \* 6.449
SVJ Variance Gamma
Op | 0.367 | 0.161 | 3.421 | 0.161 | 0.691 | -0.293 | 13.537 | 0.068 | 0.008
05 r 0.057 | 1.736 | 0.135 | 0.559 | -0.668 | 1.337 | 0.111 | -0.014
§Q r 0.196 | 1.777 | 0.214 | 0.343 | -0.349 | 1.349 | 0.165 | -0.018
65 | v | 1436|1333 | 0.162 | 6.145 | -0.056 | 2.520 | 0.156 | -0.003
Total CPU Time 107 sec Risk-Free Rate r 0.293%
Model Error § 0.599 Lagrange Multiplier \* 5.927
fp | The Historical P-Measure Estimated by AML
0(":2 The Prior Q-Measure Estimated by Nonlinear Least Squares
§Q The PMEMM Estimated by the Two Stage Method
63 | The Unstabilized PMEMM from Stage One to Obtain Model Error §

Table 6.2: PMEMM Parameter Estimates: Apple Stock: Main Cases.
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SVSJ Merton Normalized Log-Price Densities
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Figure 6.1: PMEMM: Normalized Log-Price Densities: SVSJ Model.

SVSJ Merton Discounted Call Payoffs
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Figure 6.2: SVSJ PMEMM: ATM Discounted Call Payoff Forecast.
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SVJ Merton Normalized Log-Price Densities
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Figure 6.3: PMEMM: Normalized Log-Price Densities: SVMJ Model.

SVJ Merton Discounted Call Payoffs
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Figure 6.4: SVMJ PMEMM: ATM Discounted Call Payoff Forecast.
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SVVG Normalized Log-Price Densities
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Figure 6.5: PMEMM: Normalized Log-Price Densities: SVVG Model.
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Figure 6.6: SVVG PMEMM: ATM Discounted Call Payoff Forecast.
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Analysis of Main Line Results

We will focus here on the results for the SVSJ Merton model from [Table 6.2]
[Figure 6.1 and |[Figure 6.2l It is clear from [Figure 6.3| and |[Figure 6.4] for
the SVJ Merton model, as well as [Figure 6.5 and |[Figure 6.6| for the SVVG
model, that these cases are similar. shows that the unstabilized
estimate, 98 ), of the PMEMM for the SVSJ Merton model has a very high

value of k, with an unrealistically high value of w, suggesting a sharp struggle
to contain the volatility of the volatility. This is very different from the
stabilized estimate, 5@, of the PMEMM for the SVSJ Merton model in
which has been influenced by the prior 6f,. The stabilization
process has lead to an estimate of the PMEMM, 6, for the SVSJ model in
with a modest value of , and a realistic value of w. But, despite
the difference between these two estimates, 6~?Q and 98 ), of the PMEMM for
the SVSJ Merton model, indicates that the graphs of the two
corresponding normalized log-price densities are essentially the same. The
maturity of 300 days was chosen in since it lies off the monthly

maturity grid, and is also relatively late within the two year time horizon.

Main Line Forecasts

In|Figure 6.2 |Figure 6.4} and [Figure 6.6] respectively, we have plotted a daily

sequence of discounted call option payoffs on Apple stock at-the-money for
the SVSJ Merton, SVJ Merton, and SVVG models. The evaluation day
is January 19th, 2011, and the maturities run from 15 days to 504 days
past this date. The true values under the P-measure are based on realized
historical prices of Apple stock. For the three Q-measure based forecasts
considered in each respective figure, the Carr and Madan (1999) formula
was used, under the parameters in to obtain the forecasts of the
at-the-money discounted call option payoffs. Focusing again on the SVSJ
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Merton model in above, observe that for the stabilized and un-
stabilized PMEMM estimates, 5@ and 0((5), from |Table 6.2 the discounted

call option payoff forecasts are essentially the same, suggesting that only
the graph of the log-price density matters, and not the parameters. Also,
this shows that in the main line case, the prior % does not influence the
PMEMM options price forecasts. The prior only influences our choice of
the optimal parametric solution 5@. But, we prefer the stabilized estimate
of the PMEMM, §Q, since it is consistent with our prior beliefs about para-
metric structure. For the practical benefits of the PMEMM forecast, as
compared to the option implied Q-measure forecast, we refer to
where the case is illustrated for the SVSJ Merton model. Observe that
in the last 250 days, the forecast of the at-the-money call options priced
under the PMEMM is much closer to the graph of the realized discounted
at-the-money call payoffs based on the historical prices of Apple stock, than
the forecast of the at-the-money call options priced under the option im-
plied Q-measure is. As pointed out in Chernov and Ghysels (2000), see p.
447, the option implied Q-measure is only sufficient for shorter maturities.
Longer maturities require the excess kurtosis of the return based P-measure
in order to be well priced. Observe in for the SVSJ Merton
model that the density for the risk-neutral PMEMM has the same shape as
the graph of the density for the historical P-measure, suggesting that @ ~ P
holds at the stated level of the maturity. Moreover, observe in particular
that the PMEMM density has the same wide hips as the historical return
based density. This indicates excess kurtosis, and it is why the PMEMM
outperforms for later maturities. However, the option implied Q-measure
is clearly better for shorter maturities. Lastly, since each model produces a
similar PMEMM forecast, we believe it is the PMEMM itself, and not the

choice of model, that leads to long term forecasting success.

206



6.5.2 Additional Results and Forecasts

The additional cases are the SVJ Meixner model, and the Heston model.
Their behaviour is essentially the same as the main line cases. However,
the SVJ Meixner model appears to suffer from a high estimate of the model
error §, and the P-measure for the Heston model is quite different from
the prior Q-measure. The analysis will investigate these differences, and

provide a modified approach in the Heston case.

S 1o od K n w p A @ 153

SVJ Meixner

Op | 0.368 | 0.152 | 3.256 | 0.152 | 0.715 | -0.299 | 5.227 | 0.166 | 0.277

05 T 0.056 | 1.720 | 0.134 | 0.554 | -0.670 | 0.396 | 0.293 | -0.380

0g T 0.190 | 1.741 | 0.231 | 0.389 | -0.500 | 0.448 | 0.414 | -0.362

Qg)) r 1.097 | 1588 | 0.222 | 21.62 | -0.889 | 225.2 | 0.011 | -0.601
Total CPU Time 56.4 sec Risk-Free Rate r 0.293%
Model Error § 0.601 Lagrange Multiplier \* 0.5392

Heston

Op | 0.254 | 0.226 | 21.98 | 0.226 | 2.428 | -0.125 -

05 T 0.071 | 1.973 | 0.148 | 0.604 | -0.556 -

0o T 0.229 | 1.997 | 0.208 | 0.436 | -0.259 -

65 |+ 0300 28.05| 0210 | 2873 | -0.161 ]
Total CPU Time 50.4 sec Risk-Free Rate r 0.293%
Model Error § 0.286 Lagrange Multiplier \* 0.9562

0p | The Historical P-Measure Estimated by AML

022 The Prior Q-Measure Estimated by Nonlinear Least Squares

0o | The PMEMM Estimated by the Two Stage Method

09 | The Unstabilized PMEMM from Stage One to Obtain Model Error §

Table 6.3: PMEMM Parameter Estimates: Apple Stock: Extra Cases.
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SVJ Meixner Normalized Log-Price Densities
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Figure 6.7: PMEMM: Normalized Log-Price Densities: SVMX Model.

SVJ Meixner Discounted Call Payoffs
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Figure 6.8: SVMX PMEMM: ATM Discounted Call Payoff Forecast.
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Heston Normalized Log-Price Densities
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Figure 6.9: PMEMM: Normalized Log-Price Densities: Heston Model.
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Figure 6.10: Heston PMEMM: ATM Discounted Call Payoff Forecast.

209



Analysis of Additional Results and Forecasts

As illustrated in[Figure 6.7]and [Figure 6.8 above for the SVJ Meixner model,

as well as [Figure 6.9| and [Figure 6.10| above for the Heston model, the gen-

eral analysis provided in [subsection 6.5.1]above will suffice for the additional
results and forecasts. But, notice in for the SVJ Meixner model
that the graphs of the PMEMM density and the unstabilized PMEMM(0)
density do not perfectly coincide. Accordingly, in[Figure 6.8the correspond-

ing forecasts of the discounted call options payoffs fail to coincide exactly.
But, also notice that the model error § for the SVJ Meixner PMEMM is
the highest, and the optimal Lagrange multiplier A* is the lowest, for any
of the models considered in this chapter, see [Table 6.2] and [Table 6.3| above.
We believe that this § is a local minimum of problem , stage one of

lsubsection 6.3.1] Thus, it is too high. This causes slack in the constraint of

problem ([6.36]), stage two of [subsection 6.3.1L Thus, the optimal Lagrange

multiplier A\* is too low, implying that the weight v = )\i on the prior is
too high. This unbalances the PMEMM slightly. Looking at
for the SVJ Meixner model, we see that as the PMEMM approaches the
prior, it also moves closer to P. Thus, in for the SVJ Meixner
forecast, the PMEMM discounted payoff forecast lies above the unstabilized
PMEMM(0) discounted payoff forecast.

For the Heston case, observe in that the parameter vector, 0p,
for the P-measure is quite far away from the prior, 96. The values of k and
w under the P-measure are too large. This occurs because the Heston model
has no jumps, and it is a poor fit to the Apple stock log-return data which
has many jumps. In order to obtain a solution for the PMEMM under this

particular Heston model, we need to induce extra weight on the prior. We

modify the two stage optimization from [subsection 6.3.1] as follows. Stage
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one is the same with

0= GIQSI%;AS ), (6.52)

as in equation ((6.34]). But, in stage two we scale up ¢§ in the constraint of
equation ([6.36)) to ad, for some factor @ > 1. This is similar to the Morozov

discrepancy principle in equation (6.47)) of [subsection 6.4.2| above, covering

the method of Cont and Tankov. For the Heston case in above,

we used a = 1.01. Stage two of the two stage optimization becomes

fg = argmin ||6 — 65 (6.53)
QEQQ
subject to AS (0) < ad, for some a > 1.

Equation (|6.53)) above leads to a consistent solution for the Heston PMEMM
in above. But, notice in above that the distance
between the Heston PMEMM discounted call payoff forecast and the forecast

based on the prior is slightly less than the same for the other models.

6.5.3 On the Choice of M in the PMEMM

In this subsection we table the PMEMM results for Apple stock, again with
time horizon 7" = 2, but with various uniform maturity date sets corre-
sponding to M = 3, 6, 12, 24, 48, and 96. We refer to this simply as the
PMEMM(M). We give results for all five models, finding that as M reaches
96, only two of the models remain self-consistent in both the parameters
and the tabled call prices, while one of the models remains self-consistent
beyond M = 24 only in the tabled call prices, and the other two models di-
verge only when M = 96. Because only some of the models appear to have
a robust PMEMM(M) for large M, for practical purposes we recommend

monthly maturities, with M = 24 when T = 2, to cover all five models.
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SVJ Merton PMEMM (M)

og K n w P A « B
M=3 |0173 | 1.791 | 0.184 | 0.409 | -0.581 | 1.650 | 0.164 | 0.083
M=6 |0.179 | 1.790 | 0.194 | 0.413 | -0.574 | 1.649 | 0.165 | 0.065
M =12 | 0.185 | 1.792 | 0.200 | 0.395 | -0.555 | 1.648 | 0.160 | 0.053
M =24|0.198 | 1.809 | 0.208 | 0.346 | -0.309 | 1.647 | 0.149 | -0.022
M =48 | 0.200 | 1.809 | 0.212 | 0.350 | -0.325 | 1.646 | 0.144 | -0.013
M =96 | 0.200 | 1.808 | 0.213 | 0.346 | -0.348 | 1.646 | 0.144 | -0.006

Table 6.4: PMEMM (M) Parameters: Various M: SVMJ Model.

M=3 | M=6|M=12| M =24 | M =48 | M =96
Time 16.7 30.7 42.5 4.7 367 242
Table 6.5: Time in Seconds to Compute PMEMM(M): SVMJ Model.
3 mo. | 6 mo. | 12 mo. | 18 mo. | 24 mo. | Sy | 338.84
M =3 | 32.047 | 45.493 | 64.341 78.677 | 90.643 | r | 0.2934%
M =6 | 32.174 | 45.668 | 64.617 | 79.042 | 91.083 -
M =12 | 32.311 | 45.840 | 64.847 | 79.314 | 91.386 -
M =24 | 32,508 | 46.045 | 65.061 79.517 | 91.567 -
M =48 | 32.507 | 46.043 | 65.079 | 79.558 | 91.630 -
M =96 | 32.506 | 46.051 | 65.104 | 79.598 | 91.682 -

Table 6.6: ATM Call Prices at PMEMM(M): SVMJ Model.

As M reaches 96, the SVJ Merton PMEMM (M) is the most self-consistent,

in both parameters and call prices, of any of the four models with jumps.

Reasons for choosing M = 24 in this case are that the PMEMM(M) and the

call prices have sufficiently converged, and M = 24 is faster.
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Heston PMEMM(M)

Table 6.7 PMEMM (M) Parameters: Various M:

o3 K n w P
M =3 |0.225| 1.995 | 0.211 | 0.436 | -0.288
M =6 |0.226 | 1.993 | 0.213 | 0.452 | -0.309
M =121 0.227 | 1.994 | 0.212 | 0.450 | -0.296
M =241 0.229 | 1.997 | 0.208 | 0.436 | -0.259
M =48 0.225 | 1.993 | 0.215 | 0.459 | -0.315
M =96 | 0.229 | 1.997 | 0.209 | 0.437 | -0.260

Heston Model.

M=3

M =6

M =12

M =24

M =48

M =96

Time

8.1

114

25.6

50.4

44.3

67.2

Table 6.8: Time in Seconds to Compute PMEMM(M): Heston Model.

3 mo. | 6 mo. | 12 mo. | 18 mo. | 24 mo. | Sy | 338.84
M =3 | 31.557 | 44.130 | 61.563 | 74.792 | 85.863 0.2934%
M =6 | 31.645 | 44.247 | 61.723 | 74.990 | 86.096 -
M =12 | 31.709 | 44.310 | 61.761 | 75.000 | 86.082 -
M =24 31.802 | 44.378 | 61.733 | 74.875 | 85.871 -
M =48 | 31.636 | 44.269 | 61.822 | 75.161 | 86.328 -
M =96 | 31.785 | 44.369 | 61.750 | 74.915 | 85.931 -

Table 6.9: ATM Call Prices at PMEMM(M): Heston Model.

The PMEMM(M) for the Heston model is fully self-consistent as M reaches

96, as are the at-the-money call prices.

But, this is partly because of the

extra coercion that was necessary in this case, in order to conform to the

prior. See equation ([6.53)) in [subsection 6.5.2] above.
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SVJ Meixner PMEMM (M)

od K n w P A e B
M =3 | 0.155 | 1.755 | 0.148 | 0.214 | -0.066 | 0.793 | 0.426 | -1.099
M =6 |0.187 | 1.745 | 0.217 | 0.350 | -0.472 | 0.459 | 0.439 | -0.356
M =12 | 0.189 | 1.743 | 0.223 | 0.365 | -0.478 | 0.453 | 0.425 | -0.359
M =2410.190 | 1.741 | 0.231 | 0.389 | -0.500 | 0.448 | 0.414 | -0.362
M =48 | 0.192 | 4.436 | 0.208 | 0.749 | -0.263 | 1.292 | 0.245 | -0.400
M =96 | 0.181 | 4.948 | 0.198 | 0.826 | -0.282 | 2.187 | 0.212 | -0.232

Table 6.10: PMEMM(M) Parameters: Various M: SVMX Model.

M=3|M=6|M=12 | M =24 | M =48 | M =96
Time | 105 19.5 36.3 56.4 511 1071
Table 6.11: Time in Seconds to Compute PMEMM (M): SVMX Model.
3 mo. | 6 mo. | 12 mo. | 18 mo. | 24 mo. | Sy | 338.84
M =3 | 32,503 | 46.221 | 65.331 | 79.753 | 91.735 | r | 0.2934%
M =6 | 32430 | 46.198 | 65.729 | 80.641 | 93.072 -
M =12 | 32.431 | 46.221 | 65.825 | 80.810 | 93.306 -
M =24 32.398 | 46.221 | 65.933 | 81.027 | 93.619 -
M =48 | 32.439 | 46.090 | 65.423 | 80.108 | 92.315 -
M =96 | 32.405 | 46.080 | 65.436 | 80.127 | 92.334 -

Table 6.12: ATM Call Prices at PMEMM(M): SVMX Model.

Beyond M = 24, the SVJ Meixner PMEMM(M) is self-consistent in the

call prices only. The PMEMM(M) parameters themselves diverge from the
pattern at both M = 48 and M = 96. However, the choice M = 24 for the
SVJ Meixner PMEMM (M) appears to be reasonable.
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SVVG PMEMM (M)

o3 K n w P A Q@ B
M =3 |0.161 | 1.754 | 0.197 | 0.440 | -0.593 | 1.353 | 0.206 | 0.037
M=6 |0.188 | 1.769 | 0.204 | 0.312 | -0.505 | 1.352 | 0.183 | 0.011
M =121 0.186 | 1.761 | 0.209 | 0.370 | -0.543 | 1.350 | 0.181 | 0.026
M =2410.196 | 1.777 | 0.214 | 0.343 | -0.349 | 1.349 | 0.165 | -0.019
M =48] 0.196 | 1.775 | 0.215 | 0.335 | -0.386 | 1.349 | 0.165 | -0.008
M =96 | 0.242 | 34.993 | 0.241 | 1.315 | -0.104 | 0.033 | 1.967 | -5.315
Table 6.13: PMEMM(M) Parameters: Various M: SVVG Model.
M=3|M=6|M=12 | M =24 | M =48 | M =96
Time | 14.3 21.9 08.2 107 157 231

Table 6.14: Time in Seconds to Compute PMEMM(M): SVVG Model.

3 mo. | 6 mo. | 12 mo. | 18 mo. | 24 mo. | Sy | 338.84
M =3 | 31.534 | 45.126 | 64.471 79.285 91.657 r | 0.2934%
M =6 | 32.424 | 46.053 | 65.238 | 79.829 | 91.987 -
M =12 | 32.327 | 45.961 | 65.216 | 79.895 | 92.140 -
M =24 | 32.441 | 46.054 | 65.274 79.917 92.125 -
M =48 | 32.441 | 46.068 | 65.317 79.984 92.211 -
M =96 | 35.287 | 50.694 | 72.722 | 89.602 | 103.70 -

Table 6.15: ATM Call Prices at PMEMM(M): SVVG Model.

For M = 96, the PMEMM (M) for the SVVG model diverges from its well

established pattern, and in this case the at-the-money call prices are also
affected at M = 96. However, the choices M = 24 and M = 48 both appear
to be reasonable for the SVVG model PMEMM(M).
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SVSJ Merton PMEMM (M)

o3 K n w P A Q@ B

M =3 | 0117 | 1.817 | 0.136 | 0.345 | -0.676 | 64.252 | 0.105 | 0.055
M =6 |0.109 | 1.811 | 0.138 | 0.395 | -0.690 | 64.252 | 0.116 | 0.041
M =12 0.130 | 1.830 | 0.143 | 0.233 | -0.597 | 64.252 | 0.114 | -0.003
M =241 0.138 | 1.827 | 0.155 | 0.264 | -0.606 | 64.252 | 0.104 | 0.007
M =48 | 0.143 | 1.827 | 0.162 | 0.272 | -0.600 | 64.252 | 0.098 | 0.009
M =96 | 0.011 | 0.854 | 0.508 | 0.450 | -0.382 | 69.371 | 1E-4 | -0.107

Table 6.16: PMEMM(M) Parameters: Various M: SVSJ Model.

M=3 | M=6|M=12| M =24 | M =48 | M =96
Time | 13.2 17.4 o7.8 67.1 76.3 408

Table 6.17: Time in Seconds to Compute PMEMM (M): SVSJ Model.

3 mo. | 6 mo. | 12 mo. | 18 mo. | 24 mo. | Sy | 338.84
M =3 | 32.098 | 45.783 | 65.209 | 80.095 | 92.538 | r | 0.2934%
M =6 | 31.677 | 45.448 | 65.185 | 80.390 | 93.112 -
M =12 | 32.599 | 46.448 | 65.966 | 80.821 | 93.194 -
M =24 32.598 | 46.436 | 66.008 | 80.934 | 93.375 -
M =48 | 32.635 | 46.467 | 66.050 | 80.992 | 93.447 -
M =96 | 21.676 | 39.927 | 72.151 | 99.542 | 122.95 -

Table 6.18: ATM Call Prices at PMEMM(M): SVSJ Model.

Again, for M = 96, the PMEMM (M) for the SVSJ Merton model diverges
from its pattern. Also in this case, the at-the-money call prices are affected
at M = 96. But, the choices M = 24 and M = 48 both remain reasonable
for the SVSJ Merton model PMEMM(M).
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In summary, we have found that the Heston and SVJ Merton models
each have a robust PMEMM(M) as M reaches 96. For the SVVG, and
SVSJ Merton models, we have found that for T" = 2, M should not exceed
48. However, for the SVJ Meixner model it appears that we must choose
M = 24. For reasons of both stability and computational speed, we have

chosen M = 24 months, when T = 2, for all five models.

6.6 Conclusion

1. For each of the five models, the PMEMM provides a good forecast
of longer term at-the-money discounted call option payoffs. This is
consistent with the main result from Chernov and Ghysels (2000), that
the kurtosis found in historical returns is a necessary ingredient for the
pricing of late maturity options. But, the option implied Q-measure
provides a better forecast of the same, for shorter maturities. Note
that no particular model stands out, suggesting that it is the PMEMM

itself that leads to superior long term forecasting success.

2. In future research, we propose to obtain bootstrap standard errors for
the parameters of the PMEMM as follows. First, using the asymptotic
normal distribution from Remark [5.1]in [subsection 5.3.2] simulate 100

copies of 0 (m) € Qg, m = 1,2,...,100. Next, by using the same

P-measure parameters, p € Qp, for each run, execute the two stage

optimization routine from [subsection 6.3.1|for the PMEMM, obtaining

5@ (m) € Qg, m = 1,2,...,100., corresponding to each 05 (m) € Qq,
m =1,2,...,100. Then compute bias, RMSE, and standard errors.

3. The PMEMM is an easily computable approximation to a version of
the minimum relative entropy Q-measure, proposed as a solution for

incomplete market models. In future research, we propose to make a
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direct numerical comparison between Heston call options priced under
the MEMM and the PMEMM, respectively. The Heston call options
under the MEMM will be priced in a manner similar to the numerical
boundary value problem solved in He and Zhu (2016). The Heston
call options under the PMEMM will be priced by the Carr and Madan
(1999) formula. This comparison will reveal any possible similarity

between the MEMM and the PMEMM.

. For a fixed time horizon T, as the number M of uniformly placed
maturity dates used to compute the PMEMM gets large, the Heston
and SVJ Merton models appear to be the most self-consistent of the
five models considered for the PMEMM, in the sense that the PMEMM
parameters and at-the-money call prices stay on the same course as

M gets large for these two models in particular.
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Part 111

Monte Carlo Methods
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Preface to Part 111

This part covers aspects of the thesis that could only be treated by Monte
Carlo. In we introduce a new conditional Monte Carlo pricing
technique, based on a conditional version of the Carr and Madan (1999)
formula. We call our method conditional FFT. Instead of averaging the
conditional call prices, we average the Fourier transforms of the respective
conditional damped call prices, and prove that this latter average converges
almost surely to the Fourier transform of the damped call price. Thus,
conditional FFT requires only one fast Fourier transform. Also in[Chapter 7]
by conditioning on the jump intensity, we are able to calibrate the non-
affine Leveraged Jump Intensity (LJI) model fromto the selection
of spot options prices on Apple stock, as introduced in above.
These results show that the model for the leverage effect provided by the
LJI model leads to a much lower RMSE than the Barndorff-Nielsen and
Shephard (2001) stochastic volatility model. Then in we provide
a new acceptance-rejection technique for simulating Meixner increments,
called the method of least squares rejection. We use a normal inverse-
Gaussian rejection density. This technique was used for simulating the
SVJ Meixner model in above. We also show that our technique
simulates European options prices under the Meixner model more accurately

than the method illustrated in Madan and Yor (2008).
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Chapter 7

Conditional FFT and the LJI
Meixner Model

7.1 Introduction

The main goal of this chapter is to calibrate by least squares the new LJI

model from [subsection 2.7.2] under the Meixner jumps of [subsection 2.3.3]

to the closing book of call options prices on Apple stock, for January 19th,
2011. However, since the LJI model does not have a closed form log-price
characteristic function, we require an alternative pricing mechanism in order
to calibrate. In the early literature on stochastic volatility, conditional
Monte Carlo was proposed as a European call option pricing technique,
see Hull and White (1987), pp. 289-90, where the call price is conditioned
on the average variance of the stock price over the life of the option. It
was believed for some time that this application of conditional Monte Carlo
required the correlation p between the stock price and the variance of the
stock price to be zero. Willard (1997) shows that if instead the entire

path of the Brownian motion driving the stock price variance is conditioned

221



upon, then any p € [—1,1] is possible for call option pricing under stochastic
volatility by conditional Monte Carlo. It is also shown in Willard (1997), see
Exhibit 4, p. 56, that conditional quasi-Monte Carlo (QMC) outperforms
conditional Monte Carlo for the Heston model. However, as pointed out in
Imai and Tan (2006), see pp. 149-50, the Willard (1997) analysis relies on
the Black-Scholes formula for conditional pricing. Thus, the Willard (1997)
analysis is strictly limited to diffusions.

In this chapter we propose a new conditional Monte Carlo call option
pricing method that is based on conditional characteristic functions and the
inverse Fourier transform. Specifically, for conditional call option pricing,

our method employs a conditional version of the Carr and Madan (1999)

formula, to be derived in [subsection 7.4.1] below. The method is broad

enough to cover models with jumps and stochastic jump intensity. Thus, it
is suitable for the LJI model. In the development below we assume that the

LJI model has Meixner jumps. But, LJI model results for VG and Merton

jumps are also given in [subsection 7.5.3] at the end of this chapter.

In [Section 7.2 we begin with methods of pathwise simulation for the CIR,

process by both Monte Carlo and QMC, since we ultimately condition on
either the volatility or the jump intensity. Then in we derive
a conditional log-price characteristic function for each of the time changed
stochastic exponential Meixner model (TCMX), the LJI Meixner model, and
the SVSJ Merton model. In we formally derive the conditional
Carr and Madan formula, and the new call option pricing method that
we refer to as conditional FFT. Also, we provide benchmark pricing tests
against the unconditional Carr and Madan (1999) formula for the TCMX
and SVSJ models. Then in[Section 7.5 we undertake benchmark calibration
of the TCMX and SVSJ models. For comparison to the LJI Meixner model,
we also calibrate the Barndorff-Nielsen and Shephard stochastic volatility
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model (BN-S) from [subsection 2.7.1| by exact FFT. Lastly, we calibrate the
LJI Meixner model, and the LJI model under both VG and Merton jumps,
each by conditional FFT. We conclude in

7.2 Pathwise Simulation of the CIR Process

In this section we illustrate the simulation of CIR process paths. Below in

lsubsection 7.2.1] and [subsection 7.2.2] we treat the simulation of Brownian
motion paths by Monte Carlo, and quasi-Monte Carlo (QMC), respectively.

Then in [subsection 7.2.3| we present a drift-implicit Milstein scheme for sim-

ulating the CIR process from Brownian motion paths. This drift-implicit
Milstein scheme remains positive for 4xn > w?, see Kahl, Giinther, and
Rossberg (2008), p. 289, and has strong convergence for 2xn > w?, see
Kloeden and Neuenkirch (2013), p. 71.

7.2.1 Simulating Brownian Paths by Monte Carlo

For Monte Carlo, we simulate antithetic standard Brownian motion paths, as
recommended for European call option pricing by conditional Monte Carlo
in Hull and White (1987), p. 289, and in Willard (1997), p. 51.

Let W, t € [0,7] be a standard Brownian motion. For a suitable

number of time steps J, we discretize time by

T
At = - and (7.1)
t;=jAt j=0,1,2,..,J— 1. (7.2)

Let M be the number of standard Brownian motion paths to be simulated,

and assume that M is even. Then simulate
Un i1~ Unif[0,1), i.i.d. (7.3)

M
form=1,2,..., 5 and j =0,1,2,...,J — 1.
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In traditional Monte Carlo, each U, j+1 is treated as a random number.
In quasi-Monte Carlo, we relax this assumption. One consequence is that
traditional Monte Carlo estimates have a sample standard error.

Given the U, j+1 from equation , we define antithetic standard

Brownian motion paths as follows. For j =0,1,2,...,J — 1, let

M

ZmJ+1::¢71(Uﬁd+1),ﬁm7n::1,2wu,7?,and (7.4)
. M

Zm,j+1 = - (Um—%hj-{-l) ) fOI' m = 7 =+ 1, ,M (75)

Then, for m = 1,2, ..., M, starting from W,, g = 0, iterate
Wm,j+1 = Wm,j + VvV Ath,j-f—la 7=0,1,2,....J —1. (76)
Furthermore, for m = 1,2, ..., M, letting

AWty = Wity = Wonts 5= 0,1,2, 00, J — 1, (7.7)
we obtain the increments AWy, j11 ~ N (0, At) of the M standard Brow-

nian motion paths, each with J equal time steps of length At = % For

the Brownian motion paths sampled by Monte Carlo, we simulate a total

of M, = 8192 paths, twice the number that we generate for QMC, see

[subsection 7.2.2 below. In the benchmark pricing of [subsection 7.4.4] this

shows that QMC prices more efficiently than Monte Carlo, even with only

half the number of simulations. The numbers of time steps Jp per maturity

are the same for Monte Carlo as for QMC, see [subsection 7.2.2| below.

7.2.2 Simulating Brownian Paths by Quasi-Monte Carlo

A QMC sequence is a non-random sequence of the form {um|um € [0, 1)J}
for some positive integer dimension J, offering an alternative to a Monte
Carlo. The main idea behind a QMC sequence is to distribute points
within [0, 1)‘] as evenly as possible, see Glasserman (2004), p. 281. A set
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. . M
of QMC points is defined by Py = {um\um €10,1) }

. for some positive
integer M which is typically less than the number of sinu;lations required for
ordinary Monte Carlo. Sobol’ sequences are a particular implementation
of QMC, see Glasserman (2004), §5.2.3. In this thesis we use the high
dimensional Sobol’ sequences with maximum dimension 1,111 proposed in
Joe and Kuo (2003), see p. 52. Specifically, we use the Matlab R2016a
Sobol” sequence generator based on the Joe and Kuo (2003) paper.

For Brownian motion paths generated by QMC with Sobol’ sequences,

we use Myme = 4096 paths. This is half the number of paths used for Monte

Carlo, see|subsection 7.2.1labove. For QMC we do not use antithetic paths,

as they are of no consequence in this case, see Willard (1997), p. 59, note
14. 1In each of our applications, the dimension J of each Sobol’ sequence
is the number Jp of time steps to maturity T along the generated path
of the Brownian motion driving the CIR process, where the CIR process

models the latent factor that we condition on. Recall from [subsection 5.3.

that for the Apple call options data set of this thesis, based on the January
19th, 2011 close, the exact maturity dates are given by 22, 41, 61, 123, 192,
253, and 503 days, respectively. Given a 21 day month, these maturities
are approximately 1, 2, 3, 6, 9, 12, and 24 months. Thus, we use the
exact number of days, divided by 252, for each maturity 7T in years, and
we determine the number of time steps Jr to maturity by the approximate
number of months to maturity. Thus, with 46 time steps per month, we
require Sobol” sequence dimensions of 46, 92, 138, 276, 414, 552, and 1104,
respectively.

The QMC approximation is typically described as an integral over the
unit hypercube of dimension J. The effective dimension J’ is the integer
number of important variables in the problem, in the sense that these impor-

tant variables determine most of the solution, see Lemieux (2008), p. 216.
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High dimensional problems are more likely to succeed when .J’ is much less
than J. Typically J’ is unknown and can only be estimated, see Lemieux
(2008), pp. 225-28. However, Glasserman (2004), pp. 86-88, shows how
to illustrate the effective dimension obtained from the principal components
construction of a standard Brownian motion path, see following
the analysis below. As recommended in Acworth, Broadie, and Glasserman
(1998), see pp. 11-12, we use the principal components construction for the

quasi-Monte Carlo approach to simulating Brownian motion paths.

We now proceed in a manner similar to Monte Carlo in [subsection 7.2.1|

above. We let Wy, t € [0,T] be a standard Brownian motion, and for a

suitable number of time steps J, we discretize time by

T
At = 5 and (7.8)
t;=jAL j=0,1,2,...,J. (7.9)

Let M be the number of standard Brownian motion paths to be generated,
and to improve the uniformity of the Sobol’ sequence, assume that M is a
power of 2, see Imai and Tan (2006), p. 143. Then, for m = 1,2,..., M,
with W, (0) = 0, each vector

Wi = Wi (t1), Wi (£2) 5 oo, Wi (£)] (7.10)

is a discrete standard Brownian motion path. The construction of the paths

proceeds as follows. Generate

Um,j+1 € [0,1), (7.11)
form=1,2,...M,and j =0,1,2,...,.J — 1,

from a J dimensional Sobol’ sequence {um\um eo, 1)‘]}. Then set

Zinj+1 = @ (umg41), (7.12)
form=1,2,...M,and j=0,1,2,....J — 1.
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We now define the collection of vectors
Zm = [Zm1s Zm2y - Zm.a| (7.13)
m=12,...M.
Thus, each J x 1 vector W,,, see equation above, is given by
Wi = AZp,, (7.14)

where the J x J matrix A satisfies AA’ = X, such that ¥ is the covari-
ance matrix of the discrete standard Brownian motion path W,,. This is
discussed in Glasserman (2004), see p. 87. Moreover, the autocovariance

function for standard Brownian motion is given by
¢(s,t) =min{s,t}, for all s,¢ >0, (7.15)

see Grimmett and Stirzaker (2001), p. 516. Therefore, assuming equal time

steps At, equation ([7.15]) implies that for each m =1,2,..., M,

11 1
s=aA=| T T lay (7.16)
1 2 J

is the covariance matrix of W,,,. Thus, since ¥ is symmetric, it is orthogo-

nally diagonalizable such that
A=PD3, (7.17)

where D is a diagonal matrix whose nonzero entries are the eigenvalues
A1, A2, ..., Ay of the covariance matrix ¥, and the matrix P has columns
given by the corresponding normalized eigenvectors vy, va,...,v;. The main
idea of the principal components construction is to rank the eigenvalues from

largest to smallest. Then since the jth column of A is given by
Aj: \//\jvj,j:1,2,...,J, (718)
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see Glasserman (2004), p. 87, it follows from equation above that
the standard Brownian paths given by W, = AZ,,, m = 1,2,.... M, see
equation above, are determined primarily by the first few dimensions
of the Sobol” sequence. This is desirable since the first few dimensions of a
QMC sequence are known to have better equidistributional properties, see
Acworth, Broadie, and Glasserman (1998), p. 7.

We now illustrate the effective dimension obtained from the principal
components construction, as in Glasserman (2004), p. 88. Let Jr («) be
the smallest index k such that

A+ A+ .+ A
AL+ A+ ..+ Ay

Table 7.1 below considers Jp («) for the dimensions used in this chapter.

>a e (0,1). (7.19)

T in Days | Dimension Jr | Jr (.95) | Jr(.99) | P.C. CPU Time
22 46 4 18 0.011 sec
41 92 ) 20 0.021 sec
61 138 5 20 0.032 sec
123 276 ) 21 0.069 sec
192 414 ) 21 0.115 sec
253 552 5 21 0.175 sec
503 1104 5 21 0.453 sec

Table 7.1: P.C. Analysis: An Illustration of the Effective Dimension.

It is suggested in above that the effective dimension of the
Brownian motion paths is made small by the principal components con-
struction, particularly for the 253 day and 503 day maturities. However, the
computational complexity of the principal components strategy is O (M J%),
see Lemieux (2008), p. 223. Thus, the CPU time to process M = 4096
paths with dimension Jr = 1,104 is disproportionately large.
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Along each path m = 1,2, ..., M, the Brownian motion increments

AWpio 1 §=0,1,2,..,0 —1, (7.20)

410

are obtained by taking differences over each path vector

W = [Wm (tl) s W (tg) sy W, (t])}/ , with
Wi (0) = 0.

Lastly, there is a field of study called randomized quasi-Monte Carlo (RQMC),
see Lemieux (2008), §6.2, which allows a standard error to be computed.

However, in this thesis we only require the exact QMC estimates for option

price calibration in below. Thus, we do not pursue RQMC.

7.2.3 Simulating CIR Paths from Brownian Motion Paths

In this subsection we present the drift-implicit Milstein approximation to
the CIR process from Kahl, Giinther, and Rossberg (2008), see p. 289, as
the method that we use to simulate CIR paths in this chapter. The main
features of this method are that it remains positive whenever 4k1 > w?, and
also exhibits strong convergence whenever 2kn > w?. The drift-implicit

Milstein scheme for the CIR process is given by

— — . — wQ
th+1 = th + K (77 - th+1) At +w thAWthrl + Z (AWt?j+1 - At) .
Lemma 7.1 The drift-implicit Milstein scheme for the CIR process remains

positive for all 4km > w? and may be written in explicit form as
f— 2 9
o ( th =+ %Awtj+1) + <:‘Q7] — %) At

X, = 21
b 14+ kAt ’ (7.21)

as in Kloeden and Neuenkirch (2013), p. 70.
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Proof. Working backwards from equation (7.21]) above we obtain

2
( +:‘€At Xt i1 — <\/th + AWt]+1> + (F.}T]— w) At

2

= Xy, + /X, AW, + 2 AWt +m]At—%At

j+1 Jj+1

= Ytj + kAL + wy/ Xy, AW+ (AWE]-H — At) ,
and this implies that

Yt].Jrl:Ytj—F/f(n At—l—w Xt AWt

J+1) ]+1

w2
2
(a2, - a1,
as required. That Ytj in the drift-implicit scheme remains positive for all
4kn > w? follows from the explicit form in equation (7.21)) above. m
For the case w? > 4xn, Kloeden and Neuenkirch (2013), see p. 73, uses

the truncated scheme given by

B <\/X>j+ gAth>2 + (nn— ) At

X = 7.22
b1 = 14+ kAt ( )
But, in this thesis for the case w? > 4xn we use the scheme given by
— 2 +
o ( th + %AWtﬁ_l) + <I€7’] — *) At
Xt = (7.23)

1+ kAt ’
in the drift-implicit Milstein scheme for the CIR process.

Proposition 7.2 Let 2kn > w?, 29 > 0, and T > 0. Then the drift-implicit
Milstein scheme in equation (7.21]) above has strong convergence such that

lim £ | max

<-n
Xt‘_Xt~
n—oo  |j=0,1,...,n J 7

2
] = 0. (7.24)
Proof. See Kloeden and Neuenkirch (2013), pp. 71-73. m

In the recent literature there is another well known scheme for simulating

the CIR process that has a lot in common with the drift-implicit Milstein
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scheme of equation above. However, in this thesis we ultimately
choose the drift-implicit Milstein scheme of equation above for pricing
and calibration. The alternative scheme is referred to as the drift-implicit
square-root Euler method. Letting ¥; = /X; in the CIR process, after

applying Itd’s lemma we obtain the drift-implicit form

— — 4rn —w? Ko w
Y. =Y, — — =Y. At + =AW, 7.25
i+t t+ ( 8Yt, .y 2 t]+1> + 2 Li+1) ( )
which has solution given by
- = 2
?t _ Yt]. + %AWtj_H n (Yt]- + %AWtj.H) n (4/{7’] - w2) At (7 26)
T Ty (11 5AY) 4(145A1)° $(1+3548) "

see Kloeden and Neuenkirch (2013), p. 69. The idea of the drift-implicit
square-root Euler method for the CIR process is to set Ytj = ?fj, for each
j=20,1,2,..., and to thereby obtain a positive solution for all possible CIR
parameters. While this may seem attractive, it does not appear to lead to
superior strong form convergence rates relative to the drift-implicit Milstein
method for all scenarios tested, see Kloeden and Neuenkirch (2013), p. 74.
These results are also cited in [Table 7.2/ below. With X, = Y?j, for each
j=20,1,2,..., based on equation , the drift-implicit square-root Euler

scheme for the CIR process may be written as

b1 ™ 1+ kAt
2
1 4k —w? K = 9
- — =1/ X, At
L+rAt | g /5, g VXt | (A7
j+1

see Kloeden and Neuenkirch (2013), p. 70. Comparing equation (|7.27)) to
equation ([7.21)) above, we see that for the CIR process, the drift-implicit
Milstein scheme agrees with the drift-implicit square-root Euler scheme up

to a second order term.
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Kloeden and Neuenkirch (2013), see pp. 73-75, employs Monte Carlo
simulation to estimate the strong rate of convergence for the drift-implicit
Milstein scheme in equation (7.21]) above, and the drift-implicit square-root

Euler scheme in equation ((7.27)) above. In|Table 7.2/ below we present these

results. For each scenario, the higher of two similar estimates from Kloeden
and Neuenkirch (2013), p. 74, is given. As indicates, if 261 > w?,
then a strong convergence rate near the Milstein ideal of 1.0 is evident,
surprisingly for both schemes. But, if w? > 4xn, then the rate appears to
be less than the Euler ideal of 0.5, for both schemes.

Est. Strong Convergence Rate
Scenario | Ratio “;—727 Implicit Milstein | Square Root Euler
2k > w? | 0.9944 0.9447 0.9281
w? > 4k 5.556 0.3096 0.2734

Table 7.2: Convergence Rates: Implicit Milstein vs. Square Root Euler.

In [subsection 7.4.4] below we compare the drift-implicit Milstein and

drift-implicit square-root Euler schemes on the basis of call option pricing.

7.3 Main Conditional Characteristic Functions

In this section we derive a risk-neutral conditional characteristic function
(CCF) for each of the stochastic exponential time changed Meixner (TCMX)
model, the LJI Meixner model, and SVSJ Merton (SVSJ) model, for the
purposes European call option pricing, by the method of conditional FFT.
In each of these models, the latent factor is modeled by the CIR process.
The main idea from Willard (1997), for the Heston model, is to condition
on the entire path of the Brownian motion driving the latent CIR process

for ¢t € [0,T]. By doing this, we can reduce the problem to conditioning
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on terminal functions taken at time 7' along this path. Thus, we consider
terminal time 7" = 7, with initial time {5 = 0. Letting Sy be the initial

stock price, we define

Zr =log (gﬁ) . (7.28)

Specific to each model, we condition Zr on Hp, where Hy is either one or

two dimensional. Thus, each CCF takes the form

¢z (u|Hr) = E [¢"#T|Hr] . (7.29)

In Subsection 7.3.1] we derive the TCMX model CCF. The LJI Meixner
model CCF is derived in [subsection 7.3.2  For the LJI Meixner model,

we have no prior knowledge of the joint distribution of Hp = (Wrp, Ar),
where Ar = / T)\tdt and Wp = / Tth, with W; being the Brownian
motion driving 2he jump intensity /\t.o Thus, we must use paths to simulate
Hp = (Wp, Ar) in this case. Lastly, in [subsection 7.3.3| we derive the CCF
for the SVSJ Merton model.

7.3.1 The Time Changed Meixner Model

Recall from equation (2.70)) in [subsection 2.5.3| and equations (2.39) and
(2.40) from |subsection 2.3.3| that the time changed Meixner stochastic ex-

ponential model for the risk-neutral log-price is given by

dYy = (r — Mpx (=) dt + dX (Ay), (7.30)
A\t = Kk (n — A\) dt + wo dWy, (7.31)
dA, = Ndt, Ao = 1, with (7.32)
(3
Yarx (u) = 2Alog | — el (7.33)
e
Yaurx (—i) =2\ log | —F———« (7.34)

+8
cOS (O‘T>
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For convenience, based on equations (7.33)) and ([7.34)) above, we define

Uarx (W) = Yarx (v) — iutarx (—i) . (7.35)

The following result is a consequence of the Lévy-Khinchin
formula, from [subsection 2.2.1} see Carr and Wu (2004), pp. 117-19.

Lemma 7.3 Let Yy = X (Ay) be a time changed Lévy process such that the
time change process Ay is independent of the Lévy process X. Assume that

the Lévy process X has a characteristic exponent given by vx (u). Then
bv; (u|Ay) = E [t A;] = ePevx (), (7.36)
Proof. Let s > 0. Then
by, (u|Ay = 5) = E [e"|A, = 5]
=F [ei“XS\At = s] = M¥x ()
by the Lévy-Khinchin formula. m

T

Lemma 7.4 Let Hpr = Ap = / Aedt.  Then, the CCF for the TCMX
0

model is given by

62, (u|Hy) = T+ i), (7.37)
Proof. By integrating equation (7.30) w.r.t. ¢ € [0,7] we obtain

T
Yr=Yy+rT —Yyux (—’L) A Aedt + X (AT) . (738)

T
Therefore, given Hyr = Ap = / Adt,
0
Zr=Yr—-Yo=rT+X (AT) — Aryrx (—Z) . (739)
Hence, by Lemma and equation ([7.35)) above,

¢z, (ulHr) = E [¢"77|Ag]
_ eiurT+AT$Mx(u)

as required. ®m
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7.3.2 The LJI Meixner Model

Recall from [subsection 2.7.2| that for some pure jump Lévy process X, the

Q-dynamics of the LJI model are given by

1
dy, = (7’ — Mtpx (—i) — 2%) dt + dX (A) — vdWy, (7.40)
A\ = K (7 — ) dt + w\/A\dW, (7.41)
dA; = Mdt |, Ao = 1, with v > 0. (742)

As in [subsection 7.3.1] above for the TCMX model, we let the Lévy process
X for the LJI model be Meixner so that ¥asx (u) and ¥prx (—i) are the

same as in equations ([7.33)) and ([7.34) respectively,

and Parx (u) = Yarx (u) — iuary (—i). (7.43)

Observe that the TCMX model of [subsection 7.3.1|above is a special case of
the LJI Meixner model with the parameter v in equation ([7.40) set to zero.

T
Lemma 7.5 For the LJI model given above, let Wp = / dWy, and let
0

T
Ar :/ Midt.  Then, where Hp = (Wp, Ar), the CCF is given by
0
b7, (u|Hr) = (T3 T=9Wr)+Ardarx (w) (7.44)
Proof. By integrating equation ([7.40) w.r.t. ¢ € [0, 7] we obtain
T 1 T
YT = Y() +rT — wMX (—7,)/ Atdt — 572T + X (AT) — '7/ th (745)
0 0
T T
Therefore, given Wy = / dWy, and Ap = / Aedt
0 0

1 .
Zr=Yr —Yy=rT — 572T —AYWr + X (A7) — Ararx (—4).  (7.46)
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Hence, by Lemma from [subsection 7.3.1, and equation ((7.43|) above,

¢z, (u|Hr) = E [T (Wr, A7)]

— iu(rT— 2Ty Wr )+ Ariharx (u)

)

as required. m

7.3.3 The SVSJ Merton Model

Recall from equation (2.74) in jsubsection 2.6.2| that the Q-dynamics of the

SVSJ Merton model are given by

dy; = (r ;at — o2y (— )) dt + o1 dW,5) +dX (V;), (7.47)
do? =k (77 — af) dt + watth(V)7 E [th(S)th(V)] = pdt, (7.48)
AV, = odt. (7.49)

Note that in equations (7.47) and ((7.48) above, for an independent pair of

Brownian motions Wt(l) and Wt(Q), we may write

WS = o) + /1= 2w (7.50)
and Wt( ) = Wt(l). (7.51)

Also, in the SVSJ model the jumps are Merton. Thus, by equations (2.23))
and ([2.24]) from [subsection 2.3.1{ we have

g (u) = A (eXp <i6u - ;a2u2> - 1) : (7.52)
Yarg (—i) = X <exp (5 + ;oP) — 1) , (7.53)

and we define ¢y (u) = Yarg (u) — iuhprg (=) . (7.54)
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Lemma 7.6 Let o; be a given deterministic function of time, and let B be

a standard Brownian motion. Define the process

t
A = / 0B, (7.55)
0

t
Then At ~ N (0,/ J?ds).
0

Proof. See Bjork (2009), p. 57. =

Lemma 7.7 In the SVSJ model, condition on .7-";1) =0 {Wt(l),t € [O,T]},
T T
such that the random variables G = / atth(l), and Vp = / afdt are

0 0
given. Then, where Hp = (Gp, V), the CCF reduces to

b2y (ulHy) = e (T=3VrteGr) =5 Ve (1=pJu +Vrdars (u) (7.56)

Proof. By integrating equation (7.47) w.r.t. ¢ € [0,7], and taking note

T
that Vp = / o2dt, after re-arranging we have
0

1 T
Yr=Yo+rT - SVr+ / o dW + X (V) = Vipopry (—i),  (7.57)
0
where by equation ([7.50))
r S T 1 r 2
/ o d W) = p / odW ) + /1= p? / o d W, (7.58)
0 0 0
T 1 T
Thus, since Gp = / atth( ), and Vp = / afdt, we have
0 0

Zr=Yr—-Yy

1
=7rT — §VT +Gr+Ap+ X (VT) — Vg (—Z) , (7.59)

T
where Ap = /1 — p? / o dW . (7.60)
0
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However, since Wt(v) = Wt(l), by the variance equation ([7.48) of the SVSJ
model, for ¢ € [0, 7] the process oy is deterministic given .7-"7(11) =0 {Wt(l) ,t €0, T]}
Hence, by Lemma [7.6]

T
Ar=+/1- p2/ o dW P ~ N (0, (1= p?) Vir) . (7.61)
0

Moreover, since Wt(l) and Wt(z) are independent, given Vr the quantity Ap

is independent of the jumps, and the rest of the model. Thus, by equation

(7.61]), and by Lemma from [subsection 7.3.1{ with equation (7.54),

¢z, (u|Hr) = E [¢"77| (Gr, Vr)]

= ¢z, (u|Hp) = 6iu(rT—%VTJFpGT)_%VT(1_p2)u2+VT$MJ(u)

)

as required. m

7.3.4 Main CCF Realization Summary

In this subsection we summarize with the definitions and evaluation methods

for the simulated values of the three main CCFs of this section.

TCMX Model CCF

Based on equation ([7.37) from [subsection 7.3.1 above we will denote the

time changed Meixner model CCF realization by
b2y (U\AT = (Tm)) _ T+ Darx (u) (7.62)

To evaluate the TCMX model CCF realization, simply simulate the CIR

intensity Xgn) by the drift-implicit Milstein scheme from [subsection 7.2.3

above, and then set
(m) T m)
o= ZFO A A, (7.63)

238



LJI Meixner Model CCF

Based on equation (|7.44)) from [subsection 7.3.2|above we will denote the LJI

Meixner model CCF realization by
iu(rT—1~+27— w(m) (M3 u
b0 (ulWr = w, Ap = €)= (T T D) 7 6y

To evaluate the LJI Meixner model CCF realization, simply simulate the

CIR intensity Xgn) by the drift-implicit Milstein scheme from|subsection 7.2.3

above, and track the underlying standard Brownian motion increments AW, ;. .

Then given these values set

m J—1
wi™ = jZOAWm,tM, (7.65)
J—1—(m
and /™ = o XA, (7.66)

SVSJ Merton Model CCF

Based on equation ([7.56)) from [subsection 7.3.3| above we will denote the
SVSJ Merton model CCF realization by

bzr (wlGr = o Ve = of?”)

_ eiu (rT—%v%m) +pg§rm)> - %v‘T"” (1—92)“2+U(Tm)$M 7 (u)

(7.67)

To evaluate the SVSJ Merton model CCF realization, simply simulate the

CIR variance E%%tj by the drift-implicit Milstein scheme from [subsection 7.2.3|

above, and track the underlying standard Brownian motion increments AW, ;. ;.

Then given these values set

g; ) — Z]’:O O-m,tjAWm,tj+17 (768)
J-1
and Ug,ﬂm) = ijo E?n,tj At. (7.69)
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7.4 Call Option Pricing with Conditional FFT

In this section we present the conditional Monte Carlo call option pricing
method that we refer to as conditional FFT. This is the method we rely
on for calibration of the LJI Meixner model in [subsection 7.5.3] below. The
method is based on the conditional version of the Carr and Madan (1999)

formula introduced in[subsection 7.4.1} and can be used with the conditional

log-price CFs summarized in[subsection 7.3.4labove. In|subsection 7.4.2| we

formally define the conditional FFT estimator. In|subsection 7.4.3|we derive

asymptotic results for conditional FFT. In subsection 7.4.4] we benchmark

conditional FFT prices for the TCMX and the SVSJ Merton models to

the corresponding results from the unconditional Carr and Madan (1999)

formula, and provide a pricing analysis.

7.4.1 The Conditional Carr and Madan Formula

Let T be the maturity date of a call option, and define Zr = log (g—g)
Then for some Hr let fr_,Q (z|h) be the conditional risk-neutral density of
Zr|(Hp = h). When Hr is independent of Z7 the analysis of this subsection

leads back to the log-moneyness version of the Carr and Madan formula from

lsubsection 5.2.2labove. Choose some damping parameter a > 0, and define

the conditional damped call price to be
C# (X|Hr = h) = e~ Spe™X B9 [(GZT — )" |Hp = h}

—+o00
— TS, / e (e — ) £2 (2]h) dz. (7.70)

—0o0

Lemma 7.8 Let the damping parameter be a > 0. Then

EQ [S$T Hy] < o0

implies C% (x|Hr = h) € L*, for all h € Hr. (7.71)
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Proof.
+oo —+o0
/ O (W Hr = )| dx = [ C%(x|Hr = h) dy

—0o0

+oo +oo
= e_TTSO/ / e™X (e* — eX)T f? (z|h) dzdx

+o0o z
= e_rTSo/ f? (z|h)/ (ez+ax - e(‘”l)x) dxdz

T a+1
—e TS, / £9 (2 ( 1)dz
e "TEQ [SFH Hy —h]
Sga(a+1) =%

by the main hypothesis, as required. m

We will denote the Fourier transform of the conditional damped call price
by 6’{,’: (u|Hr = h). By the hypothesis that E? [S%+1|HT] < 00, Lemma
above implies that 5% (u|Hr = h) exists. Therefore, by Definition
from Isubsection 3.2.1|

~ too
Co (u|Hy = h) = / e"XCS (x| Hr = h) dy. (7.72)

—0o0

Parallel to the original analysis from Carr and Madan (1999), see p. 64,
@% (u|Hp = h) may be expressed as

G (ulHy = h) = / "X C8. (x| Hy = h) dy

—00

+oo oo
=y [ e [T e e - ot R Gl e

—00 —00
—+00 z )
- e”"TSO fj@ (z\h)/ e'ux <ez+ax — e(a+1)x> dxdz
—00 —00
400 (a+14iu)z (a+1+iu)z
— TS, 12 (zlh) | —— = € :
oo a+iu a+141iu

e "TSobz, (u— (a+1)i|Hp = h)
a?+a—-ur+i(2a+1)u

(7.73)
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For simplicity, in this chapter we will refer to the function
bz (uw— (a+1)i|Hp = h) = E [ei(u—(a+1)i)ZT|HT _ h}
—E |:eiuZT+((l+1)ZT‘HT _ h} ’ (7.74)

appearing in equation ([7.73)) above, as the conditional damped log-price CF.

We sample from this function in conditional Monte Carlo.

Lemma 7.9 Let the damping parameter be a > 0. If E? [S:‘}+1|HT] < 00,

then there exists a finite constant A > 0 such that
|z, (u— (a+1)i|Hr = h)| < A, for all h € Hy. (7.75)
Proof. Let h € Hp. Then by equation (7.74)

|pz; (u— (a+1)i|Hr = h)| < E [ eiuZr+(atl)Zr

|Hr = h]
= B el iy = 1]

1 a
= %EQ [S3 Hp = h] < oo,

by the hypothesis that E9 [S%+1|HT] < oo. Hence, since h € Hp was
arbitrary, the result follows, as required. m

The following result is also generalized from the original analysis of Carr
and Madan (1999), see pp. 64-65. This result when combined with the L*
result for the conditional damped call price C% (x|Hr = h) in Lemma
above allows for Fourier inversion via to take place.

Lemma 7.10 Let the damping parameter be a > 0. Then

B9[S Hr] < o0
implies C% (u|Hy = h) € L', for all h € Hr. (7.76)
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Proof. By equation ([7.73))

€7TTSO¢ZT (u — (a + 1) i|HT = h)
a?+a—u?+i(2a+1)u

2 o (3) 1]

la? +a—u?+i(2a+1)u]
T EQ [S%"'IIHT = h] _ A
= 9>

a
56 \/(a2+a—u2)2+i(2a+1)2u2 Y

C (ulHy = h)| =

(7.77)

for some finite A > 0, by Lemma above, since E? [S%+1|HT] < 0.
Moreover, by Lemma C4 (x|Hr = h) € L', since EQ [S$H|Hr| < oc.
Hence, by Lemma from [subsection 3.2.1} 6% (u|Hp = h) is a continuous
in u, and by Proposition item 5., 6% (u|Hp = h)
u, since C% (x|Hr = h) is purely real. Hence, the inequality above
implies that 5% (u|Hr = h) € L', by the Lebesgue dominated convergence

is an even function of

theorem, as required. m

The main result of this subsection is that if £ [S%+1|HT] < 00, then
by Lemma C4 (x|Hr = h) is L', and by Lemma 6% (u|Hp = h)
is L', both for all h € Hy. Hence, by the Fourier inversion theorem, the

conditional damped call price is given by

1 too
Cf (\|Hr = h) = / e XCS (ulHy = hydu,  (7.78)

for all h € Hp.

Moreover, the undamped conditional call price is simply given by

e X oo —iuyx Aa
Cr(x|Hr =h) = 5 / e "XC% (u|Hr = h)du (7.79)
—ax oo . ~
~ T Re / =X E8. (u] Hy = h) du, (7.80)
™ 0

for all h € Hrp,
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where equation ([7.80)) follows from Corollary in [subsection 3.2.1{ since

the conditional damped call price is purely real. Hence, for some choice of
quadrature weights, the log-moneyness version of the conditional Carr and

Madan formula is given by

N _emii —1) Jibu; Aa
Rezj:1€ N U=DE=D 4 O (wj|h) wiAu,  (7.81)

for all h € Hr.

In this chapter the quadrature weights w; in equation (7.81) above are as-

1
27

j=2,3,...,N — 1. Moreover, if Hr is independent of Zp = log (%), then

sumed to follow the trapezoidal rule given by w1 = wy = 35, with w; = 1,

the analysis of the above subsection leads back to the log-moneyness version

of the Carr and Madan formula from [subsection 5.2.2 above.

7.4.2 The Method of Conditional FFT

Recall from Isubsection 7.4.1l on the conditional Carr and Madan formula
that if E? [S%+1|HT} < 00, then by Lemmathe conditional damped call
price C% (x|Hy = h) is L', and by Lemmathe Fourier transform of the
conditional damped call price 6% (u|Hp = h) is L', both for any h € Hrp.
Hence, by the Fourier inversion theorem, the conditional damped call price
is given by

1 too
Ch(xlHr =ty =5 [ "Gy ulHr = by, (752)

—0o0

for all h € Hr.
Moreover, the undamped conditional call price is simply given by

Cr (x|Hr = h) = e~ *Ct (x|Hr = h) (7.83)
for all h € Hr.
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Let AW, h3@ . h() be independent realizations of Hy. Then define the

damped Monte Carlo averages

Th () =3 O (\Hr = b)), (7:84)
and WS (u) = %Zfﬂ@% (ultr = n) (7.85)

The standard conditional Monte Carlo estimator for the damped call price
is given by 6‘} (x) in equation ([7.84) above. However, notice that it takes
a total of M inverse Fourier transforms to compute each Cf (X|HT = h(m)),

m =1,2,..., M, in the right hand side of equation ([7.84]).

Lemma 7.11 (Conditional FFT) Assume that E9 [S4T|Hr| < co. Then
the standard conditional Monte Carlo estimator for the damped call price

C7 (x) in equation (7.84) may be written as

—a 1 [t
Cr0 =5 [ e, (7.86)

:%_Oo

where W (u) is defined in equation ([T.85). Moreover, C7 (X) in equation
(7.84) is the inverse Fourier transform of V§. (u).

Proof. Since E¥ [S%+1|HT] < 00, we have by equation (7.82)) above that

C% (X|HT = h(m)> - /+OO e XY, <u|HT = h(m)) du,

=5 .

m=1,2,...M.

Thus, by linearity we have that

Cr(x) = ]\ZZLC% (xlHr = h™)

- %Zj\il% /+oo e~ (u!HT _ h(m)) s

7 B DG I CLADT
= o . e M me1 T u T — u
Jr
= QL - e XL, (u) du.
™ —0oQ
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Moreover, by Lemma from |subsection 7.4.1L each Cf, (X\HT = h(m)) is
L',m=1,2,..., M, since E? [S%+1|HT] < oo. Hence, C7 (x) is L. Also,
by Lemma|7.10| from |subsection 7.4.1|, each é% (ulHp = h(m)) is L', for each
m = 1,2,..., M, since E? [S%H\HT] < oo. Hence, U% (u) is L'. Thus,

since we have shown above that

~a 1 oo —UX ;@
Cr(x) e U7 (u) du,

:%_Oo

C4 (x) is the inverse Fourier transform of % (u), as required. m

We will denote the undamped versions of these two estimators by

—(0 e_aX M o m

oY () = T D CF (x!HT = hl )> , and (7.87)
_ e—ax [too

Cr(x) =~ / e~ MXWL, (u) du, (7.88)

where 6%’ ) (x) in equation is the standard undamped estimator, and
Cr (x) in equation is conditional FFT. By equation above, the
Fourier transform ¥4 (u) in conditional FFT is the Monte Carlo average of
the Fourier transforms of the conditional damped call price @} (u|HT = h(m)),

where by equation ([7.73|) from [subsection 7.4.1} for m =1,2,..., M,

e_rTS()qbZT (u — (CL + 1) i’HT = h(m))
a?+a—u?+i(2a+1)u

s (u\HT - h<m>) - (7.89)

The generalized conditional CF in the right hand side of equation ([7.89))
672 (u —(a+1)ilHy = h<m>) -y [ei“ZT+<a+1>ZT|HT - h<m>} . (7.90)

will be called the conditional damped log-price CF. In this sense, conditional
FFT samples directly from the conditional damped log-price CF, and is
faster since it only requires one inverse Fourier transform. But, because the
standard estimator samples directly from the conditional damped call prices,

it leads directly to standard errors for the estimated call prices. Thus, we use
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conditional FFT for speed, and the standard estimator only when standard
Similar to equation (7.81) from [subsection 7.4.1} the
FFT formula for conditional FFT is given by

errors are needed.

Cr (xk) & ¢ Re Zj\il e_i%(j_l)(k_l)eib”j\ll% (u) wjAu. (7.91)
Strike Price | Cond. FFT | Cond. MC | Difference | MCSE
85 18.2545395 18.2545395 -4.62E-14 | 9.25E-02
100 8.5557387 8.5557387 -2.31E-14 | 5.47E-02
115 2.8546183 2.8546183 7.10E-15 2.09E-02
CPU Time | 0.573 seconds | 1.324 seconds -

Table 7.3: Conditional FFT vs. Standard Conditional Monte Carlo.

above was computed on an Intel 2xE5-2643v3 CPU at 3.4 GHz.
The pricing model is the SVSJ Merton, with 7" = 0.5, and M = 8192.

Otherwise the setting is as in below.

random numbers are used for each method. Notice that there is almost

Identical sets of pseudo-

no numerical difference between conditional FFT and standard conditional

Monte Carlo, but that conditional FFT is more than twice as fast.

7.4.3 Convergence for Conditional FFT

Proposition 7.12 (Convergence) Assume that E9 [S$T|Hr] < oo and
that EQ [S$H1] < oo.  Let 5’% (u) be the Fourier transform of the damped

call price, and Cr (x) be the unconditional call price. Then

M~
1. WG (u) = 57y O (ulHr = ht™) = Cf (u).

a.s.

— —a +oo .
2. Cr(x) = EQWX/ e "XWG (u) du — Cr (X).

—0o0
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Proof. To prove 1., by equation ([7.89) in [subsection 7.4.2| above, consider

£ (63 (ulttr = )]
e 'S¢z, (u—(a+1)i|Hr = h(m))
a?+a—-ur+i(2a+1)u

B e—rTSOE [E [ei(u—(a+1)i)ZT|HT — h]]

B a?+a—u?+i(2a+1)u
e—rTSOE [ei(u—(a—‘rl)i)ZT]

T +a—u?+i(2a+u

_ B_TTSO(;5ZT (u—(a+1)7)

S a?ta—-ut+i(2a+1)u

= Cf (u),

=F

by equation ([7.73|) of [subsection 7.4.1lwith Hp independent of Zp. But, if
Hy is independent of Zr, then the hypothesis E© [S%H] < oo implies that
C4(x) € L' by Lemma of |subsection 7 .4.1L Hence, since @% (u) is the

Fourier transform of C¥ (x),
G| =| [ e

+oo
s/ 1O ()] dx < oo,

—0o0
Therefore, by the strong law of large numbers,
1 M~ ~
_ = — p(m)

U (w)= =y Ot (u|HT = plm ) = CF (u). (7.92)

To prove 2., again by equation ((7.89)) in [subsection 7.4.2| above,
eiTTSO(ﬁZT (u — (OL + 1) i‘HT = h(m))

a?+a—u?+i(2a+1)u

[ () o]

la? +a—u?+i(2a+1)ul
e~ T EQ [S%+1|HT — h(m)]

a
56 \/(a2+a—u2)2—|—i(2a—|—1)2u2

o (o= 00) |-

= G_TTSO

4
w2

IN

)
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m =1,2,..., M, for the same finite A > 0, by Lemma/[7.9 of [subsection 7.4.1]

since B9 [S$M|Hr] < co. Hence,

1 M~
|\I/%1 (u)| = ‘Mzmlc% (U|HT = h(m))’
1 M |~ A
S CEIES
Therefore, by the Lebesgue dominated convergence theorem,
—ax +oo

lim Cr (x) = ¢ lim e~ XL, (u) du

M—o0 27T M—oo — 0

e~ ax +o00 )
= / e "X lim ¥% (u) du
2w —00 M—o0
e—ax [too
—u a
=5 / e "XCE (u) du

—00

=Cr(x),

by the Fourier inversion theorem, and undamping, as required. m

7.4.4 Choosing the Milstein Scheme and QMC Accuracy

All computations in this subsection were done on an Intel 2xE5-2643v3
processor at 3.4GHz. First, in Tables [7.4] and below, we show that
there is essentially no pricing difference, based on SVSJ model call pricing
by conditional FFT, between the drift-implicit Milstein scheme of equation
(7.21) and the drift-implicit square-root Euler scheme of equation ,

each from [subsection 7.2.3| above. Thus, for the remainder of the thesis,

we use the simpler drift-implicit Milstein scheme. Secondly, in Tables
to below we test the accuracy of conditional FFT under the drift-
implicit Milstein scheme in the TCMX and SVSJ models, which both have
a closed form log-price CF, see Carr, Geman, Madan, and Yor (2003), p.

359, and of this thesis, respectively. Thus, we compare call

options prices obtained from the Carr and Madan (1999) formula to those
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computed by conditional FFT. The three scenarios considered are 2k1 > w?,
4kn > w? > 2kn, and w? > 4kn, each taken at maturities 7 = 0.25, 1.00,
and 2.00. Pricing errors for Monte Carlo are compared to pricing errors for

QMC. But, first we compare the Milstein and square-root Euler schemes.

Table 7.4: SVSJ: Milstein vs. Sqrt Euler: QMC M, = 4096: T = 1.00

Parameters o2 K n w 0 A o B
2Kn > w? 0.06 | 1.80 |0.10| 0.45| -0.70 | 65 | 0.08 -0.04
Sp =100 r = 0.003 QMC Pricing Errors
Strike Exact Price | Implicit Milstein | Implicit Sqrt Euler
85 21.6754622 6.24E-03 7.90E-03
100 12.8859381 5.85E-03 8.62E-03
115 6.8111756 2.65E-03 6.10E-03
Parameters o3 K n w 1) A @ I3
4kn > w? > 2kn | 0.05 | 1.60 | 0.08 | 0.65 | -0.70 | 65 | 0.08 -0.04
So =100 r = 0.003 QMC Pricing Errors
Strike Exact Price | Implicit Milstein | Implicit Sqrt Euler
85 20.7163333 1.90E-02 4.05E-02
100 11.1910863 1.19E-02 5.17E-02
115 4.8596344 -3.71E-04 4.58E-02
Parameters od K n w p A o I3
w? > 4kn 0.05 | 1.50 |0.06 | 0.85| -0.70 | 65 | 0.08 -0.04
So = 100 r =0.003 QMC Pricing Errors
Strike Exact Price | Implicit Milstein | Implicit Sqrt Euler
85 19.7571064 -1.45E-01 -2.86E-01
100 9.4622219 -2.39E-01 -3.14E-01
115 3.1454599 -2.18E-01 -6.73E-02

Table 7.4: SVSJ: Implicit Milstein vs. Square Root Euler: QMC.
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Table 7.5: SVSJ: Milstein vs. Sqrt Euler: MC M,,. =8192: T =1.00

Parameters o3 K n w p A o B
2Kn > w? 0.05 | 1.80 | 0.10 | 0.45 | -0.70 | 65 | 0.08 -0.04
So = 100, r = .003 Implicit Milstein Implicit Sqrt Euler
Strike Pricing Error Pricing Error
85 1.7E-02 (1.2E-01) 1.8E-02 (1.2E-01)
100 1.0E-03 (8.5E-02) 3.9E-03 (8.5E-02)
115 -7.3E-03 (4.9E-02) -3.7E-03 (4.9E-02)
Parameters o3 K n w p A «a B
4kn > w? > 2kn | 0.05 | 1.60 | 0.08 | 0.65 | -0.70 | 65 | 0.08 -0.04

So = 100, » = .003

Implicit Milstein

Implicit Sqrt Euler

Strike Pricing Error Pricing Error
85 9.3E-02 (9.5E-02) 1.2E-01 (9.4E-02)
100 4.7E-02 (5.5E-02) 8.9E-02 (5.4E-02)
115 1.9E-02 (2.3E-02) 6.7E-02 (2.3E-02)
Parameters o3 K n w p A o B
w? > 4k 0.05 | 1.50 | 0.06 | 0.85 | -0.70 | 65 | 0.08 -0.04
S = 100, » = .003 Implicit Milstein Implicit Sqrt Euler
Strike Pricing Error Pricing Error
85 -1.2E-01 (7.3E-02) -3.0E-01 (7.4E-02)
100 -2.1E-01 (3.5E-02) -3.2E-01 (3.6E-02)
115 -2.0E-01 (1.6E-02) -5.4E-02 (1.9E-02)

Table 7.5: SVSJ: Implicit Milstein vs. Square Root Euler: Monte Carlo.

[able 7.4 and [Table 7.5 above show no significant difference between the

drift-implicit Milstein and drift-implicit square-root Euler schemes.

we choose the simpler drift-implicit Milstein scheme.

Thus,

Next, we compare

QMC to Monte Carlo for our choice of the drift-implicit Milstein scheme.
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TCMX: Implicit Milstein Pricing Accuracy I: 2xn > w?

Parameters | « n w A o} B Ao
200 370 |3.20| 1.50 |0.20]| -0.30 | 1.00

T =0.25 So = 100 Myme = 4096 | My, = 8192 | r» = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 30.08736 4.68E-04 3.83E-04 5.31E-04

85 15.52358 2.35E-03 2.51E-03 4.11E-03

100 3.955470 5.02E-03 3.70E-03 1.34E-02

115 0.6210140 2.82E-03 3.13E-03 5.64E-03

130 0.1169158 9.44E-04 8.58E-04 1.63E-03
CPU Time 0.258 sec 0.447 sec

T =1.00 So = 100 Myme = 4096 | M, = 8192 | r = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 31.42651 2.89E-03 8.29E-03 1.19E-02

85 19.37717 4.99E-03 9.42E-03 2.39E-02

100 10.62375 6.41E-03 8.11E-03 3.20E-02

115 5.481658 6.02E-03 1.05E-02 2.98E-02

130 2.839680 5.01E-03 1.26E-02 2.28E-02
CPU Time 0.422 sec 0.569 sec

T =2.00 Sp = 100 Myme = 4096 | My, = 8192 | » = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 34.30663 5.48E-03 7.91E-03 2.45E-02

85 24.24516 7.41E-03 7.16E-03 3.59E-02

100 16.67959 8.67E-03 6.77E-03 4.25E-02

115 11.35497 8.80E-03 7.87TE-03 4.33E-02

130 7.754281 8.48E-03 9.94E-03 4.01E-02
CPU Time 0.732 sec 0.722 sec

Table 7.6: TCMX Conditional FFT Pricing Case I : 2xn > w?,
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TCMX: Implicit Milstein Pricing Accuracy II: 4kn > w? > 2kn

Parameters | « n w A o} B Ao
1.70 | 3.30 |3.90 | 1.50 | 0.20| -0.30 | 1.00

T =0.25 So = 100 Myme = 4096 | My, = 8192 | r» = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 30.08733 4.56E-04 6.16E-04 6.84E-04

85 15.48288 1.93E-03 2.39E-03 4.87E-03

100 3.630266 2.62E-03 1.90E-03 1.65E-02

115 0.5644410 2.21E-03 2.78E-03 6.65E-03

130 0.1140778 8.59E-04 1.30E-03 2.03E-03
CPU Time 0.258 sec 0.445 sec

T =1.00 So = 100 Myme = 4096 | M, = 8192 | r = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 31.23742 2.33E-03 5.31E-03 1.42E-02

85 18.73204 4.88E-03 6.56E-03 2.90E-02

100 9.566588 7.36E-03 8.42E-03 4.03E-02

115 4.633184 6.08E-03 7.57TE-03 3.64E-02

130 2.363877 4.18E-03 7.76E-03 2.72E-02
CPU Time 0.422 sec 0.573 sec

T =2.00 Sp = 100 Myme = 4096 | My, = 8192 | » = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 33.66971 6.14E-03 -4.21E-03 3.07E-02

85 23.06475 8.80E-03 -5.23E-03 4.62E-02

100 15.17291 1.03E-02 -5.70E-03 5.56E-02

115 9.889547 1.05E-02 -6.23E-03 5.60E-02

130 6.551812 9.89E-03 -6.28E-03 5.08E-02
CPU Time 0.734 sec 0.723 sec

Table 7.7: TCMX Conditional FFT Pricing Case II : 4kn > w? > 2.
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TCMX: Implicit Milstein Pricing Accuracy III: w? > 4kn

Parameters | « n w A o} B Ao
1.40 | 1.80 | 4.50| 1.50 | 0.20| -0.30 | 1.00

T =0.25 So = 100 Myme = 4096 | My, = 8192 | r» = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 30.08219 2.18E-04 3.45E-04 8.07E-04

85 15.39271 -1.34E-03 -1.01E-03 5.24E-03

100 2.989395 -3.07E-02 -3.48E-02 1.91E-02

115 0.4413152 -2.17E-03 -1.75E-03 7.11E-03

130 0.0949362 6.18E-05 4.86E-04 2.31E-03
CPU Time 0.253 sec 0.443 sec

T =1.00 So = 100 Myme = 4096 | M, = 8192 | r = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 30.80159 -2.43E-02 -1.98E-02 1.36E-02

85 17.30355 -9.14E-02 -9.55E-02 2.94E-02

100 6.887874 -2.17E-01 -2.37E-01 4.54E-02

115 2.740314 -1.24E-01 -1.31E-01 3.73E-02

130 1.341687 -5.83E-02 -5.53E-02 2.62E-02
CPU Time 0.421 sec 0.570 sec

T =2.00 Sp = 100 Myme = 4096 | My, = 8192 | » = 0.003

Strike Exact Price | QMC Error | MC Error | MCSE

70 32.07722 -1.04E-01 -1.05E-01 3.02E-02

85 19.83681 -2.56E-01 -2.37E-01 4.96E-02

100 10.70267 -4.08E-01 -3.68E-01 6.40E-02

115 5.795585 -3.36E-01 -3.08E-01 6.14E-02

130 3.460687 -2.20E-01 -2.10E-01 5.19E-02
CPU Time 0.736 sec 0.732 sec

Table 7.8: TCMX Conditional FFT Pricing Case III : w? > 4xn.
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SVSJ: Implicit Milstein Pricing Accuracy I: 2xn > w?

Parameters | o} K n w p A o B
0.05| 1.80 |[0.10| 0.45 |-0.70| 65 | 0.08 | -0.04

T =0.25 So = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 30.24372 2.24E-03 -2.06E-02 8.65E-02

85 16.40626 6.10E-03 -2.47E-03 7.09E-02

100 5.758612 3.19E-03 1.13E-02 3.74E-02

115 0.8713932 -2.87E-03 -9.47E-04 7.10E-03

130 0.0688712 -3.71E-04 -4.83E-04 6.54E-04
CPU Time 0.374 sec 0.712 sec

T =1.00 So = 100 Myme = 4096 | My, = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 32.93455 3.02E-03 -7.09E-02 1.54E-01

85 21.67546 1.57E-03 -1.25E-02 1.21E-01

100 12.88594 3.91E-04 1.98E-02 8.21E-02

115 6.811176 -1.37E-03 2.19E-02 4.73E-02

130 3.190422 -2.21E-03 1.03E-02 2.28E-02
CPU Time 0.543 sec 0.819 sec

T =2.00 Sp = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 36.67352 6.24E-03 -7.78E-02 2.18E-01

85 27.00539 6.53E-03 -5.86E-02 1.80E-01

100 19.23431 6.00E-03 -4.21E-02 1.40E-01

115 13.26743 4.53E-03 -2.93E-02 1.03E-01

130 8.884514 2.84E-03 -1.93E-02 7.24F-02
CPU Time 0.885 sec 0.995 sec

Table 7.9: SVSJ Conditional FFT Pricing Case I : 2xn > w?.

255




SVSJ: Implicit Milstein Pricing Accuracy II: 4kn > w? > 2kn

Parameters | o} K n w p A o B
0.05| 1.60 |0.08| 0.65 |-0.70| 65 | 0.08 |-0.04

T =0.25 So = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 30.28552 2.50E-03 1.26E-02 8.11E-02

85 16.39234 5.96E-03 4.95E-03 6.33E-02

100 5.344542 7.78E-04 -3.98E-03 2.81E-02

115 0.5738374 -3.37TE-03 -6.62E-04 4.28E-03

130 0.0471860 -2.22E-04 -2.03E-04 5.97E-04
CPU Time 0.374 sec 0.722 sec

T =1.00 So = 100 Myme = 4096 | My, = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 32.61858 5.03E-03 -2.78E-02 1.29E-01

85 20.71633 2.29E-03 -9.22E-03 9.35E-02

100 11.19109 -8.11E-04 -3.22E-03 5.42E-02

115 4.859634 -3.81E-03 -1.01E-02 2.33E-02

130 1.768320 -3.33E-03 -9.34E-03 1.03E-02
CPU Time 0.543 sec 0.826 sec

T =2.00 Sp = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 35.57758 2.71E-02 -8.62E-02 1.74E-01

85 25.05308 2.42E-02 -8.25E-02 1.33E-01

100 16.50783 1.81E-02 -6.11E-02 9.14E-02

115 10.11918 9.83E-03 -3.28E-02 5.51E-02

130 5.799368 2.91E-03 -9.45E-03 2.95E-02
CPU Time 0.883 sec 0.994 sec

Table 7.10: SVSJ Conditional FFT Pricing Case II : 4k > w? > 2k7.
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SVSJ: Implicit Milstein Pricing Accuracy III: w? > 4xn

Parameters | o} K n w p A o B
0.05| 1.50 |[0.06| 0.85 |-0.70| 65 | 0.08 |-0.04

T =0.25 So = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 30.3291595 1.03E-02 3.43E-03 7.49E-02

85 16.3722971 9.83E-03 -3.40E-03 5.56E-02

100 4.8984780 -1.89E-02 -3.16E-02 2.07E-02

115 0.4273847 -6.37E-03 -4.29E-03 4.27E-03

130 0.0435029 -3.78E-04 2.33E-04 7.53E-04
CPU Time 0.378 sec 0.721 sec

T =1.00 So = 100 Myme = 4096 | My, = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 32.2852980 -2.41E-02 -8.02E-02 1.06E-01

85 19.7571064 -1.08E-01 -1.50E-01 7.19E-02

100 9.4622219 -2.26E-01 -2.59E-01 3.48E-02

115 3.1454599 -2.16E-01 -2.44E-01 1.61E-02

130 1.0031177 -7.33E-02 -9.03E-02 1.02E-02
CPU Time 0.546 sec 0.831 sec

T =2.00 Sp = 100 Myme = 4096 | My = 8192 | r =0.003

Strike Exact Price | QMC Error | MC Error MCSE

70 34.4842415 -8.72E-02 -1.09E-01 1.37E-01

85 23.0651351 -2.39E-01 -2.62E-01 9.78E-02

100 13.6767609 -3.99E-01 -4.22E-01 5.78E-02

115 6.9985285 -4.63E-01 -4.81E-01 2.77E-02

130 3.2461703 -3.46E-01 -3.57E-01 1.59E-02
CPU Time 0.882 sec 0.996 sec

Table 7.11: SVSJ Conditional FFT Pricing Case III : w? > 4x1.
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Pricing Error Analysis: Drift-Implicit Milstein Case

In above we have 2k1 > w? in the TCMX model, and the pricing
errors are on order of 1073 for both QMC with 4096 simulations, and Monte
Carlo with 8192 simulations. In above for the TCMX model,
where 4kn > w? > 2k, the pricing errors again are on order of 1073 for
both QMC with 4096 simulations, and Monte Carlo with 8192 simulations.
Note that in above the TCMX model parameters are set close

to the least squares estimates for the LJI Meixner model from [Table 7.15

in [subsection 7.5.3| below, where the TCMX model is a special case of the

LJI model. We regard this level of pricing accuracy to be suitable for
calibration. However, notice in above for TCMX model that
when w? > 4kn there is a serious degradation of the pricing errors for both
QMC and Monte Carlo, especially at the two year maturity. Moreover,
recall from jsubsection 7.2.3| above in equation that w? > 4k is the

case in which the drift-implicit Milstein scheme must be truncated. But,
the calibration results in [Table 7.15] of kubsection 7.5.3] below show that the
case w? > 4k typically lies far away from the solution.

For the SVSJ Merton model, the QMC pricing results with 4096 simula-
tions, for 2kn > w? in and for 4kn > w? > 2kn in are

both also on order of 1073, similar to the TCMX model. However, notice

in [Table 7.9 and [Table 7.10] above that the corresponding Monte Carlo pric-

ing results, for the SVSJ Merton model with 8192 simulations, are typically
only of order of 1072, That is, QMC is clearly the better choice for the

SVSJ Merton model which has a more complicated conditional character-

istic function as shown in [subsection 7.3.3] Lastly, for the SVSJ Merton
model in [Table 7.11| where w? > 4k, the pricing errors are of poor quality,

since truncation is required in the drift-implicit Milstein scheme for the CIR

process. Overall, QMC with half the number of simulations is best.
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7.5 Model Calibration and Model Comparison

In this section we present selected least squares calibration results for the
Apple call options data set of this thesis, based on the January 19th, 2011
close. All computations were done on an Intel 2xE5-2643v3 CPU at 3.4
GHz. Inlsubsection 7.5.1] we cover calibration of the TCMX and the SVSJ
Merton models, each by both exact FFT and conditional FFT. For com-

parison to the LJI model leverage effect, in [subsection 7.5.2] we calibrate,

by exact FFT, both the stationary gamma and stationary inverse-Gaussian
versions of the BN-S model, see Barndorff-Nielsen and Shephard (2001),
pp. 177-81. Lastly, in [subsection 7.5.3| we calibrate the LJI model under

Meixner, VG, and Merton jumps by conditional FFT.

7.5.1 Calibration to Exact Benchmarks

Table 7.12| below presents the TCMX model calibration results for the Apple

call options data set, using both exact and conditional FF'T.

Parameter K n w A o B
Time Changed Meixner (Exact FFT)
Estimate | 0.527 | 1.654 | 0.014 | 1.567 | 0.284 -1.321
Std. Err. | 0.109 | 0.244 | 0.011 | 0.678 | 0.088 0.127
t-statistic | 4.846 | 6.770 | 1.318 | 2.311 | 3.224 | -10.369
Iterations | 231 | Time | 18.5 seconds | RMSE | 0.6249
Time Changed Meixner (Conditional FFT)
Estimate | 0.528 | 1.653 | 0.005 | 1.564 | 0.284 -1.321
Std. Err. | 0.408 | 0.751 | 0.160 | 0.262 | 0.021 0.181
t-statistic | 1.296 | 2.201 | 0.033 | 5.962 | 13.630 | -7.299
Iterations 87 | Time | 22.1 minutes | RMSE | 0.6243

Table 7.12: TCMX Calibration Results: Exact vs. Conditional FFT.
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Recall from equation (7.32)) in [subsection 7.3.1| above that we assume

Ao = 1 in the TCMX model. Moreover, the marginal log-price CF for
the stochastic exponential time changed Lévy model for any Lévy process
characteristic exponent is given in Carr, Geman, Madan, and Yor (2003),

see p. 352 and p. 359. For the TCMX model we apply the Meixner log-

price characteristic exponent from equation (7.33)) in [subsection 7.3.1f above.
Notice in above that the parameter estimates and the root mean

squared errors are virtually identical for both conditional and exact FFT.

However, the t-statistic for the volatility w of the jump intensity A; is small
in the exact FFT case. This causes the standard errors to differ between
the two methods, since the intensity process is insignificant. Moreover, this
occurs because the TCMX model has no leverage parameter.

below gives the SVSJ Merton model calibration results for
the Apple call options data set, using both exact and conditional FFT. For
details of the SVSJ Merton marginal log-price CF see

Parameter K n w p A Q@ I}
SVSJ Merton (Exact FFT)
Estimate | 1.805 | 0.103 | 0.441 | -0.706 | 64.251 | 0.082 | -0.003
Std. Err. | 0.100 | 0.009 | 0.039 | 0.043 | 22.644 | 0.009 | 0.006
t-statistic | 17.976 | 11.528 | 11.355 | -16.596 | 2.838 9.171 | -0.538
Iterations 120 Time 12.5 seconds RMSE | 0.1960 -
SVSJ Merton (Conditional FFT)
Estimate | 1.805 | 0.104 | 0.447 | -0.699 | 66.664 | 0.081 | -0.004
Std. Err. | 0.089 | 0.001 | 0.020 | 0.021 15.975 | 0.011 | 0.005
t-statistic | 20.350 | 96.842 | 21.995 | -32.657 | 4.173 7.567 | -0.831
Iterations 94 Time 30.5 minutes RMSE | 0.1947 -

Table 7.13: SVSJ Calibration Results: Exact vs. Conditional FFT.
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In [Table 7.13| above we have made the assumption that o3 = 0.051 is

known for estimation purposes, similar to the assumption that A\g = 1 in
the TCMX model above. The estimate of 03 = 0.051 is from in
[subsection 5.3.2] for exact FFT calibration of the SVSJ model to the Apple
options data. Notice in for the SVSJ model that again the

parameter estimates and the root mean squared errors are virtually identical

for both conditional and exact FFT. However, in this case the standard
errors are also relatively close between the two methods. This is because all
of the t-statistics are significant for the SVSJ model, which has a well known
leverage parameter p. Considering both the TCMX and SVSJ models
above, it appears that provided the parameter estimates are significant,

calibration by conditional FFT using the drift-implicit Milstein scheme of

lsubsection 7.2.3| above will produce both reliable parameter estimates, and

also reasonable asymptotic standard errors.

7.5.2 The BN-S Model with Stationary Gamma Variance

In [subsection 2.7.1| we gave technical details of the stationary I' (v, §) version

of the Barndorff-Nielsen and Shephard (2001) stochastic volatility model, to
be known simply as the BNS-SG model, given by

1
dY; = (r — kYy (—ip; v, 0) — 20t2> dt + o dWy + pdU (v, 0;kt),  (7.93)
do? = —koldt + dU (v, 8; kt) , with p < 0. (7.94)
The function ¥y (u;v,d) is the characteristic exponent of a positive Lévy
process U (v, §; kt) such that the non-Gaussian Ornstein-Uhlenbeck equation
(7.94) for the variance has a stationary I" (v, d) distribution. The other well
known version of the BN-S model is identical to the model above, but with

Lévy process Uy = U (0, &; kt), and characteristic exponent ¥y (u; 0, €), such
that the non-Gaussian Ornstein-Uhlenbeck equation (7.94)) for the variance
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has a stationary inverse-Gaussian distribution, /G (6, &), with characteristic

function given by

b1 (u) = exp (=0 (V=2iu+€ ~¢)). (7.95)

We refer to this alternative model as the BNS-SIG model. To make a fair
comparison to the LJI model, we need to show that the BNS-SG model
outperforms the BNS-SIG model for the Apple stock call options data set of
this thesis. The log-price CFs for both the BNS-SG and BNS-SIG models
are given in Schoutens (2003), see pp. 87-88.

Parameter od K v 0 p

BN-S Stationary Gamma (BNS-SG)
Estimate | 0.053 | 1.790 | 1.975 0.032 -1.987
Std. Err. 0.001 0.102 0.123 0.002 0.092
t-statistic | 60.084 | 17.483 | 16.045 | 16.509 | -21.511
Iterations 61 Time | 4.3 sec | RMSE | 0.2485

Parameter o3 K 0 £ p

BN-S Stationary Inverse-Gaussian (BNS-SIG)
Estimate | 0.066 | 0.271 | 1.003 | 0.532 | -0.182
Std. Err. 0.001 | 0.067 | 0.269 0.105 0.035
t-statistic | 89.782 | 4.012 | 3.729 5.077 -5.191
Iterations 53 Time | 4.3 sec | RMSE | 0.5475

Table 7.14: BNS-SG and BNS-SIG Calibration Results: Exact FFT.

We mention here that in removing the final maturity of 503 days from
the Apple stock call options data set, the RMSE for the BNS-SIG model
falls to 0.3051, while the RMSE for the BNS-SG model stays roughly the
same at 0.2394. This suggests that the BNS-SG model is better than the
BNS-SIG model for late maturities. In any case, we have established that

262



the BNS-SG is the better of the two BN-S models for the entire Apple stock
call options data set, and the BNS-SG results in above are what
we will compare to the LJI model results. Notice in above that
the t-statistics for the BNS-SG model are all highly significant, especially

for the leverage parameter p < 0. However, recall from [subsection 2.7.1]

that we predict that the BNS-SG model will underperform the LJI model

because of the following two structural weaknesses that together impede the

BNS-SG leverage effect.

1. In equation ([7.93)) above for the BNS-SG log-price, the Lévy process

Ukt = U (v, 0; Kt) takes on positive values only.

2. In the BNS-SG log-price of equation ([7.93)) above, W; is uncorrelated
t

with Uy driving the variance in equation ((7.94]), so that / osdWy is
0

a symmetric diffusion for all values of Uy > 0.

As we argued back in [subsection 2.7.1] these two effects together mean

that leverage in the BNS-SG model is less effective specifically when the
Lévy process U, = U (v, ; kt) is small.

It may be remarked at this point that for the Apple stock call options
data set, the RMSE for the BNS-SG model in above is 0.2485,
and this is noticeably larger than the RMSE of 0.1960 for the SVSJ Merton
model in [Table 7.13] above under exact FFT.

7.5.3 Calibrating the LJI Model

Because the LJI model does not have a closed form log-price characteristic
function, all calibration results in this subsection were necessarily obtained
by the method of conditional FFT. We begin by focusing on the LJI Meixner

model calibration results for the Apple call options data set. It turns

out that similar to [subsection 5.3.2| above, where we calibrated all three

263



SVJ models to the Apple call options data set, the behaviour of the LJI
Meixner model is not significantly different from the LJI Merton and LJI
Variance Gamma models, under the Apple call options data set of this thesis.
Results for all three LJI models together will be given towards the end of
this subsection. below gives the LJI Meixner model calibration
results for the Apple call options data set under conditional FFT.

Parameter ~y K n w A @ B

LJI Meixner: Conditional FFT

Estimate | 0.208 | 1.718 | 3.361 | 3.913 | 1.564 0.199 | -0.284

Std. Err. | 0.008 | 0.092 | 0.316 | 0.441 | 0.371 0.024 | 0.089

t-statistic | 25.163 | 18.623 | 10.648 | 8.880 | 4.213 8.291 | -3.178

Iterations 152 Time | 45.4 minutes | RMSE | 0.1981 -

Table 7.15: LJI Meixner Calibration Results: Conditional FFT.

Notice in [Table 7.15] above for the LJI Meixner model calibration that
all of the t-statistics are highly significant, in particular the t-statistic for
the volatility w of the jump intensity A; is highly significant. Recall that
in the LJI model the parameter v > 0 doubles as the diffusion coefficient in
the log-price as well as the leverage parameter. The t-statistic of v is also
highly significant. Also, the RMSE of 0.1981 for the LJI Meixner model
in [Table 7.15] above is much lower than the RMSE of 0.6243 for the TCMX
model from Thus, the time changed stochastic exponential
model of Carr, Geman, Madan, and Yor (2003) can perform well, when a

diffusion and a suitable leverage effect are both added to the model.

Recall from [subsection 2.7.2 that we predict that the LJI model will

outperform the Barndorff-Nielsen and Shephard (2001) model, on the basis
of RMSE, because of the following two structural strengths of the LJI model

that together make for a superior leverage effect. Furthermore, recall that
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from [subsection 2.7.2| the LJI model is defined by

1
dy; = (7’ — Mbx (—i) — 2%) dt + dX (Ay) — vdWy, (7.96)
A\ = 1 (7 — M) dt + wy/ NdW, (7.97)
dA = Mdt |, Ao = 1, with v > 0. (798)

1. The Brownian motion leverage term, W;, in the log-price of the LJI

model, see equation ([7.96]) above, takes positive and negative values.

2. The time changed jumps, X (A;), in the log-price of the LJI model,
see equation ([7.96) above, have inherent skewness governed by the

parameter 3, where 8 < 0 is anticipated.

As we argued back in [subsection 2.7.2] since v > 0, —ydW} in equation
above is always perfectly negatively correlated with dW; driving the
LJI model jump intensity in equation above. This is the main basis
of the LJI leverage effect. However, noting that AX (A¢) = X (A\:At), see

equation (2.88) of [subsection 2.7.2] it can be shown that when the inten-

sity A¢ in the LJI model gets large, and the log-prices falls, the negative
skewness of the time changed jump increment dissipates, see in

lsubsection 2.3.4] so that the contribution from the jumps is more neutral.

Accordingly, when A; in the LJI model gets small, and the log-price rises,
the negative skewness of the time changed jump increment grows, thus the
contribution from the jumps is more negatively skewed, and this damps the
rise in the log-price. We believe that this leads to a superior leverage effect.

It may be observed at this point that for the Apple stock call options
data set, the RMSE for the LJI Meixner model in[Table 7.15 above is 0.1981,
and this is substantially lower than the RMSE of 0.2485 for the BNS-SG
model in above. The LJI Meixner RMSE of 0.1981, obtained
by conditional FFT, is also competitive with the RMSE of 0.1960 for the
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SVSJ Merton model in [Table 7.13| above, under exact FFT. In[Table 7.16

below, we present the LJI Meixner, LJI Variance Gamma, and LJI Merton

calibration results, based on the Apple stock call options data set.

Parameter ~y K n w A Q 153

LJI Meixner: Conditional FFT
Estimate 0.208 1.718 | 3.361 3.913 1.564 0.199 | -0.284
Std. Err. 0.008 | 0.092 | 0.316 | 0.441 0.371 0.024 | 0.089

t-statistic | 25.163 | 18.623 | 10.648 | 8.880 4.213 8.291 | -3.178

Iterations 152 Time 45.4 minutes RMSE | 0.1981 -

LJI Variance Gamma: Conditional FFT

Estimate | 0.209 | 1.720 | 3.410 | 3.991 5.178 0.077 | -0.008

Std. Err. | 0.008 | 0.083 | 0.315 | 0.372 1.152 0.007 | 0.003

t-statistic | 24.721 | 20.793 | 10.834 | 10.722 | 4.495 | 10.492 | -2.538

Iterations 66 Time 20.6 minutes RMSE | 0.1983 -

LJI Merton: Conditional FFT

Estimate 0.210 | 1.729 | 3.502 | 4.157 6.705 0.067 | -0.006

Std. Err. | 0.010 | 0.100 | 0.383 | 0.467 1.628 0.007 | 0.003

t-statistic | 21.430 | 17.353 | 9.135 | 8.893 4.119 9.883 | -1.901

Iterations 102 Time 31.5 minutes RMSE | 0.1987 -

Table 7.16: LJI Meixner, LJI VG, and LJI Merton: Calibration Results.

above shows that each of the three LJI models outperforms
the BNS-SG model of [Table 7.14] above on the basis of RMSE. While we
believe that is mainly due to a superior leverage effect in the LJI model, some
of this difference may be accounted for by the superiority of the continuous
CIR process as a model for the jump intensity, as compared to a pure jump

non-Gaussian OU process as a model for the variance in the BNS-SG model.

Notice in [Table 7.16{above that while the Feller condition, 2xn > w?, fails for
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all three LJI models, the positivity condition, 4kn > w?, of the drift-implicit
Milstein scheme for the CIR process does not fail for any of the three LJI
models. Moreover, notice in above that when leveraged, jump
intensity is a wide process. Lastly, in above, notice that the
significance of the skewness parameter § < 0 is the highest for the LJI
Meixner model, but that the LJI VG model converges the most rapidly.

7.6 Conclusion

1. The Leveraged Jump Intensity (LJI) model appears to be a better
model for the leverage effect, as compared to the BN-S stochastic
volatility model of Barndorff-Nielsen and Shephard (2001). However,
some of this difference may be due to the superiority of the CIR process
as a latent factor in the LJI model, as compared to the choice of a pure

jump non-Gaussian Ornstein-Uhlenbeck process as the latent factor in

the BN-S model.

2. In future research we will consider an LJI model with a CIR process for
the jump intensity, but also with simultaneous Poisson jumps in the
log-price and the jump intensity, where the normal and exponential
jump sizes, respectively, are correlated, similar to the “double-jump”

model of Duffie, Pan, and Singleton (2000), see pp. 1360-62.

3. The method of conditional FFT, using the log-moneyness version of
the conditional Carr and Madan (1999) formula for conditional pricing,
and the drift-implicit Milstein scheme of Kahl, Giinther, and Rossberg
(2008) to simulate the CIR process as a model for the latent factor,
is both reasonably fast and sufficiently accurate enough to calibrate
a single daily closing book of call options prices under the non-affine

LJI model.
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4. In future research we will consider an LJI model with a Vasicek (1977)
mean-reverting Ornstein-Uhlenbeck process for the jump intensity. In
this case, a closed form log-price characteristic function can be found
by using the analysis of Carr, Geman, Madan, and Yor (2003), see
§6.1.  Conditional Monte Carlo will become the benchmark price.
The Vasicek LJI model has a time change with some amount of mass
on the negative real line, and this causes a small but identifiable bias in
pricing. We intend to approximate this bias with a random variable,

in order to debias pricing in the Vasic¢ek LJI model.
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Chapter 8

The Simulation of Meixner

Process Increments

8.1 Introduction

The Meixner process of Schoutens and Teugels (1998), see [subsection 2.3.3|

above, has been used in this thesis to represent infinite-activity jumps with
infinite variation. As the Meixner process is relatively new, the literature
on simulating Meixner increments is limited. In this chapter we propose
a new method for simulating Meixner increments based on least squares
estimation. This new method was used in above to simulate
Meixner daily increments for testing the Bates (2006) AML method.

In the literature there are two main methods of Meixner simulation, one
from Grigoletto and Provasi (2009), and one from Madan and Yor (2008).
Similar to our method, in Grigoletto and Provasi (2009), acceptance-rejection
is used. However, their choice of rejection density is based on an inverse hy-
perbolic sine transform of the normal distribution, see Johnson, Kotz, and

Balakrishnan (2004), p. 34. Moreover, the parameters of their rejection
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density are fitted by the method of moments. Note that for the distribu-
tion of the Meixner increment, the scale parameter o does not scale time,
see Schoutens (2003), p. 62. Thus, the time increment must be scaled into
the other parameters, specifically A. We found that for daily increments,
the method of moments as proposed in Grigoletto and Provasi (2009), did
not have a stable solution. The method proposed in Madan and Yor (2008)
constructs the Meixner process as a time changed Brownian motion. The
time change process is simulated by a one-sided stable process with stability
index of one half, but with a subset of the small jumps removed by a suitable
truncation function. However, this method is difficult to execute success-
fully. In our trial implementation of the Madan and Yor (2008) method,
the sample mean and variance matched the true Meixner mean and variance
relatively well, but the skewness and kurtosis did not match at all, and it
was not clear how to correct this. Consequently, we constructed a Meixner
simulation method of our own, one that is both robust to daily increments,
and more transparent to the end user. Our method of simulating Meixner
process increments uses acceptance-rejection with the marginal density for
the Normal inverse-Gaussian (NIG) process of Barndorff-Nielsen (1997) as
the rejection density. We use least squares to estimate the parameters of
the rejection density from a grid of points mapped out by the target density
under the proposed parameters. All of the computations for this chapter
were done on an Intel Xeon 2xE5-2643v3 dual processor at 3.4 GHz with 12
cores. In we give the technical details of least squares rejection
in the context of Meixner-NIG rejection. In we test the sample
moments of Meixner-NIG rejection for large increments by simulation, and
compare with the Meixner European options pricing results from Madan and
Yor (2008). In we test the sample moments of Meixner-NIG
rejection for daily increments by simulation. concludes.
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8.2 The Method of Least Squares Rejection

For a suitably well chosen rejection density, the method of least squares
rejection provides a parametric fit of the rejection density that lies quite close
to the target density in the sense that the expected number of simulations
from the rejection density in order to simulate from the target density can

be surprisingly low. In this section we describe the technique in the context

of Meixner-NIG rejection. In [subsection 8.2.1] we describe how to simulate

NIG process increments. In [subsection 8.2.2) we describe the least squares

estimation of the rejection density. Then in [subsection 8.2.3| we present the

Meixner-NIG rejection algorithm.

8.2.1 Simulating NIG Process Increments

The Normal inverse-Gaussian process may be expressed as a time changed
Brownian motion, where the time change is an inverse Gaussian (IG) pro-
cess with a specified combination of NIG process parameters, see Barndorff-
Nielsen (1997), §3.1, p. 3. Consequently, we first examine how to simulate
from the inverse-Gaussian distribution. The parameterization of the IG

distribution associated with the NIG process has a density given by

91 (%;6,7) = \/(;—ﬁ exp (07) 272 exp (—; (f + w%)) . (8

Equation (8.1]) is the density of the first passage time to the level § of a
Brownian motion with drift 7, see Barndorff-Nielsen (1997), §3.1, p. 3.
However, the IG distribution is typically simulated assuming an alternative

parameterization given by

A -
92 (.%'; Ky )‘) = 23 exp <2M2$ (.%' - ,U)2> ) (82)

see Devroye (1986), §4.3, p. 148. Equation (8.2) is also the parameterization
for the inverse-Gaussian distribution used by Matlab R2016a.
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Lemma 8.1 The inverse-Gaussian densities g1 (x;0,7) and g (z; p, \), from

equations (8.1) and (8.2)) respectively, are equivalent when

uw= i and \ = 2. (8.3)

[ A -
g2 (.’E, Ky )‘) = Q3 exp <2ILL2"L‘ (CC - /1’)2)

Proof.

VA s 1A (22 — 2p + p?)
= —z 2exp | —= 5
V2 2 Ik
VA s 1/ A A1
= —x 2¢e —— | sz —2—+ A—
e (3 (e 4)
SotcoD)om( (22
AN <o 2 )exp (-2 (2
27 P ! P72\ 12
) 3 1 (/6%
= ——7 2 ) S 2
57 QeXp(v)eXp< 2(96 +v w))
:91(%5”7)7

as required. =

The following algorithm for simulating from the inverse-Gaussian dis-
tribution is taken from Devroye (1986), §4.3, p. 149. It is attributed to
Michael, Schucany, and Haas (1976), and assumes the (p, A) parameteriza-
tion as in equation above.

Algorithm 8.2 To simulate X ~ IG (u, \),
Generate Z ~ N (0,1).
SetY =72 ~ x2(1).
Set Xy = p+ 57 — Lo /HY + 122,
Generate U ~ Unif (0,1).
IfU < uer then return X = X7.
Else return X = 5‘(—21
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Let X; be a Normal inverse-Gaussian (NIG) process. For parameter

identification purposes, X; ~ NIG (a,b,m;t) has a characteristic function

ox.(0) = oxp (mt (V@ =7 - Jar —@rinf) ). s

see Barndorff-Nielsen (1997), p. 4. The process X; may be expressed as a

given by

time changed Brownian motion with drift,
X =bIGi + Wig,, (8.5)

where the marginal density of the time change process IGy is inverse-Gaussian

with parameters
0 =mt and v = Va? — b?, (8.6)
under the parameterization g; (x;d, v) from equation (8.1)) above, see Barndorff-

Nielsen (1997), §3.1, p. 3. However, by Lemma the time change process
IGy in equation (8.5) above is equivalently inverse-Gaussian with parameters

t
= ZL[)Q and A = m?t?, (8.7)

under the parameterization go (z; u, A) from equation above. Hence,
we may use Algorithm [8:2] above, with the parameters specified in equation
, to simulate from the marginal distribution of the requisite inverse-
Gaussian process in equation , specified by equation . This result
leads directly to the following algorithm for simulating the increment of a

Normal inverse-Gaussian process.

Algorithm 8.3 Let X be the increment of an NIG (a,b,m;t) process, and
let 7 = At. To simulate X,

mT 2,2

Set u = Tar and A = m*T°.

By Algorithm generate Y ~ IG (u, ).
Generate Z ~ N (0,1).

Return X =bY +VY Z.
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8.2.2 The Least Squares Envelope

We propose to simulate the drift-free Meixner process increment by the
acceptance-rejection technique with the marginal density of the drift-free
NIG process as our rejection density. Thus, let X be the increment of a

Meizner (o, B, A\;t) process, and let 7 = At. Recall from equation (2.46))

in [subsection 2.3.3| above that the density of X is given by

2AT s
(2 Ccos (%)) e% iv 2
f(z;06ein, T) = 37T (2A7) r [)\7' + a} , (8.8)

a>0, |8 <m A>0.

where Oprei = (v, 5, A) is the parameter vector. Note that evaluation of the
complex-valued gamma function in equation , for the Meixner density,
has an above average computational expense. This adds to both the setup
cost and the execution time for our method. From Schoutens (2003), p. 63,
the density of the Meixner increment has semi-heavy tails with asymptotic
behaviour given by

C_|z|’~ exp (—n-|z|) asz — —o0

[ (%3 00mein, T) ~ : (8.9)
Cy |z|’* exp (—ny |z]) as z — 400

for some positive constants C_,Cy, where pr = 2\ — 1, and ny = @

The density of an NIG (a,b, m;t) process increment, where 7 = At, is given

by the function

K; <a\/mQT2 + wQ)
vVm2r2 4 22

g (x;0n1c,T) = amT exp (mrm + b:z:)

™

. (8.10)
a>0, b <a,m>0,

where Onrc = (a,b,m) is the parameter vector, see Schoutens (2003), pp.

59-60. The function K (-) in equation ({8.10) is the modified Bessel function
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of the second kind of order 1. Numerical evaluation of this particular special
function is relatively fast. Also, as may be obtained from Schoutens (2003),
p. 60, the density of the NIG increment has semi-heavy tails with asymptotic
behaviour given by

D_ \x]_% exp (—y— |z|) asz — —o0

g(m‘;@Njg,T) ~ s (8.11)

D, \x]_% exp (—v+ |z]|) as z — +oo

for some positive constants D_,D,, where v+ = a Fb. For simplicity let
H_ = % and Hy = g—: Then the asymptotic behaviour of the rejection

ratio is given by

1
F(@300cia7) | Hola 2 exp(=0-|a]) asz— —o0

g (z;0n16,7) H, |x|2)‘+% exp (=04 |z|) as x — 400 . 812)
where
o = (W;B) —(a+0), and (8.13)
op = W —(a—0).
Thus, evidently the rejection ratio vanishes as x — 0o when
a+b<w;6,and (8.14)
a—b< i B

o
Under these conditions we can guarantee that

c= supM < 0. (8.15)
zeR 9 (T3 0N1G,T)

The main idea behind least squares rejection is the following. Let X be the
increment that we wish to simulate. In the case at hand X ~ f (x;0psein, 7),

where Opreir = (o, B, A) is known. We propose g (z;0n1a, T) as the rejection
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density, where On7¢ = (a,b,m) is unknown. For some positive constant

b > 0, and some positive integer N, let
zp € [V, 0], k=1,2,..,N, (8.16)

be a uniform discretization over the real numbers. We recommend that b’
be fifteen standard deviations of the target density, and that N be chosen
such that Az ~ 10™*. Then, for fixed inputs Opseir = (o, 5, A) and 7 = At,
evaluate

fk:f(:L‘k;HMeim,T), k=1,2,...,N. (8.17)

The optimal parameters of the NIG rejection density that guarantee a
bounded rejection ratio for all x € R, and satisfy the NIG parameter con-
straints, are given by the least squares problem

N

Onic = axgmin > [fi — g (xx; On1c, 7)) (8.18)
ONTGES? k=1

subject to

a+b<7T_B,
Q@

a—b<w+ﬁ,
Q

|b] < a.
For fixed Opreir = (o, ,A) and 7 = At, the method of moments may be
used to obtain starting values for nx7c = (a,b,m) in equation (8.18)).

8.2.3 Meixner-NIG Rejection

There are two items to be computed before the execution of Algorithm
below for Meixner-NIG rejection. The time to compute these two items

comprises the setup cost. First, given Opeir = (o, B, A) and 7 = At, we

need to compute §NIG = (a,/l;, fh) by equations (8.17) and (8.18]) from

276



isubsection 8.2.2) above. Then, the rate of rejection c¢ is given by

_ f(x;aMeixaT)
C=8SuUp—/F———
mERg <x;0NIG'7T)

(8.19)

see McLeish (2005), pp. 99-100. It is suggested in Grigoletto and Provasi
(2009) that equation above may be evaluated either graphically or
numerically. We use a graph to determine the local maxima of the rejection
ratio, and then numerical optimization over a floating point representation
of the real numbers given suitable starting values for each local maxima.
Specifically, we use the Matlab R2016a function fmincon. Illustrations will

be given in the two examples that follow.

Algorithm 8.4 (Meixner-NIG Rejection) To simulate from the marginal
density f (z;0nrreiz, T) of the Meizner process increment, where T = At,

1. By Algorithm generate X ~ g (:L’; §Njg, T).

2. Generate V ~ Unif (0,1) independent of X .

3 SetY:chg(X;ngg,T>.

4. If Y < f(X;0peix,T) then return X.

5. Otherwise go to step 1.

8.3 Meixner European Option Price Simulation

8.3.1 Simulated Meixner Moments for Large Increments

For the Meixner parameter values Opsein = (o, 8,A) = (.25,—.5,1), as in
Madan and Yor (2008), p. 44, with 7 = 0.50, the NIG parameters estimated
by equation (8.18)) are given by §N[G = (5,3, ﬁz) = (8.521,—-2.01,0.274).

The rejection rate ¢ computed by maximizing the rejection ratio on the right

hand side of equation (8.19) in [subsection 8.2.3| above is ¢ = 1.02437. In
below we illustrate that there are two main local maxima at very
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nearly the same level. The local maximum value on the left is 1.02106,
and the maximum value on the right is ¢ = 1.02437. Moreover, we have
observed that if 5 < 0, then the local maximum on the right is typically also

the global maximum.

L Local Maxima of the Rejection Ratio

Rejection Ratio
= = = Maximum Value

0.8

Figure 8.1: Meixner-NIG Rejection Ratio: 7 = 0.50, c=1.02437.

The rejection rate ¢ > 1 on the left hand side of equation above
may be interpreted as the expected number of iterations executed in the
rejection loop. Thus, a low value of ¢ implies that the rejection method is
efficient, see McLeish (2005), p. 100. In Grigoletto and Provasi (2009), §3,
a rejection algorithm for simulating the Meixner distribution is proposed,
using the method of moments to identify the rejection density. Values of the
rejection rate ¢ between 1.0772 and 1.5527 are reported, and c is larger when
the skewness and kurtosis of the underlying Meixner distribution are more

extreme, see Grigoletto and Provasi (2009), Table 1, p. 64. Because it fits
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the shape of the target density directly, the method of least squares rejection

is robust to extremities in the underlying skewness and kurtosis. Relative to

Grigoletto and Provasi (2009), Table 1, p. 64, the true values of the skewness

and kurtosis for the Meixner increment with (o, 8, A) = (.25,—.5,1), and
7 = 0.50, given in [lable 8.1 below are moderately extreme. However, least

squares rejection still obtains an efficiency rate of ¢ = 1.02437.

N Mean Variance | Skewness | Kurtosis
True Value -0.03192 | 0.01664 | -0.49481 | 5.24480
Bias 5,000 | -0.00012 | 0.00001 | -0.00779 | -0.00018
10,000 | -0.00001 | 0.00003 | -0.00187 | -0.02317
20,000 | -0.00006 | 0.00002 | -0.00077 | -0.01494
RMSE 5,000 | 0.00177 | 0.00043 0.09280 0.42993
10,000 | 0.00133 | 0.00033 0.06238 0.31527
20,000 | 0.00083 | 0.00024 0.04497 0.21278
VMSE + Bias? | 5,000 | 0.00177 | 0.00043 0.09247 0.42993
10,000 | 0.00133 | 0.00033 0.06236 0.31442
20,000 | 0.00083 | 0.00024 0.04496 0.21225

Total Simulation Time

6.13 minutes

Table 8.1: Simulations of 100 Sample Meixner Moments: 7 = 0.50.

Using a batch size of 100, above assesses the bias and variability

for the first four sample moments of a Meixner random sample simulated by

the Meixner-NIG rejection technique at three sample sizes. For samples of
size 5,000, both the biases and the RMSEs reported in[Table 8.1]are modestly
reasonable for each sample moment. But, vV MSE + Bias? is twice as low

for samples of size 20,000 relative to samples of size 5,000, suggesting that

a Monte Carlo sample size of 20,000 will be effective.
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8.3.2 Comparison to the Madan and Yor Results

In below we compare the simulated Meixner options prices from

Madan and Yor (2008), Table 1, p. 45, to our Meixner options prices as

obtained by the Meixner-NIG least squares rejection method.

Strike T Madan & Yor | Meixner FFT | Our Prices | MCSE
80 0.25 0.1174 0.1266 0.1244 0.0086
90 0.25 0.6022 0.6179 0.6320 0.0195
100 | 0.25 3.3690 3.4127 3.4195 0.0400
110 | 0.25 0.5934 0.6543 0.6609 0.0216
120 | 0.25 0.1293 0.1587 0.1548 0.0103
80 0.5 0.3150 0.3284 0.3148 0.0135
90 0.5 1.2362 1.2868 1.2919 0.0291
100 0.5 5.1135 5.2081 5.2888 0.0575
110 0.5 1.5889 1.6870 1.6665 0.0362
120 0.5 0.4656 0.5282 0.5177 0.0211
80 0.75 0.5593 0.5714 0.5778 0.0192
90 0.75 1.8617 1.9000 1.8990 0.0364
100 | 0.75 6.5256 6.6170 6.6352 0.0708
110 | 0.75 2.7066 27717 2.7794 0.0502
120 | 0.75 1.0410 1.0710 1.0591 0.0330
80 1 0.8117 0.8323 0.8174 0.0236
90 1 2.3644 2.4458 2.4545 0.0424
100 1 7.7168 7.8220 7.8262 0.0841
110 1 3.7458 3.8095 3.7933 0.0630
120 1 1.6819 1.7152 1.7103 0.0452

Average CPU Time: Our Prices

3.76 seconds

Table 8.2: Simulated Meixner European Options Prices.
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above is based on Madan and Yor (2008), Table 1, p. 45. The
options are European style, the risk-free rate is 3%, the dividend yield is
1%, and the spot price is 100. For strikes below the spot price, the option
is a put, and for strikes at or above the spot price, the option is a call. The
model is a risk-neutral pure jump Meixner model. The FFT prices were
taken from Madan and Yor (2008), Table 1, p. 45. For our prices we used a
sample size of 20,000. This lead to adequate Monte Carlo standard errors,
and all of our prices lie within a 95% confidence interval based on the FFT
price. We used the Meixner-NIG least squares rejection technique described
in above to construct sample prices. Notice that our prices are
more accurate than Madan and Yor (2008), Table 1, p. 45. The average
time in is net of the setup cost, computed on an Intel 2xE5-2643v3
at 3.4GHz with 12 cores in parallel.

8.4 Simulating Daily Meixner Increments

We have shown in above that the method of Meixner-NIG least
squares rejection works well for simulating large Meixner increments. In
this section we show that the method is also quite robust for simulating
small Meixner increments. This is the purpose that the method was in-
tended to serve. We simulate the sample moments of a random sample
of daily Meixner increments. For Opreir = (o, 5,\) = (.166,.277,5.23),
from the Apple stock (1991-2011) SVJ model estimates in with
T = %2, the NIG daily increment parameters estimated by equation
are Oy = (Zi, /b\, ffz) = (9.203,1.666,0.870). The rejection rate ¢ computed
from equation (8.19) in[subsection 8.2.3|above is ¢ = 1.023251. In[Figure 8.2]

below, again there are two local maxima at very nearly the same level. This
time, 8 > 0, the global maximum value is on the left at ¢ = 1.02351, and

the local maximum on the right occurs at 1.02325.
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L Local Maxima of the Rejection Ratio

Rejection Ratio
= = = Maximum Value

0.6

0.4

02r

Figure 8.2: Meixner-NIG Rejection Ratio: 7 = 1/252, ¢ = 1.02351.

Daily jump increments in stock prices exhibit leptokurtosis. However,
least squares rejection is capable of closely fitting the NIG rejection density
to the Meixner daily increment density. The rejection rate of ¢ = 1.02351 is
low and indicates very high efficiency for the proposed rejection scheme. The
extreme kurtosis is evident from the true values of the moments in
and below, for Meixner and VG daily increments, respectively.
The Meixner parameters are (a, 5, \) = (.166,.277,5.23) in and
for VG the parameters are (o, 3, ) = (.068,.008,13.5) in both
from the SVJ model estimates for Apple stock (1991-2011) from
Below, assesses the bias and variability for sample moments of
Meixner daily increments simulated by the Meixner-NIG rejection technique.

Variance Gamma (VG) in [Table 8.4} is included for comparison.
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N Mean Variance | Skewness | Kurtosis
True Value 0.000480 | 0.000292 | 1.35530 | 53.0200
Bias 5,000 | -0.000016 | -0.000002 | -0.05484 | -3.51590
10,000 | 0.000005 | 0.000000 | -0.00996 | -2.03670
20,000 | 0.000003 | 0.000000 | -0.00305 | -0.40429
RMSE 5,000 | 0.000267 | 0.000026 | 1.18290 16.2890
10,000 | 0.000172 | 0.000018 | 0.92164 13.5420
20,000 | 0.000123 | 0.000014 | 0.63687 10.2630
VMSE + Bias? | 5,000 | 0.000267 | 0.000026 | 1.18160 15.9050
10,000 | 0.000172 | 0.000018 | 0.92158 13.3880
20,000 | 0.000123 | 0.000014 | 0.63686 10.2550

Total Simulation Time

5.87 minutes

Table 8.3: Simulations of 100 Sample Meixner Moments: 7 = 1/252.

N Mean Variance | Skewness | Kurtosis
True Value 0.000429 | 0.000251 | 1.50750 | 60.5190
Bias 5,000 | -0.000020 | 0.000002 | 0.04644 | -2.23940
10,000 | -0.000011 | 0.000000 | -0.02535 | -1.49680
20,000 | 0.000002 | 0.000000 | 0.00318 | -0.43669
RMSE 5,000 | 0.000227 | 0.000026 | 1.15930 15.1520
10,000 | 0.000171 | 0.000018 | 1.05930 13.1980
20,000 | 0.000117 | 0.000013 | 0.80543 11.6690
VMSEFE + Bias? | 5,000 | 0.000226 | 0.000026 | 1.15840 14.9850
10,000 | 0.000170 | 0.000018 | 1.05900 13.1130
20,000 | 0.000117 | 0.000013 | 0.80543 11.6610

Total Simulation Time

1.04 seconds

Table 8.4: Simulations of 100 Sample V.G. Moments: 7 = 1/252.
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The parameters underlying both [Table 8.3| and [lable 8.4 respectively

above, are estimated from the daily log-returns of Apple stock (1991-2011).
Thus, VG simulation in [Table 8.4] makes a useful comparison to our Meixner

simulation. Recall from equation (2.27)) in jsubsection 2.3.2) that the VG

process is simply a time changed Brownian motion, where the time change
is a gamma process. This means that the increment of the VG process
can be simulated from one gamma r.v. and one independent normal r.v.,
see for further details. Thus, very little simulation error is
expected to occur in the simulation of VG increments. But, notice that
above for simulated Meixner increments, and above for
simulated VG increments, have highly similar corresponding entries. This
suggests that the method of Meixner-NIG least squares rejection performs
as well as a simple time changed Brownian motion simulator.

Nonetheless, there are potential problems suggested by the results in

[able 8.3l and [Table 84 The biases for all moments in both tables are

adequate at each sample size. However, the variability for each of the
sample skewness and the sample kurtosis is a bit high in both tables for
samples of size 5,000. The fact that this occurs in both and
suggests that the problem may be inherent with infinite-activity
jumps for small increments such as daily.

In we chose to estimate the SVJ and SVSJ models from
samples of twenty years of daily log-returns. This corresponds roughly
to samples of size 5,000. We made this choice for consistency with other
literature, for example Eraker, Johannes, and Polson (2003), and Li, Wells,
and Yu (2008). The levels of bias in both [Table 8.3 and [Table 8.4] above,

for samples of size 5,000, suggest that our choice was reasonable. But, a

larger sample size could lead to a slight improvement in the variability of

the higher moments, according to [lable 8.3| and [Table 8.4] above.
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8.5 Conclusion

1. The method of Meixner-NIG least squares rejection has been shown
to be a highly efficient method of simulating Meixner increments both
large and small. The rejection density is based on a well-known time
changed Brownian motion, the Normal inverse-Gaussian process of
Barndorff-Nielsen (1997). Thus, it is not surprising that we found
our method of simulation to perform as well as the direct simulation
of another well-known time changed Brownian motion, the Huang and
Wu (2004) version of the Variance Gamma process. The only real
drawback of our method is the lack of computational speed in the

complex-valued gamma function contained in the Meixner density.

2. Under the present setup with both the rejection and target densities
known in closed form, our other finding is that for both large and
small Meixner increments, the simulated higher moments have excess
variability with standard sample sizes of 5,000. We also found this
to be true for the Huang and Wu (2004) type Variance Gamma daily
increments. Thus, when simulating the daily increments of infinite-
activity jumps, it could be of benefit to consider a larger sample size

such as 10,000. Based on the example from Bates (2006) with 11,076

daily log-returns, see [subsection 4.4.5( above, we believe that both the

SVJ and SVSJ models can handle 10,000 data points. However, in

the interests of maintaining speed in AML estimation, we also believe

that 5,000 data points, as used in this thesis, will suffice.
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Part IV

The Conclusion of the Thesis
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This thesis is about the estimation of models for the log stock price with
a continuous component, stochastic volatility, jumps, and stochastic jump
intensity. Particular emphasis has been placed on Fourier based estimation
techniques, and consequently the fast Fourier transform (FFT) has been
employed in all estimation methods. We have treated models from the
affine Markov class, and we have also introduced a new non-affine model.
Each of these two streams leads to a main contribution, each with supporting
contributions. After an outline of these contributions, we will close with a

list of five future research topics.

Contributions to Affine Markov Model Estimation

Our main contribution to the estimation of the affine Markov models is:

e the Parametric Minimum Entropy Martingale Measure (PMEMM) of

Many supporting contributions were made in the development of the
PMEMM, and these came largely in our extensions to the theory of AML
from Bates (2006) for the Heston, SVJ, and SVSJ models:

e proof in that L' integrability holds for each of the three
Fourier transforms of AML, and implementation of AML by FFT,

e proof in [Appendix B|and [Appendix C|that our joint affine coefficients

are continuous on the principal branch,

e proof in that we may differentiate the primary Fourier

transform of AML twice under the integral with respect to v € (u,v),

e AML estimation results showing that certain banking and technology

stocks, and evidently also the S&P 500 index, may be characterized
by infinite-activity jumps, from
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Other affine Markov model contributions include:

e the least squares rejection algorithm for simulating Meixner increments

with an NIG rejection density from

e proof in[Section 3.3|that the marginal log-price characteristic functions
are each L! for the Heston, SVJ, and SVSJ models, as required for the

PMEMM in

e the trapezoidal rule as an easy solution to the problem of negative call

prices deep out-of-the-money in the Carr and Madan (1999) formula,
from
Contributions to Non-Affine Model Estimation

Our main contribution to non-affine log stock price models is:

e the Leveraged Jump Intensity (LJI) model of

Supporting contributions for the LJI model are:

e a generalization of the Carr and Madan (1999) formula to a particular

conditional Monte Carlo and quasi-Monte Carlo pricing technique that

we refer to as conditional FFT, from

e least squares calibration evidence in that the LJI model
provides a superior model for the leverage effect as compared to the

Barndorff-Nielsen and Shephard (2001) stochastic volatility model.

Future Research Topics

1. The future of AML is with high-frequency data. We have already
further investigated the AML estimation of S&P 500 log-returns at
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the 78-minute data frequency with annually based parameters. To
increase the data frequency to five minutes, we plan to switch to daily
based parameters, as are commonly used in the MCMC literature, see
for example Eraker, Johannes, and Polson (2003). Recall that for

daily data on an annual basis, At = ﬁ But, with five-minute data

on a daily basis, At = % > ﬁ Hence, it can be shown in this case
that oscillation in the integrands of the three Fourier transforms of the
AML method will decay at a faster rate, thereby improving accuracy.
We will consider three month samples of approximately 5,000 data
points at five-minute frequency. Thus, it will be worth updating the
estimate of the P-measure each day, along with a daily re-estimate of

the option implied Q-measure. Each newly estimated P-measure and

Q-measure will form the basis a fresh daily PMEMM estimate.

. So far we have shown that the PMEMM provides a good forecast of
late maturity at-the-money discounted call option payoffs, and this is
consistent with Chernov and Ghysels (2000). However, we may be able
to show more than this. In future research, by numerically solving the
boundary value problem for the Heston MEMM call price, as proposed
in He and Zhu (2016), given 0p € Qp for the Heston model, we can
price Heston MEMM call options. These can be compared to the
corresponding Heston PMEMM call prices, given 0p € Qp. If these
sets of call prices are similar, it will be suggested that the PMEMM is

a more easily computable approximation to the MEMM.

. The method of conditional FFT is a highly flexible pricing technique
that only requires the conditional log-price characteristic function given
the latent factor to be known in closed form. Thus, in future research
we will extend the LJI model to include simultaneous Poisson jumps in

the jump intensity and the log-price, with correlated exponential and
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normal jump sizes, respectively, similar to the “double-jump” model of
Duffie, Pan, and Singleton (2000). The stochastic jump intensity will
be simulated as a CIR process augmented with Poisson jumps, and
exponential jump sizes. Then, given the jump intensity, and given
its jumps, the conditional log-price CF will be easily known in closed
form. This should lower the implied volatilities of out-of-the-money

call options, similar to Duffie, Pan, and Singleton (2000).

. We developed the LJI model expressly so that the CIR process could
be used to model the jump intensity. But, this leads to a non-affine
model. Consider instead, the same LJI model with a Brownian motion
and time changed jumps in the log-price, but with the jump intensity
modeled by a Vasicek (1977) process. By using the analysis of Carr,
Geman, Madan, and Yor (2003), see §6.1, a closed form log-price CF
for the Vasicek LJI model can be found. However, this model has
a time change with some mass on the negative real line, resulting in
biased prices. In future research, we intend to quantify this bias using
the method of conditional FFT for benchmark prices, and develop a

random variable to model the bias.

. Bates (2012) considers AML for estimating infinite-activity Lévy pro-
cess models for the log-price, time changed by the CIR process. This
poses a challenge in that a time changed infinite-activity Lévy process
is a hidden Markov model, see Bates (2012), p. 230, and is not neces-
sarily Markov. In this thesis we developed the gamma approximation

of AML in [subsection 4.2.3) based on Bates (2006), see p. 917, un-

der the assumption that the log-price model is a Markov process. It
remains an open problem to re-work this analysis, so as to allow for

hidden Markov models.
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Appendix A

Characteristic Functions:

SVJ and SVSJ Models

Recall from [subsection 2.6.1|that under the P-measure, the SVJ model with

compensated drift is given by
1
dy; = (MO - 507 —Ux (—z‘)> dt + oy dW,®) + dXy, (A1)

do? =k (n — 02) dt + wo dW"), E [th(S)th(V)] = pdt.

Hence, by Remark from [subsection 2.6.1] the SVJ model under the
Q-measure is simply (A.1l)) above with o replaced by the risk-free rate r.

Moreover, it was shown in [subsection 2.6.2| that the SVSJ model under the

P-measure with compensated drift is given by
o A ()
dYe = { po 50t Yx (—i) o | dt + o dW;”) +dX (Vi) , (A.2)
do? =k (n — 02) dt + wo, "), E [th(S) thW)} = pdt,

dV; = o2dt.

Similarly, by Remark [2.37] from [subsection 2.6.2] the SVSJ model under the
Q-measure is given by (A.2)) with pg replaced by the risk-free rate r.
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By Bates (2006), pp. 953-955, the SV.J and SVSJ models are both affine,
with an exponential-affine C.F. for the terminal joint process Zp = (YT, a%)
given an initial point Zy, = (Y}O, afo), written as

G212, (1, 0) = exp [iuYs, + C (u,v;7) + D (u,v;7) 07 ] , (A3)
in conditional form where Y; is the log-price, o7 is the latent factor, and
T =T —1tg > 0 is the gap time. The functional forms

Q:Q(U7U;7—)7 and Q:Q(U,’U;T),

are referred to as the affine coefficients. In this thesis we further denote the
affine coefficients of the corresponding conditional log-price characteristic

function by
C=C(u;7)=C(u,0;7), and D =D (u;7) =D (u,0;7).

Bates (2006), pp. 953-954, nests the SVJ and SVSJ models into one model,
and derives the affine coefficients of the joint characteristic function as a so-
lution to the related Kolmogorov backward equation with a suitable bound-

ary condition, similar to Heston (1993), pp. 340-342. Recall that is was

shown in [subsection 2.6.2] that a time changed compound Poisson Merton

process is equivalent to a Poisson stochastic integral where the integrator
is a non-homogeneous Poisson process with affine stochastic jump intensity
\¢ = \o?, consistent with Bates (2006), p. 953.

This appendix presents joint affine coefficients C (u,v;7) and D (u,v;7),
for the SVJ and SVSJ models assuming 7 > 0, that are shown under the
condition p < 0 from and a key result from Appendix
to be principal branch continuous for all (u,v) € R x (—6,4), for some
0 > 0. This is based on Lord and Kahl (2010), §2-3, where the problem
is studied for the log-price C.F. of the Heston model, with the initial point

known. of Appendix proves that our affine coefficients
are equivalent to those given in Bates (2006), p. 954.
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A.1 Specifications in Common with Bates (2006)

The main auxiliary variables and joint coefficient format presented in this

introductory part of are the same across both our specification
of the affine coefficients in Appendix and the Bates (2006) specification

presented in Appendix However, note that Bates (2006) only pursued
Merton (1976) jumps. We will provide for the other two jump types from
Section 2.3l as well.

We define the compensated characteristic exponent of the jumps by

Ux () = x (u) — dupx (i), (A.4)

and for convenience we also define the same for Brownian motion,

D (u) = —% (u2 + iu) . (A.5)

Recall from [subsection 2.3.1| that for Merton jumps, as in Bates (2006)

Dty (1) = A (exp <wu _ ;a2u2> _ 1) (A.6)

— tu <exp <B + ;a2> — 1) ,

while from [subsection 2.3.2| for Huang and Wu type Variance Gamma jumps

Yve (u) = —Alog (1 —ifu + ;a2u2> (A.7)

1
+ iuAlog (1 —p— 2a2) ,

and from [subsection 2.3.3| for Meixner jumps

R coS (%)
Varx (u) = 2Alog cosh (% (au — zﬁ))

=0

+5
cos (‘J‘T)

(A.8)

—u2Mlog
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The primary auxiliary variable that distinguishes between the SVJ case

and the SVSJ case is

J0 (4 b (u)  for
¥ (u) = wﬂm _) o Vwlw oSV . (A9)
Pt (u) Yw (u) + Yarg (u) for SVSJ

The style of specification for ¢ (u) in (A.9) is taken from Huang and Wu

(2004). We now define the two primary auxiliary variables,

ka (u) = Kk —iupw, and (A.10)
JO (4,
=17, Eui e P —2Pe(e). (A1)

As above, for functions and variables that depend on «y (u), or more precisely
¥ (u), a superscript JO will indicate the SVJ case, similarly J1 will indicate
the SVSJ case, and either a superscript ¥ or no superscript will indicate
both. A common format for both our specification and that of Bates (2006),
p- 954, is given by

C =C(u,v;7) (A.12)
=C(wyT)— glog (1 ~ KY (u,T)w) ,
D = D (u,v;7) (A.13)
B . RY (u;T) v
= D{wr)+ 1—KY (u;7)iv’
C70 (u; 7 C3V (u;T ~
C (u; 7’) = o Eu; 7—; = o ((u7 7—)) + 1gvjvx (u) T, (A.14)
and D (u;7) = DY (u; 7). (A.15)

Note that in equation (A.14), the term C°" (u) is simply the C coefficient

for the Heston model.
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The differences between our specification and that of Bates (2006) are
found in the definitions of the marginal coefficients, C' (u), and D (u), and

auxiliary variables K (u), and R (u).

A.2 Affine Coefficients used in this Thesis

If the sole aim of this thesis were to estimate the SVJ and SVSJ models

1

553, then we would not need the

from daily log-returns by AML with 7 =
alternative set of affine coefficients presented here. However, the relative
entropy method from and the calibration in both
invert the log-price characteristic function at potentially large maturity dates
7. To accommodate this, continuity on the principal branch is desired, see
Lord and Kahl (2010), p. 676, concerning the Heston model. Thus, we offer
a unified set of affine coefficients to cover every aspect of this thesis.

By generalizing the arguments from Lord and Kahl (2010), §2-3, we prove

in [Appendix B| and [Appendix C| that our affine coeflicients are principal

branch continuous. Other known cases of this phenomenon include Bakshi,

Cao, and Chen (1997), p. 2046, and in particular Duffie, Pan, and Singleton

(2000), p. 1360. Note that the affine coefficients derived in Heston (1993),

pp- 340-342, are not principal branch continuous despite being algebraically

equivalent to a version that is, see Lord and Kahl (2010), p. 674-675.
Recall that the general specifications from Appendix are

C (u,v;7) =C (u;7) — i}i;] log (1 — KY (u;7) iv) , (A.16)
Y (u;T) dv
D (u,v;7) = D (u;7) + 5 ?K(w 7(u;)7') — (A.17)
Vo (us T ~
C(u;T) = gjl ((u;’T)) + 1y vx (u) T, (A.18)
and D (u;7) = DY (u;7). (A.19)
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We now give C (u), D (u), K (u), and R (u) defining the proposed prin-
cipal branch version of the affine coefficients for the SVJ and SVSJ models.

We begin by defining two additional auxiliary variables

Au) = AY (u) = M and (A.20)
H (ui7) = H (u37) = (ki (u) + () (1= Aw) e707) 0 (A21)

The SVJ and SVSJ joint affine coefficients are now fulfilled simultaneously

with marginal coefficients and auxiliary variables defined by

C (u;T) = dupot + g (kg (u) — v (u) T (A.22)

()T _ ~
2mzl (A(ujlezu;_ : 1) ey iy (u) 7

.\ kg (u) = (u) 1— e
D (u;7) = 2 (1 = A () e_v(u)T) : (A.23)
w? (1 - efv(u)r)
K (u;7) = H(w:7) , and (A.24)
U, T) = e_W(U)T LU) 2
Rlum)=1 <H(u; T)> ' (A.25)

A.3 Affine Coefficients from Bates (2006)

We assume the same general specifications for the joint coefficients as applied

above in equations (A.16]) to (A.19) from Appendix However, in this

case we define the additional auxiliary variable given by

YW 4 q

B (u;7) = BY (u;7) = @ 1

(A.26)

It may be deduced from Bates (2006), p. 954, that the marginal coeffi-
cients and auxiliary variables C (u), D (u), K (u), and R (u) fulfilling the
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definition of the joint affine coefficients for both the SVJ and SVSJ models

simultaneously are given by

C (wm) = duptor + = (s (w) +7 (w) 7 (A.27)
K kg (u u)) (e7W7T — ~

a 17277 log (1 - o )+72(7 zi)( 1)> + Lsvyvx (u) 7,
2w

PO = S B () + v () 2

w2
K (u;T) = @ B () g @) and (A.29)
R(uyT) = B(w7)" -1 5 (A.30)
(B (wir) +25)

As we prove in it is the change that we make in this thesis

to C (u) that guarantees principal branch continuity. [Appendix Bl also
shows that the changes that we make to D (u), K (u), and R (u) improve

stability, since on the principal branch Rey (u) > 0 for all u € R, whereby
e W7 decays as u — +oo. The property from Bates (2006), p. 954, that
C (u,v;7) and D (u,v;T) are both easily twice differentiable with respect v,

has also been preserved.

Theorem A.1 (Equivalence of Affine Coefficients) Fquations (A.22))

through (A.25)) of Appendiz[A.9 are equivalent to equations (A.27) through
(A30) of Appendiz[A.3

Proof. From equation (A4.27)),

2
. -~ w
(CBates — WUpT — ]-SVJ¢XT) ;77

(kg +7) (77 - 1))

—(HG+7)T—2log<1+ 2

7T —1
:(/{G_’}/)T—210g6_77——210g<1+(HG—*—’Y)(e )>

2y
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KG+7 KG—7 47\ kc+Y
=(kg—7v)T—2lo T
(he =) ® (ﬁG-FV kG +7y ) 2y >
Ae 7T —1
= — —21
(ke =) 7= 2log { —r— )
—2~
since A —1= , with A from (|A.20)),
1

2

= (C — upeT — 1SVJ7$X7') w—, from equation (A.22)).
KN

To see that the D coefficients are equivalent, first note that by squaring both
sides of equation ((A.11)) we obtain

2¢ — H2G _2’72 _ (’%G =+ ’7) (K‘G - ’7) (A31)

w w?

Thus, from equation (A.28)),

2¢
DBates — m
_ (kg +7) (kg —7) l—e "
a w? (’Y(He‘”) + kg (1 —6‘”))’
e’ +1

where B =
e

1from equation (|A.26)) ,

_ (ke +7) (kg =) ( l—em >
w? (kg +7) = (kg —v) e )’

_kg—y [ 1—e 7

w2 1—Ae ")’

since A = "¢~ from (1A.20) ,
kG + 7

= D, from equation (A.23)).
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The auxiliary variable K is similar to D. From equation (A.30)),

w2

VB + kg
B w2 (1 —e )
Syl +e ) +rg(1—e7)
et 1from equation
e —1 ’
w? (1 —e7)
(kG +7) = (ke —7) e’
w2 (1 —e )
(ke +7) (1 — Ae=7)’

. kG —7
since A = from (A.20),
kG + 7y

w? (1 —e ")

- ——F = K, from equation (A.24]),

since H = (kg +7) (1 — Ae‘”) from (A4.21)) .

KBates =

where B =

For R, first note that in the numerator of equation (|4.30))
7412
B2—1= (e i ) —1
e’m —1

T+e\? [1-—e\?
B <1_e—v) - (1—e—v)
(14e 1) = (1—em)?
(1—em)?
(I+e 7 +1—e ) (1+e ™ —(1—e 7))
(1 —em)?

)

with the above by difference of squares in the numerator,
2(2e777) 4e= 7

N (1—e7)? B (1—em)? (A-32)

Using ((A.32]), we obtain from (A.30))

B%2-1
(52’
Y
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4e™ 7
2 2
(B+2) (1-em)
46—77',),2
(YA +e7) + kg (1 —e77))*
eT+1  1+4+e 7

1 B = =
since e Tl pe—
B 4e T2
(Y(L+e) + kg (1—em))?
_ 46777—’}/2
(kg +7) + (ke — ) e17)?
4e= T2

(ke +7) (1= Aem))>’
. KGg —7
A= f A.20)
since 4 = "7 from

B 4e 172

- H?2 since H = (kg +7) (1 — Ae™7) from (A.21),

2
=4e 77 (%) = R, from equation (|A.25).

Thus, the affine coefficients and auxiliary variables used in this thesis are

equivalent to Bates (2006). m

Remark A.2 For the log-price coefficients C (u) and D (u), the parameter
dependency under the SVJ and SVSJ models is summarized as follows.

o SVJ: C(u) =C (u;po, kynyw, py A\, o, B) and D (u) = D (u; K, w, p)
o SVSJ: C(u) = C (u; po, kynyw, p, A, o, ) and D (u) = D (u; k,w, p, A, o, B)

These results follow from the definitions in Appendiz and either
Appendix or this Appendiz . Note in particular that D (u) does not
depend on either the drift parameter ug or the long run variance parameter
n in either model, and that in the SVSJ model D (u) depends on the jump
parameters \,«, and (3, whereas in the SV.J model D (u) has no dependence

on the jump parameters.
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Appendix B

Continuity: SVJ and SVSJ
Models

Recall from that for the SVJ and SVSJ models the joint affine
coefficients, C (u,v;7) and D (u,v;7T) in equations and (A.17), are
determined by the marginal log-price coefficients, C' (u) and D (u), as well as
the auxiliary variables, K (u) and R (u), of the joint C.F. In this appendix
we show that the versions of the main variables C (u), D (u), K (u) and

R (u) in equations (A.22)) to (A.25)) respectively from Appendix are,

assuming 7 > 0, continuous for all v € R. In particular, Appendix
shows that C'(u) is continuous on the principal branch of the logarithm
in equation , given the sole condition that p < 0, as introduced in
Appendix The task that we have in this appendix is similar to the
treatment of the Heston model in Lord and Kahl (2010), §2-3. However,
there is at least one important difference. We consider the parameter u
to be purely real, whereas Lord and Kahl (2010) considers u = a + ib to
be complex. Consequently, though our argument follows Lord and Kahl

(2010), it is simpler. Moreover, since the jumps are independent of the
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Heston process in the SVJ model, the SVJ extension of Lord and Kahl
(2010), §2-3, is trivial. However, the extension of this analysis to the SVSJ
model with Merton jumps, to the best of our knowledge, has not been seen
before in the previous literature.

The result from Appendix that for 7 > 0, and given p < 0, the
log-price coefficient C' (u) is continuous on the principal branch for both the
SVJ and SVSJ models, is used in to prove that the marginal log-
price C.F. is L'. This particular L! result is used primarily in

on relative entropy. The continuity of C (u), given p < 0, is used again
in [Chapter 4| on the Bates (2006) AML method to prove that the joint

conditional C.F. is L! in the u-variable.

We will continue to use the convention from that a super-
script JO will indicate the SVJ case, a superscript J1 will indicate the SVSJ

case, and either a superscript ¥ or no superscript will indicate both. A

superscript SV will continue to denote the Heston model.

B.1 Continuity of Auxiliary Variables

In this appendix we treat the continuity of all auxiliary variables. From

this list includes ¥x (u), ¥ (v), kg (v), v (u), and A (u) from

equations (A.4), (A.9), (A.10), (A.11), and (A.20) respectively, as well as

H (u), K (u), and R (u) respectively from equations (A4.21]), , and
(A.25). The first group is used primarily to prove continuity of the log-price

coefficients in Appendix The second group is used to prove continuity
for the joint coefficients in Appendix further requiring a result from
Appendix proved by asymptotics. The auxiliary variables v (u) and
A (u) have additional properties to be treated in this appendix. The main
result is Lemma [B.T1| proving that for both the SVJ and SVSJ models, p < 0

implies |A (u)| < 1, for all w € R. First, a few obvious points.
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Lemma B.1 If ¢¥x (—i) < oo then for any pure jump Lévy process X
Ux (u) = x (u) — iutpx (i),

s continuous for all u € R.

Proof. By hypothesis 1) x (—i) is a finite constant. Then by
otx (u) — dx, (1) e~ ut¥x (=)

But, ¢x, (u) is a characteristic function, so it is continuous for all u € R by

Proposition 3. Moreover, the complex exponential is continuous. m

Corollary B.2 The auxiliary variable

¥ (u) = v w) | _ Yw (u) for SV.J B

le (u) {/;W (u) + IZMJ (u) for SVSJ

where Yy (u) = —% (u® +iu)
is clearly continuous for all u € R in both the SVJ and SVSJ cases.
Furthermore, it is clear from equation that for all u € R,
kG (u) = kK — tupw

is continuous, with strictly positive real part when w is purely real.
The complications begin here.  From equation (A.11]), the auxiliary
variable 7 (u) is defined by

270 (1) \/HG (u)? — 20270 (u) for SVJ
A1 () \//‘iG (u)? — 2w2p71 (u) for SVSJ

Note further that 470 (u) = v°V (u). Define

2 = ke (u)? = 2w (u) . (B.2)

I
—~
<
~—
Il
)
S
Il
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Furthermore, define the real and imaginary parts of z by
x(u) =Rez(u), (B.3)
and y(u) =Imz (u). (B.4)
In polar co-ordinates v (u) is defined by

¥ (1) = /T ()] exp (Z) , (B.5)

y (u)
z (u)

To uniquely satisfy equation , we will always choose the unique value

where tan (0) =

(B.6)

0y € (—m, | denoting the principal value of §. That is, we will use the
principal branch. However, to obtain a unique representation of v (u) in
equation , we must choose between the positive and negative roots
arbitrarily. In this thesis we assume the positive root in equation .
This is the same assumption made by Lord and Kahl (2010), p. 675.

For future reference, and for the part of the next lemma corresponding

to the SVSJ model, we will need the real and imaginary parts of {b\ Mg (u).

From equation (A.6) in [Appendix A|we obtain

Re sy (u) = A <e_%°‘2“2 cos (Bu) — 1) , and (B.7)

Im thas s (u) =X (e_%O‘Q“Q sin (fu) —u (65"'%&2 - 1)) . (B.8)
Lemma B.3 Let u be purely real, and for the SVJ and SVSJ models let
z(u) =~ (u)? = kg (1) = 2% (u) .

Then for all u € R
z (u) =Rez(u) > 0. (B.9)
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Proof. Since u is purely real, for the SVJ model we have

270 (u) = 470 (u)? = kg (u)® = 2% (u)
= (k — iupw)? + w? (u? + iu)
= K2+ (1 — pz) ww? +i (w2 — 2f<awp) U
=270 (u) 4+ iy”% (u). (B.10)
Thus, for all u € R, 27/ (u) > 0, given x > 0, w > 0, and p € [~1,1].
Again, since u is purely real, for the SVSJ model we have
le (u) — 7]1 (U)Q = kG (u)Q . 2w2wJ1 (u)
= (k — iupw)® + w? (u? + iu) — 202 0nrs (1)
= k% + (1 - p®) v’w? — 2w?Re Y, (u)
+1 [(w2 — 2Kwp) u — 2w? Im Pz (u)}
=z (u) + iy (u). (B.11)
Hence, by equation (B.7))
27t (u) = K% + (1- p2) u?w? — 2w Re sy (u)
= 27%u) + 2w\ (1 — e og (Bu))

But, 0 <1-— e~ 39°% cog (Bu) < 1, for all w € R. Hence, since A > 0, the

previous part implies 271 (u) > 0. =

Proposition B.4 Let u € R, and let v (u) be evaluated on the principal
branch. Then, for both the SVJ and SVSJ models, for all u € R

1. v (u) is continuous
2. Revy(u) >0, and

3. Tm~ (u) has the same sign as y (v) = Im z (u) = Im~ (u)?.
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Proof. Assuming the positive root, equations (B.5)) and state that

v () = /]2 ()] exp <¢9(2“)> where tan (0 () = 2% (B2

Since kg (u) is continuous, and by Corollary ¥ (u) is continuous for
both the SVJ and SVSJ models, we have that

2 (u) =7 (u)* = kg (w)? = 2% (),

is also continuous. Thus, = (u) = Rez (u), and y (u) = Imz (u) are both
continuous. But, by Lemma x(u) > 0, when u € R. Therefore,
assuming the principal branch, 6 (u) has the unique solution
6o (u) = arctan <y (u)) € <—z, E) (B.13)
x (u) 272
with the sign of 6y (u) matching the sign of y (u) for each u € R. Then,
since equation indicates that 0y (u) is continuous, we have that

) = Ve (%05 (B.14)

is continuous on the principal branch. This proves 1. Moreover,

0o (u)
2

Re~ (u) = /|2 (u)| cos < > > 0, since 0y (u) € (—g, g) 5

when u € R, and this proves 2. Furthermore, on the principal branch,

fo (u)
2

Imny (u) = |z(u)\sin( >,with90(u)€( u 7T). (B.15)

23
However, when u € R, z (u) > 0 by Lemma[B.3] Hence, 6 (u) has the same
sign as y (u) by equation (B.13)) where

y(u) =Imz (u) = Im~ (u)?.

But, then Im~y (u) has the same sign as 6y (u) by equation (B.15). Thus,

the result 3. follows. m
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The next few results concerning the auxiliary variable,

_ kg (u) =7 (u)
A(u) = ror (@) T () (B.16)

form the backbone of the Lord and Kahl (2010) case for principal branch
continuity of the affine coefficient C' (u). As mentioned, these results follow
more easily when u is purely real. Moreover, we extend these results to the
SVSJ case. For evaluation of 7 (u), the principal branch will henceforth be

assumed for convenience and simplicity.

Lemma B.5 Let u be purely real. Then A (u) in equation (B.16)) is con-
tinuous, and for all uw € R, A(u) # 1.

Proof. When u € R, Rekg(u) = k > 0, and, by Proposition 2.,
Re~v (u) > 0. Hence, the denominator of A (u) # 0. Then, since kg (u) is
continuous, and by Proposition 1., 7y (u) is continuous, clearly A (u) is
continuous. Moreover, since k¢ (u) is never zero if u € R, A (u) = 1 if and

only if v (u) = 0. But, when u € R, Rey (u) > 0. Therefore, A(u) # 1. =
Lemma B.6 For the auziliary variable A (u) in equation (B.16)),

|A(u)] <1 if and only if
Re kg (u) Revy (u) + Im kg (uw) Im v (u) > 0. (B.17)

Proof. By definition of A (u) in equation (B.16)), we have |A (u)|* < 1

i |rg (u) +7 (W) > [re (u) =7 (u)]® (B.18)

iff 4[Rekg (u)Rey (u)+Imkg (u) Imy (u)] >0,

since the squared terms in the expansion of (B.18)) cancel. Thus, the result
in (B.17) follows. m

We now introduce the reasonable assumption that p < 0. When w is

purely real, this leads to the following key results.
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Lemma B.7 Let p < 0, and assume that u is purely real. If Im~ (u) has

the same sign as u, for all w € R, then
|A (u)| < 1, for all u € R.

Proof. When u € R, Rekg (u) = k > 0, and by Proposition 2.,
Re~v (u) > 0. Furthermore, when v € R and p < 0, Im kg (u) = —upw has
the same sign as u. Therefore, given p < 0, the hypothesis that Im~y (u)

has the same sign as u, for all u € R, implies that
Re kg (u) Rey (u) + Im kg (w) Imy (u) > 0.

Hence, by Lemma [B.6] |A (u)] < 1, for all u € R. m

Lemmas and below parallel Lemma 3.4, p. 678 from Lord and
Kahl (2010) which considers the Heston model. The main differences are
that we have assumed u is purely real throughout our analysis, and we treat

both the SVJ and SVSJ models in addition to the Heston model.

Lemma B.8 Let p < 0, and assume that u is purely real. Then for both
the Heston and SV.J models,

|A (u)| < 1, for all u € R.

Proof. We can view the Heston model as a special case of the SVJ model

with no jumps. By equation (B.1]) from Corollary we have
1
70 (1) = —5 (u2 + iu) .
Thus, similar to the proof of Lemma [B.3]in the SVJ case, if u € R, then
270 () = 470 (u)? = ke (u)? — 207970 ()

= (k — fupw)? + w? (u? + iu)

= K2+ (1 - p2) uwlw? +1i (w2 - 2/-$wp) U

=270 (u) +iy”° (u). (B.19)
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That is, from equation (B.19)), if u € R, then
y79 (u) =Im 270 (u) = (w2 — 2Kwp) u.

Thus, by the hypothesis that p < 0, it is clear that y/° (u) = Im 2/ (u)
has the same sign as u. Moreover, Proposition [B.4] 3. further implies that
Im~70 (u) also has the same sign as u. Therefore, again by the assumption

that p < 0, Lemma [B.7] implies
A (u)] <1,

for all u € R, as required. m
For the SVSJ case, recall from equations (B.7) and (B.8]) that

Re ¥ary (u) =X\ (e_%o‘2”2 cos (fu) — 1) , and (B.20)
Im {7y (u) = A (67%0‘2“2 sin (Bu) — u <65+%a2 - 1)) . (B.21)
Lemma B.9 The function g («, ) defined by
g(a,p) = efrae’ _q - g (B.22)
18 strictly positive for all a > 0 and 8 € R.

Proof. Consider h : R — R, given by h(§) = ¢ — 1 — ¢ It can be
shown by basic calculus that £ = 0 is the unique global minimizer of h (§).

Furthermore, A (0) = 0. So, if we let £ = 3 + %oﬂ, then
1 2 ﬁ+l 2 1 2
hlB+=-a’)=e2% —1—-8—=-a">0.
2 2
But since a > 0, this implies that
1
g(a,8) =M 15> ca? >0,

for all @ > 0 and B € R, as required. =
To the best of our knowledge, the following result for the SVSJ model has
never been presented before. We continue with the reasonable assumption

that p < 0, as in the SVJ case.
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Lemma B.10 Let p < 0, and assume that u is purely real. Then for the
SVSJ model,
|A (u)| < 1, for allu € R.

Proof. By equation (B.1)) from Corollary we have
1 ~
Y7 (1) = -3 (u2 + iu) + Yy (u),

where the real and imaginary parts of 1Z M (u) are given in equations (B.20))
and (B.21]) above. Recall the SVSJ part of the proof of Lemma Similar
to that proof, if u € R, then

2 () = 77 (w)? = kg (u)? — 20707 (u)
= (k — iupw)? + w? (u2 + iu) — 2w Pnry (u)
=12+ (1 - p?) v'w? — 2w? Re ¢nry (u)
+1 [(w2 — 2Kwp) u — 2w? Tm Pz (u)}
=z (u) + iy (u). (B.23)
Hence, from equations and , if u € R, then
T (w) =Im 2! (u) = (w2 — 2Kwp) u — 2w2 Im Pz (u)
= (w2 — 2Kwp) U — 2w\ (e 29 sin (Bu) — u (eﬁJF%O‘Q - 1))
= |w? — 2Kkwp + 2Xw? (elﬂéa? —-1- 5656“2“28“15(510)} u.  (B.24)
It follows directly from equation that if
w? — 2kwp + 2 w? <65+§°‘2 1= e Slnﬁ(fu)) >0 (B.25)
then y/! (u) = Im 27! (u) will have the same sign as u. But, we assume that
p < 0. Moreover k, w, and X\ are all strictly positive in the SVSJ model

parameter space. Hence, the condition

142,281 (Bu)

P’ _q_ Be~ Bu

> 0, (B.26)
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will suffice for (B.25)). However, the secondary condition (B.26) simplifies

even further. By a property of the function Sm(a), known as the “sinc”
function, see for example Briggs and Henson (1995), pp. 96-97, sméiﬁ“) <1

1

for all w € R, and 8 € R. Moreover, it is clear that em20"w’ < 1 for all

u € R, and a > 0. Hence,
P’ _ 18>0 (B.27)

suffices for (B.26]), and therefore also (B.25). However, the inequality
(B.27) follows directly by Lemma Thus, we have shown that when

p < 0, the inequality holds, and as stated above this implies that
y’! (u) = Im 27! (u) will have the same sign as u. Hence, similar to the
proof of Lemma Proposition 3. now implies that Tm~7/! (u) will
also have the same sign as u. Therefore, by Lemma we obtain the
result that |A (u)| < 1, for all u € R, as required. m

For convenience, the above analysis is summarized as follows.

Lemma B.11 Let p < 0, and assume that u is purely real. Then for both
the SVJ and SVSJ models,

|A (u)| <1, for all u € R.

Proof. For the SVJ model see Lemma [B.§ above, and for the SVSJ model

see Lemma [B.10] immediately above. m

Remark B.12 Under the assumption that u = a +ib is a complex number,

Lord and Kahl (2006), Lemma 3, proves that for the Heston model
if p< g, then |A(u)| <1, for allu € C.

Note that if uw € C, then v (u) = 0 is possible, implying that A(u) = 1.
Hence, the inequality |A (u)| < 1 is not necessarily strict when u is a complex

number. However, if k > w, which is often true in practice, then the above

result from Lord and Kahl (2006) holds for all p € [—1,1].
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There remains one more small but critically important result concerning

the auxiliary variable A (u).

Lemma B.13 Let u be purely real, and assume that p < 0. Then forT > 0,
in both the SV.J and SVSJ models, A (u) e "W £ 1, for all u € R.

Proof. Suppose that for some u € R, A (u) e~7(WT = 1. This implies

‘A (u) e~ 7W7

=1 (B.28)

But, by Lemma p < 0 implies |A (u)] < 1 for all w € R. Moreover,
‘6*7(“)7‘ = e Re7(WT < 1, by Proposition 2., where Re~ (u) > 0, and
we assume 7 > 0. This contradicts equation (B.28]). Therefore,

Aw)e "™ £ 1 for all u € R,

as required. m
We close this appendix with the continuity of the auxiliary variables

related to the joint characteristic function. Recall from equations (A.21)),

(A.24), and (A.25)), respectively in [Appendix Al that for 7 > 0,

H (u) = (56 (u) + 7 (w) (1= A (w) e @7), (B.29)
w? (1 — 6*7(“)7)

K (u) = ) , and (B.30)

R (u) = 4e7 W7 (;?%)2 (B.31)

Proposition B.14 Let u be purely real, and assume that p < 0. Then, for
alluw € R, and for > 0,

1. H (u) is continuous and never zero,
2. K (u) is continuous, and

3. R (u) is continuous.
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Proof. By Lemma if p<0and 7T >0, then 1 — A (u) e "™ is never
zero, for any u € R.  Moreover, when v € R, Proposition 2. implies
that Revy (u) > 0. Also, if u € R then Re k¢ (u) = k > 0. This shows that
H (u) # 0, for all u € R. Furthermore, A (u) is continuous by Lemma
kq (u) is clearly continuous, and v (u) is continuous by Proposition 1.
Thus, H (u) is continuous. Hence, we have proven 1. Then, since H (u) is
continuous and never zero, and 7 (u) is continuous, clearly both K (u) and

R (u) are continuous. This proves both 2. and 3. =

B.2 Continuity of Log-Price Affine Coefficients

Using the results from Appendix[B.I]above, we are now in a position to prove
the main result of this appendix, Proposition Recall from equations
(A.22) and (A.23)) in [Appendix A|that the log-price affine coefficients C' (u)

and D (u) used in this thesis are given by

C (u) = dupor + % (kg (u) —v(u)) T (B.32)
(W) _ N
— 2wi27710g <A(uf)1?u;_ ; 1) + 1sy¥x (u) 7, and

kg (u) —v(u — e (W
D (u) = 6 )w2 7 (u) (1_114(“)767(“%)7 (B.33)

where the auxiliary variables v (u) and A (u) each differ between the SVJ
and SVSJ model specifications. The main result, Proposition [B.16] proves
that for 7 > 0 in both the SVJ and SVSJ models, the primary condition
p < 0 from Appendix above, implies that C' (u) in equation is
continuous on the principal branch, for all u € R, and that D (u) in equation
is continuous, for all u € R. We continue to assume that the auxiliary
variable 7 (u) corresponds to the positive root, and that for simplicity ~y (u)

is evaluated on the principal branch.
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The following result is based on the proof from Lord and Kahl (2010),
Theorem 3.5, p. 678. Since we assume that u is purely real, our version is

simpler, thus having fewer exceptional cases.

Theorem B.15 Let u be purely real, and assume that p < 0. Further as-
sume that T > 0. Then, in equation (B.32)) for the log-price affine coefficient
C (u) of both the SV.J and SVSJ models, the argument of the logarithm,

A(u)e "W 1

O (B.34)

never crosses the negative real axis, for any u € R.

Proof. Suppose that does cross the negative real axis. This implies
that for some u € R, and some £ > 0,

A(u)e 7w 1

Au) —1

Note that by Lemma the hypothesis p < 0 implies that |A (u)| < 1,
holds for all w € R. Further note that since u € R, Lemma implies
A(u) # 1. Moreover, since p < 0, and we assume 7 > 0, Lemma
implies that A (u)e Y7 £ 1.  Thus, & is strictly positive. Consider
equation . Observe that it may be re-written as

= —¢. (B.35)

A) (707 4+¢) =1+¢ (B.36)
Taking the norm of the left-hand side in equation yields
‘A(u) <e_7(“)7 —i—f)‘ < |A (u)] (’6_7(“)T —i—f)
< (‘6_7(")7 +§) , since A (u)] <1
= e RevWT L ¢ <14 ¢ since 7> 0, and (B.37)

since Re~ (u) > 0 by Proposition [B.4] 2.

But the inequality in (B.37)) is strict. This contradicts the equality stated
in (B.36)). Therefore, (B.34) never crosses the negative real axis. m
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Proposition B.16 Let u be purely real, and assume that p < 0. Then, for
all u € R, when 7 > 0, in both the SVJ and SVSJ models,

1. C (u) in equation (B.32) is continuous on the principal branch of the

logarithm, and

2. D (u) in equation (B.33) is continuous.

Proof. Since kg (u) is clearly continuous, and and « (u) is continuous by

Proposition 1., the term

iupaoT + =5 (kG (u) =y () 7

in equation (B.32)) for C (u) is clearly continuous. Moreover, bx (u) is
continuous by Lemma Then since A (u) is continuous by Lemma
and we assume 7 > 0, the term

(W) _
_ 2knm log A(u)e 1
w? Au)—1

in equation (B.32)) for C (u) is continuous on the principal branch by the

critical result, This proves 1. Furthermore, since p < 0,
and we assume 7 > 0, Lemma implies that

1—A(u)e "7

is never zero in the denominator of equation (B.33|) D (u). Given the other

results cited above, this is sufficient for 2. m

B.3 Summary

For affine characteristic functions, principal branch continuity is preferable,
since with it the tracking of the branch of the complex logarithm in the

C (u) coefficient is unnecessary. We may simply use the principal branch.
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We have proposed a systematic way to ensure this type of continuity, based
on Lord and Kahl (2010). Once the arrangement of the affine coefficients
from Appendix has been reached, one only needs to establish the key
property that

|A (u)] < 1, for all uw € R, where (B.38)

Ay B ) =7 (),

kg (u) + 7 (u)
For both the SVJ and SVSJ models, p < 0 is sufficient for by Lemma
summarizing Appendix Consequently, when 7 > 0, the primary
hypothesis that p < 0 is sufficient for principal branch continuity of the
log-price coefficients by and Proposition in Appendix
Also, regarding the case p > 0 for the Heston model, see the Lord and
Kahl (2006) result in Remark of Appendix For continuity of the
joint affine coefficients, see Appendix Joint continuity requires a result

from Appendix that uses an asymptotic argument.

The Riccati equations from Heston (1993), p. 341, have two solutions.
One is principal branch continuous, while the other is not. Heston chose the
latter solution. This went unnoticed for many years, as those who solved
the problem, for example Duffie, Pan, and Singleton (2000), chose not to
explain the situation, and in many scenarios the complex discontinuities
make very little difference numerically.

Albrecher, Mayer, Schoutens, and Tistaert (2007), Proposition 2, shows
that there is a threshold value of 7, depending on the model parameters,
below which the Heston characteristic function with complex discontinuities
will produce accurate results, but above which inaccuracies will only grow.
They also provide an example with realistic parameters where the threshold

value of 7 is less than one. Hence, the problem is relevant when 7 is a late

maturity date, in particular in of this thesis.
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Appendix C

The Asymptotics of the
Affine Coefficients

For the SVJ and SVSJ models, as established in[Appendix A] the joint affine
coefficients C (u,v; 7) and D (u, v; T), from equations and (A.17), are
determined by the log-price affine coefficients C (u) and D (u), along with
the joint auxiliary variables K (u) and R (u). However, the jumps in the
SVJ model are an independent Lévy process which can be handled sepa-
rately without resort to asymptotics. Moreover, in Appendix [C.I] we show
that the auxiliary variable 47! (u) for the SVSJ model is asymptotically
equivalent to v7° (u) for the SVJ model, which is identical to 45V (u). This
means that if we agree to handle the jumps in the SVJ model separately,
then essentially all of the asymptotics for both the SVJ and SVSJ models
are equivalent to the asymptotics of the Heston model. The asymptotics of
the log-price coefficients C (u) and D (u) for the Heston model are given a
rudimentary treatment in the appendix of Kahl and Jéckel (2005), similar
to Appendix below. However, in Appendix we further provide
asymptotics for the joint auxiliary variables K (u) and R (u). Also, in both
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Appendix and Appendix we provide asymptotic forms in the limit
as u — —oo in addition to the limit as w — +o0o. Both limits are needed
in nearly all of our proven results. In combination with the continuity re-
sults from Appendix the asymptotic results of Appendix are used
in to prove that the marginal log-price characteristic functions
for the SVJ and SVSJ models are L'. Also, Appendix provides a spe-
cific result, Lemma concerning the joint auxiliary variable K (u). In
addition to the asymptotics, this result is used in on the Bates
(2006) AML method to prove that the joint conditional characteristic func-
tion and its v-derivatives are L' in the u-variable, for the SVJ and SVSJ
models. Furthermore, in Appendix [C.3] Lemma [C.I1]is used to prove that
for the joint affine coefficients C (u, v;7) and D (u, v; ) of the SVJ and SVSJ
models, assuming 7 > 0, the primary hypothesis that p < 0 is sufficient for
principal branch continuity, for all u € R, and for all |v| < §, for some § > 0.
Lastly, the results of this appendix are particularly useful in

where we prove that we can differentiate twice under the Fourier integral in

the Bates (2006) AML volatility filter.

C.1 Asymptotics of Log-Price Affine Coefficients

Recall from equation (A.10) in [Appendix Al that

kg (u) = Kk — fupw. (C.1)

From equation (C.1]), it is clear that

lim ¢ () = —ipw, and (C.2)

u—400 u

kg (u) ~ —ipwu, as u — £oo. (C.3)

Note that (C.3]) is consistent with the proof of Lemma in that when

p <0, Im kg (u) has the same sign as u, for all u € R.
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Further recall from equations (A.5)), (A.9), and (A.11) in |[Appendix Al
that for the SVJ model

1

P70 (u) = Py (u) = ~5 (u? + iu) , and (C.4)
270 () = ke ()? = 2620y (). (C.5)

Moreover,
v () = 470 (u), (C.6)

since the Heston model can be viewed as a special case of the SVJ model

with no jumps.

Lemma C.1 For the SV.J model

770 (w)
im Y — +0/1— 22, and (C.7)
u—+o0o U
70 (1) ~ 2w/ 1 — p2u, as u — +oo. (C.8)

Proof. By equations (C.1)), (C.4), and (C.5)
770 (u) = \/ K (w)? — 22y ()

= \/(/ﬁ — dupw)? + w? (u? + iu)

= K2+ (1 — p?) ulw? + i (w2 — 2Kwp) u.

Therefore,

JO
e )
U——+00 U

2 — 2 22 + i (w2 —
— im \/m + (1 = p?) u2w? + i (W? — 2Kwp) u

2

u—+00 u

=wy/1—p?, and

JO JO (_ JO

lim i (u) = lim i ( u) = — lim M

U—>—00 u u—>—+00 —Uu u—>+00 u

. \/,%2 + (1 - p?) (—u)2 w? + i (w? — 2kwp) (—u)
= — lim 3

uU—r—+00 U

= —wy/1—p
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Hence,
770 (1) ~ £wy/1 — p2u, as u — +oo, (C.9)
as required. m

Note that the asymptotic form of v/ (u) in (C.9) is consistent with
Proposition 2. whereby Re~ (u) > 0, for all u € R.

For the next result, recall from equation (A.6|) in [Appendix Al that

ey (u) = A <exp <i5u - ;a2u2> - 1) (C.10)
— U\ <exp (6 + ;a2> — 1) .

lim LMJ (+u)

u—+o0 u2

Lemma C.2

= 0.

Proof.

U <65+%a2 — 1>

= lim 5 — lim 5
u——+oco u u——+00 u
/\e—§a2u2 ezﬁu
= lim 5
U——+00 U
1.2,2
e 2% (cos (Bu) + isin (Bu
= lim ( (/82 )+ (Bu)) = 0, and similarly,
u——+oco u
Yarg (—u)

)\6_%&2“26_i’8u

= lim 5
u——+o00 U

~ im e~ 3o’ (cos (,82u) — isin (Bu)) o,
u——+oco u

as required. m
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Further recall from equations (A.9) and (A.11]) in [Appendix A|that for
the SVSJ model

7' (u) = Py (u) 4+ ¥ary (u), so that (C.11)
7L () = e (0)? — 202w (u) — 2w2Pars (), (C.12)
where by (u) = —% (u2 +iu) , as in .

Lemma C.3 For the SV.J and SVSJ models /! (u) and v7° (u) are asymp-

totically equivalent as u — 00, and we write

im 2 — /T 2, with (C.13)
u—+oo U
v (u) ~ w1 — p?u, as u — +oo, (C.14)

for both the SVJ and SVSJ models.

Proof. Combining both limits, and using equation (C.12)), we obtain

J1 J1 +
lim (w) — lim =Y (Eu)
u—too U u—+oo £
. kg (0)” — 2wy (£u) — 2wy (Eu)
=+ lim 5
u—-+oo U

=+ lim

Uu——+00

JO
_ g V()
u—too U

, by Lemma [C.2]

V ko (1) = 22y (Hu)

u2

= dwy/1 — p2, from the proof of Lemma

Therefore, 77! (u) and 7% (u) are asymptotically equivalent as u — o0,

and we may write

v (u) ~ fwy/1 — p?u, as u — +o0,

in both cases, as required. m

Recall from equation ({A.20]) in |[Appendix Al that for both the SVJ and

SVSJ models, we have the auxiliary variable

_ ke (u) =7 (u)
A(u) = e ) 77 (1) (C.15)
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Proposition C.4 Using A (u) from equation (C.15)), define

Atoo = uETooA (u), and (C.16)
Ao = ugr_nooA (u) = ugr_{looA (—u). (C.17)

Then we have

1. Ayoo = —142p? — 2ip\/1 — p? is constant,

2. A o = Ao = —1+42p% +2ip\/1 — p? is also constant, and

3. | Asoo] = |A_oo| = 1.

Proof. 1. Using equation (C.2)) and the positive limit in equation (C".13]),
equation ((C.15)) yields

(—ipw —wy/1— p2> (ipw +wy1— p2>
‘—ipw +wy/1— p2‘2
B pPw? — 2iw?p\/1 — p? —w? (1 — p?)

P+ (1= p7)

2p%w? — 2iw?pr/1 — p? — W?
2
w

= —1+2p? — 2ip\/1 — p? is constant.

2. Similarly, using the negative limit in equation (C'.13])
— /1= 2
A= lim A(u)= o+ W P
uU——00 —ipw —wi/1 — P2

ipw —wy/1—=p* [ —ipw — w1 — p?
ipw+wy/1—p2  \ —ipw +wy/1— p?

= Aio = —142p? 4+ 2ip\/1 — p2, from 1., is also constant.
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3. From 2. we obtain
[Ayoo| = ’A+00’ = [A—o

—J1 =22+ 492 (1 - )

=1 —4p® + 4p* + 49> — 4p* =1,

as required. m
Note that the result in Proposition[C.4] 1. is consistent with the appendix
of Kahl and Jéckel (2005) where

N TORSIC .
u—+00 K (u) -y (U) u—+00 A (u)

is computed instead. Also, note that the result A_,, = A4 from Propo-

sition 2. is consistent with Lord and Kahl (2010), p. 689, where
A(—u) = A(u), for all u € C

is given.

We are now in a position to present the two main results on the asymp-
totic forms of the log-price affine coefficients C' (u) and D (u) for the SVJ
and SVSJ models. These are Lemmas and [C.7 below. First, pursuant
to our plan to treat the jumps in the SVJ model separately, we modify

equations ((A.18) and (A.22) from Appendix to obtain

SV w T
C (u) = C (u) — Ly sy (u) 7 = CJl (i) , that is (C.18)
C7t (u;T)
C (u) = iupor + % (kg (u) — v (u) T (C.19)
2k A(u)e W7 1
_wzlog< Alw) -1 )

Lemma C.5 Let 7 > 0. Then for the SVJ and SVSJ models with p < 0,

log (A(u)e*”(“)'rfl )
lim A=l )y,

u—+o0 u

(C.20)
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Proof. By Lemma v (u) ~ fwy\/1 — pu, as u — Foo, for both the
SVJ and SVSJ models, and by Proposition 1. and 2.

lim A(u) = Asgo = —1 + 20> F 2ip\/1 — p2.

u—r+o00
Therefore, since 7 > 0,

. A(u) e YWt _ 1 1
lim =
u—+o0 A(u)—1 1- A

, 1s constant.

Moreover,

1 1

1— Ao 2(1— p2) % 2ipy/1— p2
2(1—p%) F2ipy/1—p>  2(1—p?) F2ipy/1—-p?

= 2 = — 2 ’
‘2(1—;)2)12@';)\/1—;)2( 41 =p%)
1
SO that7 Re <1_14:|:Oo> = 5 > O

Since 7 > 0, and p < 0, it now follows from that

log (%) _ log (ﬁ) .

hm . =Y,
u—+oo u lim w
u—+oo

as required. m

Lemma C.6 Let 7 > 0. Then when p < 0 in both the SVJ model without
Jumps, and the SVSJ model, we have

C
tim SO T TR i (- Y it (c21)
u—Foo U w w
C (u) ~ :F@\/l — p2u+iT (,uo - @> U, as u — £00. (C.22)
w w

Proof. Equation (C.19)) defines

C (w) = iupor + =5 (r6 (w) =7 (w) 7 (C.23)
K u) e VW7
— zw—;llog (A( Je 1) .

Au)—1
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However, by Lemma with 7 > 0 and p < 0,

log <A(u)e’7(“>7—1 )
lim Aw=L )y,
u—+o0 u

Moreover, by equation (C.2) and Lemma combined,

lim P =YW /T

u—£o0 U
. AUpOT
Lastly, lim K = iUQT.
u—£o00

Substituting into equation (C.23) yields the required results. m

Note that the limit as v — 400 in equation is consistent with
Kahl and Jéckel (2005), p. 101, equation (65). Observe that from their
equation (34) on p. 98, de = wy/1 — p2, and from their equation (15) on p.
95, a = % Also, note that they treat the C' (u) coefficient without a drift.
The asymptotic form in equation is consistent with Lemma from
lsubsection 3.3.2| of this thesis, whereby Re C' (u) < 0, for all u € R.

The other main result is the asymptotic form of the log-price affine coef-
ficient D (u). Note that D (u) is unaffected by the jumps in the SVJ model,
and that by Lemma [C.3|the SVSJ case it is asymptotically equivalent to the
Heston and SVJ cases which are the same. Recall from equation in

that
D (u) = € (u) = (v ( 1—e W7 ) ' (C.20)

1—A(u)e (w7
Lemma C.7 For both the SVJ and SVSJ models, with T > 0, we have

D(u)  F1-p?>—ip

lim , with (C.25)
u—too U w
1_ 2
D (u) ~ TvoTem z’ﬂ, as u — Foo. (C.26)
w w
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Proof. Since Lemma states that v (u) ~ +wy/1 — p?u, as u — +oo,

and by Proposition [C.4] 1. and 2., A+ = liril A (u) is constant,
U—r00

1 — e_’)/(u)T

and since 7 > O,uglrin001 ~ A (a) e =1

Therefore, by the definition of D (u) in equation (C.24)),

lim fe® _ iy 2@
. D(U) u—Foo Y u—Foo U
lim = 5 ,
u—+oo U w

so that by equation (C.2) and Lemma combined, after re-arranging

terms,
. Du) FV1-p2—ip
lim = ,
u—+oo U w

as required. m

Note that the limit as v — +o0 in equation is consistent with
Kahl and Jéckel (2005), p. 101, equation (61). Moreover, the asymptotic
form in equation is consistent with Lemma from [subsection 3.3.2|
of this thesis, whereby Re D (u) < 0, for all u € R.

C.2 Asymptotics of Joint Auxiliary Variables

Recall from equations and in Appendix where the joint

affine coefficients C' (u,v;7) and D (u,v;7) used in this thesis are specified,

that the joint auxiliary variables K (u) and R (u) are given by

W? (1 - e—’y(u)T)
H (u) ’

R (u) = de™7)7 ( 7 (u) )2 . (C.28)

K (u) =

and (C.27)

Since both K (u) and R (u) depend on the auxiliary variable H (u), we begin
with the asymptotics of H (u). Recall from equation in Appendix
[A2] that

H (u) = [kg (w) +7 ()] |1 — A (u) e*'Y(u)T] . (C.29)
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Lemma C.8 For both the SVJ and SVSJ models, with T > 0, we have

H
im L T2 g, with (C.30)
u—+oo U
H (u) ~ w1 — p?u —ipwu, as u — +oo. (C.31)

Proof. By Lemma v (u) ~ fwy/1— p?u, as u — +oo, and also by

Proposition [C.4] 1. and 2., A1 = lim A (u) is constant, thus
u—+00

lim 1— A (u)e "W =1.

u—+oo

Hence, by equation (C.14]) in Lemma and by equation (C.2)), after re-

arranging terms,

H
lim (w) = twy/1—p? —ipw,

u—+oo U

as required. m
The next two results, for K (u) and R (u) respectively, both show that
the limits as u — +oo are zero. In particular, R (u) — 0 exponentially as

u — +00.

Lemma C.9 For both the SVJ and SVSJ models, with T > 0,

twy/1—p2+i
K (u) ~ d Pt pr, as u — +00. (C.32)
u
Hence, lim K (u) =0. (C.33)
u—rFo00

Proof. From equation (C.27)

But by Lemma

v (u) ~ w1 — p?u, as u — +o0,
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and by Lemma

H (u) ~ fw+/1 — p?u — ipwu, as u — +oo.

Therefore,
2
w
K (u) ~
() twy/1 — p?u — ipwu
w? (:l:w\/l—p2+i,0w)u
- 2
‘:I:w\/l—/ﬂu—ipwu‘
FTw\/1—p2+1
et d +pr,asu—>j:oo,
u

as required. m
Lemma C.10 For both the SVJ and SVSJ models, with 7 > 0,
2
R (u) ~ 4TV 1=pur [(1 —p?) £ipy/1 - pQ] , as u— +oo.  (C.34)

Hence, R (u) — 0 exponentially as u — £oo. (C.35)

Proof. From equation (C'.28)

R (u) = 4e 77 (;((z;)))Q

But by Lemma v (u) ~ fw/1 — p?u, as u — +00, and by Lemma
H (u) ~ +w+/1 — p?u — ipwu, as u — +oo. Therefore,

v (u) N +wy/1 — p2u
H(w) (toy/T=07 = ipw) u

(:I:w\/l - p2> (:I:w\/l —p?+ ipw)
‘j:w\/l —p? - z'pw‘z
w? (1= p?) iw?py/1 - p?
2

w
= (1-p?) £ipy/1 — p2, as u — oo. (C.36)
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Moreover, again since v (u) ~ +w+/1 — p?u, as u — +o00, the result (C.36)

gives
2
R (1) ~ 4eToV/1-0%ur [(1 —p?) ipy/1— pﬂ , as u — 00,

when 7 > 0, as required. =

This next result, Lemma[C.T1] arises frequently in this thesis. It is used
in to show that the joint transforms related to the Bates (2006)
AML volatility filter are L' in the u-variable. Furthermore, it is used in the
Appendix D|proof that we can differentiate under the Fourier integral under
the Bates (2006) AML volatility filtration method. Lastly, Lemma
will be used in Appendix below to show that, when 7 > 0, the joint
affine coefficients C (u,v;7) and D (u,v;7) for the SVJ and SVSJ models

are, provided |A (u)] < 1, for all u € R, as in [Appendix Bf principal branch

continuous for all u € R, and for all |v] < ¢, for some ¢ > 0.

Lemma C.11 Assume that p < 0. Then, for both the SVJ and SVSJ

models, with T > 0, we have that

Re (1 — K (u)iv) > 0, for all u € R, (C.37)

and for all |v| < 6, for some § > 0 sufficiently small.
Proof. First note that
Re(l— K (u)iv) =1+ Im K (u)v. (C.38)

We may assume that 7 > 0. Then, since by Proposition 2., given

p <0, K (u) is continuous, and by Lemma |C.9 Egl K (u) = 0, we have that

Im K (u) is bounded above and below, for all u € R. Therefore, by equation
(C.38), there exists 6 > 0 sufficiently small, such that Re (1 — K (u)iv) > 0,

for all u € R, and for all |v| < 6, as required. m
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C.3 Continuity of Joint Affine Coeflicients

We now fulfill the promise from to show that the joint affine
coefficients, C (u,v;7) and D (u,v;7), used in this thesis, for the SVJ and
SVSJ models combined, are principal branch continuous for all © € R, and
for all |v| < 6, for some § > 0, when 7 > 0 and p < 0, as considered

in and given the results in Appendix In doing so, we
will highlight some of the main results from [Appendix Al [Appendix Bl and

Append

Recall from equations ((A.16)) and (|A.17) in Appendix that the joint

affine coeflicients used in this thesis are given by

C(u,v) =C(u) — i}i;? log (1 — K (u)iv), and (C.39)
D (u,0) = D (u) + %} (C.40)

Proposition C.12 Let u be purely real, and assume both that 7 > 0 and
p < 0, in the SVJ and SVSJ models. Then, for all u € R, and for all

|v| <6, for some 6 > 0 sufficiently small,

1. C(u,v) in equation (C.39) is continuous on the principal branch, and

2. D (u,v) in equation (C.40) is continuous.

Proof. Since, u is purely real, 7 > 0, and p < 0, Proposition 1. gives
that the log-price coefficient C (u) is continuous on the principal branch
for all w € R.  Moreover, by Lemma given 7 > 0 and p < 0,
Re (1 — K (u)iv) > 0, for all u € R, and for all |v| < 4, for some 6 > 0

sufficiently small. Hence,
log (1 — K (u) iv)
is continuous on the principal branch. This proves 1.
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To prove 2., consider that by Proposition[B.16] 2., given 7 > 0 and p < 0,
the log-price coefficient D (u) is continuous for all uw € R. Furthermore, by
Proposition 3., p < 0 with 7 > 0 implies that R (u) is continuous for
all w € R.  Moreover, by Lemma 7 > 0 with p < 0 implies that
Re(1 — K (u)iv) > 0, for all u € R, and for all |v| < 4, for some 6 > 0
sufficiently small. Hence, the numerator of

R (u)iv
1-K (u)iv
is continuous, and its denominator is never zero. Therefore, D (u,v) is
continuous for all v € R, and for all |v| < ¢, for some § > 0 sufficiently

small, as required. m
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Appendix D

Differentiating Under the
Fourier Integral: AML

This Appendix is an extension of [Section 4.3|on L' transforms for the AML
method. As in equations (4.61)) and (4.62) from [subsection 4.3.1] define

F (u,vlys) = e““¥30G, 1, [D (u,v; At)]
= CwvA) 11 b D (u,v; At)] 7 . (D.1)

In this Appendix we prove that for the SVJ and SVSJ models,

o [T I too I
(911/ e "ML F (u, vy, ) du = / e " F (u,vly, ) du, (D.2)

and

&2 [t el
/ e~ (u, U\yf) du = / et (u, v|yf) du, (D.3)

2
v —00 —0o0

as we require for items 2. and 8. in Proposition located near the end of
lsubsection 4.3.1} To prove (D.2)) and (D.3]) above, we apply the theory of

uniform convergence for improper integrals with a parameter, in particular

—0o0 —0o0

Abel’s test, and one other result from Zorich (2004), cited below. In this
Appendix we take the hypothesis 7 = At > 0 to be given.
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D.1 Results from Classical Analysis

Definition D.1 (Uniform Convergence, Zorich (2004), pp. 415-16)

Consider the improper integral with a parameter given by

G(y) = /Oog (z,y) dz, (D.4)

over the interval [a,00) C R, with y € [c,d]. We say that the improper
integral (D.4)) converges uniformly for all y € [c,d] if for all € > 0 there
exists a neighbourhood Uy, o (00) of infinity with Ulg o) (00) C [a,00) such

that
/b g (z,y)dx

for all b € Ujg ) (00), and for all y € [c,d].

<e (D.5)

Proposition D.2 (Zorich (2004), p. 426) Let the functions g (z,y) and

gy (z,y) = %g (x,y) be continuous for every for every x € [a,00), and for

each y € [c,d]. If

[0.9]
1. the integral / gy (z,y) dx converges uniformly, for each y € [c,d],
a

and
o)
2. the integml/ g (x,y) dx converges for some yg € [c,d],
a

then

the integral / g (z,y) dx converges uniformly for all y € [c,d], and

aay/aoog (z,y)dz = /aoogy (x,y) dz. (D-6)

Proof. See Zorich (2004), pp. 426-27. =

The final classical result that we will put to use in this appendix is called
Abel’s test. It is cited together with the more well known result, Dirichlet’s
test, in Zorich (2004), Proposition 3, p. 421.
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Proposition D.3 (Abel’s Test, Zorich (2004), pp. 421-22) Assume that
the functions f (xz,y) and g (x,y) are integrable with respect to x on every
closed interval [a,b] C [a,00) at each y € [c,d]. Then a sufficient condition

for the uniform convergence of the improper integral

/Oof (z,9) g (z,y)dz, (D.7)

for each y € [c,d], is that the following pair of conditions holds.

[e.e]
1. The mtegml/ g (x,y) dx converges uniformly, for each y € [c,d].
a

2. For each y € [c,d], the function f(x,y) is monotone in x on the
interval [a,00), and there exists M € R such that |f (z,y)| < M for

every x € [a,00), and for each y € [c,d].
Proof. See Zorich (2004), p. 422. =

Remark D.4 (Zorich (2004), p. 423) The uniform convergence of im-
proper integrals as presented here applies to integrands that are real-valued,
vector-valued, complex-valued, and in general over any vector space for the
integrand that is complete. However, any treatment involving Abel’s test

must provide that the function assumed to be monotone is real-valued.

Pursuant to Remark above, when the function f (z,y) in equation
(D.7)) of Proposition (Abel’s test) is complex-valued we will take its real

and imaginary parts, test each part for monotonicity and boundedness, then

apply Abel’s test to the resulting pair of improper integrals.

D.2 The First Derivative

From equation (D.1)) we can write F = F (u, v|yH ) as

F (u’ U|yf) _ eQ(u,v;At)—an log(l—an(u,v;At))' (D8)
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Thus, due to the exponential form, we obtain
F, = L}E, where f = log . (D.9)

The first goal is to show that we can obtain the result that

+oo
/ ety B (u, v|yf) du (D.10)
N o H H
- /_Oo e_wy"“iv (u, vy, )E (u,v]yn ) du, (D.11)

converges uniformly, for every v € (—9,9), for some § > 0, by Abel’s test,
which is Proposition above. But, because f is complex-valued, by
Remark [D.4] above, we must take its real and imaginary parts. This can be
done using the asymptotic form of L}, as illustrated in Lemma below.
The asymptotic forms of ReL} and ImL}, as u — =00, turn out to be
sufficient to obtain the result (D.11)) above, and this is demonstrated in
Lemma and its proof below.

Lemma D.5 Let § > 0, and for the SVJ and SVSJ models, assume that
p < 0. For a sufficiently large real number a > 0, define the respective
neighbourhoods U, 1 o) (+00) C [a,+00), and U _q (—00) C (—00, —a]
of £oo. Then, for each v € (—0,9),

1. ReL} ~ a&i) as u — Foo, such that a£+) 1s monotone and bounded

for all uw € Ujy o) (+00), and &\ is monotone and bounded for all

u € U(foo,fa} (—OO)

2. ImL} ~ Bq()i) as u — Foo, such that Eq(,Jr) is monotone and bounded
for all u € Ujy o0y (+00), and Bl()_) is monotone and bounded for all

u € U(,Oo’,a} (—OO)

Proof. Recall from equations (4.56) and (4.58) in [subsection 4.3.1| that

261 g ;
¢, = 2o =

81)7 = m, and (DlQ)
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D, = 0 =D (u,v) = % (D.13)
ov— (1 - K (u)iv)
Further recall from [subsection 4.3.1| that by equation (4.66))
anb D,
f,=C, +ti T bD (D.14)

However, by Lemma [3.15| from [subsection 3.3.2) Re D (u,v;7) < 0, for all
(u,v) € R x (=4,0), for some 6 > 0. Thus, since b, > 0, Re[l —b,D] > 0,
for all (u,v) € R x (=6,6). Also, by Lemma from Appendix
Re (1 — K (u)iv) > 0, for all (u,v) € Rx (—=46,6), for § > 0 sufficiently small.
Furthermore, by Lemma from Appendix R (u) — 0 exponentially

as u — too. Thus, altogether we have

B (1)
= - — Fo0. D.1
f,~Cy= - K (u )w,asu 00 (D.15)
But, recall from Lemma in Appendix that
w1 —p2+1
K (u) ~ w pe =+ 1pw

U

Upon substituting (D.16) into (D.15)) and simplifying, we obtain
24‘%77 [— (pwu + wv) £wy/1 — p%z}

~ — +o00. D.17
L, u? + 2pwuv + w?v? s > ( )

By the result (D.17)) we have

, as u — £00. (D.16)

2"”7 wu + w?y -2
alt) = (p ) ~ m]p7 as u — +o00, and (D.18)
u2 + 2pwuv + w?v? uw
i2nr] (w /1 —p u)
~ +2 1—p?
B = ~ ﬁnﬁ, as u — +oo. (D.19)
u2 + 2pwuv + w?v? uw

Let v € (—6,0). Then, by the result (D.18)), &\ is monotone and bounded
~(=) -

for all u € Ujy 1) (+00). Moreover, ay ’ is also monotone and bounded
for all u € U(_so,—q) (—00). Likewise by the result ﬁ(+) is monotone
and bounded for all u € Ujg 4o (+00), and By is monotone and bounded

for all u € U_s _q) (—00). This completes the proof. m
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Lemma D.6 Let § > 0, and assume that the hypotheses and definitions of
Lemma above hold. If in addition, for every v € (=4,9),

1. F (u, v]y,lf) is uniformly continuous in u, for all u € R,
2. E(u,v|yf) is L' in the u-variable, and

3. fj;o e~ uWynt1 | (u,v|yf) du converges uniformly,

+00 )
then / e (u, v|y£l) du converges uniformly,  (D.20)

—00

for every v € (—0,0).

Proof. We will treat one asymptotic form in detail. The other cases are
similar. Let a > 0 be sufficiently large. Recall from Lemma[D.5above that
Re L} ~ &1(,+), as 4 — +o0o, where a&“ is monotone and bounded for all u
in some neighbourhood Ul, ;) (+00) of +-00. Thus, by item 8. above, and

Proposition (Abel’s test),
oo .
/ e Wn15(H) Fdu converges uniformly, (D.21)
a

for all v € (—4,d). Hence, by Definition for every e > 0,

/b e~ M1 5 Fu| < 2’ (D.22)

for all b € Uy, yo0) (+00), for each v € (—4,6). Also, f is bounded for

all v € R, and for all v € (—0,d), by Proposition in [subsection 4.3.1}

hence, so is Re L}. Moreover, by Lemma |D.5 &gﬂ is bounded for all

u € Ulg 4o0) (+00), and for all v € (=4,0). Thus, since for all v € (—4,0),
F (u, v|yf) is both uniformly continuous in u, for all v € R, and L' in u,

we have that for every ¢ > 0,

/b F|[Re f, — a9 du < ¢, (D.23)
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for all b € Uy 1o0) (+00), for each v € (—4,0). The critical result follows
from the pair of results (D.22)) and (D.23]) above. For every & > 0,

S .
/ e "rtl Re f Fdu
b Ay}

oo . o0 .
= / e~ WYn+1 &§,+)Edu + / e~ WYn+1 (Re £ - &54—)) Fdu
b b -
/ e U1 (Ref - &gf)) du
b Lo

+/ e~ Ynt1 |F| ‘Ref — 541()”‘ du
b )

oo
< /b e 500 Py +

00
< / e—iuyn+1 &1()+)Edu
b

<

for all b € Uy 1oc) (+00), for each v € (=6,6). Hence, by Definition for

the uniform convergence of an improper integral with a parameter,
o .
/ e "Untl Re [, Fdu converges uniformly,
a

for each v € (—d,9). Similarly, based on the other results from Lemma

above, each of the following tail integrals
o .
/ e~ WYnt1 Im f Fdu,
a

/ e tWyn+1 Re f Fdu, and

—00

—a
/ e Wyntt Im f Fdu,

—00

converges uniformly, for every v € (—4,d). Thus, since by Proposition m

from subsection 4.3.1, F, = L}E is continuous on the principal branch, for

all (u,v) € R x (—0,9), we have

400 .
/ e " (u, vlyd ) du converges uniformly, (D.24)

—00

for every v € (—6,0), as required. ®

338



Theorem D.7 (Differentiation I) Assume that p < 0 in the SV.J and
SVSJ models, and note that this is sufficient for the asymptotic forms in

Lemma above. From equation (D.1)) define

F (ua 'U|y7[1{) = eg(u’v)Gn\n [Q (u’ U)]
= CWUAD [1 b, D (u,0; AL)) 7 (D.25)

with F,, (u,v|yf) = %E (u,v|yf) .

Let 6 > 0. The main hypotheses are that for every v € (=6,6), F (u, v|yf)
s uniformly continuous in u, for allu € R, F (u,v]yf) is L' in u, and the
improper integral

+00 )
/ e "Mt F (u, v|yf) du converges uniformly. (D.26)

—00

If Lemma and the main hypotheses hold, then for every v € (=9,9),
1. fj;o e~y (u, v\yf) du converges uniformly,
2. D [T emtnni F (u,olyll) du = [T emnni B (u,olyl) du, and
3. F, (u, U\yf) is uniformly continuous in u, for all u € R.

Proof. Given that Lemma holds, the main hypotheses of the current
theorem satisfy Lemma and this proves item 1. Furthermore, item
1. and the hypothesis (D.26)) imply item 2., by Proposition from Ap-
pendix Moreover, with item 2. having been established, equation
(4.80) from [subsection 4.3.1|indicates that F,, (u, v|yZ) is the Fourier trans-
form in the wu-variable of ¢’Ell-‘y)-1|n+1 (v)p (yn+1|y7{"]), for every v € (=46,9).
But, by Proposition 1. from [subsection 4.3.1} for every v € (—9,9),
1 . :
¢£H)-1\n+l (v)p (yn+1|y£[) is L' in y,4+1. Therefore, we have by Lemma

from |subsection 3.2.1| that F, (u, vlyH ) is uniformly continuous in u, for all

u € R, for every v € (—0,0). This completes the proof. m
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D.3 The Second Derivative

Recall from equation in Appendix above that
F,=f F, where f =logF. (D.27)
By the product rule, the second v-derivative of F (u, vlyH ) is given by
Fo=f F+[F, (D.28)
The main goal is to show that we can obtain the result that

+o0 )
/ eimyn+1Evv (u7 v\yf) du

— 00

= /*Oo o~ UYn+1 (iva + L}Ev> du, (D.29)

— 0o
converges uniformly, for every v € (=9, 9), for some § > 0. Using the form
of the integral in (D.29)), this can be done in two steps. The step described
in Lemma [D.§ below is trivial given the results from Appendix [D.2] The

other step requires the asymptotic form of Lw.

Lemma D.8 Let § > 0, and assume that the hypotheses and definitions of
Lemma from Appendiz[D.4 hold. If in addition, for every v € (—4,6),

1. F, (u, U\yf) is uniformly continuous in u, for all u € R,
2. F, (u,v\yf) is L' in the u-variable, and

3. fj;o e~ (u, v\yf) du converges uniformly,

+oo
then / e "Mt f F,du converges uniformly, (D.30)

—00

for every v € (—0,0).

Proof. With F,, in place of F, the above Lemma is identical to Lemma
from Appendix above. The proof is otherwise the same. m

340



The next goal is to arrive at an asymptotic result for L}v

, similar to

Lemma in Appendix above for f . Lemma below is the result

for L}U. In order to simplify the proof of Lemma D.11} we introduce two
items. These are Remark and Lemma below. Lemma
isolates the main technical needs for the proof of Lemma making the
proof of the latter similar to the proof of Lemma|D.5|in Appendix[D.2]above.

Remark D.9 Let z = re? be a complex number with 6 € (—x, ).

If we

maintain the principal branch, then \/z = \/Feig, where in this thesis we

assume the positive root. In particular, on the principal branch
2 i6
(\/E) =re’ =z.
Furthermore, letting \/z = a + ib, we have that

z= (\ﬁ)2 = (a +ib)?
=a® — b% +i2ab.

That is, when \/z = a + ib,
Re (2) = a* — b, and Tm () = 2ab.
Lemma D.10 Let § > 0, and for all (u,v) € R x (=6,0) define
(wﬂ + ipw)2
<u + pwv F ivwﬂ)z .

g (u,0) =

Then

2 2\ .2 2,2
Reg(i)(uv):w ((172p)u 72pwuvfwv)
’ (u2 + 2pwuv + wo?)? 7

+2w? /1 — p? (pu? + wuv)

(u? + 2pwuv + wv?)?

and Tm g™ (u,v) =
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(D.32)

(D.33)

(D.34)

(D.35)

(D.36)



Proof. First note from equation (D.34) that ¢(*) (u,v) and g(=) (u,v) are

complex conjugates. This implies that
Re g™ =Reg(™), and Im g™ = —Im ¢g(7). (D.37)

Thus, it suffices to consider only Re ¢(t) (u,v), Im ¢(*) (u, v), and in general
g™ (u,v). By equation (D.34) we have

2
(w\/l — p? +ipw>

g (u,v) = 5 (D.38)
(u + pwv — tvw/1 — p2)
Recall that for z € C, % = ;. By treating the denominator of equation

|2
(D.38) in this way, we obtain the result

2 2
<w\/ 1—p%2+ ipw) (u + pwv + tvwy/1 — p2)

g7 (o) (u2 + 2pwuv + wv?)?

(D.39)

Pursuant to Remark above, we will take the square root of g(+) (u,v)
in equation (D.39)), and simplify the numerator. This leads to
— 2 ~
/g(+) (u,v):w‘/l pu+zw(pu+wv)‘ (D.40)
(u? + 2pwuv + w?v?)
Hence, by the two results in equation (D.33]) of Remark
2

(wv/T=0Pu) = (@ (pu+wr))’

Re g™ (u,v) = , (D.41)

(u? + 2pwunv + wv?)?

2 (wﬂu) (w (pu + wv))

and Im g() u,v) = D.42
g (wo) (u2 + 2pwuv + wv?)? ( )
Equations (D.41) and (D.42)) simplify to
2 1-92 2 2 _ 9 20,2
Re g (u,v) = — (1= 20%) u — 2pue o ), (D.43)
(u? + 2pwuv + w?v?)
2 2 /1 — p2 2
and Im g™ (u,v) = it 7 (pu —i—wuv)‘ (D.44)

(u2 + 2pwuv + wv?)?

The two results in equation (D.37)) complete the proof. m
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Lemma D.11 Let § > 0, and for the SVJ and SVSJ models, assume that
p < 0. For a sufficiently large real number a > 0, define the respective
neighbourhoods U, 4o (+00) C [a,+00), and U _q (—00) C (—00, —a]
of £oo. Then, for each v € (—4,9),

1. ReLw ~ &1(,%) as u — oo, such that &7(;5) 1s monotone and bounded

(=)

for all u € Ujy 4o0) (+00), and awy’ is monotone and bounded for all

u < U(—oo,—a} (—OO)

2. Imiw ~ Bﬁf) as u — Fo0, such that 55;” is monotone and bounded
for all u € Ujy o0y (+00), and 51(,1_,) is monotone and bounded for all

u e U(—oo,—a} (—OO)

Proof. From equations (4.57)), (4.58]), and (4.59) in [subsection 4.3.1}

2 260 B ()2
vi = %Q (’LL, U) = wz—(u.)27 (D45)
v (1 - K (u)iv)
D, = 2 p (= — g (D.46)
v (1—-K (u)iv)
0? —2K (u) R (u)
D,, = 2D (uv) = —— WL D.47
- 6v2*(u v) (1—K (u)iv)® ( )
Moreover, by equation (4.67)) in [subsection 4.3.1]
nbnD, + anb? (D3 — DD
fo=c,, 4 nOnZe ot (L, — DD.) (D.48)

Lo = Ewv (1— b,D)?
However, by Lemma [3.15| from [subsection 3.3.2) Re D (u,v;7) < 0, for all
(u,v) € R x (=9,9), for some § > 0. Thus, since b, > 0, Re [l —b,D] > 0,
for all (u,v) € R x (—6,0). Also, by Lemma from Appendix
Re (1 — K (u)iv) > 0, for all (u,v) € R x (—4,9), for § > 0 sufficiently
small. Furthermore, by Lemma from Appendix K(u) = 0 as
u — +o00, and by Lemmafrom Appendix R (u) — 0 exponentially,

as u — too. Thus, altogether we have

u
[~ Cy=— " asu— +oo. (D.49)



But, recall also from Lemma in Appendix that

twy/1—p2+1
K (u) ~ w pe +1pw

U

By substituting (D.50)) into (D.49)) and simplifying, as u — +0o0 we obtain

2
_5'2“7 (w\/ 1—p2+ ipw)

, as u — +00. (D.50)

fow ™ 5 (D.51)
(u + pwv Fivwy/1 — p2)
—2Kn
= w2 g(i) (u7 U) ’ (D52)

where ¢ (u,v) is defined by equation (D.34) from Lemma above.
Thus, it follows from equation (D.52)) and Lemma above that
5 _ —2Kn ((1 — 2p2) u? — 2pwuv — w2v2)
v (U2 + 2pwuv 4 w22)?
—2Kn (1 — 2p2)

5 , as u — £o0o, (D.53)
u
N — 2 (o2
ot ) PN 0 )
(U2 + 2pwuv + w?v?)

4 V1= p?
i 5 p , as u — £oo. (D.54)
u

Let v € (—=9,9). Then, by the result (D.53)), ! is monotone and bounded
)

for all u € U[a,+oo) (+00). Moreover, 62&; is also monotone and bounded
for all u € U(_so _q) (—00). Likewise by the result (D.54), E»L(J) is monotone
and bounded for all u € U [a,400) (+0), and EQ(,;) is monotone and bounded
for all u € U_s —q) (—00). This completes the proof. m

Lemma below follows easily from Lemma above, given that
the proof is similar to the proof of Lemma from Appendix By
combining the results from Lemma above, and Lemma below, we

will be able to obtain the result that for all v € (=4, ), for some § > 0,

+o0 .
/ et E o (u, vlyd ) du converges uniformly. (D.55)

—0o0
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Lemma D.12 Let § > 0, and assume that the hypotheses and definitions
of Lemma above hold. If in addition, for every v € (=9,9),

1. F (u,v|yf) is uniformly continuous in u, for all u € R,
2. E(u,v|yf) is L' in the u-variable, and

3. fj;o e~ n+1 F (u, vlyfl) du converges uniformly,

400 .
then / e”"MWritf  Fdu converges uniformly, (D.56)
—0o0
for every v € (=94,6).

Proof. With the asymptotic results from Lemma for f in place of
similar results from Lemma for f , the above Lemma is identical to
Lemma from Appendix The proof is otherwise the same. =

Theorem D.13 (Differentiation IT) Assume that p < 0 in the SV.J and
SVSJ models, noting that this is sufficient for the asymptotic forms in both
Lemma [D-3 from Appendiz [D-3, and Lemma above. From equation
at the start of this Appendix define

F (Ua U|y’rIL{) = eg(u’v)Gnm [Q (uv U)]

= CvA) [ _ b D (u, v; At)] 7, (D.57)
with F, (u, v|yf) = ;UF (u,v|y,{;]) ;

82
and F, (u,v|yl) = WE (u,vlyll) .

Let 6 > 0. The main hypotheses are that for everyv € (=6,6), F (u, v]yf) 18
uniformly continuous in u, for all u € R, both F (u, v]yf) and F, (u, v|yf)
are L' in the u-variable, and the improper integral

+o0 )
/ e MWL E (u, v\yf) du converges uniformly. (D.58)

—00
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If Lemma[D.5, Lemma[D.11], and the main hypotheses as stated above each
hold, then for every v € (—0,9),

1. fj;o e~y P (u, v]yfl{) du converges uniformly,

2. 59—52 fj;o e~ Yn+1 | (u, v|yf) du = fj_OO: e‘wy”“Ew (u, v|yf) du.

Proof. Given p < 0, the main hypotheses as stated above are sufficient for
from Appendix This implies that for all v € (=46, 6),

a) [TetwnirF (u,v]yl) du converges uniformly,

b) F, (u,v|y) is uniformly continuous in u, for all u € R, and

c) % fj;o e~y B (u, v|yf) du = fj_;o e B (u, o]yl du.

But, given that Lemma holds, we have that a), b), and the main
hypothesis that F, is L' in u, satisfy Lemma and this implies that for
all v € (—46,0),

+o0 .
/ e "t f F,du converges uniformly. (D.59)

—00
Moreover, given that Lemma [D.11] holds, the main hypotheses of the current
theorem satisfy Lemma and this implies that for all v € (—4, ),

+00 .
/ e "t f  Fdu converges uniformly. (D.60)

—0o0

Hence, by equation (D.29)), the pair of results (D.59) and ({D.60]) imply that
for all v € (—94,9),

+oo .
/ e E o (u, vlyd ) du converges uniformly, (D.61)
—0o0

and this proves item 1. To complete the proof, we need to show that for all

v € (—6,0),

82 +0c0 ) +0c0 )
E) / e "t Fdu = / e Ml du. (D.62)
—oo —00
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By differentiating both sides of c¢) above w.r.t. v, outside of the integrals,
we obtain that for all v € (=4, 0),
82 e —u 9 e —u
— e "Mt Py = — e "InHLE du. (D.63)
o2 J_ o o J_o
Hence, by equation (D.63)), it is sufficient to show that for all v € (-4, d),
9 e —UYn+1 e —iUYn+1
90 e F,du= e F.du. (D.64)
—0o0 — 0o

Moreover, by Proposition from Appendix a) above and the result

(D.61) are sufficient for (D.64). Since this implies item 2., this completes
the proof. m
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Appendix E

Path Simulation

In this Appendix we present the path simulation methods that were used
to simulate the Heston, SVJ, and SVSJ daily log-returns in on
the Bates (2006) AML method. Appendix covers the simulation of
Heston model daily log-returns by first simulating the variance process at a
faster than daily rate, as suggested in Bates (2006), pp. 957-58. Appendix
treats the SVJ model by adding independent jump increments to the
Heston model log-returns, where the jumps are either Merton, Variance
Gamma, or Meixner. Then Appendix covers the SVSJ Merton model
by adding conditionally independent time changed Merton jump increments

to the Heston model log-returns, given the variance.

E.1 Simulating Heston Model Log-Returns

Let Wt(l) and Wt@) be independent standard Brownian motions. Then the

P-dynamics of the Heston model log-price may be written as

1
dY; = <,u0 — 20,52) dt + oy [Pth(l) + ﬂth@)} (E.1)

do? =k (n— o?) dt + wordW V. (E.2)
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Equations (£.1) and (£.2) above may be derived from equation (2.59)) in

lsubsection 2.5.2l Next we consider the following definitions. Given the

path of o2 over [t,t + At], and given Y}, let

AYiiar =Yiear — Y4, (E.3)
Aoty ar = Otpar — 0t (E.4)
t+AL
YAt = / o2ds, and (E.5)
t
1
B, = — [AU752+At — kAL + KX AL (E.6)
w

By the main result of Broadie and Kaya (2006), see §3.3, pp. 221-22, we

have
1
AY;H—At = <:U’0 — 22,5) At + th + (1 — ,02) EtAtZt+At7 (E?)
ZtJrAt ~ N (07 1) .

To obtain equation (E.7)) we only need to simulate Aat%r AL = (71524r Ar — 0%,

1 t+At 5
Y= — ds. E.8
t At /t gsas ( )

But, ¥; in equation (£.8) can be approximated by the average intraday

and

variance process, see Bates (2006), p. 958. Also, simulating the intraday
variance will yield values for o2 ' A and o?. In this thesis we used Ny = 78
intraday subsamples per day. This gives N = 252N, subsamples, assuming

a 252 day year, with subsampling frequency Au = % Also assume that

there are T daily log-returns to simulate. Note from [subsection 4.2.2| that

. 2 .
for AML we assume 0(2) is generated from a I’ (2%7, 3’7) distribution, so

that when the Feller condition 2xn > w? also holds, the variance process
is strictly stationary and strongly ergodic. In the following algorithm for
simulating the CIR process by its scaled noncentral chi-squared transition

2

law we assume for simplicity that 4kn > w?. The case 4kn < w? is provided

for in Glasserman (2004), see p. 124, if needed.
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Algorithm E.1 (Glasserman (2004), p. 124) Assume d = Zt%" > 1,

2

2 on a discrete time

and that 0(2) is input. To simulate the CIR process o
grid up = kAu, for k=1,2,..NT,

Begin For k=0,1,.... NT — 1

Set ¢ = Z—i (1- e_“A“), and set b = agk

Generate Z ~ N (0,1).

€7NA7J’

Cc

Generate X ~ X?l—l'

Set o2 :c[(Z+\/5>2+X].

Uk+1

End For

1 N1
Then, ¥ ~ Ezjzo Tt iAu- (E.9)

E.2 Simulating SVJ Model Log-Returns
From equation (A.1)) in Appendix [A] the SVJ model may be written as
1
4y, = (Mo - 2g§> dt + o dWS) + dX, — px (—i) dt, (E.10)

do? =k (77 — 0,52) dt + wotth(V),
pit = B [awDaw )],

Equation (E.10) is evidently the Heston process from Appendix above,

plus an independent compensated Lévy process,
X, = Xy — by (—i) t. (E.11)
Thus, the SVJ log-return is simply a Heston log-return plus AX'HN where

A)?t—i—At = )?t_i'_At - )?t = )? (t + At - t)
X (At) = X (At) — by (—i) At.
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Merton Jumps

Recall from equation (2.24)) in [subsection 2.3.1| that for Merton jumps

¥x (=) = A (eXP <ﬁ + ;oP) - 1> : (E.12)

Algorithm E.2 (Merton Jumps) For the Merton jump process X the
following algorithm simulates one increment AX;ar = X (At).

Generate Nyyay ~ Poiss (AAt).

Generate Zyyar ~ N (0,1).

Set AXiiat = BNipar + an/NeparZiyas.
See Glasserman (2004), §3.5, pp. 138-139.

Variance Gamma Jumps

Variance Gamma jumps may be expressed as a time changed Brownian

motion. Recall from equation (2.32)) in [subsection 2.3.2| that for Variance

Gamma jumps of the Huang and Wu (2004) type

Yx (—i) = —Alog <1 - B - ;aQ) , (E.13)

and from equation (2.29) in |[subsection 2.3.2| the Huang and Wu (2004)

version of the process has a time change given by
Gy ~T (At 1). (E.14)

Algorithm E.3 (Variance Gamma Jumps) For the Variance Gamma
Jump process X of Huang and Wu (2004) type the following algorithm sim-
ulates one increment AX;yar = X (At).

Generate Gipar ~ T (AAE1).

Generate Zyynr ~ N (0,1).

Set AXiiat = BGriat + an/GriatZirat-
Adapted from Glasserman (2004), §3.5, pp. 143-144.
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Meixner Jumps

Recall from equation (2.40)) in [subsection 2.3.3|that for Meixner jumps

8
cos (5)
a+p
COS (T)
For the simulation of a single Meixner increment, see Algorithm [8:4] from

[subsection 8.2.3] with 7 = At.

¥x (—i) = 2Alog (E.15)

E.3 Simulating SVSJ Model Log-Returns

From equation in Appendix [A[ the SVSJ model may be written as
4y, = <M0 - ;;3) dt + o dW + dX (V) — o2bx (—i)dt,  (E.16)
do? =k (n — 02) dt + wo, "), E [th(S)th(V)] = pdt,

dV; = oldt.

Similar to equation for the SVJ model in Appendix above, equa-

tion for the SVSJ model is simply a Heston process plus jumps, and

with a few modifications we may simulate on this basis. The difference is

that the compensated jump process,
X (Vi) = [X (Vi) = ox (=) Vil (E.17)

is time changed by the integrated variance process from the Heston model.
However, the SVSJ jumps are conditionally independent given the variance
process. Moreover, the variance process is dictated by the Heston process.
Thus, we can simply simulate a Heston process, and pass the simulated

variance to the time changed jumps.

Recall from equation (£.8) in Appendix that

1 t+At )
Yip = — ds. E.1
e (E18)
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Hence, in continuous time the integrated variance V;;a; has a decomposition

given by
t t+At
Viear = / o2ds +/ o2ds
0 t
= Vi + S/AL. (E.19)

Therefore, the continuous time increment to the compensated time changed
jumps in the SVSJ model is given by
A~ A~ A~ l A~
AX (Vigar) = X (Vigar) = X (V) = X (Virar — Vi)
¥ (X:At), by equation (£.19)

X (SAL) — iy (—i) DAt (E.20)

In particular, in continuous time, given ¥, the increment to the time changed

jump process,

law

AX (Vigar) = X (3:At), (E.21)

has the distribution of a Merton jump with time increment X;At¢. Thus,
we can simulate from AX (Vi;a¢) by generating Nyyar ~ Poiss (AL At) in
place of Nypay ~ Poiss (AAt) in Algorithmfor Merton jumps. However,

note that this is subject to the accuracy of the approximation

1 Ns—1
Et ~ — 0'2 .
N, 2o Citisu

made in equation (£.9)) from Appendix above on the simulation of log-

returns for the Heston model.
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