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Summary

The role of the financial mathematician is to find solutions to problems in
finance through the application of mathematical theory. The motivation
for this work is specification of models to accurately describe the price
evolution of a risky asset, a risky asset is for example a security traded
on a financial market such as a stock, currency or benchmark index. This
thesis makes contributions in two classes of models, namely activity time
models and integer valued models, by the discovery of new real valued and
integer valued stochastic processes. In both model frameworks applications

to option pricing are considered.

Chapter one defines activity time models and lists well known properties of
asymmetry, leptokurtic and dependent distributions. An equivalent starting
point for such models in the form of a stochastic integral and differential
equation is discussed, stating the conditions needed for stochastic calculus to
be used. An empirical investigation also illustrates the reasons why activity
time models may be a more suitable description for the price evolution of a

risky asset.

The main contributions appear in chapter two when construction of the



activity time processes are specified, with three types being given. Firstly
via superpositions of positive tempered stable Ornstein-Uhlenbeck type
processes, producing either a short or long range dependent process.
Secondly a new approach is developed in terms of a fractional tempered
stable motion with exact tempered stable distributions and asymptotic long
range dependence. Thirdly the inverse stable subordinator is used for a
slightly modified activity time model which has links to integer valued

models in the final chapter.

In the third chapter, the pricing of European call options is explored. Fitting
the model is discussed and statistical parameters are computed using method
of moments estimators. An option pricing formula is derived, derivatives
computed and risk neutral parameters are calibrated by matching formula
prices to market prices, which achieves a closer fit than the classical model.
The improved performance is minor but for large institutional trades a small
price discrepancy directly creates undesirable profit or loss while hedging a

written contract.

The fourth chapter concerns high frequency financial data and proposes new
integer valued models. Here the motivation comes from inter arrival times
between trades for which the exponential distribution may not always be
suitable. Instead the Mittag-Leffler law is proposed for the waiting times
and the associated fractional Skellam models are constructed. The term
fractional relates to the probability mass function being the solution to
fractional differential equations. An empirical investigation confirms the
benefits of this framework. For high frequency algorithmic traders, even a
small misjudgment of a few nanoseconds may prove costly, which underlines

the practical relevance of our work.
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Chapter 1. Activity time models

Chapter 1

Activity time models

1.1 Introduction

It has become popular for researchers in financial mathematics to propose
models that describe the price evolution through time of a risky asset.
A risky asset is an exchange traded security such as a stock, currency,
commodity or benchmark index. Such models include an array of
exponential Lévy models, stochastic volatility models, diffusion or pure
jumps models.  The classical model of geometric Brownian motion
introduced by Samuelson (1965a) is of diffusion type and was used by Black
and Scholes (1973) in their celebrated option pricing formula. Exponential
Lévy models may be diffusion plus jump or just pure jump models and
were introduced as far back as Mandelbrot (1963), Merton (1976) and Clark
(1973) for example. Stochastic volatility models describe a process where
the volatility (variance) is random through time, these type of models were

first proposed by Heston (1993).



1.1. Introduction

These model classes have been introduced to better fit the empirical realities
of risky assets, for which the classical diffusion model fails to capture. Indeed
there are hundreds of proposed models available and it could be argued that
at most only one must be correct and it may be that all are incorrect. It
is unlikely that at least in the foreseeable future a full understanding of
the underlying process that drives asset prices will be discovered. This is
because market participants who trade such assets rarely make available
their information that led them to buy or sell the asset, which leaves
the true factors affecting price movement unobservable. This does not
mean we should give up all hope of modeling such assets but rather take
the approach to accurately describe their evolution in terms of statistical
properties observed from empirical data. This approach differs from that
of an economist, who looks to model the factors that effect price. Whereas
a mathematician takes the view all available information is reflected in the

current market value and looks to model the price.

At present there is a large literature on models that incorporate suitable
distributions to match what is empirically found and stochastic volatility
models have also been extensively explored. One feature observed
statistically that has received considerable less attention by researchers is
the dependence structure of risky assets. It has been observed, see Granger
(1966), Granger (2005) and references therein, that transformations of daily
price returns, such as absolute daily returns exhibit memory through time.
To this end this thesis looks to investigate models that describe well the
distributional and dependence properties that are clearly observable in real
data. We do not suggest that our models are superior to all others but

rather the models described in this thesis should be viewed as advisors and
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it is left to the practitioner which advisor (model) to implement and make

inferences from.

To incorporate dependence (memory) whilst retaining distributions, the
class of activity time models was proposed by Heyde (1999) and was
subsequently developed by Heyde and Leonenko (2005), Leonenko et al.
(2011) and Finlay and Seneta (2006) for example. The activity time models
under review in this thesis are closely related to the stochastic volatility
model proposed in Barndorff-Nielsen and Shephard (2001). However,
although addressing the issue of dependence in financial time series, they
where not able to give exact distributions. Here, in this work we are able to
compute exact distributions for the logarithm of the price and logarithm of
price returns. We feel this feature allows significant tractability in terms of

applications.

The rest of the chapter is organized as follows. Section 1.2 gives notation
on stochastic processes that will be used throughout before defining the well
known Brownian motion in section 1.3. We give a brief historical overview of
the classical model for risky assets in section 1.4. An empirical investigation
for a cross section of exchange traded securities is presented in section 1.5.
We describe some statistical features of risky assets, the so-called stylized
facts, which are in fact true for a wide range of assets. This leads us
to formally define in section 1.6, activity time models with their distinct
property of dependence, we list some well known properties of the model
and give an alternative starting point in terms of a stochastic differential

equation in section 1.7.



1.2. Stochastic processes: basic definitions and notation

1.2 Stochastic processes: basic definitions and notation

Before introducing even the classical model of geometric Brownian motion
we will require some notation. This section provides basic terminology and
definitions for stochastic modeling that will be used throughout this work,

we follow commonly used notation found in the literature.

Denote by €2 the sample space of all possible events w, denote by F a sigma
algebra on €. A random wvariable Y is a measurable function from €2 onto
R, the set of real numbers. That is for each event w € Q, Y (w) is some real

number. By measurable we mean, for some set of events A in F the inverse

Y~1(A) is also in F,

Y A):={Y e A} e F, (1.2.1)
with the notation

{YeA={weQ:Y(w) e A} (1.2.2)

and we say Y is F-measurable. Every random variable induces a probability
measure, denoted by P. The probability of the event or set of events A
occurring is denoted by P(Y € A) or in shorthand notation P(A) and is a
number in the closed interval [0, 1], for the entire sample space P(Q2) = 1.
If an event A € F satisfies P(Y € A) = 1, we say that A occurs almost
surely. We call the triple (Q, F,P) a probability space for which our random
variable Y is defined upon. The probability measure is often given in terms
of the distribution function F', namely the probability that Y is less than or

equal to some real number y,

F(y) =P(Y(w) <y). (1.2.3)



Chapter 1. Activity time models

We refer to this function as the cumulative distribution function which is an
increasing, right continuous function. For a continuous random variable Y,

there is a function f : R — [0, o0], such that
b

Pla<Y() <b) = [ fly)y, (1.2.)
which if it exists is called the probability density function of Y, with the
relationship

y
Fy) :/_Oo Flu)du. (1.2.5)

In summary, we say a random variable Y has density f and distribution F'.
The expectation of g(Y'), where g is a Borel measurable function from R onto

R, is computed as the Lebesgue integral

Elg(V)] := | g(¥ (w))dP(w)

or the Lebesgue-Stieltjes integral

El(V)] = | 9()aF(y)
provided the integral exists. In the case when the random variable has a

density function, E[g(Y)] := [z 9(y)f(y)dy.

The variance is defined by
Var[Y] = E[(Y — E[Y])?]. (1.2.6)

A measure of statistical dependence between two random variables X and

Y is the covariance,
Cov]X,Y] = E[XY] — E[X]E[Y],

which, when normalized is called the correlation,
X, Y
Corr[X,Y] = CovlX, Y] :
Var[X|Var[Y]




1.2. Stochastic processes: basic definitions and notation

A stochastic process is a time parametrized collection of real valued random

variables,
{Y(t,w),t > 0}, Y (t,w) : [0,00] x 2 — R. (1.2.7)

We will often drop the argument w and simply write {Y (¢),¢ > 0} to indicate
a stochastic process. For a fixed t > 0 we have a random variable Y (¢,w),
and we write f(y,t) = P(Y(t) < y) to denote the marginal probability
density of this random variable. Conversely for a fixed w we have a function
of time with map ¢ — Y (t,w). The stochastic process is called F;-adapted

if for any fixed ¢ > 0, the random variable is F;-measurable,
Y H(B):={(t,w) €Q:Y(t,w) € B} € F. (1.2.8)

The increasing family of o-algebras {F;}i>0 is referred to as the filtration
generated by the stochastic process {Y (t),t > 0}. We say the filtration is
complete when Fj contains all the P-null sets of F and F; := (,~ Fu, for
all t € [0,00), that is, a right continuous filtration. We call the quadruplet

(2 F {F}.P) (1.2.9)

a stochastic basis and throughout this thesis we assume a complete stochastic

basis to be given for which we define stochastic processes upon.

A stochastic process is said to be cddlag if it is right-continuous with left

limits, that is, for each ¢ > 0 the limits

Y(t—) = lim Y(s) Y(t+) = lim Y(s)

s—t,s<t s—t,5>1
exists and Y(¢) := Y (t+). A cdgldd function is defined intuitively as a

left-continuous function with right limits.

By the finite dimensional distributions of the stochastic process {Y(¢),t > 0}
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P(w € Q(Y(t),...,Y(t)) € A), (1.2.10)

the joint distribution of {Y(¢),¢ > 0} at times ¢y, ..., tx. A stochastic process
{Y(t),t > 0} is said to be stationary if for all k, for all h and for all ¢y, ...,

P((Y(ts+h), ... Y(t+ 1) € A) =P((Y(tr),...,Y(t) € A)
(1.2.11)

so h does not effect F'(---), i.e. F'is not a function of time.

A process is said to be stationary in the wide sense (or second-order
stationary) if E[Y (¢)?] < oo and if the expectation m(t) = E[Y(¢)] and
covariance Cov|[Y'(t),Y(s)] are invariant with respect to group shifts in
R. In this case E[X(t)] = m = constant and the covariance function

Cov[Y (t),Y (s)] = R(t — s) is a function of the difference ¢ — s.

We say that a Borel measurable function R :[A, 00) — (0,00), for some

A > 0 varies regularly with index /¢, if

. R(\x)
1
2500 R(z)
If ¢ = 0 we say that R(x) is slowly varying.

=\, forall A #0. (1.2.12)

A stationary stochastic process {Y'(t),t > 0} is long range dependent if its

autocorrelation function

p(u) := Corr[Y(t), Y (t + u)] (1.2.13)
:: Cov]Y(t),Y (t + u)]
V/Var[(Y (1) Var[Y (¢ + u)]
decays as a power of lag u

R(u)

usoo yl—2H’

p(uw) H e (0,3) (1.2.14)



1.3. Brownian motion

where R(u) is a slowly varying function at infinity.

We call a real valued adapted stochastic process a martingale with respect

to its filtration, if almost surely E[|Y(¢)|] < oo and if for s < t we have

E[Y (t)|F,] = Y (s). (1.2.15)

1.3 Brownian motion

Arguably the most important stochastic process is the so-called standard
Brownian motion {B(t,w),t > 0} (or simply {B(t),t > 0} as we will
commonly omit the argument w) which by definition has the properties:
i. B(0,w) =0 for all w € Q, (with probability 1).
ii. The map t — B(t,w) is a continuous function of ¢ for all w.
iii. For every ¢, u > 0, B(u +t) — B(u) has a Gaussian distribution with

mean 0 and variance t and is independent of {B(u),0 < u < t}.

For a Brownian motion the marginal probability density function and

moments of even orders for k = 1,2,... can be computed by
1 22 2k)!
fat) = —=e®, BB =

Vort  KI2k

and we denote such a random variable B(t) ~ N(0,t), to indicate that B(t)

has a normal distribution with zero mean and variance ¢.

1.4 Geometric Brownian motion as a risky asset model

This section gives a brief historical overview of the origins of financial

mathematics in terms of stochastic modeling of risky assets. For a detailed
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report see Jarrow and Protter (2004).

The historical roots of risky asset modeling lie in the early twentieth
century with the publication of The Theory of Speculation by the French
mathematician Louis Bachelier, see Bachelier (1900). The motivation came
from the Paris stock exchange, where traded assets appeared to move
in a random fashion. Bachelier deployed the central limit theorem and
assumed independence in returns. His work proposed what is now known as

arithmetic Brownian motion,
P(t) = P(0) + put + 0 B(t) (1.4.1)

as a reasonable model for a risky asset. Where P(t) is a random variable
representing the price of the risky asset at time ¢, the constants y € R and
o > 0 are drift and diffusion parameters and B(t) is a standard Brownian
motion. However this was not the start of a flow of academic literature in
financial mathematics, in fact no further work seems to have taken place in
the proceeding decades. Although Bachelier was referenced by Kolmogorov
and Doob, it was not untill the 1950’s when Jimmie Savage suggested to
Paul Samuelson to look at Bachelier’s thesis, that further investigations into

financial mathematics was to start.

Samuelson gave economic reasoning why stock prices move in a random
fashion, see Samuelson (1965b). Working alongside Eugen Fama they formed
the basis of what has come to be known as the efficient market hypothesis,
see Fama (1965). This idea postulates that the information in the past has
no influence on future price movements, discounted futures prices follow a

martingale and so do arbitrary functions of the spot price.

For risky asset modeling arithmetic Brownian motion has the inherent flaw
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that it can take negative values, whereas stock prices must remain positive
or they will cease trading on the exchange. Samuelson noticing this, went
on to show that a good model for stock price movements is what we call

today geometric Brownian motion,
P(t) = P(0)exp {ut + o B(t)}. (1.4.2)

Samuelson also gave option valuation formulas which were nearly the same
as those of Black and Scholes, but derived from the point of view that the

discounted option payoff is a martingale (see Samuelson (1965a) p. 19).

The pricing formula for the valuation of options, a contingent payoff claim on
an underlying security is attributed to Fischer Black and Myron Scholes in
their 1973 paper titled “The Pricing of Options and Corporate Liabilities”,
published in the Journal of Political Economy. At the time they worked
closely with Robert C. Merton, who expanded their ideas and together
with Scholes received the 1997 Nobel Prize in Economics for their work.
Essentially they were the first to explicitly solve the problem of valuation of
options which came at a time when the Chicago Board Options Exchange

and other options markets around the world were in their infancy.

With these new pricing tools, practitioners (brokers) were able to give
realistic prices to their clients, even if the option contract was not heavily
traded and a market price had not been quoted. On the other hand it also
allowed buyers of options the tools to check that the prices on offer were
reasonable to trade at. This led to the growth of options exchange markets

which today are equal in volume to stock exchanges and in some cases larger.

10
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1.5 Empirical realities of risky assets

This section details known properties that hold true to a certain extent for
all risky assets, these features have been referred to as the stylized facts.
Before proceeding further, let us fix some notation. Related to the price
process is the log return process {X (t), t > 0} representing the sequence of

unit increments of width At > 0 of the logarithm of the price, namely
X(t) := log (P(t)) — log (P(t — At)) (1.5.1)

In many econometric studies, At is set implicitly equal to one in appropriate
units. We will not conserve the variable At, instead we will use At = 1 day,
i.e. we are measuring daily log returns. For the short investigations in this
section we have collected a cross section of empirical samples of risky assets
for indexes, currencies, stocks and commodities, see table 1.1. All samples
were obtained from Thompson Reuters datastream terminal and reflect daily
market price on close for each asset. The RI series was downloaded when
applicable which readjusts for dividend days, index recomposition days, etc.
We use the notation p(1),p(2),...,p(n) to represent the observed sequence
of prices from a sample of size n, from which the sample log return sequence,

denoted by x(1),x(2),...,z(n — 1), can be obtained.

For the Dow Jones Industrial average the empirical trajectory (sample path)
is displayed in figure 1.1 and the corresponding log return sequence in figure
1.2. Notice that although the sample paths of geometric Brownian motion
look similar to the empirical path observed for the Dow Jones in figure 1.1,
on closer inspection the corresponding log return process shows that they

are in fact quite different. The empirical log returns show higher variability

11
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Risky asset Mean Variance Skewness Kurtosis
FTSE 100 0.00035  0.00013 -0.47 12.1
FTSE ALL SHARE 0.00036  0.00011 -0.59 13.0
ASX 200 0.00034  0.00009 -0.45 9.1
DOW JONES 0.00035  0.00012 -1.78 46.3
SP 500 COMPOSITE 0.00035  0.00013 -0.29 12.0
NASDAQ 100 0.00032  0.00020 -0.11 10.4
HANG SENG 0.00049  0.00027 0.00 12.7
USD:EUR -0.00002  0.00004 0.07 6.8
GBP:EUR 0.00002  0.00002 0.37 8.6
YEN:EUR -0.00004  0.00006 -0.29 7.5
USD:GBP -0.00004  0.00003 -0.06 7.3
GOLDBLN 0.00018  0.00011 -0.22 11.7
CRUDOIL 0.00018  0.00064 -0.77 18.3
SLVCASH 0.00026  0.00055 0.14 37.1
GLAXOSMITHKLINE 0.00027  0.00005 0.34 11.8
HSBC 0.00023  0.00006 -0.19 11.7
WAL MART STORES 0.00030  0.00007 0.03 8.3
GENERAL ELECTRIC  0.00016  0.00005 -0.10 11.5
PFIZER 0.00019  0.00006 -0.19 7.3

Table 1.1: Log returns statistics

than would be expected for geometric Brownian motion, see figure 1.2.
When returns with similar magnitude cluster through time, we say the asset
exhibits wvolatility clustering. In other words, the assets time series displays

a sequence of consecutive trading days or even weeks with high variance,

12
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followed by periods of low variance. It is evident from figure 1.2 that the

Dow Jones index displays empirical volatility clustering.

16000 T T T T T

- - Simulated geometric Brownian motion
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Figure 1.1: Empirical price path for Dow Jones Industrial index
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Figure 1.2: Dow Jones empirical log return sequence

It is widely accepted that risky asset log returns do not follow the normal

distribution when measured at a daily frequency, this has been noted as far

13
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back as Mandelbrot (1963). A simple way to quantify the distribution of log

returns is by computation of the kurtosis «,

_ E[(X —E[X])"
" EX BN 122

using its empirical counterpart

5 () —2)
PR

(L5 ) - 22)

where T is the empirical sample mean. The kurtosis is defined as x = 3

k=

(1.5.3)

for a Gaussian distribution, a positive value of x > 3 indicating a heavy
or semi-heavy tail, that is the log density forms a hyperbola whereas the
log density of the normal distribution is a parabola. For our data sets the
kurtosis is far from its Gaussian value: typical values for daily log returns
are (see table 1.1): k = 12.1 for the FTSE 100, x = 6.8 for the USD:EUR
exchange rate and k = 11.7 for the GOLDBLN. When a distribution has

excess kurtosis we say it has heavy tails and high peaks.

200- N o EmpII‘I(.Ja| i
® @, —— Gaussian

150

f(x)

100

50

Figure 1.3: Dow Jones empirical probability density

A high peaked distribution describes log returns more likely to have a

relatively small change than the normal distribution would specify, see

14



Chapter 1. Activity time models
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Figure 1.4: Dow Jones empirical log probability density

figures 1.3 and 1.4. Moreover the heavy tails indicate a greater chance of a
large market swing in either direction, again this would be underestimated
using a normal distribution. These features are not sufficient to identify
the distribution of returns and leave a considerable margin for the choice of

distribution.

It has been noted (see for example Cont (2001)) that location, scale,
skewness and tail parameters are needed to fit risky asset log returns.
Such four parameter distributions include but are not limited to: normal
inverse Gaussian, generalized hyperbolic and exponentially truncated stable
distributions. The correct choice is an open question and may simply be
decided upon as a matter of analytical and numerical tractability as well as

the quest for mathematical exploration.

A further property inherent in traded securities is independence of returns
but dependence in transformations of returns. Recall that a stochastic
process is long range dependent if its autocorrelation function p(u) decays

as a power of lag u, see equation (1.2.14) for details. To investigate the

15



1.5. Empirical realities of risky assets

dependence structure we compute and plot the empirical autocovariance

function p, given a set of observations z(1),...,z(n),
A 1 nu - ~
plu) = = > (@(t) = 2)(a(t +u) - 7).
t=1

where n is the number of observations in the sample, an z is the empirical
expectation. It can be seen empirically that the log returns themselves,
namely the sequence {z(t),t = 1,2,...}, do not exhibit any significant
autocorrelation, see figure 1.5 where the dashed lines are Gaussian white
noise bands. This is a well known fact for risky asset returns and has been

used in support of the efficient market hypothesis.

— Empirical autocorrelation for Dow Jones log returns x(t

0.8 - - Upper white noise band .
— - - Lower white noise band
=}
+ 0.6 |
<
= o4 i
X
§ oz i

—- 1 1 1 1 1 1 1
0"0 100 200 300 400 500 600 700
u

Figure 1.5: Empirical autocorrelation function using log return sequence for Dow Jones

Industrial index

If the log returns are independent then the absence of any significant
autocorrelations should also hold true for transformations of log returns.
It has been reported in the literature that this is in fact not the case.

For evidence of dependence in risky assets see Granger (2005). Figure 1.6
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— Empirical autocorrelation for Dow Jones absolute log returns |x(|
08 - - Upper white noise band |
- - Lower white noise band

Corr [|x(t) |, Ix(t+u)]]
o
=
|

— 1 1 1 1 1 1 1
0'LO 100 200 300 400 500 600 700
u

Figure 1.6: Empirical autocorrelation function using absolute log return sequence for Dow

Jones Industrial index

confirms for the Dow Jones Industrial index, autocorrelation empirically for
absolute returns decreases slower than independent returns which would be

expected to lie inside the two dashed lines.

It is an ongoing debate whether long range dependence is present in log
returns and it is not a trivial question how statistical methods could answer
such a question. The question this thesis aims to answer is not the problem
of proving LRD in the empirical sense but instead tackling the challenging
problem of providing a mathematically rigorous model for the presence of

the long-range dependence phenomenon in stock returns.

A suitable modeling framework able to capture dependence is the class of
activity time models for which the next section will introduce and for which

chapter 2 of this thesis will make contributions too.
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1.6. Fractal activity time models

1.6 Fractal activity time models

This section introduces fractal activity time geometric Brownian motion
with its distinct property of dependence. Fractal activity time geometric
Brownian motion (FATGBM) models for risky assets are due to Heyde
(1999), see also Heyde and Liu (2001). The model describes the price P(t)

of a risky asset at time t.

Definition 1. A fractal activity time geometric Brownian motion process

{P(t),t > 0} is defined by
P(t) = P(0) exp {ut + 0T(t) + o B(T(t)) }. (1.6.1)

where B(t) is a Fi-adapted standard Brownian motion and T'(t) is the fractal
activity time, a JF;-adapted, right continuous, positive, increasing random
process with long range dependence and T'(0) = 0. With constants p € R,

0 € R and o > 0 referred to as the location, skew and scale parameters.

The model allows considerable flexibility since the activity time process is

not defined in complete detail, the following question then naturally arises.

Q. Can we construct an activity process {T'(t),t > 0} with long range

dependence and suitable distributions?

The answer is yes and has for example been constructed under FATGBM
processes for reciprocal gamma, gamma, inverse Gaussian and generalized
inverse Gaussian laws in the works of Heyde and Leonenko (2005), Leonenko
et al. (2011), Leonenko et al. (2012), Finlay and Seneta (2006), and Finlay
and Seneta (2012). Our work differs in one respect that we will be

constructing fractal activity times with tempered stable laws. Tempered
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Chapter 1. Activity time models

stable law have been considered in risky asset models by Cont and Tankov
(2003), see also references therein. Furthermore we will be adding a new
construction of the time change in the form of an integral representation in

chapter 2.

Some known properties of the FATGBM process given by equation (1.6.1)

are now listed.

Properties 1. A fractal activity time model described in definition 1 above,

has the following properties:

1. Conditional distribution. The log returns X (t) have equality in

law

X)L+ 07(t) + oy /T)ER), t=1,2,. .., (1.6.2)
where < denotes equality in distribution, and &(t) is a sequence
of independent standard normal random variables independent of

T(t):=T(t) =Tt —1).
2. Moments. The log returns have mean
E[X(t)] = p+ 0E[7(1)], (1.6.3)
and variance
Var[X (t)] = o°E[7(t)] + 0*E[(1; — E7(t))?]. (1.6.4)
Even when 6 = 0 the variance is time dependent, that is the model is
hetroskedastic.

3. Asymmetry. The distribution of X (t) has skewness

3002 ko + 03Ks

s = (2R ()] + 0 ) 2

(1.6.5)
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1.6. Fractal activity time models

where k; := E[(7(t) — Ery)"]. Symmetric log returns corresponds to
6 =0.

. Leptokurtic. The kurtosis is

9, — 30’4(52 + ]E[T(t)]g) + 6020'2(]E[T(t)]/€2 + KJ3) + ‘94/£4 (1 6 6)
e (?E[r ()] + 0°r2)* o
In the symmetric case § = 0, the kurtosis
3Var|r(t)]
V= ——r e > 1.6.
B 2P e

still allows for heavy tail returns over that of the Gaussian law.

. Dependence. The covariance of returns is
Cov[X (t), X (t + k)] = 0*Cov[r(t), T(t + k)]. (1.6.8)

For 1 = 6 = 0 we also have

2
Cov[|X(#)], |X(t + k)|] = ;oz(COV[\/T(t), Jrt+k)] (1.6.9)
The squared returns have covariance

Cov[X?(t), X*(t + k)] = o*Cov|r(t), 7(t + k). (1.6.10)

. Skew correcting martingale. Under the parameter restrictions pu =

rand = —30% where r > 0, the process {e""P(t),t > 0} is a

martingale with respect to the filtration Fr(,).

The result of Heyde (1999) allowed independence (when 6 = 0) in log returns

but dependence in absolute or squared returns (see equations (1.6.8), (1.6.9)

and (1.6.10)) as empirically observed for risky assets, see figures 1.5 and 1.6.

The dependence property sets the model apart from other exponential Lévy

models in the literature, indeed with dependence the model will no long be

a Lévy process.
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Chapter 1. Activity time models

1.7 Governing stochastic differential and integral
equations

Let us now introduce one further property in the form of Lemma 1, which is
a particular case of Proposition 4.4 in Kobayashi (2011). Firstly we require

the following assumption.

Assumption 1. The activity time process {T'(t),t > 0} has continuous
sample paths, i.e. the map t — T (t,w) is a continuous function of t for all

paths w.

Lemma 1. Let B(t) be a F;-adapted standard Brownian motion and T'(t)
a JFi-adapted, right continuous, positive, increasing random process with
T0) = 0. Let p € R, § € R and 0 > 0 be constants. Assume
that assumption 1 holds, then the unique strong solution to the stochastic

differential equation
1
dP(t) = pP(t)dt + (0 + 502)P(t)dT(t) + o P(t)dB(T(t)) (1.7.1)
with initial condition P(0) = p(0) is given by

P(t) = P(0) exp {ut + 0T(t) + o B(T(t)) }. (1.7.2)

Proof.: The homogeneous linear stochastic differential equation (1.7.1) can

be represented by the stochastic integral equation
P() = PO) + | " uP(s)ds + / 0+ ;az)P(s)dT(s) (1.7.3)
+ [ "o P(s)dB(T(s)).
Since T'(t) is continuous, then B stays constant for all s € [T(t—),T(t)]

and B is said to be in synchronization with T. From Kobayashi (2011),
B(T(t)) is a semimartingale adapted to the filtration Fpq). Moreover
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1.7. Governing stochastic differential and integral equations

T(t) is a semimartingale since T'(t) is a JFi-adapted, cddlag, increasing
process with paths of finite variation on compacts sets. Then P(t) is also
a semimartingale. From Bender and Marquardt (2009), {P(t),t > 0} has
continuous trajectories with no jump discontinuities in its sample paths.
The Ito formula tells us that for the twice differentiable continuous function

f(z) =log(x), x > 0 we have

F(P) - F(PO) = [ P}S)cu%s) w5 [ Pj(s)d[P, Pl(s).  (174)

By the associativity of stochastic integrals, plugging the stochastic

differential equation (1.7.1) into equation (1.7.4) yields
P(t) t t 1 t
log 5+ = [ [0+ 50%dT(s) + [ odB(T
OgP(O) Ouds—l— 0(«9~|—20 )dT'(s) + Oad (T(s))
+ 5 [ P, Pl(s) (1.7.5)
2 )y P2y P s). 7.
Where the quadratic variation [P, P|(t) process is defined by definition as
t
[P, P)(t) = PX(t) — 2 / P(s)dP(s), (1.7.6)
0

can be computed with the calculus rules (see equation 4.11, p.13 in

Kobayashi (2011))
[BoT,BoT|(t)=[B,B|(T(t) =T(t) (1.7.7)
m,BoT|=[m,m|=[m,T)=[T,BoT]=[T,T] =0 (1.7.8)

where m is the identity map and B o T := B(T(+)). It is easy to show the

quadratic variation differential is
d[P, P)(t) = o*P?(t)dT(t). (1.7.9)
Then the stochastic integral equation (1.7.5) can be written as

log i(%)) = /Ot pds + /Ot 0dT(s) + /Ot odB(T(s)). (1.7.10)
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Chapter 1. Activity time models

Using the following change of variables formula

t T(t)
/dB(T(s)):/ dB(s), (1.7.11)
0 0
due to Kobayashi (2011) theorem 3.1, (which can also be found in

Barndorff-Nielsen and Shiryaev (2010) corollary 1.1) the equation (1.7.10)

can finally be rewritten as

P(t) = P(0)exp { /Ot pds + /OT(t) Ods + /OT(t) adB(s)}
= P(0) exp{ut + 0T(t) + o B(T(t))} (1.7.12)

since B(0) = T(0) = 0. Uniqueness and existence follows from Lemma 4.1

Kobayashi (2011). This completes the proof. O]

1.8 Concluding remarks

We have seen empirically the realities of risky asset log returns in terms
of non Gaussian distributions and dependence in transformations. The
classical model of geometric Brownian motion is clearly unsuitable, so the
refined fractal activity time model was defined with properties which could
incorporate the empirical observations. The key point for activity time
models is that the activity time process should exhibit dependence, which is
then inherited by the log returns. Our work now continues in chapter two in
terms of a rigorous construction of the activity time process that will exhibit

dependence and retain approximate or exact distributions.
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Chapter 2

Activity time construction

2.1 Introduction

The goal of this chapter is construction of fractal activity time processes
{T'(t),t > 0} with dependence and tempered stable distributions and their
corresponding activity time models. We provide details for the fractal
activity time in three different ways, referred to as types I, II and III.
The first construction, type I is via superpositions of positive non-Gaussian
Ornstein-Uhlenbeck processes, type II uses a convoluted subordinator
while the third construction, type III, is by definition the inverse stable

subordinator.

Both the first and second constructions involve choosing the law for a driving
Lévy process in order to obtain desirable laws for the fractal activity time
and both are more delicate than the third construction, although appearing

more simple, is however the limit of related models in chapter 4.
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2.2. Lévy processes

The rest of this chapter is organized as follows. In section 2.2 Lévy processes
are introduced and further notation is set. The stable and tempered
stable Lévy processes are detailed in section 2.3 and 2.4. respectively. In
section 2.5 Ornstein-Uhlenbeck processes are introduced and a discussion of
existence and stationarity of the solution is presented. The specific case of
tempered stable Ornstein-Uhlenbeck processes are detailed in section 2.6,
a key building block for the type I fractal activity time. Superpositions
of Ornstein-Uhlenbeck processes are introduced in section 2.7, a technique
to build processes with a rich dependence structure. Processes with long
range dependence are constructed in section 2.8, via superpositions of
Ornstein-Uhlenbeck processes. The type I fractal activity time is then
defined in section 2.9 and the corresponding specification of the activity
time model in section 2.10. Convoluted subordinators and quantile clocks
are introduced in sections 2.11 and 2.12 respectively, which will be used to
define our second construction. The type II fractal activity time process
is then detailed in section 2.13 along with the corresponding activity time
model. Inverse stable subordinators are introduced in section 2.14 and type
IIT fractal activity time is defined in section 2.15, again along with the

resulting activity time model.

2.2 Lévy processes

This section introduces some known results for Lévy processes, see for

example Sato (1999).

A cédlag stochastic process {L(t),t > 0} on (2, F,{F:},P) with values in
R such that L(0) = 0 is called a Lévy process if
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Chapter 2. Activity time construction

i. Independent increments; for every increasing sequence, the random

variables L(to), L(t1) — L(t2), ..., L(t,) — L(t,—1) are independent.
ii. Stationary increments; the law of L(t 4+ h) — L(t) depends only on h.

iii. Stochastic continuity; for all € > 0, limy_,o P(|L(t+h) — L(t)| > €) = 0.

The last condition does not mean sample paths are continuous, it mearly
serves to exclude processes with jumps at fixed times. That is, the
probability of seeing a jump at time t is zero, discontinuities occur at random

times.

A key concept related to Lévy processes is the idea of infinite divisibility. A
probability distribution F' on R is infinitely divisible if for any positive n,
there is a another probability distribution, say F,, on R such that F' = (F},)".

Or in other words, the n'* root of an infinity divisible distribution F' exists.

For every infinitely divisible distribution F' on R there exists a Lévy process
{L(t),t > 0} such that L(1) L F. The characteristic function 1 for the
distribution of L(1) is defined by

bulQ) = [ €dF (@), CeR (2.2.1)
where dF(x) = f(z)dr and f(z), if it exists, is the probability density
or mass function of the distribution F. The characteristic function of
the corresponding Lévy process {L(t),t > 0} has the Lévy-Khinchin
representation:

Yi(€) = E[e“Y] = exp{ten,(¢)} (2.2.2)

where ¢, := ¢, is the characteristic exponent of L given by

¢1(C) = ibC — ;A%Z + /]R (" — 1 —iCaly<1)v(d) (2.2.3)
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2.2. Lévy processes

where v(dz) is the Lévy measure, A the Gaussian part, and b is the drift.
The triple (b, A, v) uniquely determines the characteristic function and hence

the law of L(t).

When {L(t),t > 0} is a homogeneous positive increasing Lévy process it is
called a Lévy subordinator. For a subordinator v((—o0,0)) =0, A =0 and

the Laplace transform is given by
E[e~¢L0)] = e trw© ¢ >0, (2.2.4)
where the Laplace exponent Wy 1y(¢) = ¥, with triple (b*,0,v) is given by

U (¢)=b"¢— (7" — 1)v(dz), (2.2.5)

(0,00)

and b* = b — [y zv(dz) > 0 is the drift and the Lévy measure v on (0, 00)

satisfies [7°(1 A z)v(dz) < oo.

For any Lévy process we have the following general result from
Papapantoleon (2008), proposition 10.1.
Lemma 2. Let {L(t),t > 0} be a Lévy process with Lévy triplet (b, A,v)

and assume that E[|L(t)|] < co. L is a martingale if and only if b = 0.

An infinitely divisible distribution F' with characteristic function ¢ () is self
decomposable (s.d) if for every ¢ € (0, 1), there exists another distribution,

say F,. with characteristic function ¢« (¢), such that

V(Q) = ¥u(cQ)ra(C),  CeR. (2.2.6)

The class of self decomposable distributions is a subclass of the class of
infinity divisible distributions, i.e. if F'is self decomposable it is also infinity

divisible.
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2.3 Stable Lévy processes

The early theory for the class of stable probability laws was predominately
developed by Paul Lévy and Aleksandr Khinchin in the 1920s and 1930s.
For a rigorous modern study of stable laws and processes consult Stable
Non-Gaussian Random Processes by Samorodnitsky and Taqqu (1994). A

stable random variable D is completely defined through its characteristic

exponent
6p(¢) = ~=I¢|" (1 = iB(sign(()) tan % ) + ing 23.)
where
1, if¢>0
sign(¢) = { 0, if¢=
-1, if¢<0

with index of stability a € (0,1) U (1, 2], scale w > 0, skewness § € [—1,1]
and location 7 € R parameters. For simplicity in the above definition we
have excluded the case when o = 1. The use of the symbols @ and 7 for
the scale and location parameters is not standard notation in the literature,
in most works, o and p are used, we refrain from using these symbols since

they are used in this present work for activity time models.

To indicate that D follows the four parameter a-stable distribution we write

in notation
D ~ S(x;a{7w7/677])'

The stable law is infinity divisible and we say that the stable random variable
D := D(1), generates a stable Lévy process {D(t),t > 0}. We are looking to

construct activity times which are positive, since a time process that can take
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2.4. Tempered stable Lévy processes

negative values is not desirable. To this end we provide a parametrization
of the stable distribution that is only defined for the positive side of the real
axis. In the literature this is known as a positively skewed stable law and is
achieved by setting the skewness parameter to § = 1. The parameterization

we will be concerned with in the proceeding section is
D ~ S(z;a, (2% cos(ma/2))Y%, 1,0), (2.3.2)

which has Lévy measure v(dzx) given by
«
I'(1l—a)

This positively skewed stable random variable generates a positive increasing

v(dz) = §2¢ . (2.3.3)

stable Lévy process, i.e. a subordinator.

2.4 Tempered stable Lévy processes

As previously mentioned we differentiate our work to a certain extent, from
existing constructions in the literature, by constructing fractal activity times
with tempered stable laws. This section introduces and defines tempered

stable distributions which will be used throughout the thesis.

The family of distributions referred to as tempered stable was first
introduced by Tweedie (1984). Tempered stable distributions arise by
exponentially tilting a stable random variable, by a tempering function
h(z) = e, with exponent ¢ > 0 and re-normalizing. There are of course
many tempering functions that could be used to tilt a stable law and in
fact many parameterizations of the stable law that could be tilted. For an

extensive study on tempering stable distributions, consult Rosinski (2007).
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Our concern is with the tempered stable law proposed by Barndorff-Nielsen
and Shephard (2002), introduced as follows.

LTS

Definition 2. A tempered stable random variable is completely defined

through its characteristic exponent

drrs(C) = d(yV* = 2i¢)* — by, (2.4.1)
with index of stability a € (0,1), scale 6 > 0 and tempering v > 0

parameters.

To indicate that the random variable L% follows the three parameter

tempered stable distribution we shall write,
L™~ TS(a,8,7). (2.4.2)

Clearly the tempered stable law is infinity divisible and the random

LTS generates the tempered stable Lévy subordinator {L79(t),t >

variable
0}. The tempered stable distribution arises by tilting a stable
S(x; a, (02% cos(ma/2))V/*, 1,0) random variable with a tempering exponent

1

1/a
27/

0= where v > 0.

The probability density frg(x) of LTS, see figure 2.1, can be expressed in

terms of the stable density fs(x) as follows

frs(x) = e‘%’fsz;ayé(x)e’%vl/% z>0,a€(0,1),0 > 0,7 >0,
from which the Laplace exponent ¥ can be computed

Wprs(C) = 6y — 8(2¢ 4+~ (2.4.3)
The mean and variance are given by

E[LTS] = 260y s and Var[L"®] = 46a(1 — a)vaT_Q. (2.4.4)
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2.4. Tempered stable Lévy processes

The Lévy measure v(z) of a T'S(«, d,7) random variable is given by
P — 1
I'l—«a o
v(dr) = xa(“ ) exp{—§71/ xHsodx. (2.4.5)
Thus it can be seen that exponentially tempering the density of a stable

distribution is equivalent to exponential tempering of the Lévy measure,

that is, tilt equation (2.3.3) to obtain (2.4.5).

2
B a=04
15- ¢ a=05 -
: ----a=06
05- :l ''r,:w,u~_,,‘,"‘”~‘:H ’’’’’ |
% o1 02 03 04 05 06 07 08 09 1
X

Figure 2.1: Tempered stable density’

Random variables distributed as S(«,d) can be simulated (see Kawaii and

11—«

Masuda (2012)) through the equality in law
cos(U — a(U + 7r/2)> C (2.4.6)

1/a
or(1 O‘)> sin(a(U+1/2)) ( -

p& (=Y
< acos(U)
where U is a uniform random variable on (—x/2,7/2) and V is a standard

exponential random variable, V' ~ exp(1). From Baeumer and Meerschaert

(2009) we have the following algorithm to simulate a 7'S(«,d,7) random

variable.
!The Matlab program for the stable distribution is available for download from J

Nolan’s website at academic2.american.edu/jpnolan.
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i. Generate U as uniform on [0, 1].
ii. Generate W as stable S(a, (02 cos(ma/2))"/®).

iii. fU < exp(—%vl/aW) return W otherwise return to step 1.

Note that for a = %, Yrs = Y1q where ;¢ is the characteristic function of an
inverse Gaussian random variable, IG(8,7). Also when § = 2, v = (2y)°
and a — 0, ¥rg converges point-wise to ¢, the characteristic function of a
gamma random variable, I'(d1,7;). In this sense the tempered stable law is
a justifiable choice for fractal activity times, since both the inverse Gaussian

and gamma are commonly used probability laws for activity times.

2.5 Ornstein-Uhlenbeck type processes

This section gives known results and definitions on Ornstein-Uhlenbeck
processes, for complete details see Sato (1999), Barndorff-Nielsen, Jensen,

and Sorensen (1998) and references therein.

Ornstein-Uhlenbeck processes will be used to construct a fractal activity time
process in later sections. Here we follow the approach of Barndorff-Nielsen
et al. (1998) in discussion of the requirements for stationarity of such
processes and provide the autocorrelation function, a key feature that
enables processes with richer dependence structures to be built via

superpositions.

Named after Leonard Ornstein and George Eugene Uhlenbeck, a
non-Gaussian Ornstein-Uhlenbeck (OU) process {Y (t),t > 0} taking values

in R satisfies the stochastic differential equation
dY (t) = =AY (t)dt + dZ(\t), Y (0) = y(0), (2.5.1)

33



2.5. Ornstein-Uhlenbeck type processes

where {Z(t),t > 0} is a Lévy process with Lévy triplet (b, 0, v) and is referred
to as the background driving Lévy process (BDLP). In this thesis we will be
concerned with positive OU processes, taking values in R™, in such a case

the driving Lévy process will be a subordinator.

The timing At is chosen for the BDLP such that the marginal distributions
of Y (¢) do not depend on the parameter A, often referred to as the mean
reversion parameter. Moreover A effects the memory of the process, with
the autocorrelation function decaying slower as A decreases, see figure 2.3 in

section 2.6.

The SDE (2.5.1) can be interpreted in the sense of the integral equation
V() =Y(0)+ 200 - [ "V (s)ds, (2.5.2)
for which the solution is given by
v = ey )+ [ "N g7(2s). (2.5.3)

This can be seen as follows since starting with equation (2.5.3) as the

solution, implies
A/ ds—)\/ Xy (0 ds+)\// M=) 47 (Au)ds
— Y (0) — e MY(0) + /0 dZ () — /0 N g7 ()
and rearranging
() +/ M=) g7 () = )\/ ds+/dZ)\u

which is exactly the expression of equation (2.5.2). This solution is in fact

the unique strong solution, see Sato (1999) page 104.

To investigate stationarity of this process we wish to compare the

distributions of Y (¢) and Y (¢t + u) where u,t > 0. First notice that for
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Chapter 2. Activity time construction

the latter we have,

t+u
Y(t+u) = e MY (0) 4 oA / MdZ(Ns),
0

which has equality in distribution
t U
Y(t +u) L e WY (0) + e ) / eMdZ(\s) + e”\“/ eMdZ(\s)
0 0
Y (1) / (=947 (\s). (2.5.4)

In light of the second expression on the right hand side of (2.5.4), it will be
useful to define a new random variable, denoted by Y (¢)() with characteristic

function

wY(C) © (C) — ]E[@ZC fou e—k(u—S)dZ()\s)} = exp { /0 ¢Z(1)(Ce)\(us>)ds}a
(2.5.5)
where the last equality holds since {Z(t),t > 0} has independent increments

—A(t—s)

and e is continuous on [0, ¢], see Lukacs (1969).

Returning to our investigation of stationarity, the stochastic process
{Y(t),t > 0} is stationary if we have equality in distribution for the

characteristic functions

Yy )(€) < Yy (ut) (€)- (2.5.6)

Since Y and Z are independent, by use of equation (2.5.4) the condition

(2.5.6) can be restated in terms of our new random variable Y ()(¢) as

Yy ((C) £y (Ce MWy (0. (2.5.7)

Then notice that by the definition of self decomposability, if Y(¢) is
stationary it will also be self decomposable. To be precise, take ¢ € (0,1) as
c= e for all e* € (0,1) in equation (2.5.7) to satisfy the definition of self

decomposability given by equation (2.2.6).
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2.5. Ornstein-Uhlenbeck type processes

We follow the discussion in Barndorff-Nielsen et al. (1998) to investigate
when the equality in distribution holds for equation (2.5.7). Using the
characteristic function of Y(©)(¢) given in (2.5.5) we require

Uy Ly (Ce™ exp { [ du(cem s},
Take w = (e *#=%) 50

Yy 1) (C) / ¢ -1
— 2 —eX Hw)w T dwt. 2.5.8
wy(t)(gef)\u) p{ Ce—hu QSZ()( ) } ( )

then as u — 0o

Dro(Q) = xp{ [ b duw). (2.5.9)
Thus Y () can be stationary if

/OC Gz (w)w ™ rdw < oo (2.5.10)
According to Wolfe (1982) this is equivalent to the condition

E[1+1log|Z(1)]] < oo. (2.5.11)

Furthermore from Theorem 3.6.6. in Jurek and Mason (1993) equation

(2.5.11) is also equivalent to the condition stated in Sato (1999), namely
/| log |z|v(dz) < oo (2.5.12)
z|>2

where v is the Lévy measure of the BDLP {Z(¢),t > 0}.

An important property of OU processes is their dependence structure, it is

easy to show that the autocorrelation function of an OU process is given by
p(u) = exp{-lul}, (2.5.13)
and the process exhibits short range dependence.
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Chapter 2. Activity time construction

2.6 Tempered stable OU processes

Our goal is to construct an activity time model with a fractal activity time
whose incremental process is tempered stable in law. In this section we

specialize OU processes to have given marginals of tempered stable type.

Let {Y'(t),t > 0} be an OU process with driving Lévy process {Z(t),t > 0}
and assume
E[1+1log|Z(1)]] < oo,

so {Y(t),t > 0} can be a stationary process. We would like the OU process
to have given marginals of tempered stable law, i.e. Y () Ly ~ TS(c,0,7).
It turns out that there is a unique choice for the BDLP {Z(t),t > 0} such
that Y ~ T'S, as introduced in Barndorff-Nielsen and Shephard (2002).

To see this, since Y and Z are independent the characteristic function of
Y(t) is
bro(Q) = Bl W OE[i Jy 20
o t s
= R[eice ’ Y 0] exp{)\/o b2y (Ce ))ds} (2.6.1)

where ¢z(1)(¢) is the characteristic exponent of Z(1). By substitution of

—A(t—s)

w = (e equation (2.6.1) can be written as

¢
Yy(C) = Yy (Ce™) exp {/C N ¢z(z)(w)w_1dw}- (2.6.2)
The last equation tells us how to choose ¢z(1) to achieve given marginal

distributions for {Y(¢),t > 0}. Take for example the random variable LT

with tempered stable law, say we choose

d
Pz1)(C) = CCEQETS(O (2.6.3)
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2.6. Tempered stable OU processes
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Figure 2.2: Simulated TS-OU process
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Figure 2.3: Autocorrelation plots for simulated data
then

¢ d
wY(t)(g) = wY(O)(CeiAw exXp { /Ce” %¢LTS (w)dw}

= (G exp {91 (C) — Brrs(Ce™) |

Then by stationarity of {Y'(¢),t > 0} we have

GO urs(()
DolCe) ~ bprs((e)
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Chapter 2. Activity time construction

So necessarily we must have Y ~ LT9 ie. Y(t) ~ T'S(a,d,7).

Lemma 3. Let Y(t) be an OU process with BDLP {Z(t),t > 0} triplet
(b,0,v) where

1/a 1/a
(0 (6% Y PV o el
=2¢ — 4+ @ . 2.6.4
v(dz) 51“(1—04)(1‘ 5 )x ez dx (2.6.4)

Then {Y(t),t > 0} is a stationary OU process with tempered stable
marginals, Y (t) ~ T'S(«, 0, 7).

Proof: From equation (2.6.3) the explicit choice for the characteristic

exponent of the BDLP {Z(t),t > 0} is computed as

d d [ : -\
6200(0) = Cetwnl€) = (e (061 — 200" = 52
= 2iCad (v — 2i¢)* L.
This is equivalent to specification of the background driving Lévy process

{Z(t),t > 0} with Lévy measure v of Z(1) given by equation 2.6.4. O

This choice for the BDLP {Z(t),t > 0} is valid since the TS laws are self

decomposable and the condition
E[1+1log|Z(1)]] < oo, (2.6.5)

is satisfied and as such the tempered stable Ornstein-Uhlenbeck (TS-OU)

process {Y(t),t > 0} is stationary.

Simulation of tempered stable Ornstein-Uhlenbeck processes has been
studied in Kawaii and Masuda (2011). Using the algorithms presented in
the aforementioned paper, we simulate a TS-OU processes for A = 1 and
various «, we choose § and v for of each « such that the marginals have
unit mean and variance, see figure 2.2. It can be seen from the plots that

as « increases the tails of the distribution become heavier. Furthermore we
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2.7. Superpositions of TS-OU processes

simulated data for A = 0.01,0.1,1 with o = 0.6 fixed and the computed
the sample autocorrelation (acf) function alongside the model acf given by

equation (2.5.13), see figure 2.3.

2.7 Superpositions of TS-OU processes

This section introduces superpositions of Ornstein-Uhlenbeck (Sup-OU)
processes as proposed in Barndorff-Nielsen (2001), see also Barndorff-Nielson
and Leonenko (2005). A Sup-OU process is a weighted sum of independent
OU process {Y;(t),t > 1}, with the number of summations j = 1,2, ... either
finite or infinite. Note that these OU processes although independent, do

not necessarily have to be identically distributed.

Definition 3. A finite superposition of Ornstein-Uhlenbeck processes (finite

sup-OU process) is a stochastic process {Y ™ (t),t > 0} defined by
YO () = 3 w;¥y(0) (2.71)
j=1
where for each j, Y; is an OU process, for i # j we assume Y; is independent

of Y; and w; are weights that sum to one, 377, w; = 1.

Definition 4. A infinite superposition of Ornstein-Uhlenbeck processes

(infinite sup-OU process) is a stochastic process {Y(*®)(t),t > 0} defined
by

Y () = i w;Y;(t) (2.7.2)

where for each j, Y; is an OU process, for i # j we assume Y; is independent

of Y; and w; are weights that sum to one, 3272, w; = 1.

Superpositions of OU processes creates a new process with a richer
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Chapter 2. Activity time construction

dependence structure since the correlation function of a sup-OU process

will be
Corr[Y ™ (t), Y™ (t + )] = wye ™ ... 4o vl (2.7.3)

By letting m — oo and choosing appropriate weights w; and memory
parameters J\; it is possible to obtain a process with long range dependence,

as we will see in the next section.

The use of superpositions to construct the process {Y™(¢),t > 0} with
given tempered stable marginals and tractable dependence structure is
possible since the tempered stable distribution has the additivity property in
one of the parameters. If independent random variables Y'(1) and Y (2) have
TS(a,01,7) and T'S(a, dq,7) distributions respectively, then Y (1) + Y (2)
has T'S(a, 01 + 62,7) distribution. Moreover we will use the parameter 0
to represent the weights in the proof of Theorem 1 for the infinite sup-OU
case. Further, the variance of a tempered stable distribution is proportional
to the parameter in which the additivity property holds. The construction
of superpositions in the absence of these two properties is possible (see
Bibby et al. (2013)), however the explicit distributions of the terms in the

superpositions may be lost.

2.8 Long range dependent sup-TS-OU processes

Let us know introduce some new results building on the theory of the
previous sections. For our activity time models of chapter 1, we required a
process {T'(t),t > 0} whose sequence of unit increments exhibit dependence.

In this section we construct the incremental process 7(t) = T'(t) — T'(t — 1)
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2.8. Long range dependent sup-TS-OU processes

through the following theorem.

Theorem 1. Let m be an integer, and AV, ..., \*) > 0. There exists a finite
sup-OU stationary process as in definition 3 denoted here by {t™(t),t >
0}, with marginal T'S(«, d, ) distribution and short range dependence with

covariance function

Cov[r™(s), 7™ (t + )] = > da(l — a)ék’yaTﬁe_Mk)t.
k=1
There exists a infinite sup-OU stationary process as in definition 4 denoted

here by {7%°(t),t > 0}, with marginal T'S(«, 6, y) distribution and long range

dependence with correlation function

Corr[T™(t), 7°(t + h)] = hil(hl){),

where R is a slowly varying at infinity function and H € (0,1).

Proof: From Lemma 3 we know that there exists a stationary OU process
with tempered stable marginals with the BDLP {Z(¢),¢ > 0} having Lévy
measure given by equation (2.6.4). Next we use a discrete version of
superposition as described in the previous section. Let {r®*)(¢), & > 1}
be the sequence of independent processes such that each 7(*) (t) is a solution

of the equation

dr® () = - ABrB)dt + dz®APe), ¢ >0, (2.8.1)
in which the Lévy processes {Z®)(t),t > 0} are independent and are such
that the distribution of 7% is T'S(c, &,7). In other words, the processes

) (t) are of OU type with given marginals. For a fixed integer m, define

the process {7 (t),t > 0} using a finite superposition of OU processes

" (t) = i T®) (1), 7™(0) = 0.
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Chapter 2. Activity time construction

The marginal distribution of 7™(t) is T'S(«, g: dk,7y), and to obtain the
k=1
specified T'S(«, d,7) marginal distribution for the finite superposition, we

choose = in: O
k=1

The correlation function of the process {7*)(¢),# > 0} that solves the SDE
(2.8.1) is

Corr[r®) (), 7 (t + u)] = e Al u > 0. (2.8.2)
For a finite superposition, the covariance function is

Covlr™ (1), (¢ + )] = 3 da(l — )y 5.
k=1
and correlation function

Corr[r™(t), 7™(t + u)] = i el (2.8.3)

To prove the existence of the process with long range dependence, consider

the same setup with an infinite superposition

= 78 (1),
k=1

The construction with infinite superposition is well-defined in the sense of

mean-square or almost-sure convergence provided that Y72 d; < oo.

Choose and A\®) = 1/k, and
J

T R0 C(T+2(1 - H))
where H € (0,1) and
Cl) =2

J
n=1 n

Ok

is the Riemann zeta-function. Then the marginal distribution of 7°°(¢) is
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2.9. Fractal activity time - type I

TS(a,d,7), and the covariance function

46 (1 — a)yle=/a = 1 Wk
Cov[r™(t), 7t + h)] = ——e Ik
e

(2.8.4)
thus the correlation function can be written as
Corr[r™(t), 7(t + h)] = 1)

where R is a slowly varying at infinity function (see Leonenko et al. (2012)

for proof). O

2.9 Fractal activity time - type 1

This section introduces a new fractal activity time process with dependent
tempered stable increments and continuous sample paths. We construct
such a process by definition using superpositions of tempered stable

Ornstein-Uhlenbeck process as described in the previous section.

Definition 5. A fractal activity time process of type I {T'(t),t > 0} is

defined by

[1]
Tt)=>_7"()+ (¢t = [t)r™([¢] + 1), T(0) = 0. (2.9.1)

=1

where 7 (t) is either a finite (m < 0o) or infinite (m = oo) superposition of

TS-OU processes as constructed in Theorem 1.

We now show that the activity time process T'(t) constructed using our
approach is asymptotically self-similar in the case of finite superposition.
This property provides a way to obtain an approximation for the marginal
distribution of T'(¢). We will use the notation that C[0,1] is the space of

continuous functions with supremum norm.
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Figure 2.4: Simulated path of fractal activity time type I

Theorem 2. ? For a fixed m < oo (finite superposition)
1
¢ N1/2

as N — oo in the sense of weak convergence in C[0,1]. The process B(t) is

(T([Nt]) - E[T([Nt])]) S BW), te1]

Brownian motion, and the norming constant c,, is given by

m 1— e—A(’“) 1/2
Cm = (Z Var[T(k)(m)]> ,

k)
1 1+e

where Var[r®) (m)] = 4a(1 — )8y = .

Proof. We have

Clem <T([Nt]) -~ E[T([Nt])]>
_ ijlvm ( g(fm(i) - E[T’”(i)])>

2The proof of this theorem was provided in collaboration with A. Sikorskii, Michigan

State University and is not the sole work of the author of this thesis.
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2.9. Fractal activity time - type I

Nt — [NY]
e N1/2

Since Nt — [Nt] < 1, the last term converges to zero in the mean square,

<T([Nt] 1) — E[r([NY] + 1)}).

and the weak limit is determined by the first term. The proof of the weak
convergence of the first term to Brownian motion is the same as in Leonenko

et al. (2011b). O

The stochastic sequence of unit increments {7(¢),t = 1,2...} of fractal
activity time type I, will have T'S(«, d, v) marginal distributions by Theorem
1. This feature will be used in the next section to construct activity time
models with normal tempered stable log returns. However it will be of use to
compute, at least approximately, the marginal distributions of {7'(¢),t > 0}.
Below we provide two approaches for obtaining frq)(z) = P(T(t) < ),
firstly based on the exact distribution of T'(t) and secondly based on the

asymptotic distribution.

For the first approach, we assume that ¢ is an integer (e.g., number of days).
The density of T'(t) can then be computed as a convolution of densities of
t 7™ (). Bach 7™ is a time-homogeneous Markov process, therefore
the distribution function of 3>¢_, 7()(4) is determined by the initial density
™) which is T'S(a, 0x, ), and the transition probability P*)(t)(x, B) of the
process 7F) from point x at time 0 to a set B at time t. Namely,
¢
P (Z T8 (G) < :c)
i=1
= F®) (@15 k)day (2.9.2)
T1+zo+.. . Fxi <z
X ]P’(k)(l, dxs; ml)IP’(k)(l, dxs; zo) .. .P(k)(l, dxy; T_q).
The transition probability P*)(t)(x, B) has been derived in Zhang and Zhang
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Chapter 2. Activity time construction

(2009), where it has been shown that the conditional distribution of 7%*)(¢)
given 7 (0) = z coincides with the distribution of the sum of a constant, a
TS random variable, and a compound Poisson random variable, that is,
k d (k) N
Tt( )|T<k)(0):I = 67)\ tx + WIﬁ(O) + Z Wlﬁ(z)? (293)
i=1
where W is distributed T'S (e, 05 (1 — ety 4 the random variable N}
has a Poisson distribution of intensity d;7(1 — e=**"%), and Wiy Wiays -
are independent random variables having a common specified density

function

Qa -1
fut(w) = =L (22Xt _ )yt (2.9.4)

T T(l-a)

(exp {—;yl/aw} — exp {—;yl/awe’\t}) 1wso0}-
Furthermore, for each k, {Wjo} {Wia) Wi, -}, and {N;} are
independent. In Zhang and Zhang (2009), the exact simulation method for
the computation of the transition probability is discussed. It is also shown
that the computation of the transition density can be implemented via exact

simulation method using the acceptance-rejection sampling technique.

The second approach to computing prices is based on the asymptotic
self-similarity of T'(¢) as suggested in Heyde and Leonenko (2005). Based
on Theorem 2, the density fr() can be taken as approximately the density
of tE[7(1)] + V(T (1) — E[r(1)]), where E[r(1)] = 2a >, §y@~ Y/ The
distribution of T'(1) is T'S(a, >}, Ok,7). Therefore an approximation to
fr@(u), one can use 712 frg((u+E[r(1)](v/t—1))/v/t) with the appropriate

parameters.
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2.10. Normal tempered stable activity time model

2.10 Normal tempered stable activity time model

This section builds an activity time model described by definition 1 in
chapter 1, by using fractal activity time type I as described in the previous

section.

Theorem 3. Let B(t) be a Fi-adapted standard Brownian motion and T'(t)
a Fi-adapted, fractal activity time of type I. Let y € R, 8 € R and 0 > 0 be
constants. Let {P(t),t > 0} satisfy the SDE

dP(t) = pP(t)dt + (0 + $°)P(t)dT (t) + o P(t)dB(T(t)), (2.10.1)

then the log returns { X (t),t = 1,2,...} form a stationary sequence with the
exact normal tempered stable marginal distribution with moment generating

function

92

E[e¢¥®)] = exp {u( + 6y — 5(71/6“ +— /
o

(s 02)2>a}. (2.10.2)
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Figure 2.5: Empirical and model probability density for Yen to Euro
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Figure 2.6: Empirical and model log probability density for Yen to Euro

Proof: Clearly from equation (2.9.1) the activity time process {T'(t),t > 0}
is a continuous process, i.e. the map ¢t — T'(¢,w) is a continuous function of
t for all paths w, then the unique strong solution to the SDE (2.10.1) is due

to Lemma 1, in chapter 1 and is given by
P(t) = P(0) exp {ut + 0T(t) + o B(T(t)) }. (2.10.3)

Consider the log return sequence representing the increments of the
logarithm of the price process. From Theorem 1, {7(t),t = 1,2,...} is
stationary with distribution 7'S(«, d,7y). By properties 1 in chapter 1, the

log returns have equality in law

X(t)_loéof’f()) 1+ 07(t) + o\ [T(DE() (2.10.4)

for constants p,0 € R, 0 > 0 and where £(t) is a sequence of standard
normal random variables independent of 7(¢). Since 7(¢) has tempered stable

marginals the moment generating function is
E[e™®] = exp { -0y +0(2¢+ 7”“)“}. (2.10.5)
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2.10. Normal tempered stable activity time model

Then conditioning on 7 yields
E[eX ] = eE[E[e OOV O 7 (1] (2.10.6)

In other words, the conditional distribution of 67(¢) 4+ o/7(t)&(t) when 7(t)
is fixed is normal with mean 67(t) and variance o7(t). Since £(t) and 7(t)

are independent,

B[eX0] = (R[50 = [ expr(1)(c0 + 5 02}
(2.10.7)
We rewrite
CQ 1 0 0 0 \?2
o S feach - (3)]
1 012 1 0 \?
=7l ) 37 (5) (2.108)
By (2.10.4)
R 0 ¢ — SHE ¢ 2.10.9
VB | exp {7(1)(CO + o) }| = B [exp{er(t)] (2.10.9)
and so
2 a
E[e(X(t)} — oCH exp {57 _ 5(71/01 + 5-2 B UZ(C + 092)2> } (2.10.10)

]

We say that the log returns have marginal law of normal tempered stable

distribution, in notation to indicate this we write

X(t) ~ NTS(«a, 8,7, p,0,0).

The empirical probability density for the Japanese Yen traded against the
Euro and a calibrated normal tempered stable probability density plot is
displayed in figure 2.5 and 2.6. It is clear that the normal tempered stable

distribution allows for a more realistic fit to the observed data. See table 3.1
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Figure 2.7: Simulated log return sequence of fractal activity time model, geometric

Brownian motion and empirical Dow Jones

of the next chapter for the parameter estimates. The log return sequence for
a simulated activity time model with parameters set to that of the Dow Jones
industrial index (see table 3.1 in the next chapter) alongside a simulation
of the classic geometric Brownian motion model can be compared visually
with the empirically observed log return sequence, see figure 2.7. It can
be seen that the model does allow for sudden shocks to the market when
high magnitude log returns occur. However it can be seen that the idea
of volatility clustering, when large shocks cluster together, as the market
suggests, is not as well represented in the model. This is a drawback that

could be addressed in further research not undertaken in this current work.

Remark 1. The correlation function of X (t) is given by
Corr[X (), X (t + k)] = 0*Corr[7(t), 7(t + k)], (2.10.11)
and if § # 0, the short or long range range dependence in log returns is
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Figure 2.8: Empirical and model autocorrelation function for Yen to Euro

present when short or long range dependence is present in the process 7. If
0 = 0, then the log returns are uncorrelated, but the correlation persists in

squared log returns:

Corr[X?(t), X?(t + k)] = o*Corr[r(t), 7(t + k)]. (2.10.12)

To make use of equation (2.10.12) above, the correlation function of the unit
increments of the fractal activity time Corr[r(¢), 7(t + k)| given by equation
(2.8.3) in the case of finite superpositions and equation (2.8.4) for the case
of infinite superpositions can be used. For an graphical illustration of the
model fit in terms of dependence structure for the infinite superpositions see
figure 2.8. In this present work we do not investigate techniques to estimate
the memory parameter H, which appears in equation (2.8.4), this will be left
for future research. For the purpose of illustration we have chosen H = 0.7

in figure 2.8 for the computed model correlation structure.
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Chapter 2. Activity time construction

2.11 Convoluted subordinators

We now move on to define our second construction of fractal activity time,
for which we shall refer to as type II. Before doing so in this section and
the next we will introduce some known theory which will be needed. This
section details some known results on convoluted subordinators as introduced

by Bender and Marquardt (2009).

A convoluted subordinator {7'(t),t > 0} is defined by

t
T(t) = / k(t, s)L(ds) (2.11.1)

0
where {L(t),t > 0} is a strictly increasing Lévy process (subordinator) and
k(s,t) with t,s > 0, a deterministic function k(s,t) : R x Rt — R* with

properties
1. k(s,t) =0 when s > t.
2. The mapping ¢ — k(s,t) is continuous and strictly increasing.
3. The mapping s — k(s,t) is integrable for a fixed t.

The choice of the driving Lévy process provides flexibility to incorporate
distributional properties such as heavy tails. More generally, the second
order structure (and hence the memory) of a convoluted subordinator is

encoded in the choice of the kernel.

For a fixed trajectory (sample path), the process {T'(t),t > 0} is continuous

and strictly increasing a.s. (see Bender and Marquardt (2009) Proposition
1).
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In this general setup a convoluted subordinator T'(¢) has mean given by

E[T(t)] = E[L(1)] /Otk(t, 5) ds, (2.11.2)
VarlT(1)) = VarlL(1)] [ "k(t, 5)2 ds (2.11.3)

and covariance
Cov[T(t), T(w)] = VarlL(1)] [ " (s k(u, 5) ds. (2.11.4)

Note that the last two equations correct an error present in Bender and
Marquardt (2009), corollary 1, part (ii). The pre-factor before the integral

has to be the variance of L(1) and not the second moment.

In general given some kernel k(s,t) and some driving Lévy subordinator
{L(t),t > 0}, computation of the resulting distribution for the convoluted
subordinator will be non-trivial. However certain choices for the kernel and
driving subordinator do exists such that exact marginal distributions can be

obtained. One such possible choice already investigated is
k(s,t) = e M9 (2.11.5)

and the convoluted subordinator is then a positive OU process. Another
possible route that allows computation of marginal distributions is by

quantile kernels.

2.12 Quantile clocks

This section details some known results on quantile clocks as introduced by

James and Zhang (2011).
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A quantile clock is a stochastic process {T'(t),t > 0} that has a convoluted

subordinator representation given by

() = /Ot QR(<1 - j>+>dL(s) (2.12.1)
where {L(t),t > 0} is a Lévy subordinator. Here the kernel k(s,t)
is expressed via a quantile function Qg(-), defined as the inverse of a
strictly increasing cumulative distribution function Fr of some non negative

continuous random variable R, namely
Qr(u) = inf{t : Fg(t) > u}. (2.12.2)
The Laplace transform of T'(t) will be given by

E[e~$T®)] .= ]E[e_gfot QR((l—i)+)dL(s):|

o [ wunfcon(a- ) )}

for which exact laws of T'(t) may be computed if the random variable R has
the equality in distribution
RY £UY°.

Where Y is some other random variable, U is a uniform random variable on
[0,1] and b > 0. Then computation of marginals of T'(¢) is possible with an

appropriate choice of driving Lévy subordinator.

To see this consider the simplest case when Y is degenerate, say Y = 1, then
RLUYb. Since Fy(z) =P(U < z) = x is the cdf of U then the cdf of the

random variable R is

Fup(z) =PUY < 2) =P(U < 2?)
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and the probability density function fr of R is

fr(x) = d};};x(:r)

The expectation of R is

E[R] /ledFR@) _ /01 o fa(a)dz

—/1b A

For the quantile function QQr there is a closed form given by

— bxb_l

Qr(u) = inf{z : Fr(z) > u} = inf{z : 2" > u}
= inf{z : z > u*/*} = M.
By noticing the integral

1 1
d :/ Wby = —2— 2.12.3
/0 Qr(u)du 0 uoa 1+0 ( )

we conclude the well known result that

/01 Qr(u)du = E[R). (2.12.4)
The Laplace transform of T'(t) of a quantile clock can then be expressed as
Eje-<T0)] — exp{ - /O o (gQR((1 - ‘z)+))ds}
= exp {t /01 Uray (CQR(UDdU}
— exp {t]E[\I/L(l)((R)]}. (2.12.5)
Then since R< UV we have
Ele~") = exp {E[W 1)U
= exp {t /01 \DL(l)(ga:l/b)fU(a:)da:}

= exp {t

t

0
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_exp{tC /\DL w)bwt™ 1dw} (2.12.6)

The last expression tells us how we can choose ¥ L(1)(C ) so that the integral

can be solved. This can be seen as follows, with the choice

Vi) (€) = Wprs(¢) + Cb¥rs(C) (2.12.7)

then

E[e=¢T®] = exp

I
@

{t( 0 / (quTs + W ))bw“dw}
Xp{tC ( bW s (w dw+/ W, s (w )dw}
{t( [ P s (w ] }
— exp {txpLTs (g)}. (2.12.8)
Then with the choice for Wp,)(¢) given by (2.12.7) we necessarily have
TZL™  or  T(t) ~TS(a,td,7). (2.12.9)

That is we can compute the exact marginal distributions of the convoluted
subordinator {7'(t),t > 0}. This will be used in the following section to

construct an activity time process T'(t) with long range dependence.

2.13 Fractal activity time - type I1

This section builds a activity time process {7'(t),t > 0} which has the
representation of a Holmgren-Leuville fractional integral, this construction

is essentially new to the literature on activity time models.

Definition 6. A fractal activity time of type Il is a stochastic process
{T'(t),t > 0} defined by

(1) = [ ‘(1= /)12 (ds), (2.13.1)
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for 1/2 < H < 1 with {L(t),t > 0} a Lévy process given by the sum of
independent components:

L(t)=v(t)+ (H —1/2)Z(t), (2.13.2)
where {v(t),t > 0} is a tempered stable Lévy process and {Z(t),t > 0} the
BDLP of a TS-OU process.

Theorem 4. A fractal activity time of type Il has exact tempered stable
TS (a, to,~) marginal distributions.

Proof: First, we choose the process L, a Lévy subordinator, so that 7'(¢) has
tempered stable marginal distribution. We follow the approach from James

and Zhang (2011), where the kernel
k(t,s) = (1— s/t = Qur(1 — s/t), (2.13.3)
is expressed using the function (g, which is a quantile function of Beta
(a,1) distribution with @ = 1/(H — 1/2). Here x, = max(x,0). Using this
notation
t
T(t) = Ta(t) = /0 Qr((1 — s/t)4)L(ds). (2.13.4)
From equation (2.12.7), the Laplace exponent of L is given by
1
WL(0) = Wul0) + CUL(0), (2135)

holds for all ¢ = u + v with v € R, u < 0. Consider a Lévy process Z(t),
which is BDLP for the stationary T'S-OU process v:

do(t) = —Ao(t)dt + dZ(Xt). (2.13.6)

Here a stationary TS-OU type process © has the same marginal distribution

as the distribution of v(1), T'S(a, d,7). Then the Laplace exponent of Z is
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related to the Laplace exponent of ¥ (see equation 2.6.3) according to

W2(C) = C¥5(C), (2.13.7)

which (up to a factor of 1/a) is the second term in (2.13.5). This means that
process L can be represented as the sum of two independent components:
a TS Lévy process v, and a Lévy process (H — 1/2)Z(t). The explicit

expression for the Laplace exponent of process L is
UL(¢) =6y — 0(yY* +20)% — 2(H — 1/2)¢0a(yY* 4+ 20)*t. (2.13.8)

This completes the proof for our second construction of the activity time. [

We could have also proved the preceding Theorem directly by computation
by using the Laplace exponent of process L given by equation (2.13.8). To

see this

V() (C) = /Ot U, (Ch(t, 5))ds = /Ot v, <<(1 _ j)H_1/2)ds

+
and after a substitution to v = ¢(1 — s/t)7~1/2 we obtain

¢ 1 -
t/o C—l/(H—l/Q)(H _ 5)—171(3/2—1L1)(H_1/2) lq/L(v)dv

—H

1 ¢ 1 1 a «a
- tg_l/(H_Q)[/o (H = 5)7 02 (57 = 6(y"* + 20)%)dv

polco

3
3-H

¢ 27H
—i—/ V-2 (—21}504(71/‘1 + 20)0‘_1) dv]

0
¢

3_H

_ tC—l/(H—l/Q) [,UH%<5,7 . 6(71/04 + QU)Q)]
0

= t0y — to (v > 4+ 20)*.

Let us now look at the first and second order properties of fractal activity

time type II. Firstly note that the distribution of 7'(¢) is infinity divisible
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and from Bender and Marquardt (2009) Theorem 1, we have
E[e"] = exp{¥(()}
where

U(¢) = ¢b" /Ot(l — s/t)1712ds
+ /Ot /j(e“l‘s/ﬂf"”% — 1)v(dx)ds.

Corollary 4. A fractal activity time of type II has expectation

E[T(t)] = 20a~y'@~ 1/t
variance

Var[T(t)] = 46a(1 — a)yl@=2/et,
and covariance

Cov|T'(t),T(u)] = 8Hoa(1 — )2/

tAw
></O (1— s/0)T2(1 — s/u) "1 gs.

(2.13.9)

(2.13.10)

(2.13.11)

(2.13.12)

(2.13.13)

Proof: Follows directly from equations (2.11.2), (2.11.3) and (2.11.4). O

The next corollary gives the asymptotic behavior of the correlations between

T(t) and T(t + u) for t, u > 0 when t/u — oo and when t/u — 0, the

directions considered in Marinucci and Robinson (1999). We use notation

f ~ g for lim;_,, f(t)/g(t) = 1.

Corollary 5.3 Foru > 0,t >0, t/u — 0

Cov[T(t), T(t +u)] ~ Var[L(1)]t/(H + 1/2)

3The proof of this theorem was provided by A. Sikorskii, in Michigan State University

and is not the sole work of the author of this thesis.
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and

Con{T(1), T(t + u)] ~ HiHl/T/tju'

When t/u — oo

t

Cov|T'(t), T(t +u)] ~ Var[L(l)]ﬁ,
and

Corr[T(t), T(t 4+ u)] ~ 4/ ; j o

The mean and the variance of the increments of the process T are

asymptotically homogeneous,

E(T(t +w) = T)] = ELO] 75

and when t/u — oo or when t/u — 0
u
SH
For the unit increment process 7(t) = T'(t) — T(t — 1), when k — oo and

t/k—0

Var[T(t +u) — T(t)] ~ Var[L(1)]

Contlr(t), 7(t + k)] ~ H(2H — 1)B(H + 1/2, 2)2:;1,

where B is the Beta-function.

Proof: From Corollary 4
Cov[T'(t), T(t + u)]

= Var[L(1)] /Ot(1 — /)P = s/t +u) P ds

1 H-1/2
= Var[L(l)]t/O (1 — )12 (1 - t—iuT) dr,

and the asymptotic behavior follows. As for the increments of the activity
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time, we have

t+u+ t
2H 2H

=2 (s = s )T ds),

and the asymptotic behavior follows from that of the covariance.

Var[T(t +u) — T(t)] = Var[L(1)] (

The covariance function for the process 7(t) =T'(t) — T'(t — 1) is
Cov[r(t), 7(t + k)] = ;[E(T(t) —T(t—1))?
+E(T(t+k)—T(t+k—1))>
—E(T@#)-T@t—-1)-Tt+k)+T(t+k—1))%
—ET(t)-Tt—1)E(T(t+k)—T({t+Ek—1)).
Substitute the expressions obtained for the second moments of the

increments to complete the calculation:

Covlr(t), 7(t + k)]
v [ 0=3)" (- )"

_<1—t+;__1>HU2>d8 » N
vt [ o) ()

N H-1/2
) e
t+k—1

From the last equation, we derive the asymptotic behavior of the covariances.

Change the variables s/t = u in the first integral, and s/(t — 1) = u in the

second integral to get
Cov[r(t), 7(t + k)]

- Var[L(l)]t/Ol(l _ u)H—1/2(<1 _ tikU)Hl/Q
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t H-1/2
)
t+k—1

— Var[L(1)](t — 1) /01(1 _ u)H_1/2<(1 _

F—1 H-1/2
_(1_t+k—1u> )du'

When t/k — 0, use Taylor formula to evaluate the difference terms in each

t—1 H-1/2
t+ku>

integral:
(H—-1/2)(2t —1)
(t+k—1)(t+k)

1
></ (1 —uw)I=2u du.
0

Cov[r(t), 7(t + k)] ~ Var[L(1)]

Therefore when k — oo and t/k — 0

Corr[r(t), 7(t + k)] ~ H(2H — 1)B(H + 1/272)22{;17

where B is the Beta-function. O]

Let us now make some remarks on activity time models described by

definition 1 in chapter 1, using a fractal activity time of type II.
Remark 2. Let P(t) satisfy the SDE
dP(t) = pP(t)dt + (0 + $6°)P(t)dT'(t) — o P(t)dB(T (1)) (2.13.14)

where {T'(t),t > 0} is fractal activity time of type II. Then the logarithm
of the stock price has a normal tempered stable marginal distribution with

the Laplace exponent
Yiog p(1) (¢) = (log p(0) + pt)¢ (2.13.15)
62 0 \?2
+t<57 — 5[71/0‘ +— - 02<C—|— 02> D

Remark 3. The slow decay of correlations can be interpreted as a long-range

dependence for non-stationary process T(t). Since with this construction of
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the activity time,
Cov]log P(t),log P(u)] = 68*Cov|[T(t), T(u)]

this long-range dependence is also present in the logarithm of the price.

2.14 Inverse stable subordinators

Stochastic processes known as inverse subordinators are defined as the first
hitting time of a Lévy subordinator. An example we will rely upon is the so
called inverse stable subordinator, defined as follows. Let {D(t),t > 0} be
a standard stable Lévy subordinator with Laplace exponent ¥p(¢) = —(°,
¢ >0,t>0with a € (0,1). The inverse stable subordinator E(t) is defined
as the inverse of the stable subordinator D(t), that is

E(t) =inf{u>0:D(u) >t}, t>0,

see, for example, Bingham (1971) or Meerschaert and Sikorskii (2012). Note
the stochastic process {E(t),t > 0} is non-Markovian with non-stationary
and non-independent increments. Both processes {D(t), ¢ > 0} and {E(?),

t > 0} are self-similar
D(at) d
al/a =D(t),

From Bondesson et al. (1996), the moments are
ok k!

Elat)

E), a>0. (2.14.1)
aa

EE*(t) = ————. 2.14.2
B 0] = Fara (2142)

The Laplace transform of the inverse stable subordinator is
E[e W] = £,(=(t™), ¢>0,t>0, a € (0,1) (2.14.3)
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where
[e%e] Zj
Ealz) = jZOF(ozj—l—l) z€C, a€(0,1) (2.14.4)

is the one-parameter Mittag-LefHer function, see for example Mainardi and

Gorenflo (2000) and Haubold, Mathai, and Saxena (2011).

The covariance function of this process is computed in Veillette and Taqqu

(2010):

Cov[E(t), E(s)] =

T+ a)T(a) ;)F(&) /Omin(t’S) ((t —7)*+ (s — T)a) Tl dr — F((lstlaa),

t,s>0. (2.14.5)

From Leonenko, Meerschaert, Sikorskii, and Schilling equations (10) and
(11) it follows that the correlation function is approximately

I'2a+1)
I(1+0a)?

This power law decay of the correlation function can be viewed as a

S

Corr[E(t), E(s)] =~ ()a [2 -

-1
; ] as t— oo. (2.14.6)

long range dependence for the inverse stable subordinator F(t), since the

correlation function is not integrable at infinity.

2.15 Fractal activity time - type II1

The third construction is by definition an inverse stable subordinator.
Although this appears more simple than fractal activity time of type I and
IT, it does however produce an activity time model which in terms of the

limit when appropriately normed is related to models in chapter 4.

Definition 7. A fractal activity time of type III is a stochastic process
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{T'(t),t > 0} defined by the inverse of stable subordinator D(t), that is

T(t) =inf{u > 0: D(u) > t}.

To construct activity time models with fractal activity time of type III we

define P(t) to satisfy the SDE

dP(t) = (0 + Lo®)P(t)dT(t) + o P(t)dB(T(t)) (2.15.1)
where {T'(t),t > 0} is an inverse stable subordinator. The solution to the
SDE by Lemma 1 is given as

P(t) = P(0) exp {0T(t) + o B(T(t)}. (2.15.2)
Due to the self-similarity of the fractal activity time, see equation 2.14.1, we
have

T)Le°T(1)  and  T(t— 1)<t —1)*T(1).
The log return sequence X(t) = log P(t) — log P(t — 1) will have Laplace

transform
B [ecxm] _E 'ecw(T(t)T(t1>>+a\/T<t>T<t1)B(1>>]
=0 ]E[e’“@“*"ﬁB(l))](T(t) ~T(t—1)= u}

_E 'e—<<e+;c%%(T(t)—T(t—l))]

_E 'e—<<e+;<2a2><ta—<t—1>a>T(1)}

o _ 1 2 2 @ o
—&(— (¢o+5¢%%) (12— (e — 1) ))
We say the log returns are normal inverse stable and to indicate this we shall

write in notation,

X ~NIS(0,0,a).
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Activity time process given by equation (2.15.1) with inverse stable
activity times have been studied in Hahn, Kobayshi, and Sabir (2011)
and Kobayashi (2011) where the governing fractional differential equations
for the probability density function are given. Furthermore martingale

properties are given by Theorem 2 in Magdziarz (2009).

2.16 Concluding remarks

It has been shown that starting with a Lévy process as a driving noise, more
complex activity time processes exhibiting dependence can be built. This
was accomplished by convolution of a memory kernel and a Lévy process. In
the OU case the kernel induced SRD and we used superpositions to create
LRD, whereas in the second type the kernel directly induced LRD onto
the time process. A key point has been that in either case we are able
to compute approximate or exact probabilities, useful for option pricing in
the next chapter. The activity times were then used as the time change
for the risky asset model inducing memory and distributional qualities onto
the price process, as desired. If no memory was induced we would be left
with the model of Clark (1973) suggesting an exponential Lévy process for
the log returns. Our activity times had memory thus our processes were
not Lévy and we remained in the class of FATGBM models. Chapter
one defined such models whilst this chapter constructed the time process
that drives the model, the next chapter will assume the model is given and
develop applications in finance, namely a pricing formula for the valuation

of European option.
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Chapter 3

Option pricing

3.1 Introduction

This chapter details and investigates an application in finance for activity
time models, namely the valuation of options. An option is a contract
entered into between two parties which gives the holder the right but not the
obligation to buy or sell (to exercise) a set amount of the asset at or before a
future point in time (the maturity date) at a price (the strike) agreed upon
today. In this chapter we will be using the fractal activity time model for a
risky asset presented in section 2.10, namely the T'S-OU type activity time

model.

Firstly we show how to fit the model to real world data, in the form
of observed risky asset prices, which we call the statistical fit. This is
accomplished by estimating the parameters of the model using method
of moments to historical records of log returns. Thus we say this is the

statistical fit in the sense that the probability distribution matches what has
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been observed over the lifespan of the asset. Option valuation techniques
are then described for so called Furopean options, which have the feature

that they may only be exercised at the maturity date and not before.

We then move on to discuss risk neutral fit where the parameters are
obtained by calibrating the option pricing formula to market option prices.
The model then values options at the same price that the market does (at
the time of calibration). Surprisingly these are not the same parameters one
obtains under a statistical fit. We conclude the chapter with some remarks
on the performance of the pricing of options under activity time models in

comparison to the more classical Black-Scholes formula.

3.2 Statistical parameter estimation

Two common approaches to estimate the parameters of a distribution are
maximum likelihood (ML) and method of moments (MOM). The first
method ML assumes independence and since we have built models with
either short or long range dependence, we reject ML as a viable approach.
For the method of moments approach we look to see if the moment
equations can be solved, to simplify things we consider the cumulants of
the distribution. From the normal tempered stable characteristic exponent

given by equation (2.10.2) the cumulants of all orders may be obtained by
d?

C(X) = f50x(0)|_ (32.)
The first cumulant equals the mean and is given by
o1
Ci(X) =E[X] = p+25ab (7&) : (3.2.2)
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The second cumulant of X equals the variance,

Ch(X) = Var[X] = 25a0? (vi)a_l — 4806%(a— 1) (%)‘H. (3.2.3)
The third cumulant is
C5(X) = 856 (a — 1)(a — 2) (yi)a_g —126a60%(a — 1) (%)H
(3.2.4)
and the forth
Ch(X) = 16808 (@ — 1)(a — 2)(a — 3) (%)H
+ 485a0%0%(a — 1)(a — 2) (yi)a_g (3.2.5)

a—2
— 120ac* (o — 1) <7clx> :
Furthermore the 5th and 6th cumulants of the random variable X can be

computed as
C5(X) = 32606%(a — 1) (o — 2)(ax — 3)(ax — 4) (%)H
— 1606a0%02(a — 1)(a — 2)(a — 3) (ﬁ)H
+ 1206000 (o — 1)(a — 2) <7é>a_3 (3.2.6)
and
Cs(X) = 480000%0 (o — 1)(or — 2)(ax — 3)(cx — 4) (ﬁ)H
— 646a6%(a — 1)(or — 2)(cr — 3)(ax — 4)(ax — 5) (Vi)w
— 72060620 (o — 1)(a — 2) (o — 3) (ﬁ)ﬂ

+1206a0%(a — 1)(a — 2) <7i>a3. (3.2.7)
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It does not seem possible to explicitly solve the above system of equations.

However for the symmetric case, when § = 0 with the additional assumption
E[r] =1, (3.2.8)

the cumulant equations can be solved and yields the following MOM
parameter estimates. This assumption is justifiable in the sense that it
leads to an unbiased reflection of calendar time, since for the increments
of the activity time process {T'(t),t > 0} given by 7(t) = T'(t) — T(t — 1),
we have E[7(t)] = t, time over the long run moves only as fast as calender
time. To achieve this we restrict the § parameter of the unit increments of
the fractal activity time 7(¢) ~ T'S(a, 9, ) to be given by equation (3.2.13)

below. We proceed with giving method of moment estimators as follows.

Lemma 5. Let X ~ NTS(u,0,0,a,9,7) be a normal tempered stable

random variable, then the method of moment estimators are given by

p=0Cy (3.2.9)
10C3 — 3C6C!
b=—2 07 (3.2.10)
5C% — 3CsCo
6C3(1 — a)\®
4= (M) (3.2.11)
Cy
C Al/é
b= — (3.2.12)
6C%(1 — &)
R 3.2.13
= SasE A (3.2.13)
where C’j is the j empirical cumulant.
For an observed sample z(1),2(2),...,z(n) of size n define the empirical
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mean as

iy = i 2(9) (3.2.14)

=1 "

and the j-th empirical central moment as

n — A )
m; = Z w (3.2.15)
g=1 n
then the empirical estimators for the first six cumulants C'j(X ),j=1,...,6

can be computed by

Clzml
ngmg
ngmg

(3.2.16)
Cy = 1y — 3}

Cs = ms — 10mgme

Cs = 1 — 15mym2 — 10/m32 + 3003

We compute parameters using the method of moment estimators for a cross
section of empirical samples of risky assets for indexes, currencies, stocks
and commodities, see table 3.1. Empirical and model probability density

functions are displayed in figures 3.1 and 3.2.

When 6 # 0 it does not seem possible to solve the system of equations,
however a generalized method of moment (GMM) approach can be taken
(see Carrasco and Florens (2002)). The GMM estimator © for the parameter
set © = (i, 0,0, q,0,7), satisfies
arg m@in/ w(uw) (Y, (u) — Yo (u))du (3.2.17)
R

where 1g(u) is the model characteristic function and ,(u) its empirical
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P P

Risky asset i 0 & & ) q

FTSE 100 0.0003517 0 0.01125 0.60487 0.485752 0.44314
ASX 200 0.0003452 0 0.00962 0.50128 0.694365 0.69485
DOW JONES 0.0003468 0 0.01161 0.77829 0.296764 0.06645
NASDAQ 100 0.0003250 0 0.01429 0.43155 0.744702 0.71494
HANG SENG 0.0004858 0 0.01631 0.50235 0.554435 0.55397
USD:EUR -1.9526e-05 0 0.00510 0.34640 1.483233 1.01453
GBP:EUR 2.3843e-05 0 0.00457 0.57119 0.624828 0.63819
YEN:EUR -4.1393e-05 0 0.00795 0.65824 0.578738 0.59228
USD:GBP -4.3365e-05 0 0.00591 0.40301 1.116129 0.93108
GOLDBLN 0.0001755 0 0.01051 0.49320 0.595843 0.59618
CRUDOIL 1.8357e-04 0 0.02525 0.81247 0.377379 0.12018
SLVCASH 0.0002591 0 0.02342 0.44164 0.309902 0.35888

GLAXOSMITHKLINE  0.0002714 0 0.00714 0.70249 0.443341 0.32600
HSBC 0.0002302 0 0.00805 0.64590 0.470256 0.40285
WAL MART STORES  0.0003029 0 0.00844 0.47020 0.808938 0.78449
GENERAL ELECTRIC 0.0001625 0 0.00741 0.60510 0.499415 0.46229
SP 500 COMPOSITE 0.0003532 0 0.01137 0.37828 0.763830 0.71630
PFIZER 0.0001877 0 0.00769 0.78170 0.494130 0.39685

FTSE ALL SHARE 0.0003593 0 0.01049 0.57308 0.488157 0.45863

Table 3.1: MOM parameter estimates

counterpart, defined by

velC) = |

e“dFg(z) and  ¥,(Q) =1 el (3.2.18)
R o

A simple approximation can be made by taking a discrete version of the
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integral in (3.2.17) but two choices must be made, first the truncation
of the real line from (—o00,00) to some interval [—u,u] and secondly the
mesh size that partitions this interval. There is also the choice of the
weighting function w(u) to be decided upon. Finally, starting values for
the minimization are required and since we do not know the true parameter
values the choice of starting values may influence the estimated parameter

values. We suggest the following choices

i. Truncation of the integral at [—9,9].

ii. A mesh size of one (a smaller mesh size may result in a singular
covariance matrix, see Carrasco and Florens (2002), Carrasco and

Florens (2000)).

iii. For the weight function use the probability density of a standard
normal random variable (following Carrasco and Florens (2002) in

regards to this choice).

iv. For the starting values the symmetric parameters (f = 0) for which
the moments equations can be solved explicitly (see Lemma 5) could

be used.

We do not go on to estimate parameters in a non symmetric normal tempered
stable distribution since the above choices may not be optimal and the topic
of accurately fitting all six parameters is a question for further research not

undertaken in this thesis.
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3.3. Option pricing

3.3 Option pricing

Pricing formula for related models was obtained in Heyde and Leonenko
(2005); Nicolato and Venardos (2003); Barndorff-Nielsen et al. (2002). The
approaches to deriving pricing formula varied depending upon the models
considered and specific assumptions such as independence of increments, see
Carr et al. (1998); Finlay and Seneta (2008b); Carr and Madan (1999); Lee
(2004). In our model, the log returns are not independent, therefore we
consider approaches to deriving pricing formula that are not based on the

assumption of independence.

Activity time models are part of the wider class of incomplete market models.
Incomplete markets are those in which perfect risk transfer is not possible,
by this we mean that there is more than one risk neutral measure that can
be used to price options, whereas in the classical Black-Scholes model the
market is complete. This is because calibration of the Black-Scholes model
to option data requires finding the value of the parameter o such that the
model prices match the market prices and there can only be one such value
of o that make this true. Whereas in activity time models the additional
parameters whilst being able to provide a better fit to option data over
different strikes, results in an array of parameter values that calibrate well

to market data and the model is said to be incomplete.

We begin with the real world model and assume that a risk-neutral model

has the same form, namely
dP(t) = pP(t)dt + (0 + ) P(t)dT (t) + o P(t)dB(T (1)), (3.3.1)
but with different parameter values. To price options, we impose the
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parameter restrictions to ensure that the discount stock price process
e~ " P(t) is a martingale with respect to the filtration F; = o({B(u),u <
T(t)}, {T(u),u < t}). Here r is the interest rate. We follow the approach
to obtaining a skew correcting martingale proposed in Heyde and Leonenko
(2005) and used in Finlay and Seneta (2006). With this approach, parameter

restrictions p = r and 0 = —%02 are imposed in the identity
E(e—rtp(t) |]_—S) — e—rsP<S)e(u—7~)(t—s)E(e(G—&—%aQ)(T(t)—T(s)) |Fs),

so that E(e "™ P(t)|Fs) = e " P(s). Since parameter 6 controls the skewness
of the distribution of the returns, this approach to obtaining a risk neutral

measure is called a skew correcting martingale approach. First note that

a

1 1
C+CZ>b<:>Z>fc—flogf a,b,c> 0.
2 c b

ae 2

We now go on to derive the valuation formula for a European option which

mature at time Y and have be written on a strike K, under a skew correcting

martingale measure Q with g =r and 6 = —%JQ

P(Y) — K)*]

[(P(O e~ 39 T(Y)+0Bry) _ Keﬂ"y)*}
el )
(V)]
T(Y)H

~ B[POE[L. 4| T(V)] - KeE[L,. 4

=K P(0>E {HZ<d~1

T(Y)] - Ke ™V E[l,,

=F :P(O)Qb(Cil) - K e"’Ysb(Jz)]

where ¢(-) is the cdf of N(0, 1), with notation (z)* = max(0, z) and
log 2O 1 vy 4+ Lo?T(Y) o log g PO 4y — Lo?T(Y)

d~1 == ; 2 —
o /T(Y) o\/T(Y)
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Above we used the fact for E[F(Z)] < oo
E[F(Z +¢)] = /_ Z F(Z + 0)d(2)dZ
= [ Fwoty - dy
= [ AR )ely)dy
_F [6—%62+CZF<Z)}
in our case
F(Z) =1, _4

and

By specifying a distribution for T'(Y") with pdf Fpy)(t), then the call price

becomes

O, K) = /

0

e}

(P(0)¢(c21 (1)) - Ke“Qb(cZg(t))) frony(t)dt. (33.2)
In Heyde and Leonenko (2005), this pricing formula was used for a different
fractal activity time, however this formula is valid for any construction of
the activity time in the FATGBM model. Also, if T(Y) = ¢, then (3.3.2)

reduces to the Black-Scholes formula.

Note that using the relationship

Cig = d~1 - U\/T(Y),

it can easily be shown that

d, — el T Loy _ P(0)
K
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and
Ke ™' N'(dy) = P(0)N'(d,).

We now derive some derivatives or the so called sensitivities of the pricing
formula, first reported by Roger Gay in the working paper Fractals and
Contingent Claims which seems to be no longer be available. The rate of
change of the pricing formula with respect to the price of the risky asset can

be computed as

oOCY,K) _ [ 0 - 0 Y N (]
“ar0) == |apm O~ gy e V@)
[ ~ ;o 8(Zl —rY AT/ aczz
= _N(dl) + P(O)N <d1)aP(0) —Ke ™' N (dg)ap(o)]
=E [N(dy)].

The fractal activity time T'(¢) is self-similar, that is
T — et ZH(T(t) — t)

from which we can see that if we let t = 1 and ¢ = Y we can show,
TEY H(T(Y)-Y)+1.

Using this fact we can see that

Ao\ /T(Y)) 0o\ JYH(T(1)—1)+Y)

a oY

1 HY?YY-H(T(Y)-Y)+1) - HYH 1 +1
e ()

1 T(Y)HY '—H+1

=50 ) .

Another useful quantity is known as the theta,
B IC(Y,K)
Y
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ONW@)OL |y ON() 0,
E [P(O) 9d oY +rKe " N(dy) — Ke 20, oY
T s (0dy  9dy RV
[ s [ od; (dy — o /T(Y)) RV
=—E |P(0)N'(dy) <8Y - BV +rKe ™ N(ds)
- s )
=-E 1P(O)N’(dl)aT(Y)HY Al +rKe ™ N(dy)| .
2 ()
Similar computation yield the Gamma
?C(Y, K) . 1
—— 2 =FE |N'(d)) ——F——|,
oP(0)? ( 1)aP(O) T(Y)
Vega
0K _ & [PV ()T
do I
and Rho
8C<Y7 K) [ —rY 7
5 =E[KYe N(dy)] -

3.4 Risk neutral parameter estimation

This empirical section will look at implementation and calibration of the
TS-OU activity time construction leading to normal tempered stable log

returns in the case of finite superpositions as described in chapter two.

The data set contains transaction records for the September 2011 Eurofx
futures and option contracts traded on the Chicago Mercantile Exchange
(CME) over a three month horizon from the 22nd June until expiration
on the 22nd September 2011. These records have been obtained directly

from the CME. The Eurofx is a collection of derivative products where the
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underlying asset for the futures contract is the USD:EUR foreign exchange
(FX) spot rate and for the options the underlying is the futures contract with
the corresponding same expiration date. The spot rate is predominantly
traded inter bank via electronic systems. The spot rate has been obtained
from Thompson Datastream as previously mentioned in the empirical study
in chapter one. For the risk free rate » we have obtained the US LIBOR

rates also from Thompson Datastream.

Options are priced using formulae (3.3.2) under an equivalent martingale
measure (EMM), termed the risk neutral measure Q with risk neutral
parameters O¥ = (i, 9,7, a,0,0) for the NTS case and when T(Y) = t in
equation (3.3.2), with parameters O¢ = (u, o) referred to as the geometric
Brownian motion (GBM) case. Here r is the risk free rate. For the skew
_%UQ

under Q for the NTS case and p = r and § = 0 for the GBM case. The

correcting martingale approach described earlier, p = r and 0 =

risk neutral parameters that do not have martingale restrictions imposed on
them, i.e. (d,7,a,0) for the NTS case and o for the GBM case, could be
set to their statistical estimates. In general though, the valuation of options
based on these statistical parameters will not result in prices that match
market prices. Instead the model is calibrated to options data and implied
risk neutral parameters are returned (see for example Carr et al. (1998);

Bates (1991)).

In the NTS case the stability and scale parameters 6 and « should not
change (see Carr et al. (2002); Kassberger and Liebmann (2011)) under
EMM, and under the risk neutral measure they should be fixed to their

statistical counterparts. However it may turn out that changing one or
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Calibrated models to options data
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Figure 3.3: Comparison of option pricing models on 3.15am, August 12th

more of the parameters, allowing them to float during calibration to option
values produces a better fit. Therefore as reasoned in Carr et al. (2002),
during calibration allowing ¢ and « to change under the EMM, may suggest
that the statistical parameters are not reliable as estimators when moving

to the risk neutral measure.

To aid computation the expectation of the activity time is set equal to one,
this ensures stability through time for the distribution of the activity time,
thus § = 1/(2ay(@~1/?) and furthermore « is fixed at 0.3460 (see table
3.1) in all computations. Risk neutral implied parameter estimates are then
computed, v and o for the NTS case and o for the GBM case by matching
the models to fit market data in the mean square sense, i.e. compute in both

cases

1Y .

in,| — Ci(Y,K) — Ci(Y,K))?

argrgglJN;( (Y. K) = Gi(Y, K))

where C; is the market price for the option and C; is the model implied
price. As can be seen in Figure 3.3, the additional parameter v allows a

closer calibration to the observed market prices for the NTS model with a

MSE of 1.5628e-9 against the GBM model with MSE 5.9595e-7.
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3.5 Model performance

In order to compare option pricing models we follow the regression
approach described in Carr et al. (1998) and in references therein. This
approach assumes time variable parameters, so fitting in-sample and testing
out-of-sample may not be that useful. Instead the errors of the in-sample
model fit are investigated in terms of how predictable they are. This follows
the notion that estimating risk neutral parameters in one period and using
them in a subsequent period will perform poorly. Indeed Bakshi et al. (1997)
results suggest as the GBM case has only one parameter to calibrate, it is
more stable through time compared to a model with more parameters, where
a better fit may be obtained in sample but parameters have little stability

out of sample.

To investigate model performance, as in Carr et al. (1998), the options data
set is searched for fixed points in time when the futures and a series of option
strikes trade in synchronization. Fach time the futures trade, we look to see
whether the first four out of the money (OTM) call strikes have traded in
a proceeding five second period. This leaves cross sectional data at fixed
points in time for option prices, the corresponding futures price, the time
until expiration and the risk free rate on that day. On average this resulted
in 28 cross sectional data sets for each trading day at irregular spaced time
intervals often grouped together in relatively short periods. As the option
pricing formulae involves numerical integration as does evaluation of fr(yy(t)
which is computationally expensive, we reduce the data set further. This
is achieved by extracting each day the first cross sectional set during the

periods 3am-5am and 8am-10am. This relates to the open of European
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and US markets when the most transactions are recorded. The result of
these filters is a set of 89 cross sections from 22nd of June until 11th of
September, giving a total of 356 option trade prices. At each time a cross
section of market observed option prices is used and the calibration aims to

find parameters that fit across all strikes in a mean squared sense.

GBM NTS
in-sample in-sample
constant ng 0.144 0.001
t-stat  (2.4087) (0.365)
moneyness Ny -0.143 -0.001

t-stat  (-40.7)  (-1.823)

R? 0.824 0.0088
F — statistic 831.6 1.72
OBS 356 356

Table 3.2: Comparison of option pricing

The regression approach reasons that the option pricing errors should not
exhibit any predictable patterns, and as such we carry out the regression,
PE; = ng+mn M;+e¢; where M;, is the moneyness of the it option respectively
and € a random noise term. The moneyness is the ratio of the option
strike price and the current price of the underlying asset. The estimated
coefficients 1 and 7, their corresponding t-values and the R? and F statistic

are reported in table 3.2.

The results from the regression analysis show by a large t-statistic for the

GBM case that moneyness can be used to explain the pricing errors, and with
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a R? of 82% as a measure of the percentage reduction in mean-squared-error
that the regression model achieves through the explanatory moneyness
variable. In contrast, for the NTS model the t-statistic indicates that
moneyness is of no help in the predictability of the pricing errors, with
an R? of only 0.1% very little reduction in MSE is obtained. These results

are similar to those found in Carr et al. (1998).

3.6 Concluding remarks

An option valuation equation has been developed which can be interpreted
as a weighted Black-Scholes formula, moreover the requirement for pricing
is knowledge of the probability density for the activity time. Thus our
models are tractable since we can compute activity time probabilities (see
sections 2.9 and 2.13 in the previous chapter). We have seen that the
statistical parameters obtained from the history of the assets price are not
the parameter estimates that produce a realistic option valuation and risk
neutral parameters were discussed to price options according to current
market valuation. Furthermore it is clear that the additional structure of
a process with more parameters can provide a better fit to options data in
the sense of mean squared error of model prices to market prices. Although
comparative MSE is small it would have significant impact when trading
large volumes of option contracts where a small price discrepancy would

translate into a substantial profit or loss for the option trader.

The next chapter is not a continuation, in the sense that we now take a few
steps back and look at asset returns not over days but over short periods of
a few seconds. Models are constructed, empirical properties are investigated

and results on option pricing given.
87



3.6. Concluding remarks

88



Chapter 4. Integer valued models

Chapter 4

Integer valued models

4.1 Introduction

We now turn our attention to risky assets measured at high frequency. The
advent of high frequency financial data has spurred some new modeling
techniques to describe characteristics of trade by trade data. Recent
literature on the subject includes Barndorff-Nielsen, Shephard, and Pollard
(2011), Carr (2011), Bacry, Delattre, Hoffmann, and Muzy (2013b) and
Bacry et al. (2013) where models based on the difference of two point
processes are proposed. The difference of Poisson processes is considered
in Barndorff-Nielsen et al. (2011) and Carr (2011), known as the Skellam
process. The difference of two Hawkes processes are discussed in Bacry et al.

(2013b) and Bacry et al. (2013).

A drawback of the existing models, which may be at odds with empirical
facts, is exponential inter-arrival time, or time between trades. Mainardi,

Gorenflo, and Scalas (2004) studied the fractional Poisson process, where
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the exponential waiting time distribution is replaced by a Mittag-Leffler
distribution, see also Beghin and Orsingher (2009), Laskin (2003), Repin
and Saichev (2000) and Uchaikin et al. (2008). The goal of this chapter is
to extend the Skellam models of Barndorff-Nielsen et al. (2011) with their
exponential inter-arrival times to the fractional setting and the more flexible

Mittag-Leffler inter-arrival times.

Throughout this chapter we will be modeling the so called futures price
F(t), which is directly linked to a risky assets spot price P(t). The forward
price depends on a forward contract upon which it is written. A forward
contract between two parties is an agreement to buy or sell a risky asset at
a specified future time T, at a price agreed upon today. The price of the
forward contract is the so called futures price denoted by F(t), t € [0,T].
With r the interest rate applicable to the underlying risky asset, the futures
price is related by no arbitrage arguments, to the spot price through the

formula,
F(t) = P(t)e™. (4.1.1)

When looked at over very small time horizons, risky assets such as futures,
no longer trade in a diffusive manner. This is an inherit property from
the exchanges for which these assets trade upon. The exchange allows
participant to trade such assets but only at discrete evenly spaced values,
which are multiples of the tick value. See as an example, figure 4.1 for an
empirical path of the Eurofx futures price over the short interval of 600

seconds.

To capture this phenomenon, Barndorff-Nielsen et al. (2011) proposed the
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1.4348- ——Eurofx futures contract price -
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Figure 4.1: Eurofx empirical price path

following arithmetic model for the forward price,
F(t) = F(0) + aS(t) (4.1.2)

with F'(0) > 0, a some positive constant and {S(t),t > 0} an integer valued
stochastic process. The forward price has jumps up or down by a magnitude
of size a, mimicking reality when trade by trade prices jump up in scaler
values of the tick size, indeed a is the tick size. The above model also appears
in Carr (2011) and is extended so that the process remains positive, to the

geometric case

F(t) = F(0) explgS(D)}. (413)
again with initial value F'(0) > 0 and g some positive constant. In this
case the up jumps have size F(t—)(ef — 1) and the down jumps have size
F(t—)(e79 —1).

The rest of this chapter is organized as follows. Section 4.2 details integer
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valued Lévy process before defining the Poisson process in section 4.3.
In section 4.4 Skellam Lévy processes are defined, along with associated
differential equations and distributional properties. Section 4.5 gives
martingale properties for Skellam processes and the timed changed Skellam
inverse Gaussian process is introduced in section 4.6. Section 4.7 contains
known option valuation techniques for integer valued models. We then
proceed to generalize to a wider fractional setting in the sense that our
processes have associated fractional differential equations. First in section
4.8 the fractional Poisson process is defined. We then define and give details
for fractional Skellam processes of type I and type II in sections 4.9 and 4.10
respectively. These processes generalize the Skellam process to where the
inter arrival times have Mittag-Lefller distribution. Martingale properties of
fractional Skellam processes of type II are then discussed in section 4.11. An
empirical investigation in section 4.12 shows a more realistic fit to observed
waiting times between trades at a high frequency scale. section 4.13 gives
known details on continuous time random walks and section 4.14 gives the
CTRW representation of the fractional Skellam process type II and discusses
the convergence to the third type of activity model in chapter 2, section 4.15
introduces fractional Skellam tempered stable processes and section 4.16
introduces delta fractional negative binomial processes, both of which are

further generalizations.

4.2 Integer valued Lévy processes

From hereon in, for our investigations for the most part, we will be working

with integer valued Lévy processes {L(t),t > 0}, i.e. processes that take
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values on the integer set Z = {0, +1,+2, ...},
L(t) : [0,00] x Q — Z.

We shall use the same notation previously used for Lévy processes see section
2.2 chapter 2, for details. As detailed in Barndorff-Nielsen et al. (2011),
an integer valued Lévy process {L(t),t > 0} can be decomposed into its
positive {L;(t),t > 0} and negative {Ly(t),t > 0} parts simply by summing
the positive and negative jumps of L separately, i.e.

L(t) = Li(t) — La(t).

Thus both {Ly(t),t > 0} and {Ly(t),t > 0} are discrete Lévy subordinators
with triplets (b1, Ay, 1) and (by, Ag, 1) respectively. Furthermore since a
subordinator has no Gaussian part A; = Ay = 0, the Laplace transform is
given by

Ele~¢Lil)] = e 0@ ¢ >0, i=1,2. (4.2.1)
Where the Laplace exponent Wp,)(¢) = ¥y, i = 1,2 with triple (b},0,1;)
is given by

U, (¢) =bi¢ — ( )(e*@“ — Dwi(dz) (4.2.2)

0,00

here b} = b; — [y xvi(dz) > 0 and the Lévy measures are restrictions of v to

the positive and negative half axes, i.e.
v1((=00,0)) =0 21((0,00)) = v((0, 00))
a((=00,0)) =0 12((0,00)) = v((—00,0))

Suppose L is a integer-valued Lévy process, then the Lévy measure v of L

is concentrated on Z \ 0 and has finite mass, see Barndorff-Nielsen et al.
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(2011), proposition 1. Since A; = Ay = 0 and 11 (R), 4 (R) < oo from Sato
(1999) theorem 12.2, both {L;(t),t > 0} and {Ls(t),t > 0} are piecewise

constant a.s. if b; = 0.

4.3 Poisson processes

This short section introduces the well known Poisson process, which is the

simplest case of a positive integer valued Lévy process.

We say an increasing sequence of random variables 7(1),7(2),..., called
arrival times (or sometimes epochs) form an arrival process. The arrival
times represent some repeating event occurring. The arrival process starts

at time zero and multiple arrivals can’t occur simultaneously.

An arrival process can also be viewed as a counting process {N(t),t > 0},
where for each ¢ > 0, the random variable N(¢) is the number of arrivals up
to and including time t. For any given integer n > 1 and time ¢ > 0, the nth

arrival time, 7(n), and the counting random variable, N(t), are related by
{r(n) >t} = {N(t) < n}. (4.3.1)

Definition 8. A renewal process is an arrival process for which the sequence
of inter-arrival times is a sequence of independent and identically distributed
random variables.

Definition 9. A Poisson process {N(t),t > 0} is a renewal process in which
the inter-arrival intervals have an exponential distribution function; i.e. for

some real A > 0, each 7(i) has the density f(z) = Aexp(—Az) for x > 0.

The process is named after the French mathematician Siméon Denis Poisson.
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For a Poisson process with rate A the probability mass function p(n,t) =

P(N(t) = n) at time ¢ > 0 has the well known form
()\t)ne—)\t

p(n,t) = nl

(4.3.2)

The Poisson process is in fact a counting process, which is a stochastic
process with values that are positive, integer, and increasing. Moreover the
Poisson process is the only counting process with independent and stationary
increments. A Poisson process is a subordinator, i.e. an increasing Lévy

process.

4.4 Skellam Lévy processes

This section introduces the Skellam distribution and the associated Skellam
Lévy process which has been used as the integer valued random process in
the arithmetic and geometric models as described by equations (4.1.2) and
(4.1.3) in the introduction to this chapter. The Skellam distribution has
been introduced in Skellam (1946) and Irwin (1937), and the corresponding

Lévy processes are considered in Barndorff-Nielsen et al. (2011).
Definition 10. A Skellam Lévy process {S(t),t > 0} is defined as

S(t) = Ni(t) = No(t), £ >0,
where {Ny(t), t > 0} and {Ny(t), t > 0} are two independent homogeneous

Poisson processes with intensities Ay > 0 and Ay > 0 respectively.

We write in notation
S~ Sk(A, A2)
and for the marginal distributions of the Skellam Lévy process, we write
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4.4. Skellam Lévy processes

S(t) ~ Sk(tA1,tAs). The Lévy triplet (b, A,v) is given by
b= A+ Ao, A=0, V(dm) = )\1(5{1}dl‘ + )\25{_1}dl’ (4.4.1)

where d;,y is the Dirac delta function with point mass at z. Since A = 0
then {S(t),t > 0} is a pure jump process. The moment generating function

® of S(t) is given by
By (Q) = E[e®V] = exp {t(M(e¢ — 1) + ho(e ¢ = 1))} (4.4.2)

The probability mass function s(t) for & € Z = {0,+1,+£2,...}, of the

random variable S(t) is

k
sk(t) = P(S(t) = k) = e~tr+2) (il) I (275 /\1/\2> , (4.4.3)
2
where [}, is the modified Bessel function of the first kind (Sneddon, 1956, p.

114)

X (z/2)%ntk

n=0

The mean and the variance are

E[S(t)] = (A — Aa)t, Var[S(t)] = (A1 + M)t (4.4.4)
and the covariance function

Cov(S(t),S(s)) = (A1 + A2) min(¢t, s), t, s > 0. (4.4.5)
The next result on the Skellam processes is straightforward, but to the best

of our knowledge, it has not appeared in the literature.

Lemma 6. The Skellam process is a stochastic solution of the following

system of differential equations:

jtsk(t) = M (sem1 () — si(®) = Nalsu(t) — spa(t)), kE€Z  (4.4.6)

with the initial conditions so(0) = 1 and s;,(0) = 0 for k # 0. The moment
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generating function ® of the Skellam process solves the differential equation

d®s(€)
dt

with the initial condition ®g((¢) = 1.

= By (O)(Ma(e — 1) + dofe — 1)) (44.7)

Proof: Using the properties of modified Bessel function (Sneddon, 1956, p.
115)

I(z) = I_4() (4.4.8)

for any integer k and all x, and

dl,(z 1
d,E: ) _ 5 (I,—1(2) + 141(2)), (4.4.9)

differentiate both sides of equation (4.4.3) to get

d

%Sk(t) = /\1(Sk_1 — Sk) — )\Q(Sk — Sk+1), keZ. (4410)
Thus (4.4.6) holds. Now multiply both sides of (4.4.6) by e** and sum over
k to get

do

S;l(ltt)(o = D (O)(A1(e® — 1) + Ap(e™¢ — 1)) (4.4.11)

with the initial condition ®g(y(¢) = 1, thus equation (4.4.7) holds. This

equation clearly has solution
Do (¢) = e fPrtde—hiet=dee™) = e R (4.4.12)

which agrees with equation (4.4.2) above and completes the proof. ]

4.5 Martingale properties of Skellam processes

This section investigates martingale properties of Skellam processes,
martingales have considerable interest in finance for the pricing of options

in section 4.7.
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4.5. Martingale properties of Skellam processes

From Lemma 2 in section 2.2 chapter 2, the Skellam process is not a
martingale since in general the drift b of the Lévy triplet of S(t) is
b = A1 + Ay # 0. However there are some specific cases when a Skellam
process it is a martingale which we refer to as the symmetric, standard and

compensated types.
Definition 11. Let {S(t),t > 0} be a Skellam process, set
)\1 = )\2 =A>0

then {S(t),t > 0} is referred to as a symmetric Skellam process and we write

S(t) ~ SK(EA, ).

The characteristic exponent of the symmetric Skellam process is

¢s(C) = Ae' +e7 —2), (4.5.1)
generated from the Lévy triplet (0,0, v), with

v(dz) = Nopydr + Nog_qydz, (4.5.2)
hence by Lemma 2 the symmetric Skellam process is a martingale since
b=0.
Definition 12. Let {S(t),t > 0} be a Skellam process, set

)\1:)\2:

1
2
then {S(t),t > 0} is referred to as a standard Skellam process and we write

S(t) ~ Sk(ti, t1).

2772

The characteristic function of the standard Skellam process has the

trigonometric form

Vs (¢) = exp { — (1 = cos(¢)) }, (4.5.3)
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Chapter 4. Integer valued models

Clearly the Lévy triplet has drift component b = 0, hence the standard

Skellam process is a martingale.

Definition 13. Let {S(t),t > 0} be a Skellam process. Define
S*(t) = S(t) — (M + A2)t, t>0

then {S*(t),t > 0} is referred to as a compensated Skellam process and we

write S*(t) ~ ¢Sk(tA,tAs).

Again since the Lévy triplet has drift component b = 0 so the compensated

Skellam process is also a martingale.

Remark 4. Both the symmetric and standard Skellam are integer valued

processes, however the compensated Skellam process is not integer valued.

4.6 Skellam inverse Gaussian Lévy processes

Although the Skellam process when used as the random component in
the arithmetic and geometric models as described by equations (4.1.2) and
(4.1.3) is useful, it does however have some drawbacks. Firstly it assumes
inter-arrival times are exponentially distributed which may not be the case,
this will be discussed further and a new process will be proposed in sections
4.9 and 4.10 to counter this. The second inherent flaw is that the Skellam
process can only jump up or down by a magnitude of one. For a heavily
traded product such as the futures series on the Euro to the US dollar this
may not be a problem, since high liquidity means the price will rarely jump
more than a single tick. However for assets that do not have such high
trading volumes, the price may jump by several ticks from one trade to the

next. This section aims to provide a generalization of the Skellam process to
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4.6. Skellam inverse Gaussian Lévy processes

allow for larger than unit jumps. By subordination of a Skellam process by
a Lévy subordinator, the process then has properties similar to a compound

Poisson process, in fact it can be viewed as a compound Skellam process.

Let us introduce the following Lévy process, which is certainly not an
integer valued process. The inverse Gaussian (IG) distribution is infinitely
divisible and the corresponding inverse Gaussian subordinator {T'(¢),t > 0}

is distributed as T'(t) ~ IG(t6,~y). The Laplace exponent is

Ur(Q) = 8((* + 20" =), 87>0,
and the marginal probability density function r,(t) := P(T(t) < z) is given
by

re(t) = L Stedty3/20— 3 (8% 44"
2

Definition 14. Let {S(t),t > 0} be a standard Skellam process S(t) ~
Sk(ti,t1) and {T(t),> 0} be a inverse Gaussian subordinator T(t) ~
IG(t6,7). Further assume that S(t) is independent of T'(t). The stochastic

process {Y (t),t > 0} defined by

is called a Skellam inverse Gaussian process.
Theorem 6. Let {Y(t),t > 0} be a Skellam inverse Gaussian process. The

marginal distribution function yx(t) := P(Y(t) = k), k € Z is given by

1 00 _
yi(t) = 6te57t/0 e~ T PO ()= 2 .

V21

The characteristic exponent is

v (Q) = 0y — 8y/72 + 2(1 — cos(()).
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The probability mass function y(t) solves the differential equation

0? 0
@yk(t) — 257&%@) = Yu—1(t) + yrs1(t) + 2un(2).

Proof: The probability mass function is computed from

yr(t) == y(k,t) :/ s(x,u)r(u,t)du (4.6.1)

0
where s(z,u) is the pmf of the standard Skellam process and r(u, t) the pdf
of the inverse Gaussian subordinator. The characteristic exponent can be

computed as
ov(Q) = [ eyt = [ ( [ s w)ak ) r(w, du
= [T s (Qrlu tydu = [T eSO, 1)
0 0

and the result follows. To show the differential equation note that 1y () (¢) =
1 and

gﬂw@ ) = —6(y/72 +2(1 = cos(C)) = 7) v () (4.6.2)

let ﬂy(s)(ﬁ) = [ e "y () (¢)dt then taking Laplace transforms of both sides
of equation (4.6.2) we find

sy ((C) = Yy 0)(€) = =8 (y/72 + 2(1 — cos(C)) — 7) by (5)(C)
rearrange to see
: 1
Priole) = (s —07) + (5\/72 +2(1 — cos(C))
y (5 — 67) — 8y/7? +2(1 — cos(¢))
(5 — 67) — 8y/7? +2(1 — cos(())

which can be written as

2Py (9(C) — 58y (o) (€) + (/12 + 2(1 — cos(€)) — 1)y (0)(€)
— 267 (sthy (5 (¢) — Yy(0)(¢)) = 2(1 — cos({)) Yy ()(C)
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4.7. Option pricing

using equation (4.6.2) we have
_ D) _
5(5%/(5)(() - ¢Y(0)(C)) + ad}Y(O)(C) - 257(81/1Y(s)(0 - ¢Y(0)(C))
= 2(1 = cos())vy (5 (C).

Computing the Laplace inversion gives
82
ot

and since €™y (¢) is the Fourier transform of y;,_;(t) we have after inverting

Ur(0(€) — 28710 (Q) = 201 — cos(C) o (0

again
0? 0
@yk@) - 25’7&%@) = Y—1(t) + Y1 (t) — 2y (1)

as desired. O
4.7 Option pricing

This section details some known results on option pricing under integer

valued processes, see Barndorff-Nielsen et al. (2011) and Carr (2011).

Firstly some notation. The no arbitrage price of a standard put and call

options at time ¢t € [0, 7] with strike K are defined by

Veur(K) = e TE[(K — F(T))*] (4.7.1)
and

Voarr(K) = e E[(F(T) — K)*] (4.7.2)

respectively. In the above the expectation is with respect to some risk neutral
measure that makes the forward price process { F'(t),t € [0,T]} a martingale,

see section 4.5.
Consider the arithmetic model, then we can compute call option prices as
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follows.
Vearn(K) = e E[(F(T) - K)*]
= ¢ TE[(F(T) — F(0) - (K — F(0)))].
Let K* = K —F(0) be the distance between the strike and the forward value

at time zero. Let F*(T)) = F(T) — F(0) denote the shifted forward price
with probability density p(n,t) := P(F*(t) = n), then

Voarn(K) = e ""E[(F*(T) — K*)]

=e > jp(j + K, T).

J=1

Notice that the call price only exists when F(0) is an integer so the delta
WVearr/OF(0) and gamma 0*Voarr,/OF (0)* do not exist.

For the symmetric Skellam case we have

Vearr(K) = eV 70 ke (2TA) (4.7.3)
=1
where I (x) is the modified Bessel function of the third kind.

Next consider the arithmetic model, let Y (u) := F(u) — F(t) and choose the
Skellam process to be either of standard or symmetric type, i.e. a martingale.

Since the distribution of Y (u) is symmetric, therefore we have
Vearn(t, F(t) +¢) = e "TYR[F(T) — (F(t) + ¢) 7]
= e "TIR[(Y/(T) - ¢))*]
= E[(-Y(T) - ¢))*]
= 'E[(F(t) — ¢ — F(T))"]
= Vpur(t, F(t) — ¢)

which is known as the the arithmetic put call symmetry, see Carr (2011).
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4.7. Option pricing

Let us now we proceed as in Carr (2011) and discuss pricing and hedging of
barrier options. A barrier option is an exotic derivative typically an option
on the underlying asset whose price reaching the pre-set barrier level either
springs the option into existence or extinguishes an already existing option.
In our case the barrier option under consideration is a contract that promises
to pay the holder the sum of one dollar if the price of the security hits or
crosses the barrier level L > 0, which is some preset value that does not

necessarily have to be an integer.

The payoff of a one touch barrier option at time 7" is 1(minyepo, ) () < L)
where L € (0, F'(0)) is the lower barrier. The barrier may not be at a level
where the forward price can trade, due to the discreteness of assumed values
of the forward price, when it does cross or touch L from above it must be

equal to

a

LW:PﬂD+a{L_PwnJ, (4.7.4)

where | -] denotes the integer part. As in Carr (2011), consider the payoff of

holding® i vertical put spreads with strikes L* + a
1
g (L +a=F(T)" = (L —a = F(T))"]

= 1(F(T) < L% 4 0.5 x 1(F(T) = L%

or holding % vertical call spreads with strikes L® £+ a
1 a a
S UF(T) = (L —a))" = (F(T) = (L" +a))"]

2a

= 1(F(T) > L*) + 0.5 x 1(F(T) = L%).

The no arbitrage value V (¢, L) of the one touch barrier option (derived in

'We point out a mistake in Carr (2011) which writes %, this should in fact be i in

order to get a vertical spread of width a.
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Carr (2011)) is given by
1
V(0,L) = E[P(O, L*+a)— P(0,L* —a)]. (4.7.5)

To see this consider the following hedge when writing a single one touch

barrier option.
1. At time zero, buy two vertical put spreads at strikes L* + a.

2. If I > L for all t then both the one touch and vertical put spreads

expire worthless.

3. If F touches or falls below L then sell the long % put struck at L* +a
and buy % calls struck at L* — a. Also sell i calls at strike L® 4+ a
and buy back the i puts with strike L* — a.

4. Regardless of future movements in the forward price the combination
of standard puts and calls that is left, ﬁ units of vertical put and
call spreads, has exactly unit payoff which is enough to match the

obligation of the sold one touch.

The hedge is called semi-static in the sense that after the initial trade is

done, at most only one further re-balancing of the hedge is required.

4.8 Fractional Poisson process

This section introduces fractional Poisson processes which will be used
through out the remainder of this thesis. We will rely upon such processes
in the next section to generalize the Skellam process to its fractional

counterpart.
The fractional Poisson process {N,(t),t > 0}, a € (0,1) can be obtained as
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4.8. Fractional Poisson process

a renewal process with Mittag-Leffler waiting times {T'(n),n > 1} between

events (see Mainardi, Gorenflo, and Scalas (2004)):
Ny(t)=max{n >0:T(1)+ ...+ T(n) <t}, (4.8.1)

where T'(j), j > 1 are independent identically distributed random variables

with common Mittag-Lefler distribution function

Fo(x) =P(T(j) <z)=1—-&,(=Az%), x>0, a€(0,1) (4.8.2)

and F,(r) = 0 for z < 0. The probability density function of the

Mittag-Leffler distribution is
d

f(x) = %Fa(:v) = A€ o (—A2?) x>0,
where
Ens(2) fi 2 C,a>0,8>0
a2 =S — 2€C,a>0,8>
=Y CYR)

is two parameter Mittag-Leffler function, see Haubold, Mathai, and Saxena

(2011).

The three parameter Mittag-Leffler function is defined as (see for example

Haubold, Mathai, and Saxena (2011))

oo

52,/3(2) = ;::o m,

a,B,7 €C, Re(a) >0, Re(8) >0, Re(y) >0,

T

where
Dy +7)

whenever the Gamma function I is defined, and (v)q = 1 for v # 0.

From (Mainardi et al., 2004, Equation (3.10)) (see also Beghin and Orsingher
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(2009), the probability mass function of the fractional Poisson process is
(M) & (1 +n)! (=At)"
(1) :=P(Ny(t) =n) =
gk (t) (No(t) = n) gg rl I(a(n+r7r)+1)
(Az)"
n!

n!

= (Mg fnia (A7) =

EN (=)

(4.8.3)

where £ is the n* derivative of the one-parameter Mittag-LefHer function.

It was shown in Beghin and Orsingher (2009) that the probability mass
function of the fractional Poisson process satisfies the system of fractional

differential equations
D po(t) = —Apo(t)
tDpn(t) = Mpn-1(t) — pa(t))
with p_;(t) = p(—1,t) = 0 and initial condition
1 n=0

p(n,O) :pn(o) =
0 n>1.

Here ;D¢ is the Caputo fractional derivative defined as

DO f(t) = F<11_a) /Ot dj;(:) 7 _17_)ad7'. (4.8.4)

It is also proven in Meerschaert, Nane, and Vellaisamy (2011) that
the definition of a fractional Poisson process as a renewal process with
Mittag-Leffler distribution of inter-arrival times is equivalent to the following

time change definition:
Nalt) = Mi(E(1)), (4.85)

where N;(t), t > 0 is a homogeneous Poisson process with parameter A > 0

and E(t), t > 0 is the inverse stable subordinator independent of Nj(t).
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4.9. Fractional Skellam type I processes

From Beghin and Orsingher (2009), the mean and variance are given by

E{N(0)] = ro s,
oy 122 )2 1 1
Var|[N,(t)] = T+ a) + o (F(2a) B aI‘(a)2> :

From Leonenko et al., the covariance function of the fractional Poisson

process is

A(min(t, s))“
I'l+a)

where Cov[E(s), E(t)] is given by equation (2.14.5) so that for 0 < s <t
As?

I'l+«)

Cov[Ny(s), Nu(t)] = + AN2Cov|[E(s), E(t)]

Cov[Na(s), Na(t)] = (4.8.6)

) Oét2a

as®® ts®
_“° B la)— 2>
T tletla) WQ+QQ’

where B is the Beta function, and B(a, ;) is an incomplete Beta function.

4.9 Fractional Skellam type I processes

We now introduce a generalization of the Skellam process into a setting
where the inter-arrival times are no longer exponential but instead are
of Mittag-Leffler type. We will be using the inverse stable subordinator
throughout the remainder of this thesis. Recall that D(t),t > 0 is a standard
stable Lévy subordinator with Laplace exponent W (¢) = —C*, > 0,¢ > 0,
a € (0,1). The inverse stable subordinator E(t) is defined as the inverse of
the stable subordinator D(t), that is

E(t)=inf{u>0:D(u) >t}, t>0,
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see section 2.14 for more details on the inverse of the stable subordinator.
Let us now go on to generalize the Skellam Lévy process to its fractional
counterpart.

Definition 15. Let N;(t) and Ny(t) be two independent homogeneous
Poisson processes with intensities Ay > 0 and Ay > 0. Let Ey(t) and Es(t)
be two independent inverse stable subordinators with indices a; € (0,1)
and as € (0, 1) respectively, which are also independent of the two Poisson

processes. The stochastic process
X(t) = Ni(Eq(t)) — Na(En(t))

is called a fractional Skellam process of type I.

A fractional Skellam process of type I X (¢) has marginal laws of fractional
Skellam type I denoted by X (t) ~ fSk(k,t; A1, a1, A2, a2), which is a new

four parameter distribution.

Theorem 7. Let X(t) be a fractional Skellam process of type I, the

probability mass function is given by

P(X(t) = k) = (Altal)k i (Adgrer+oz)”
n=0
w Enthtl ( . Altal)gn+1 ( _ )\Ztaz)

at,a1(n+k)+1 ag,aon+1

fork € Z, k > 0 and when k < 0

B(X(1) = k) = (Aat?) " 3 (Argtre2)"
n=0
x IRt (— )\gt”)é’”“ (— Alto“).

ag,az(n+|k|)+1 ar,a1n+1

The moment generating function is

E[eX0] = Eu (Mt (e = 1)) Eay (Mat™(e7 = 1)), CER. (49.1)
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4.9. Fractional Skellam type I processes

Proof: Since Ni(Fi(t)) and No(FE»(t)) are independent,

P(X(t)=k) = i P(N1(E1(t)) = n + k)P(Na(Es(t)) = n)li>o

n=0

© S0 POVI(Er (1)) = n)B(Na(Ea(t)) = n + K)o,

n=0
Now use the expression for the probability mass function of the fractional

Poisson process given in equation (4.8.3) to complete the calculation. When

k>0

P(X(t) = k) = (Altal)k i (Adgrer+oz)”
n=0
x EtEl (= Mte)Eml L (= hate2).

at,a1(n+k asg,aon+1

The case k < 0 is treated similarly.

The moment generating function is computed using that of the fractional

Poisson process. Denote by h(-,t) the density of E(t), then
E [ecNa(t)] —/ ]E[ CN(u h(u,t)du}
- / NSO, t)du = B [NDPO] = g0 — 1)),

using formula (2.14.3) for the Laplace transform of the inverse stable
subordinator. Note that formula (2.14.3) remains true for all ( € R. This
can be seen from the proof of Bondesson, Kristiansen, and Steutel (1996)

Theorem 4.3 and (2.14.2):

Bt (& CFER(t — (¢t~ a
E[QC()}:E_,CZO k!“]:,;)r(;kln £a(Ct?).

Therefore for the fractional Skellam process of type I

E [€<X(t)} —F :eCNl(El(t))} E [engQ(EQ(t))}

= Eay (Mt (€ = 1)) Eay (Mt (e = 1))

110



Chapter 4. Integer valued models

]

Remark 5. The moments of all orders can be obtained either from the
moment generating function (4.9.1) or using the moments of the fractional

Poisson processes. For example, the first moment of X (t) ~ fSk is

At Aot®2
E|X(t)] = — . 4.9.2
X(®)] Mo +1) T(ag+1) ( )
The variance is

£\ N (1 1
Var[X (t)] = B
al"[ ( )] F(l + 041) * a1 F(2a1) 041F2<041>

t*2\ 202 \2 1 1
+ R < - ) . (4.9.3)

I'(1+ as) as \['(2a2)  asl?(ay)
A random variable X is called over dispersed if Var[X| — E[X] > 0. From
inspection of equations (4.9.2) and (4.9.3) it is clear that the fractional
Skellam law of type I has the property of over dispersion. Figure 4.2 displays
the probability mass function for the fractional Skellam distribution with

selected parameter values.

The covariance function for the fractional Skellam process of type I can be
computed by substituting the expression for the covariance function of the

fractional Poisson process (4.8.6) into the equation below:
Cov[X(t), X(s)]
= Cov[N1(E1(t)), Ni(E1(s))] + Cov[Na(Ex(t)), N2(Ex(s))]-

4.10 Fractional Skellam type II processes

This section introduces an alternative fractional Skellam process which we
shall refer to as type II. An interesting property in this case is that we are

able to deduce a system of fractional differential equations for which the
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aP=080?=082"=1AP=1, a¥=090@ =05 W=1AP=1

p(k,t)

a®=050P=092"M=12P=1,

—o-t=1.
0.3 o]
- —_ «t=3.

: 0.2 —-t=4.]
z x ——t=5.
o o

0.1
o -5 0 5 10

Figure 4.2: Probability mass function for the fractional Skellam distribution at times

t=1,---.,5

marginal distributions satisfy. Let us now proceed and define this process.

Definition 16. Let S(t) = Ny(t) — Na(t), t > 0 be a Skellam process.
Let E(t), t > 0 be an inverse stable subordinator of exponent o € (0,1)
independent of Ny(t) and Ny(t). The stochastic process

is called a fractional Skellam process of type II.

Fractional Skellam process of type II Y (¢) has marginal laws of fractional

Skellam type II, for which we shall write
Y(t) ~ fSk(k7 t? >\17 >\27 Oé)
Theorem 8. Let Y (t) = S(E(t)) be fractional Skellam process of type 11,
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and let ri(t) = P(Y(t) = k), k € Z. The marginal distribution is given by

1 (A2 e
rk(t):ta<)\;> /0 et <2u«/)\1)\2> P, (;ﬁ) du, (4.10.1)

where
e’} (_Z)n
P,.(2) = , O<axl
(2) 7;) n!l'(1 — na — ) “

is the Wright function. The marginal distribution satisfies the following

system of fractional differential equations:

Dir(t) = M(ri—1(t) — r(t)) — Aa(ri(t) — re4a(t)) (4.10.2)

with the inital conditions ro(0) = 1 and r(0) = 0 for k # 0.

The moment generating function L((,t) = E[e$X®)] is
L(¢,t) = Ea(—(M1 + Ao — AieS — dge )9, (4.10.3)
and for every ( € R it satisfies the fractional differential equation
DYL(C,t) = (M(ef — 1) + Xa(e™¢ — 1)) L(¢, 1) (4.10.4)

with the initial condition L((,0) = 1.

Proof: With si(t) = P(S(t) = k) as before in (4.4.3), use conditioning
argument to write
ru(t) = /  sk(w)h(u, £)du (4.10.5)
0

where h(-,t) is the density of E(t). Using the expression for the probability
mass function of the Skellam process (4.4.3) and the fact that

1 u
h(u,t) = tj@a (tﬁ) ;

see Meerschaert, Schilling, and Sikorskii (2014) equation (3.7), equation
(4.10.1) follows.
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4.10. Fractional Skellam type II processes

To derive the governing fractional differential equation, note that from
(Meerschaert and Scheffler, 2008, Theorem 4.1), for t > 0, u > 0, h(u,t)

satisfies

DY¥h(u,t) = —aauh(u, t),

where the Riemann-Leuville fractional derivative for 0 < a < 1 is

1o o 1 d t —«
]th(t)—r(l_a)dt/of(t—s)s ds.

Then integration by parts yields

DYre(t) = /OOO sk(w)DEh(u, t)du = — /OOO sk(u)aah(u, t)du

u
. /0°° h(u, t);usk(u)du — sk (0)h(0+, 1),

and h(0+,t) = t7*/T'(1 — «), see (Hahn et al., 2011, Lemma 2.1). Since

s,(0) = 0 for k # 0, the boundary term disappears except when k = 0.

Also, from (4.10.5), r,(0) = s,(0) = 1. Since for 0 < a < 1 the Caputo and

Riemann-Leuville derivatives are related by
4o

I(1—a)

for both cases, k = 0 and k # 0, we have

Dery(t) = /0 " h(u, t)aisk(u)du.

Now apply(4.4.6) to get

Dere(t) = [ h(u,t) (i1 (0) = si(u)) = Aa(su(w) = s () du

D?’f’k(t) = D?T’k(t) — T’k(O)

and arrive at (4.10.2) using (4.10.5).

Through the use of conditioning and equation (2.14.3), the moment

generating function

E[eX 0] — E[eSE®) — / T R[S h(u, ) du (4.10.6)
0
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— /oo 6—u()\1—i—)\g—/\1e§—)\26’§)h<u7 t)du
0
== 5a(—()\1 + /\2 — /\1€< - )\Qe_c)ta).
Since the one-parameter Mittag-Leffler function is the eigenfunction for the

Caputo derivative Mainardi and Gorenflo (2000) or Meerschaert et al. (2009),
DgEL(—Mt*) = —AE,(—At?Y), and equation (4.10.4) follows.

Note that equation (4.10.4) can also be obtained by multiplying both sides
of equation (4.10.2) by e~* and summing over k € Z to get

DYL(G,t) = (M(e® = 1) + da(e™ = 1)L(C, 1),
which has the solution (4.10.3). O

Remark 6. The mean, variance and covariance functions for the fractional
Skellam process of type II are obtained from Leonenko, Meerschaert,
Sikorskii, and Schilling Theorem 2.1, moments of the Skellam process (4.4.4)

and the time-change process:

Bl (0] = )
t* (A1 + A2) 2 9% 2 1
VarY (t)] = Tta) T (h =)t Fa+1) I2(1+4a)]’
and for 0 < s <t
CovlY (t),Y (s)] = m + (M = Aa)* Cov[E(t), E(s)],

where the covariance function for the inverse stable subordinator is given by
(4.8.6) and Leonenko et al. equation (9). Fractional Skellam law of type II

also has the property of over dispersion, as does fractional Skellam law of

type L
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4.11. Martingale properties of fractional Skellam processes

4.11 Martingale properties of fractional Skellam
processes

In analogue to the Skellam process let us now introduce the symmetric,

standard and compensated versions.

Definition 17. Let {Y(t),t > 0} be a fractional Skellam process of type
II, when Ay = Ay := A > 0 then {Y(t),t > 0} is referred to as a symmetric
fractional Skellam process of type II and we write Y (t) ~ Sk(tA, tA, «).

Definition 18. Let {Y (t),t > 0} be a fractional Skellam process of type 11,
set Ay = Ay = 5 then {S(t),t > 0} is the one parameter standard fractional

Skellam process of type II and we write Y (t) ~ Sk(ts,t5, o).

We can also define the compensated process as follows.

Definition 19. A compensated fractional Skellam process of type II
{Y*(t),t > 0} is defined by

Y*(t) == S(E(t)) — (A + Ao) E(2)

where {S(t),t > 0} is a Skellam process and {E(t),t > 0} an inverse stable
subordinator of exponent « € (0, 1) independent of {S(t),t > 0}. We write

in notation
Y*<t) ~ CfSk(t)q, t/\g, Oé).
Theorem 9. The compensated fractional Skellam process type II, namely

{Y*(t),t > 0}, is a G, := Fpg() martingale.

Proof: Define a new process T'(n), n > 0 as

T(n) =inf{u: |S(u) — u(A — X2)| = n}
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Then for each n we have that T is a stopping time, i.e. {T,(w) <t} € F;.
Since the filtration is right continuous and
IS(T(n) At) — (M —X)(T(n)At)| <n
the process S(T'(n) At) — (A — A2)(T(n) At) is a right continuous closed
martingale. Therefore by Doob’s optional sampling theorem
E [S(T(n) A E(t) — (1 — 2)(T(n) A B(1))| Fro)]
= S(T(n) NE(s)) — (A — X)(T(n) A E(s)).
First note that since T'(n) — oo as n — oo and E is a finite time change
S(T(n) NE() = (A = A)(T(n) A E(L))
— S(E(t)) — (M — X)) (E(1)), n — 0o.
Now the submartingale ’S(T(n)/\E(t))—(Al—Ag)(T(n)/\E(t))‘ is dominated

by the element supgc,«; {’S(E(t)) — (M — /\Q)E(t)‘} and

< 00

e |, {JstE0n -0 -]

by the maximal inequality. Then conditioning on the sigma algebra

generated by E(t), i.e. o(E(t)), the dominated convergence Theorem tells
us that

E [S(T(n) A E(t)) — (A — A2) (T(n) A E(1))|Frs)
= E[S(B(1) — (M — 2)(B(1))| Fae), |
as n — 0o. Then we have
E[S(E(t) — (A = %) (E(6)|Frgs)] = N(E(s)) = (= Aa)(E(s))

and the stochastic process S(E(t)) — (A1 — A\g) E(t) is a G; martingale. [

Using similar arguments the symmetric fractional Skellam process type II
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4.12. An empirical investigation of waiting times

and the standard fractional Skellam process type II can also be shown to

both be G; martingales.

4.12 An empirical investigation of waiting times

We consider transaction records for the September 2011 Eurofx over a three
month horizon from the 22nd June until expiration on the 22nd September
2011. The Eurofx is a type of forward asset known as a future, and the
data set was obtained directly from the Chicago mercantile exchange. The
market is open from 12pm Sunday evening until Friday at 5pm with a one

hour close each day between 4pm and 5pm.

The observed price of the future at time ¢ is denoted by F'(¢),t = 1,2, ..., N.
For this period there are N = 5,465, 779 timestamped transactions recorded
over market opening hours. Of these records, 71% of transactions get
completed at the previous trade price. No tick change from one trade to

the next, and single tick price changes account for 98% of all transactions.

Close symmetry between negative and positive tick jumps of the same
magnitude is seen. The count for jumps of three ticks up or down is 1,411 and
1,419 respectively a difference of only eight counts, with a similarly finding
for jumps of a four ticks. The frequency of both positive and negative jumps
in general decreases as the jump size increases but does not hold true for an
absolute jump size of eight ticks, which has a higher frequency than both

six and seven tick jumps.

The data contains the transacted price along with timestamps binned to the

nearest second, when multiple trades occur during the same second interval,
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the trades are recorded in the order they are filled but with identical time
stamps. Since we are interested in the inter arrival time between trades this

rounding off in timestamps will cause a data loss.

A second issue is market micro structure noise in the form of the bid-ask
bounce. The futures contract is very liquid and it is not uncommon to see
strings of transactions occurring in rapid succession bouncing from the bid
to the ask, a difference of a single tick. We note though, that our data set
does not implicitly state the bid and ask prices we have only interpreted the
price bounce to be such a spread. The bid price and the ask price have not
changed but the transaction record details a series of positive and negative

returns of a single tick.

We filter the series by only recording the transactions if they go outside the
bid ask spread. The spread is fixed to a single tick of 0.0001 by setting
F(0)" = F(0) and F(t)** = F(t)" + 0.0001 and computing F'(t)" as
F(t—1)" if F(t—1)" < F(t) < F(t— 1)

P = { F(t) if F(t) < F(t — 1)

F(t) —0.0001 if F(t) > F(t —1)=*

The resulting filtered transaction chain still contains 5,465, 779 records but
we now deleted all entries where the bid price has not changed from the
previous bid price, that is no up or down jump has occurred, leaving 682, 550

records.

Next we consider the up and down jump processes in two models for the

spot prices. First is the model from Barndorff-Nielsen et al. (2011), where
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Figure 4.3: Price path plot of original data and filtered data

the price is modeled by the Skellam process. The second model is proposed
by us and it uses fractional Skellam process of type I to model the price
movements. In the empirical analysis of these models, we separate up
and down jumps seen in Figure 4.3. In the case of Skellam processes,
which is the difference of two independent Poisson processes, the absence of
simultaneous jumps for the two processes follows from a general result: two
independent Lévy processes have no common points of discontinuity almost
surely (Meerschaert and Sikorskii (2012) page 106). As follows from the
Lemma below, absence of simultaneous jumps also holds for two components

in fractional Skellam process of type I.
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Lemma 7.2 Let X(t) = Ny(E(t)) — No(Es(t)) be the fractional Skellam
process of type I. The processes N1(FE(t)) and Ny(FEs(t)) have no common

points of discontinuity almost surely.

Proof: We use the definition of Mainardi, Gorenflo, and Scalas (2004) of
the fractional Poisson process as a renewal process. Since the sample paths
of F1(t) and FEs(t) are continuous almost surely, the discontinuities of the
fractional Poisson process come from jumps of the outer Poisson process.

Therefore
P|Ny(Ey(t+)) > Ni(Ei(t)) and Ny(Bs(t+)) > Na(Ex(t))

for some t > 0} = IP’[ZTl(i) =) T5(j) for some m, n € N}
i=1 =1

< X R[S0 =SB0

m,neN i=1 j=1

where the independent random variables Ti(i) and 75(j) are waiting
times between events from (4.8.1). Since these random variables follow
Mittag-Leffler distribution, the distribution of their sum has a density, and

the probabilities of the events summed above all have probability zero. [J

We now proceed with the data analyses by separating the up and down jump

processes.

Up jump process: To construct the up jump time series we remove all
trades with negative jumps leaving 317, 212 observations, all duplicate time
stamps are removed leaving only the last recorded entry for each second. A

time series of 253, 092 entries remain representing the positive jump process.

2The proof of this theorem was provided in by A. Sikorskii, in Michigan State

University and is not the work of the author of this thesis.
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Survival Function: Up Jump Process — 253,091 observations
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Figure 4.4: Survival function for the up jump process

Figure 4.4 clearly shows that the exponential distribution provides a poor
fit to the data which can be quantified with the 95% confidence interval
(0.9512,0.9554) for oy and so oy # 1. The Mittag-Leffler provides a closer
fit to the data and supports our generalization to a fractional process in this

setting.

Down jump process: As with the up jump process to build the down

122



Chapter 4. Integer valued models

jump series we remove the trades with negative jumps leaving 365, 338
observations, all duplicate time stamps are removed leaving only the last
recorded entry for each second. A time series of 281, 833 observations is left

representing the down jump process.

Survival Function: Down Jump Process — 281,832 observations
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Figure 4.5: Survival function for the down jump process

Similar to the up jump process, Figure 4.5 shows the exponential distribution

does not provide a realistic match to the empirically observed survival
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probabilities. This can be quantified through the 95% confidence interval
for ay computed as (0.9557,0.9597), concluding that s # 1 as would be the
case if inter-arrival times where exponential in law. It can also be seen that
the Mittag-Leffler although producing a closer fit to the down jump waiting
times is not perfect, as the data depict heavier tails than the Mittag-Leffer
law can support, although there is a considerable improvement over the

exponential.

In summary, we have shown that the inter-arrival times between the jumps
in both the positive and negative jump processes are clearly not exponential.
The Mittag-Leffler law provides a closer fit to the data, however the fit is not
perfect and even with the added flexibility of an additional parameter, the
Mittag-Leffler does not seem to provide tails that are as heavy as the market
suggests. This is true for our data set and more empirical work would be
needed to see if this is a common feature amongst different asset classes.
Further, although the magnitude of ninety eight percent of jumps is a single
tick, there is the case to extend the models to allow for jumps greater than
one tick. It would then seem sensible to model the random component not
as the difference between two fractional Poisson processes but instead as the

difference of two compound fractional Poisson processes.
Appendix: Statistical analysis of the Mittag-LefHler distribution

The methods for parameter estimation are from Cahoy et al. (2013). Let
T be a random variable with Mittag-Leffler distribution and T,..., T, iid

sample, then the moment estimators for the parameters,

2T A —

o= , and A = exp{—&(E[log(T)] + )}

P——

V2(6Var[log(T)] + 72)
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where ~ is Euler’s constant and

_— 1 n _—

Ellog(T)] := Y logT,,  Varllog(D) == - ~(log T; — Elloa()])

=1

For the above estimators to be of use we must have data where Var[l@] >

—

72/6 = 1.6449 so that the standard deviation of log(7T) is greater than

1.2825. The estimator for « is asymptotically normal as n — oo:
a?(32 — 20 — )
40 ’

and we obtained an asymptotic (1 — €)100% confidence interval for a.

Vn(& —a) — N |0,

4.13 Continuous time random walks

In this section we give details on some definitions and known results for
continuous time random walks (CTRW), see Meerschaert and Sikorskii

(2012) for a complete discussion.

Firstly we define an integer valued random walk
Wn)=J1)+---+J(n)

where the integer jumps J(n) are independent and identically distributed
with the random variable J which takes integer values. Consider another

random walk 7'(n) of independent and identically distributed waiting times
7(1),
Tn)=7(1)+---+71(n)
where 7(n) is independent and identically distributed with 7. Let
N(t) =max{n > 0,T(n) >t}
denote the number of jumps by time ¢ > 0, where 7(0) = 0. Then a
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continuous time random walk is defined by
W(N(t))=J(1)+---+ J(N(1)).

Next let us detail the limit process for a CTRW, see sections 4.3 and 4.4
of Meerschaert and Sikorskii (2012) and reference therein for a complete
discussion. Suppose that Y is a random variable that is not degenerate, we

want to know when
a,(J(1)+---+J(n) —b, =Y (4.13.1)

for some a,, > 0 and b, € R. We say that J belongs to the domain of
attraction of Y, and we write J € DOA(Y'), if (4.13.1) holds. From Theorem
4.5 in Meerschaert and Sikorskii (2012) if J € DOA(Y") the distribution of

Y is either normal if and only if
E[J?T;<,]

is slowly varying or is stable if and only if P(|J| > x) is regularly varying
with index —a and

Q}Lrglom:p, for some 0<p<1.
The convergence (4.13.1) extends to random walks (see remark 4.17 in
Meerschaert and Sikorskii (2012)) and we have
[nt]

an(J(1)+---+ J([nt])) — 76,1 = Z(t).

The limit is a Lévy process {Z(t),t > 0}.
Remark 7. IfE[J] = 0 then
a, W ([nt]) = B(t)

where B(t) is a Brownian motion. Furthermore if E[T] exists, then by the
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renewal theorem N(t)/t — \ = 1/E[r]|, then
a,W(N(nt)) = B(At)
The effect of the waiting times is just a change of scale.

Remark 8. If E[r] = oo, the CTRW behaves quite differently from the
previous remark. Let A be either normal or stable and E(t) the inverse stable
subordinator then from Meerschaert and Sikorskii (2012) pages 100-102 we

have convergence in distribution
(VoW ([nt]), PN (ct)) = (A(t), E(t)) (4.13.2)

Using the continuous mapping Theorem it can be seen that (4.13.2) also
holds in the sense of finite dimensional distributions. Furthermore in the
space D|0, 00) of cadlag functions with the Skorokhod M, topology we have

convergence in stochastic process
{e8/W (N ([nt])), ¢ > 0} = {A(E(®)),t > 0} (4.13.3)

This is a hard result to prove, for complete details see Meerschaert and

Sikorskii (2012) and references therein.

4.14 Fractional Skellam type II CTRW representation

In this section we show that the standard fractional Skellam of type II has
a continuous time random walk representation which appropriately normed
converges to the activity time model of section 2.15, thus providing a link

between the models explored in this thesis.

Firstly the standard Skellam process {S(t),¢ > 0}, where S(t) ~ Sk(3t, 3t)

has a continuous time random walk representation. To see this define an
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integer valued random walk
W(n)=J(1)+---+ J(n)
with integer jumps J(n) which are independent and identically distributed
with random variable J : {0 — Z, whose probability mass function is given
by
1 1
P(J =k) = S0 + 50113

where 0 is the Dirac delta function. Consider another random walk 7'(n) of

independent and identically distributed waiting times 7 (1),

where 7(n) is independent and identically distributed with 7 ~ exp(1) an
exponential random variable. Let

N(t) =max{n >0:T(n) >t}
denote the number of jumps by time ¢ > 0, where 7(0) = 0. Then the
continuous time random walk

W(N(t)) =J(1)+ -+ J(N(1))
has equality in distribution to the standard Skellam process, i.e.

W (N(t)) £ S(t).

The expectation of the jump J is

E[J] := kio KP(J =k) =0

k=—o00

and the variance is

Varl] = S5 BB = k) = 1

k=—o00

Now instead of using the exponential distribution for the waiting times 7(7),
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we now use the Mittag-Leffler distribution (see equation 4.8.2), namely
7(1) ~ M L(a, \).
Then E[r] = oo and the CTRW behaves as in Remark 8 and then by
the results in Meerschaert and Sikorskii (2012) pages 100-106 we have the
stochastic process convergence
Pl (oW (N([nt])) = N([ct]) (0 + 26%)) + ¢ "N ([et]) (6 + L0
oW (N ([nt])) = N([et])(0 + 307)) + ¢ N([ct])(0 + 307)
= (0 + 10®)E(t) + 0 B(E(t)). (4.14.1)
In other words the standard fractional Skellam of type II appropriately

normed converges to the activity time model of section 2.15.

4.15 Fractional Skellam tempered stable process

We now go on to generalize a step further in analogue to section 4.6 where
we extended the Skellam process to exhibit jumps greater than one. Here in
this section we will be extending the fractional Skellam process of type II,

to allow for greater than unit jumps.

Definition 20. The fractional Skellam tempered stable process { X (t),t >

0} is defined by

X(t) :=S(T(Et))).
Where S(t) ~ Sk(5t, 5t) is a standard Skellam process, T(t) ~ T'S(k, t6,)
a tempered stable Lévy subordinator and E(t) ~ IS(«) an inverse stable

subordinator. In notation we write
X(t) ~ fSETS(a, K, t6,7).
Theorem 10. Let X (t) ~ fSKTS then the characteristic function is given
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by
Ux(€) = Ea (= (7" +2(1 = cos(0)" — ov) t°). (4.15.1)
The probability mass function f(z,t) satisfies the fractional differential
equation
DD f(x,t) — 20vD f(z,t) = 2%°5, < i (%f) (%71/5 4 1)2927
=0

« z]% (‘Z)f(x o t)) S f(@,t)

where DY is the Caputo fractional derivative given in equation (4.8.4).

Proof: The characteristic function can be computed as follows
Ux() = [ € f(@,t)da

= [ ( / / Wh(u, t)dudz)d:c

where p(z,2) := P(S(2) = z) is the pmf of the Skellam process, r(z,u) :=
P(T(u) < z) the pdf of the tempered stable process and h(u,t) := P(E(t) <
u) is the probability density function of the inverse stable subordinator.

Then
/ / =265 (2, u)h(u, ) dudz
- /0 =TG5 gy, 1) du
= Ea (—or(ps(O))?)

and (4.15.1) follows. For the second part since clearly

Dipx ) (€) = —or(9s(€))x ) (€)
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let Vx () () == [ e*"x()(¢)dt then taking Laplace transforms of both sides
yields

s“Ux () () — s Ux0)(¢) = =1 (ds(0)x(1)(€)

rearranging gives

s 5% — or(¢s(Q))
s* + ¢7(9s(C)) s* — ¢7r(9s(C))

which can be written as

@x@(() -

s (s*x ) () — ¥x0)(¢) — ;W(m(é ) = 207(s*x (1) (Q) — ¥x(0)(€))
= 265" 1= c08(O)*xi0 (<) — Briixia ().
Invert the Laplace transform to see
Dy Dihx ) (€) — 267Dy 1) (€)
= P67 41— cos(0) " xo(0) — rxn(0) (4.15.2)

Note that for the first expression on the right hand side can be expanded as

(171/'i +1- cos(())2N = i <2;> (lvl/ﬁ + 1) cos’ (¢)

2 = 2
< (2k) 1 AN
— . (771/n+1)2n7] ( >€ZC(J2T).
;(J 2 z:;) r

Since the Fourier transform of f(z — j + 2r,t) is U2y 1y(¢), then by

Fourier inversion of (4.15.2) the result follows. O

4.16 Delta fractional negative binomial process

In the previous section we extended a fractional Skellam type II to allow
for jumps greater than one. However it might be of interest in terms of

econometrics to extend processes of fractional Skellam of type 1. The logic
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4.16. Delta fractional negative binomial process

here is that type I processes can be split into their negative and positive
parts (the up and down jump process), this is important empirically as we
are then able to calibrate the up and down jump processes separately, which

may be of some use.

The fractional negative binomial process has recently been introduced by
Beghin and Macci (2014). We consider the case of the difference between
two fractional negative binomial processes, firstly let us introduce the well

known logarithmic distribution with probability mass function

Y2

I S
| log(1 —p)| n’
The mean is given by

P(Y (j) = n) i=1,2 pe(0,1)

1 p
Y= Mot =T =5
and variance
p +log(1 —p)
(1—p)?log*(1 —p)’
The n-fold convolution density is known in closed form and is given by
n! p*[s(k, n)|
(—log(1—p)* K
where |s(k,n)| are the unsigned Stirling numbers of the first kind.

Var[Y] = —

PY(1)+---+Y(n)=k) =

Definition 21. A delta fractional negative binomial process {X(t),t > 0}
is defined by

Ni(E1()) Na(E»(t))
XM= > n@- > ()
j=1 j=1
where for i = 1,2, N;(t) are two independent Poisson processes with
intensities
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and fori = 1,2, E;(t) are two independent inverse stable subordinators with
parameter «; = p; € (0,1) both independent from all other process. And the
innovations follow the logarithmic distribution with parameter p; € (0,1) for

i = 1,2, which are again independent from all other processes.

If instead we set o = 1 we arrive at the delta negative binomial process as
introduced by Barndorff-Nielsen, Shephard, and Pollard (2011).
Theorem 11. Let {X(t),t > 0} be a delta fractional negative binomial
process, then the marginal distribution of X (t) will have point probabilities
given by

P(X(t) = k) (4.16.1)

(1 _ )nJrk n+k

(n+k)! Z |s(n + k, j)[t" n+k)5;;r;u+1(10g(p1)tm)

1— pz ng
L pa) z| s(n, HIFEL  (log(pa)t)

the moment generating function of X (t) has the form

¢ _
E[QCX(t)} _ gal <51 log (1 . (6 1>p1)tp1)

I—p
¢ _
X Eny ((52 log (1 — W)tm)
— P2

where for i = 1,2, &,,(+) is the one-parameter Mittag-Leffler function given

by equation (2.14.4).

We shall use the the notation

X(t) ~ AfNB(td1, p1,td2, p2)

to indicate that X(¢) follows a delta fractional negative binomial

distribution, which appears to be a new four parameter distribution.
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Remark 9. For X (t) ~ AfNB(td1, 1,102, p2) the mean of X(t) is
51p1ta1 (52]?2#12
E[X(t)] = —
A Fpr+ D)1 =p1) T2+ 1)(1—p2)

and the variance is

VarlX ()] = i (D
ar =
< @pB(r +Lp) ~ 1)+ P 4 1)
— M
N thszrl(SQ thp2+152

(1= p2)l(1 4 p2) \ (1 = p2)I'(1 + p2)

< (2Bpa + Lpa) = 1)+ 12 41)
- P2

For t > s the covariance of the delta fractional negative binomial process is

given by

Cov[X (1), X(s)]

D1 D1 sP1 to1p
= (2 (725),) ()
! I—pm 1—pi/2/T(14p) 1—pm

pit P15
B(py + 1,p1;s/t) + —————B(p, + 1,
(Fg(l ¥ ) (1 p1;8/t) To(1 + p1) (p1 p1)
tspl
Fa(1+p1)
P2 P2 sP? t02p2
(2 (725 e + ()
“\1-py 1 —p2/2/ T(14p2) 1 —po
———B(pa+ 1,p9;5/t) + =——B(p2 + 1,
(F2(1 + p2) (P2 pa; /1) Ia(1 + p2) (e )
tsp2
[y(1 +p2))
We can also give a mixed representation
X(t) = N3V (La(t)) — N2 (La(t)), t>0 (4.16.2)
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where for ¢ = 1,2 the Lévy subordinator is gamma distributed, that is

Li(t) ~ Ga(té;, (1 — p;)/p;) with density given by
O\t
) — @ to;

gi(z,t T (to,) T —1671772#]1(0700)(:5)
and mean
10;p;
E[L;(t)] 1
—Di
variance

i \2
Var[Li(#)] :t@( i )
and Laplace exponent

Wy 0)(C) = 6, log (1 - f_p"p).

The process of mixed representation given by equation (4.16.2) with L;(t)

gamma in law as described above will have the same probability mass

function as the compound version, that is the pmf given by equation (4.16.1).

4.17 Concluding remarks

This chapter has developed some new fractional integer valued models
motivated by the analysis of high frequency trade by trade data. The
modeling focus was on the distribution of times between trades. Using
high frequency data for the EuroFX currency product it was demonstrated
that the Mittag-Leffler distribution provides a more realistic description
of inter-arrival times between trades. These models are quite different
from activity time models, however we proved a link back in the form
of convergence of limiting behavior over long time periods. Finally we
considered the situation when the price may jump up or down in multiple

of the tick size and proposed suitable models for these cases.
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Chapter 5

Conclusion

Contributions to activity time models have been made in the form of fractal
activity time types I, IT and III and their corresponding risky asset models.
The models proposed provided a realistic fit to real world data, the normal
tempered stable distribution is a suitable description for the probability
empirical observed. The dependence properties of the models allow the
practitioner to choose the memory parameter to match his beliefs going
forward or look for ways to calibrate to empirical autocorrelations. However
since we did not state methods for computation of the memory parameter H
for dependent data, this would form future research. For the zero skew case,
calibration by method of moments was possible, so there is tractability in
the sense of model fit. Estimation of all six parameters with no restrictions
will require further theory and a numerical investigation. The concept of
volatility clustering is not directly displayed by our activity time models, it

would be of some interest to extend to incorporate such a feature.
Our first construction is closely related to the Ornstein-Uhlenbeck
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constructions of Leonenko, Petherick, and Sikorskii (2011b) and Finlay and
Seneta (2012), where inverse Gaussian and generalized inverse Gaussian
were used. This present work described a Ornstein-Uhlenbeck construction
given by fractal activity time type I with tempered stable laws and extends
further by constructing such a process with continuous sample paths.
This allows the alternative starting point for the model in the form of a
stochastic differential equation, which is not possible in the above mentioned
papers. The technique of superpositions was used to construct processes
with long range dependence or short range dependence in the case of finite
superpositions. An interesting furture research project would be to establish
some procedures for estimation of the number of superpositions that should

be used in the finite case.

The second construction is essentially new to the fractal activity time
geometric Brownian motion literature. However like most theory it relies
on the theory developed by others in the form of convoluted subordinators
and quantile clocks. Fractal activity time type II is, to the best of the
authors knowledge, the only fractional tempered stable motion with long
range dependence where exact distributions can be obtained. An alternative
fractional tempered stable motion was introduced in Houdré and Kawai
(2006) with long range dependence, theoretically they showed that the
process has tempered stable marginal distributions, however it does not seem
possible to compute the exact parametrization of the resulting tempered
stable law. Further research could construct fractional motions for other
distributions such as the inverse Gaussian, gamma and generalized inverse

Gaussian.
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The third construction of the inverse stable subordinator has been
introduced in Magdziarz (2009), although under a different name of a
subdiffusive regime. These activity models were presented as a bridge, in

terms of convergence to related integer valued models.

Option valuation under activity time models produced a good fit to market
prices over different strikes. A broker can certainly use such models to
compute option prices to a greater accuracy than the classic model. The
hedging of options is an open question as under activity time models the
dependence property presents a significant issue. Without dependence the
practitioner looks to buy or sell stock for which the option is written upon.
The amount of stock transacted to hedge is directly related to the rate
of change of the option value with respect to time. In practice, this is
done by taking derivatives of the pricing formula, known as the delta. For
activity time models, derivatives for the pricing formula were presented.
However since the price process has dependence by its construction, it is
unclear if the derivatives will suffice as a hedging tool. Consider the classic
model with no dependence, then the derivatives are computed and the hedge
constructed, but with memory models the price is changing not only due to
current instantaneous conditions but also due to the entire price history
in the case of long range dependence. Therefore hedging strategies under
activity time models would be a useful future research project from the
viewpoint of their use in practice for writing and hedging options. We
saw that parameter estimation under the symmetric model was possible
using method of moments. For the asymmetric model GMM techniques
were discusses and a numerical and theoretical investigation to estimate all

parameters under GMM would be a useful work. Furthermore the case of
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multiple assets has yet to be addressed for either activity time models or

integer valued models.

For integer valued models we have shown through an empirical investigation
that fractional models with Mittag-LefHler waiting times provide a more
realistic fit to inter-arrival times between trades at high frequency. We
have seen how a one tick model, where the price jumps by single ticks, can
be extended to integer models where the price may jump up or down by
multiple ticks. It may be of some interest to look for an improvement to the
fit of empirical waiting times, for which the three parameter Mittag-Leffler
distribution may be of use. Furthermore we saw that the traditional hedging
tools of the delta and gamma of the option pricing formula under integer
valued process do not exist and an investigation into techniques that could be
used for hedging European options may prove useful to practitioners. Future
research could focus on even smaller time scales by obtaining nanosecond
data for trade by trade dynamics, also empirically the covariance structure
at such small time intervals may be investigated. However we feel our work
generalizing integer valued models to their fractional counterparts to be a

worthwhile exercise.
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